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Deregulation (A-110), was published in September 1988. 
That study focused on the complex issues facing the pres- 
ent dual system by which the states and the federal gov- 
ernment regulate banks and banking activities. 

This study focuses on the complementary issue of 
state taxation of banks in an era of regulatory and techno- 
logical change. With the advent of the recent and rapid 
blurring of the lines of business between banking and oth- 
er commercial activities, combined with the relaxation of 
restraints on interstate banking, state policymakers are 
faced with a range of issues and policy alternatives for 
structuring bank tax systems. 

The move toward reform of state bank tax laws is well 
under way. Major reforms of the tax structure have been 
enacted in New York, Minnesota, and Indiana. Other 
states have initiated reform on a smaller scale by amend- 
ing formulas for apportioning multijurisdictional receipts 
through rulemaking. 

The purpose of this report is to inform policymakers 
and practitioners of the range of available policy options. 
The report begins with an historical review of the consti- 
tutional and legal underpinnings of the present debate, 
and then discusses the key issues to be resolved by the na- 
tion's legislatures. 

Specific topics that are addressed in the report in- 
clude the goals and objectives of bank tax policy, the diffi- 
culties of defining a taxable entity, the nature of alterna- 
tive methods of defining the bank net income tax base, 
and the policy tradeoffs that must be made when states se- 
lect among the several methods for apportioning income 
from multistate activity. 

The report concludes with a review of administrative 
and other policy aspects of tax reform, and a survey of the 
current status of state bank tax practice among the 50 
states and the District of Columbia. 
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The Birth of the Federal Tax 
Immunity Doctrine 

Chapter 1 

Introduction 

In 1819, in McCulloch v. Maryland,' the U.S. Supreme 
Court first announced its doctrine of federal tax immuni- 
ty.2 The case involved the constitutionality of a Maryland 
law that imposed a tax on bank notes issued by any bank or 
branch not chartered by Maryland. Maryland state-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 Chief Justice John Marshall 
uttered his famous statement that the "power to tax in- 
volves the power to de~troy,"~ the Court held unconstitu- 
tional almost all state taxes levied on a federal govern- 
mental instrumentality, such as the national bank.4 The 
necessary and proper clause5 and the supremacy clause6 
formed the constitutional bases for the Court's holding. 

In 1829, the Court applied its federal tax-immunity 
doctrine to strike down a property tax imposed by the City 
of Charleston, South Carolina, on stock issued by the 
Bank of the United States and held by a private individu- 
al.7 Like the Maryland law in McCulloch, the Charleston 
ordinance exempted from the tax all stock issued by the 
state of South Carolina. According to the Court, the tax 
violated the borrowing clause of the Constitution* be- 
cause it was "a tax on the power to borrow money on the 
credit of the U.S. . . ."9 

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 without 
the permission of the Congress. The effect of congressio- 
nal restrictions 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 na- 
tional banks. 

Federal constraints on state taxation of the income 
from federal obligations have remained virtually un- 
changed since the latter half of the 19th century.lOToday, 
state taxation of such income is 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 
taxation 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, directly or indirectly, in the computation 
of the tax, except nondiscriminatory franchise or 
other non-property taxes in lieu thereof imposed 
on corporations. ' 1  

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

The Evolution of State Taxation 
of National Banks 

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



gress passed the National Currency Act,l2 which codified 
McCulloch by limiting state taxation of national banks to 
bank real estate and sharesf3-the two options left open 
by the decision.14 Section 41 of the act specifically granted 
the state in which a national 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 
most states assessed and collected the tax from the bank. 
Assessment at the source facilitated collection of the tax. 
If, for example, the shareholder was a nonresident, the 
bank could be used as an agent of the stockholder to col- 
lect the tax. The bank then reimbursed itself from the divi- 
dends or other income distributed to the stockholder.15 
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 moneyed capital" in the hands of individual citi- 
zens of such state or (2) the rate imposed on the shares in 
any state-chartered bank.16 

Although the Congress could dictate the conditions 
under which states could tax national banks, it could not 
control how states and the judiciary interpreted those 
conditions. For example, the limitation on the rate ofbank 
share taxation to one no greater than the rate assessed on 
"other moneyed capitaln17 generated decades of litiga- 
tion. The purpose of this restriction was to prevent states 
from discriminating against national banks by favoring 
their competitors.18 The statute did not specify, however, 
how states should calculate a nondiscriminatory rate, and 
states adopted various methods. Moreover, because the 
Supreme Court had previously held that the rate of taxa- 
tion includes the entire process of valuation and asses- 
sment,lg national banks accused states of setting discrimi- 
natory rates when they applied different rules of valuation 
as well as when they used different percentages in com- 
puting the taxes on fixed valuations. 

The high Court was called on numerous times to de- 
termine which inequalities would constitute discrirnina- 
tion in violation of the National Currency Act. Time and 
again, the Court scrutinized mind-numbing differences in 
state assessments and valuation of investments in order to 
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 vaIue and bonds and mortgages at par or nomi- 
nal value had thereby discriminated against national 
banks.20 On otheroccasions, the Court found that thefol- 
lowing state practices did not discriminate against national 
banks: (a) denying shareholders the right to deduct from 
the value of their national bank shares the amount of their 
capital invested in real property situated outside the 
state,21 (b) exempting from state taxation deposits in sav- 
ings banks or funds of charitable institutions, provided 
that the exemption was for reasons of public policy,22 and 
(c) allowing holders of "credits" in unincorporated banks 
to deduct their debts from their taxable credits, while de- 
nying the same right to shareholders of national banks.23 
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, partnerships, and cor- 

porations while subjecting national banks to property tax- 
ation;24 and @) taxing the investments of individuals in 
bonds and notes at a lower rate than that imposed on na- 
tional bank shares.25 

Although plentiful, cases regarding state tax rates on 
national banks constituted only a small fraction of the liti- 
gation generated by Section 41 of the National Currency 
Act. Most of the litigation involved the meaning of the 
phrase "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 Court found that investments in the fol- 
lowing entities were excluded from the disputed phrase: 
trust and insurance companies;26 manufacturing, mining, 
and railroads;27 and telephone companies.28 States were 
free, therefore, to set their rates on those entities without 
regard to their rates on national banks. In another line 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 
assessment cases. For example, in Hepbum v. The School 
 director^,^^ the Court found that securities (both stocks 
and bonds) might be considered "other moneyed capital," 
while in Mercantile Bank 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- 
tions.31 

Later, the Court began to focus its interpretation of 
"other moneyed capital" more narrowly, finding that "the 
true test of the distinction [between investments that 
come within the meaning of the disputedphrase and those 
that do not] . . . can only be found in the nature of the busi- 
ness in which the corporation is engaged."32 This new in- 
terpretation led to another round of litigation in which the 
Court described the business of banking and compared 
that business with various others in which individuals and 
banks might invest to determine whether such invest- 
ments constituted "other moneyed capital." Again, a rash 
of conflicting opinions followed, causing litigants and 
scholars to charge the Court with gross inconsistency.33 

Finally, in 1923, the Congress amended the law in an 
attempt to bring some order into the chaos. Under the 
new law, now referred to as section 5219, a state could 
choose any one of three methods (in addition to a real es- 
tate tax) to 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) a net income k~x .3~  In 1926, a 
fourth option was added: a state could choose a franchise 
or excise tax according to or measured by the entire net 
income of the national bank.35 This option enabled states 
to include interest on federal obligations (otherwise ex- 
empt from state taxes) in the taxbase. Because the income 
from governmental obligations represents a large fraction 
of the income of commercial banks, the addition of this 
method of taxation conferred a significant revenue bene- 
fit on states.36 

These amendments, too, contained several condi- 
tions. For example, if a state chose the income or fran- 
chise tax 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 to tax dividends 
from general business also. States that selected a bank 
shares tax were still required to assess such shares at 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 
moneyed capital in the hands of individual 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 investments 
not made in competition with such business, shall 
not be deemed moneyed capital. . . .37 

Far from solving the problem of state taxation of na- 
tional banks, these amendments with their numerous con- 
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 tax rates on general business corpora- 
tions with those on national banks in order to meet the 
mandate of nondiscriminatory treatment. That omission 
left states free to choose their own techniques of compari- 
son. Some states chose to compare effective tax burdens 
rather than nominal tax rates. By comparing effective tax 
rates, states sought to overcome the inequity created by 
the congressional prohibition against levying sales and 
personal property taxes on national banks, two taxes regu- 
larly assessed against general business corporations. In or- 
der to equalize the effect of taxes on the two kinds of enti- 
ties, states combined the net income, personal property, 
and sales taxes paid by general business corporations and 
calculated a composite rate, which was then contrasted 
with the nominal tax rate on national banks. 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 business corporations. Also 
during this period, litigation of the phrase "other 
moneyed capital" continued, despite the congressional at- 
tempt at clarification.38 

In the mid-1950s, a new issue arose-state taxation of 
the interstate activity of state banks. Although banks did 
not maintain offices outside 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 so 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 Supreme Court 
changed its interpretation and upheld state taxation of 
nondomiciliary corporations that do business with their 

residents. In Northwestern States Portland Cement Co. v. 
Minnesota,39 the high Court validated a state net income 
tax on a nondomiciliary (general business) corporation 
that had an office in the taxing state. In another case- 
Brown-Fonnan Distillers Cop. v. Collector of Revenue40 
-the U.S. Supreme Court declined to overturn a decision 
of the Louisiana Supreme Court upholding the state's tax 
on a nondomiciliary corporation whose contacts with Lou- 
isiana consisted solely of personnel soliciting orders 
there. 

The effect of these decisions was limited, however, by 
immediate congressional action. In 1959, the Congress 
passed P.L. 86-272,41 which prohibited states from taxing 
foreign corporations whose only activity within the state 
was the solicitation of orders by the seller or its represen- 
tative. Because P.L. 86-272covered 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 Court decisions and 
the earlier congressional restrictions against state taxa- 
tion of nondomiciliary national banks, states were free to 
tax nondomiciliary state banks but not out-of-state nation- 
al banks. Some states took advantage of their expanded 
taxing power to tax nondomiciliary state banks, creating 
an inequity between state and national banks. Over time, 
therefore, the congressional restrictions on state taxation 
of national banks, originally intended to prevent state dis- 
crimination against national banks, had created a tax 
scheme that favored national banks. 

Congressional Resolution of the Problem 

In the early 1960s several bills were introduced in the 
Congress to correct the imbalance that federal law had 
created between state and national banks. All failed to 
pass. In 1968, however, the Supreme Court unknowingly 
dealt the final blow to the congressional statutory scheme 
by carrying it to its logical absurdity.@ In First Agricultural 
National Bank v. State Tax Commission,43 the Court struck 
down a state sales tax levied on a national bank's purchase 
of tangible personal property for its own use. Three jus- 
tices dissented with language that moved the Congress to 
act: "[tlhe Constitution of its own force does not prohibit 
[a state] from applying its uniform sales and use taxes to, 
among other things, [a bank's] wastebaskets."44 

In 1969, the Congress repealed prior restrictions on 
state taxation of national banks, bringing to an end more 
than a century of congressional tax preferences granted to 
national banks.45 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 office is located."46 Thus, the only remaining 
restriction on state taxation of national banks was that 
such taxes must not discriminate against national banks. 
The Congress delayed the effective date of the new law to 
January 1, 1973, in order to provide time for a study and 
report by the Federal Reserve Board on how state taxes on 
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 about prospective 
state taxation of out-of-state depositories, extended its 



prior moratorium on state taxation of national banks. 
From 1973 to 1976, the new moratorium, set forth in EL. 
93-100, prohibited states from imposing any tax measured 
by 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 matters relating to the application of State 
'doing business' taxes on out-of-state commercial banks, 
mutual savings banks, and savings and loan associations." 
The ACIR study was to include recommendations for leg- 
islation that would provide equitable state taxation of 
those entities.47 

The 1975 study accomplished this and more. Nearly 
two years in the making and over 1,000 pages long, the 
study examined in depth the depository business, multi- 
state taxation of general business corporations, the ques- 
tion of federal legislation, and alternative approaches to 
state taxation of depositories. The study concluded with 
five basic policy choices, framed in terms of alternative 
recommendations for the Commission to consider. Brief- 
ly, the choices were: 

No federal statutory limitations on state and lo- 
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; 
i.e., specifying jurisdictional tests and divi- 
sion-of-base rules that may not be used by the 
states as a basis for taxing out-of-state deposito- 
ries. 

A federal statute prescribing positive guidelines 
which bind the states in their taxation of 
out-of-state depositories; i.e., affirmatively pre- 
scribing certain jurisdictional standards and divi- 
sion-of-base rules to which states must conform if 
they tax out-of-state depositories. 

Afederal statute permitting only the state of do- 
micile (the state of the principal or home office) 
to tax depositories, and prohibiting net income or 
other "doing business" taxes upon out-of-state 
depositories. 

A federal statute to compel standardization by 
substituting a federally collected, state-shared 
surcharge on depository institutions for state in- 
come or other "doing business" taxes on deposi- 
tories, or allowing a credit for qualified state 
taxes against the federal tax. 

The Commission recommended a policy of negative 
federal guidelines. Impressed by the precedent of P.L. 
86-272, which set negative jurisdictional thresholds for 
state taxation of interstate businesses, the Commissionfa- 
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 taxable base.48 Accord- 
ing to the Commission's recommendations, a state would 
have jurisdiction to 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, or the ownership or use 
of tangible property, including property involved in 
lease-financing operations. 

Other recommendations included: 
"No congressional action which would require 
states to adopt a standardized definition of tax- 
able income in the taxation of out-of-state finan- 
cial depositories"; 
Amendment of federal law "to authorize states 
to include, in the measure of otherwise valid di- 
rect net income taxes, income realized by finan- 
cial depositories from federal government obli- 
gations"; 
Federal safeguards against discriminatory taxa- 
tion; 
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 reservation of power to the states to resolve 
any disagreements between them and taxpayers. 
Congress failed to act, however, and, in 1976, the lan- 

guage as originally drafted in the 1969 statute became law. 
Thus, today the only restriction on state taxation of na- 
tional banks is that such taxes must not discriminate 
against national banks. 

Summary and Comment 

In 1819, the U.S. Supreme Court held in McCulloch v. 
Maryland that a Maryland stamp tax levied on the Bankof 
the United States was unconstitutional. The McCulloch 
decision set the stage for congressional domination of 
state taxation of national banks and federal obligations 
that continues today. States cannot tax either national 
banks or federal obligations without statutory permission 
from the Congress. 

The Congress began exercising its control over state 
taxation of national banks with the passage of the National 
Currency Act in 1864. The act codified the McCulloch hold- 
ing by permitting states to tax the real property and shares 
of national banks. One section of the act limited state 
taxes on national bank shares toa rate nogreater than the 
rate assessed on "other moneyed capital." This first con- 
gressional foray into the business of regulating state taxa- 
tion of national banks through specific statutory directives 
and limitations signaled the beginning of over a century of 
litigation involving a bewildering array of differences in 
state caIcuIations of their rates of taxation and interpreta- 
tions of the phrase "other moneyed capital." 

By 1969, the Congress had recognized that neither 
further amendments, which merely led to a new round of 
litigation, nor judicial mediation, which produced a large 
body of inconsistent and conflicting opinions, could bring 
order or clarity to state taxation of national banks. More- 
over, 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 taxation of national banks and passed legislation re- 
quiring only that states tax national banks in the same 
manner as they tax their state-chartered banks. 

The history of congressional restrictions on state tax- 
ation of national banks contains valuable lessons for pro- 
ponents of federal intervention in state taxing powers. 

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

er a state has interpreted a given law reasonably or wheth- 
er a certain state or federal statute violates the U.S. Con- 
stitution. The judiciary does not have the power to analyze 
and revamp entire state tax systems. As the Supreme 
Court itself has recognized on numerous occasions, spas- 
modic and unrelated instances of litigation cannot afford 
an adequate basis on which to create consistent rules in 
the area of state taxation.49 

Second, laws that contain specific directives and limi- 
tations often have unintended consequences brought 
about by changing judicial interpretations and by new 
business practices. In an area of law like tax jurisdiction, 
which must respond to technological advances,50 and in a 
business like banking, which is currently highly innova- 
tive, such unintended consequences are inevitable. 





Goals and Objectives for Tax Policy 

Chapter 2 

The Issues 

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

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. Reduction of compliance burdens and en- 

forcement costs; 
5. Provision of certainty and regularity for tax- 

payers and administrators; 
6. Promotion of competitive equality or neutral- 

ity between domestic and out-of-state firms; 
7. Avoidance of discrimination among different 

lines of business; 
8. Avoidance of trade barriers. 
Like the situation with state regulation of banks and 

bank holding companies,51 the public policy objectives for 
state taxation of banks and bank-like entities are some- 
times complementary and at other times contradictory. 
For example, the goal of preserving the autonomy of the 
states may conflict with the objective of creating a uniform 
and simple tax system. As noted in an earlier ACIR re- 
port: 

Differences in the tax structures of states and 
subdivisions have long been viewed as wasteful by 
many critics-and certainly by spokesmen for 
multistate taxpayers. Tmpayers' compliance 
problems and state administration of the taxes 
are more complicated than they would be if taxes 
were uniform. Also these differences hinder the 
free exchange of trade and commerce across ju- 
risdictional lines. Elimination or reduction of lo- 
cal diversities is seen as promoting simplicity in 
the entire tax system, an objective long sought by 
taxpayers and legislators in all the states, as well 
as on the national level. 
On the other side, interstate differences arise 
from the distinctive policies and needs of the in- 
dividual state or local communities-from the 
special needs of agricultural or mining communi- 
ties compared with those where economic activi- 
ties are primarily manufacturing, mercantile, or 
service-oriented; from the differing needs and 
taxpaying capacities (or customs) of states that 
are 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 tradition and those 
with a recent populist or frontier outlook. The 
special characteristics of tax laws and administra- 
tion in each 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 interests. The price of 
simplification may in fact include 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. 

Others argue that some proposals for simplifica- 
tion, such as general acceptance of a standard 
formula apportionment for the entire net income 
of each taxpayer, could result in inequitable or in- 
appropriate division of the tax base among 
~tates.5~ 

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

Environmental Considerations 

Any new state bank tax 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 banking. The interstate banking environment 
today is vastly different than it was in 1975, the date of the 
prior ACIR report. The most important changes involve 
interstate branch banking, the growth 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- 
ulatory laws of one state can influence the regulatory 
policy of all states is found in interstate branch banking 
laws. In 1982, Massachusetts was the first state to pass a 
regional reciprocal interstate banking law.53 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 interstate banking 
(nine of these state laws contain a nationwide trigger, that 
is, a date by which the state will allow nationwide inter- 
state banking), and 20 states allow nationwide interstate 
banking54 A summary of the current status of interstate 
banking legislation is provided in Bble 1. The vast major- 
ity of states that allow interstate banking do so through 
the bank holding company mechanism (i.e., they enact 
laws permitting out-of-state banks to enter only after their 
parent bank holding company applies for and receives 
permission to establish or acquire a subsidiary or to merge 
with a bank in the host state). Entry through a bank hold- 
ing company gives a state maximum control 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 super- 

visor of the branch. Some commentators believe that the 
future viability of the dual banking system requires that 
states allow interstate banking only through the holding 
company mechanism.55 

Because most state laws no longer prohibit 
out-of-state bank holding companies from operating sub- 
sidiary banks across the nation, and because banks solicit 
loans through loan production offices located in several 
states, it is difficult today to pinpoint the "source" of a 
loan for purposes of state apportionment formulas. The 
Congress noted the problem of finding the actual 
"source" of bank loans during the debates on the TawRe- 
formAct of 1986. According to the Congress, "The lending 
of money is an activity that can often be located in anycon- 
venient jurisdiction, simply by incorporating an entity in 
that jurisdiction and booking loans through that entity, 
even if the source of the funds, the use of the funds, and 
substantial activities connected with the loans are located 
elsewhere."56 

Technological Developments: 
Branchless Banking 

The judicial branch, too, has contributed to the ex- 
pansion of interstate banking. Arecent U.S. Circuit Court 
of Appeals opinion, which interpreted the federal banking 
laws, paved the way for banks and bank-like entities to en- 
gage in de facto interstate branch banking. By interpreting 
the terms "branch" and "bank" narrowly, the opinion lim- 
ited state authority to regulate interstate branch banking. 
For example, in Independent Bankers Association v. Marine 
Midland Bank,57 the Second Circuit 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 ( A m )  does not thereby engage in 
branch banking. According to the court, federal law does 
not deem an ATM to be a "branch" of a bank if the bank is 
a mere user, as opposed to an owner, of the machine. 

This decision allows banks and bank-like entities to 
circumvent the remaining state regulatory restrictions on 
interstate branch banking by delivering their services 
through electronic devices located across the nation in a 
form of "branchlessbanking." Today, it is legally and tech- 
nologically possible for banks to enable their customers to 
make a deposit in an out-of-state bank through an in-state 
shared-use ATM without thereby engaging in branch 
banking. 

Several banks currently operate nationwide through 
branchless banks. For example, in January 1986, the New 
England Federal Savings Bank of Wellesley, Massachu- 
setts, opened for business.58 The bank has no walk-in 
place of business. Customers make their deposits by mail, 
by telephone, or via automatic teller machines. Within the 
first six months of operation, the bank had 422 depositors 
hailing from most of the 50 states. The bank is a 
full-service bank that makes home mortgage loans and 
commercial real estate loans; provides Mastercard, Visa, 
and American Express card services; and offers individual 
retirement accounts and Keogh accounts. Many other 
banks engage in some form of branchless banking. For ex- 



Table 1 
Interstate Banking Legislation by State 

(as of February 1, 1989) 

Number 
of Partner 

States 
Effective 

Date State 

Alabama 

Area 

Currently Reciprocal, 12 states and DC (AR, FL, GA, KY, LA, MD, MS, NC, 
SC, TN, VA, WV). 

Alaska 

Arizona 

Arkansas 

Currently 

Currently 

Currently 

National, no reciprocity. 

National, no reciprocity. 

Reciprocal, 16 states and DC (AL, FL, GA, KS, LA, MD, MS, MO, 
NE, NC, OK, SC, TN, TX, VA, WV). Reciprocity hinges on 
commitments to community reinvestment. 

California Currently 
1/1/91 

Currently 

Currently 

Currently 

6/30/90 

Currently 

Reciprocal, 11 states (AK, AZ, CO, HI, ID, NV, NM, OR, TX, UT, WA). 
National, reciprocal. 

Reciprocal, 7 states (AZ, KS, NE, NM, OK, UT, WY). Colorado 

Connecticut 

Delaware 

Reciprocal, 5 states (MA, ME, NH, RI, VT). 

Reciprocal, 5 states and DC (MD, NJ, OH, PA, VA). 
Special-purpose banks permitted. 
National, reciprocal. 

Nationwide, no reciprocity if community development commitments 
are made. 

Florida Currently Reciprocal, 11 states and DC (AL, AR, GA, LA, MD, MS, NC, SC, 
TN, VA, WV). Under a 1972 law, NCNB and Northern Trust Corporation 
are grandfathered and can make further acquisitions. 

Georgia Currently Reciprocal, 10 states and DC (AL, FL, KY, LA, MD, MS, NC, SC, 
TN, VA). 

Hawaii 

Idaho 

Illinois 

None 

Currently 

Currently 

National, no reciprocity. 

Reciprocal, 6 states (IA, IN, KY, MI, MO, WI). Nationwide, organizations 
may-acquire failed institutions if the failed institution is larger than 
$1 billion in assets. Under a 1981 law, General Bancshares Corporation 
is grandfathered and can make further acquisitions in the state. 
National, reciprocal. 

Indiana Currently 
7/1/92 

Reciprocal, 11 states (IA, IL, KY, MI, MO, OH, PA, TN, VA, WI, WV). 
National, reciprocal. 

Iowa Under a 1972 law, Norwest Corporation is grandfathered and is 
permitted to acquire banks in Iowa. 

Kansas 

Kentucky 

Louisiana 

Maine 

Maryland 

None 

Currently 

Currently 

Currently 

Currently 

National, reciprocal. 

National, reciprocal. 

National, no reciprocity. 

Reciprocal, 14 states and DC (AL, AR, DE, FL, GA, KY, LA, MS, 
NC, PA, SC, TN, VA, WV) and special-purpose banks. 

Reciprocal, 5 states (CT, ME, NH, RI, VT). Massachusetts 

Michigan 

Minnesota 

Mississippi 

Currently 

Currently National, reciprocal. 

Reciprocal, 11 states (CO, IA, ID, IL, KS, MO, MT, ND, SD, WA, WY). Currently 

Currently 
71 1/90 

Reciprocal, 4 states (AL, AR, LA, TN). 
Reciprocal, 13 states (AL, AR, FL, GA, KY, LA, MO, NC, SC, TN, 
TX, VA, WV). 



Table 1 (cont.) 
Interstate Banking Legislation by State 

(as of February 1 , 1989) 

State 

Missouri 

Montana 

Nebraska 

Nevada 

New Hampshire 

New Jersey 

New Mexico 

New York 

North Carolina 

North Dakota 

Ohio 

Oklahoma 

Oregon 

Pennsylvania 

Rhode Island 

South Carolina 

South Dakota 

Tennessee 

Texas 

Utah 

Vermont 

Virginia 

Washington 

West Virginia 

Wisconsin 

Wyoming 

Effective 
Date 

Currently 

None 

Currently 
1/1/90 
11 119 1 

Currently 

Currently 

Currently 

Currently 
1/1/90 

Currently 

Currently 

Currently 

Currently 

Currently 

Currently 
71 1/89 

Currently 
3/4/90 

Currently 

Currently 

Currently 

Currently 

Currently 

Currently 

Currently 
2/1/90 

Currently 

Currently 

Currently 

Currently 

Currently 

Area 

Reciprocal, 8 states (AR, IA, IL, KS, KY, NE, OK, TN). 

Special-purpose banks. 
Reciprocal, 10 states (CO, IA, KS, MN, MO, MT, ND, SD, WI, WY). 
National, reciprocal. 

National, no reciprocity. 

Reciprocal, 5 states (CT, MA, ME, RI, VT). 

National, reciprocal. 

Nationwide acquisition of failing banks. 
National, no reciprocity. 

National, reciprocal. 

Reciprocal, 12 states and DC (AL, AR, FL, GA, KY, LA, MD, MS, SC, 
TN, VA, WV). 

A grandfathered interstate banking organization is permitted to sell its 
North Dakota banks to out-of-state bank holding companies. 

National, reciprocal. 

National, no reciprocity. 

8 states, no reciprocity (AK, AZ, CA, HI, ID, NV, UT, WA). 
National, no reciprocity. 

Reciprocal, 7 states and DC @E, KY, MD, NJ, OH, VA, WV). 
National, reciprocal. 

National, reciprocal. 

Reciprocal, 12 states and DC (AL, AR, FL, GA, KY, LA, MD, MS, NC, . 
TN, VA, WV) 

National, reciprocal and special-purpose banks. 

Reciprocal, 13 states (AL, AR, FL, GA, IN, KY, LA, MO, MS, NC, 
SC, VA, WV). 

National, no reciprocity. 

National, no reciprocity. 

Reciprocal, 5 states (CT, MA, ME, NH, RI). 
National, reciprocal. 

Reciprocal, 12 states and DC (AL, AR, FL, GA, KY, LA, MD, MS, NC, 
s c ,  TN, WV). 

National, reciprocal. Failing institutions may be acquired by organizations 
from any state. 

National, reciprocal. 

Reciprocal, 8 states (IA, IL, IN, KY, MI, MN, MO, OH). 

National, no reciprocity. 

*Does not wunt the two states where nationwide entry by acquisition of failing banks is possible. 

Number 
of Partner 

States 

8 

0 

0 

50 

5 

21: 

50 

19* 

13 

0 

23 * 

50 

8 

8 

23* 

13 

21: 

13 

50 

50 

5 

13 

21. 

29* 

8 

50 

Source: Compiled by the Federal Reserve Bank of Atlanta, and reported by B. Frank King, Sheila L Tschinkel, and David D. White- 
head, "Interstate Banking Developments in the 1980s," Economic Review, MayIJune, 1989, pp. 32-51. 
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ample, of the 30,000 depositors of Colonial National Bank 
of Wilmington, Delaware, only 10,000 come from Wil- 
mington walk-in trade.59 The remaining 20,000 depositors 
live in all 50 states and do business by telephone, mail, and 
nationwide automatic teller machines, and use debit and 
credit cards and checks. Chemical Bank of New York of- 
fers a branchless banking service called "Premium Bank- 
ing" to residents of Connecticut.60 The service works as 
follows: (1) Connecticut customers call a New York 
toll-free number staffed seven days a week by Chemical 
Bank personnel; (2) customers receive instant access to 
credit lines; and (3) customers who need cash immediately 
can make withdrawals at any automatic teller machine 
linked to the New York Cash Exchange. 

The effect of these developments is significant. The 
advent of electronic 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 assets and deposits in one 
state. 

Expansion of Bank Products 
and Services 

Another important change in the banking environ- 
ment involves the definition of the business of banking. 
The prior barriers between banking and commerce are 
falling. Three new products and services are of particular 
interest to banks: securities, 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 everyone: 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 govern- 
ments, which will likely pay lower interest rates on issues 
of municipal revenue bonds; banks, which will become 
more efficient and profitable through diversification and 
economies of scope; and the FDIC, which will face less ex- 
posure as banks become stronger. 

In many states, banks have convinced legislators of 
the merit of expanding bank powers. Currently, 25 states 
allow their state-chartered banks to engage in some secu- 
rities activities,el 17 states allow banks to underwrite in- 
surance and/or act as an insurance agent or broker,62 and 
26 states permit state banks to invest in and develop real 
estate andlor act as a real estate broker.63 In addition to 
their contention that the expanded powers will benefit 
consumers, businesses, and state governments, banks ar- 
gue that the new powers are necessary to create a level 
playing field between banks and the growing number of 
nonbank entities that are free to 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 automobile manufacturers that 
provide financing for new cars. 

Given this blurring of the lines between bank and 
nonbank financial institutions, state tax laws that are 

based on a traditional regulatory definition of a bank may 
no longer be appropriate. 

Loan Securitization 

A corollary to the expansion of bank securities powers 
is the increased securitization of bank assets. This phe- 
nomenon is changing the entire nature of the banking 
business. Traditionally, commercial banks solicited depos- 
its in order to make loans that were held in their portfolios 
until they were paid off. Recently, however, banks have 
begun making loans that are subsequently pooled and 
packaged for sale as securities in the financial markets to 
institutional (bank 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 securitization offers significant benefits to 
the lending bank (i.e., allowing it to remove the loans from 
its books, thereby reducing capital requirements and im- 
proving liquidity), loan securitization is likely to contin- 
ue.64 

Potentially, banks can securitize and sell all classes of 
loans.65 Typical securitized loans today include those for 
mortgages, credit cards, cars, and boats.66 It is easy to see 
that a securitized loan does not have a traditional "home" 
for purposes of state taxation; it can be sold to another 
bank, insurance company, pension fund, or individual in- 
vestor anywhere across the nation. 

The advent of securitized loans creates a profound di- 
lemma for states that apportion the income of their domi- 
ciliary banks. When a loan is securitized, the unity be- 
tween the originator of the loan and the recipient of the 
interest income from the loan is severed. The dissolution 
of this relationship creates conditions for potentially 
widespread tax avoidance. Assume, for example, that 
Bank A, which is domiciled in State A, has packaged and 
sold some of its secured loans to an out-of-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 securitized loans from Bank A. 
State B will apply its apportionment formula to determine 
how much of the interest income from the securitized 
loans it can tax.67 Typically, state apportionment formulas 
attribute the interest income from loans to the state in 
which the loan originated (i.e., where the loan solicitation, 
negotiation, and/or administration o c c ~ r r e d ) ~ ~  or to the 
state in which the property securing the loan is located.69 
If either of these rules is 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 attributed to State B because Bank B (1) was not 
involved in the solicitation, negotiation, or administration 
of the underlying loans, and (2) none of the property se- 
curing the underlying loans is 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 to tax that income. 





Chapter 3 

The Options 

According to a recent survey conducted jointly by 
ACIR and the Federation of Tax Administrators, a major- 
ity of states use some form of a net income tax for banks 
(i.e., either a franchise tax measured by net income or a 
direct net income tax).72 The findings from the survey, 
which provide a wide range of information regarding the 
status 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.73 
Federal law prohibits states from including the income 
from federal obligations in the net income tax base unless 
they comply with the requirements of 31 U.S.C. sec. 3124. 
According to that statute, a state tax on the income from 
federal obligations must meet two tests: (1) it must be a 
nondiscriminatory tax, and (2) it must be a franchise or 
other nonproperty tax. In Memphis Bank & Trust v. Gar- 
ner,74 the U.S. Supreme Court invalidated as discrimina- 
tory a Tennessee franchise tax that included interest re- 
ceived on federal obligations but excluded interest earned 
on the obligations of Tennessee and its political subdivi- 
sions.75 

According to Memphis Bank & Trust, a state can use a 
franchise tax measured by net income and include in such 
tax base the income from federal obligations if and only if 
the state taxes its own obligations (and those of its political 
subdivisions) as well as federal obligations.76 Currently, 
25 states include the value of, or income from, federal ob- 
ligations in their bank tax base.77 

Because federal obligations comprise a large 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 fairness across industries, 
then, a comparable income exemption should be granted 
to nonfinancial entities. 

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 tax- 
ation with formula-based apportionment, and (4) a dual 
system 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 without regard to the source of that in- 
come. Thus, all banks domiciled in the taxing state-state 
banks that received their charter there and national and 
foreign banks that are incorporated there-pay tax on 
their total taxable income base regardless of where the in- 
come is earned; and all nondomiciliary banks-state 
banks chartered out-of-state and national and foreign 
banks incorporated in another state or country-pay no 
tax at all even if they have earned income from activities 
within the host state. 



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

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

Pure Residence-Based Tax 

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

Apure residence-based tax system meets many of the 
objectives of a good tax. It is simple, provides certainty and 
regularity for taxpayers and administrators, has minimal 
compliance burdens and enforcement costs, and avoids 
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 lines of business, and 
with creating the potential for multiple taxation. 

The lack of competitive equalitybetween in-state and 
out-of-state banks, which occurs with the use of a pure 
residence-based tax, comes from 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 9 percent 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 tax 
at a 9percent rate to State Y regardless of where it earned 
that income. Bank B, domiciled in State Z, but doingbusi- 
ness in State Y in competition with Bank A, will pay a tax 
at a 7 percent rate to State 2, its domiciliary state. The use 
of a pure residence-based tax in this situation may have 
the effect of encouraging Bank B to do business in State 
Y, where it has a tax advantage over State Y domiciliary 
banks. State Y, however, has two reasons to complain 
about this situation. First, State Y fails to collect any tax 
revenue from Bank B, although Bank B does business 
there. Second, State Y's domiciliary banks are placed at a 
tax rate disadvantage vis-a-vis the banks from State Z be- 
cause State Z banks compete with State Y banks for busi- 
ness but pay a lower tax rate. 

In practice, a pure residence-based tax also discrimi- 
nates against different lines of business within a state. 
Nearly every state uses source principles to tax its multi- 
state general business corporations. Source-based taxa- 
tion requires general business corporations to apportion 
their income among the states in which they do business. 
Unlike the situation with residence-based taxation, a state 

applies its source-based tax to both in-state and 
out-of-state firms so that each will pay tax at the same rate 
and base on the fraction of income earned within the tax- 
ing state. Thus, competing in-state and out-of-state 
general business 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 
source principles with an apportionment formula, taxes 
the income it earns there. Then, the bank may become 
subject to multiple taxation. Consider, for example, the 
following situation: 

States Y and Z have the same income tax rate and 
base. State Y taxes its domestic banks on their entire 
income. Bank A is domiciled in State Y. Bank A does 
70 percent of its business in State Y and 30 percent in 
State Z; it conducts its activities in State Z solely by 
mail and electronic means. State Z uses source-based 
taxation to tax foreign banks transacting business 
there, whether or not the bank has a physical pres- 
ence within the state.78 Bank A will pay tax to its do- 
miciliary state on 100 percent of its income and tax to 
State Z on 30percent of its income. Thus, 130percent 
of its income will be subject to tax. 

This problem, negligible today, will become more 
acute as prior restraints on interstate banking continue to 
dissolve, as the technology for delivering bank services 
electronically becomes more sophisticated, and as states 
amend their bank tax laws to reflect these changes. The 
constitutionality of a pure residence-based tax is doubtful 
when used in such an interstate environment.79 

Pure Source-Based Tax: 
Separate Accounting 

In theory, a pure source-based tax system permits 
states to 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 activity in each state. One way 
in which a state can use a pure source-based tax to accom- 
plish this goal is through the use of separate accounting. 

When used to assign income of a multistate business 
to a given state for tax purposes, the separate accounting 
method deems the in-state operations of a corporate 
branch or subsidiary as a taxable entity unconnected to its 
out-of-state parent. The income of the branch or subsid- 
iary is isolated as if the entire business operations were 
conducted in the taxing state.80 The U.S. Supreme Court 
recognized the limitations of this method very early. If, for 
example, a multistate manufacturing business is a verti- 
cally or horizontally integrated group of entities, its oper- 
ations are not conducted in any single state separately. In- 
stead, the income of the business is earned "by a series of 
multistate transactions beginning with manufacturing 
profit in one state and ending with sales profit in other 
states."81 Such was in fact the finding of the Supreme 



Court in the case of Underwood Typewriter Co. v. Chamber- 
lain. 82 

Two methods of separate accounting exist to isolate 
the net income of a multistate business in a given state. A 
state can either: 

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

(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- 
ure as the cost of goods, and otherwise proceed as in- 
dicated in (1) above.83 

Commentators have criticized separate accounting as 
"fearfully expensive," "impracticable,"84 "arbitrary," and 
"uncertain."85 Few states use the method today, and at 
least one state that purports to do so allows a multistate 
business to isolate its in-state income by means of applying 
formula-based apportionment.86 

Pure source-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 to use pure source-based taxation to ac- 
complish the goal of dividing the tax base of a multistate 
corporation is through formula-based apportionment. 
The apportionment formula is designed to measure the 
fraction of a multijurisdictional taxpayer's income that 
should be attributed to a given state by comparing the tax- 
payer's in-state income-producing activities with its activi- 
ties everywhere. Therefore, the particular formula cho- 
sen must reflect how and where the taxpayer earns its 
income: the factors represent how the taxpayer generates 
its income, and the "situs rules" govern where the income 
is earned. 

As a general rule, an apportionment formula should 
comply with two principles: (1) the factors should bear a 
reasonable relationship to the income being apportioned, 
and (2) the situs rules should represent the location of the 
activities or property of the taxpayer by reference to the 
benefits and protections that the taxing state offers to the 
taxpayer's property andlor activities.87 To date, neither 
federal statutory law nor judicial decisions impose any 
particular formula or situs rules on statesa8 Thus, states 
are free to adopt any apportionment formula and situs 
rules they choose, as long as they comply with the above 
general fairness rules. The freedom to choose among ap- 
portionment formulas allows states autonomy in adminis- 

tering state taxes on multistate corporations. Each state 
can adopt its statutes, rules, and policies without regard to 
whether another state applies different rules. Conflicts 
among state statutes, rules, and policies are deemed irrel- 
evant to the taxing state, which administers its laws as if it 
were the sole taxing state. 

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

The problems with formula-based apportionment can 
be illustrated by reviewing briefly the long history of state 
uses of formulas to apportion the income of multistate 
general business corporations. Today, there is little dis- 
agreement among the states as to the appropriate factors 
for a manufacturing firm. Most states use the so-called 
Massachusetts 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). Thus, 
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 state in state in state 

+ + 
payroll tangible 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.89 In 1957, 
the formula-consisting of property, payroll and sales, 
and detailed situs rules-was codified in the Uniform Divi- 
sion for Tax Purposes Act (UDITPA).gO Currently, 23 states 
use some version of the UDITPAforrnula.91 Yet, because 
many of the states that use the Massachusetts formula 
(with or without adopting UDITPA) have modified it, 
there is little uniformity among the states92 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 items that are included, (3) the 
relative weights assigned to the three factors, and (4) the 
definition of terms used in the formula.93 

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 is included in the prop- 
erty factor: some states use fair market value, others use 
book cost less accrued depreciation, and still others 
employ undepreciated original or book cost.94 Similar 



conflicts in state rules occur in connection with the payroll 
and receipts factors.95 

Although the original formula gave identical weight 
to each of the three factors, 12 states have modified the 
relative weights96 States do this in order to accomplish 
two goals: to increase the amount of net income assigned 
to the state andlor to favor domiciliary corporations. Typi- 
cally, states modify the evenly weighted formula by 
"double-weighting" the sales factor, according it twice as 
much value as either of the other two factors.97 The effect 
of double-weighting the sales factor is to favor domiciliary 
multistate corporations, which commonly have more 
property and payroll than sales in their home state, over 
out-of-state corporations, which commonly have more 
sales than property and payroll in the host state.98 

There is little uniformity among state situs rules.99 
This diversity has an effect similar to double-weighting 
the sales factor, rendering the "standard" three-factor 
formula even less authoritative. The situs rules control 
which elements go into the numerator of the three-factor 
formula, thereby increasing or decreasing the amount of 
income attributed to a given state. The choice carries im- 
portant revenue considerations. Many states will seek to 
increase their tax revenue by adopting situs rules designed 
specifically for that purpose. 

Even when situs rules appear to be similar, differ- 
ences may arise because states apply different definitions 
to specific words in the rules. For example, although 40 of 
the 45 states that use 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 
to the meaning of "delivered" or " shipped."loO Some 
states also use the throwback rule to change the situs of 
the receipts factor from destination to "origin" (i.e., the 
state from which the merchandise is shipped) if the state 
of destination does not tax the corporation.101 In sum, af- 
ter over a half-century of experience with apportionment 
of the income of general business corporations, there is 
still little uniformity among state situs rules. 

There is reason to believe that state laws for appor- 
tioning bank income may differ even more than those re- 
specting the income of manufacturing and merchandising 
corporations.102 Banks and other financial institutions 
earn income primarily from intangible property that, un- 
like real or tangible personal property, has no natural 
physical location. For this reason, the U.S. Supreme 
Court has interpreted the due process clause of the U.S. 
Constitution to require a situs rule based on the relation- 
ship between the intangible property and the taxing state. 
According to the Court, the required relationship is found 
at the domiciliary state of the creditor, the domiciliary 
state of the debtor, or the state in which the intangible 
debt has a business situs.lO3 

Because the due process clause does not prohibit 
double taxation,lo4 all three states could include income 
from intangibles and the intangibles themselves in the nu- 
merators of their receipts and property 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: 

Assume that State X is the domiciliary state of Bank 
A. Bank Adoes business in States X, Y and Z. The tax 
rate of all three states is 7 percent. According to the 
situs 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 80% = $800,000 x 7% = 

$56,000); State Y $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 $77,000. 

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 to a given 
state.105 Therefore, the overlapping taxation that is 
caused by conflicting formulas and situs rules is not likely 
to be deemed unconstitutional.106 

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 uni- 
form because there is an irreconcilable conflict between 
the taxation of domiciliary and nondomiciliary banks. In 
an interstate environment, the home state of a domiciliary 
bank is 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 attribute 
the most income from domiciliarybanks to the home state 
will also attribute the least income from nondomiciliary 
banks to the host state, as the following example illus- 
trates. 

Bank A is domiciled in State Y and makes loans in 
States Y and Z. Bank B is domiciled in State Z and 
also makes loans in States Z and Y. Assume that 
State Y has situs rules that allow it to include in the 
numerator of its receipts factor all interest and fee in- 
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 banks) to State Y. The 
rule will also have the effect of attributing none of the 
income of nondomiciliary Bank B to State Y, al- 
though Bank B makes loans there. A similar conflict 
arises if State Y has a situs rule that directs all banks 
doing business there to include in the numerator of 
their receipts factor all interest and fee income from 
loans if such loans are made to residents of State Y. 
This rule will increase significantly the amount of the 
income of Bank B (and other nondomiciliary banks) 
attributed to State Y, but it will also decrease the 
amount of income of Bank A (and other domicilialy 
banks) that is attributed to State Y.707 

This problem is particularly troublesome when an ap- 
portionment formula is used in connection with branchless 
banks. For example, suppose that a branchless bank oper- 
ates in a state that uses a formula that includes payroll, 
real and tangible personal property, and receipts fac- 



tors.108 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- 
ket states will be zero, thus significantly reducing the 
amount of income attributed there, and potentially giving 
it an unfair advantage over home state banks that must 
operate with a physical presence in the state. 

The home statelhost state dilemma also decreases 
the possibility of states agreeing on a uniform apportion- 
ment formula. For example, a state that is the domicile of 
many large banks ("money center") can increase its reve- 
nue by choosing situs rules that attribute most of the in- 
come and assets to the home state. Conversely, a state 
that is the home of relatively small banks may be better 
able to increase its revenue by choosing situs rules that at- 
tribute bank income and assets to the host (or market) 
state. The implementation of a voluntary uniform appor- 
tionment formula would require states to agree not to use 
apportionment formulas to: (1) seek to increase their rev- 
enue, (2) favor domiciliary corporations, or (3) engage in 
interstate tax competition. 

In addition to the problems created by the use of an 
apportionment formula for both domiciliary and nondo- 
miciliary banks, the use of pure source-based taxation with 
formula-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 community-based banks because the system gives mul- 
tistate banks a significant state tax advantage. In the pres- 
ent environment, large multistate banks have the option 
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 obtain 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;loQ reduction of 
compliance burdens; fairness; provision of certainty and 
regularity for taxpayers; uniformity of taxes on multistate 
businesses; and exportability, a goal pursued by many 
states. 

Despite its low score in some of the elements of a 
good tax, a pure source-based tax ranks high in avoiding 
discrimination among different lines of business. The rea- 
son for this is simple: nearly every state has adopted pure 
source-based taxation with formula-based apportionment 
for its general business corporations. Yet, significant dif- 
ferences between general business corporations and 
banks and bank-like entities may dictate different tax 
treatment for financial institutions. For example, the 
drafters of UDITPA exempted financial institutions from 
the act.110 Manufacturing and mercantile corporations 
produce andlor market a tangible product that is both vis- 
ible and allocable to one state. Banks, on the other hand, 
deal in intangibles that are neither visible nor assignable 
to only one state, and bank assets are very mobile. With a 
pure source-based tax, a domiciliary bank can shift its as- 
sets andlor profits to a branch in a state that has a low tax 

rate or no tax, thereby escaping its home state tax. With 
residence-based taxation, however, the bank has no in- 
centive to do so because its home state retains taxing juris- 
diction over all of its assetsfprofits. Because a pure 
source-based 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- 
sets among jurisdictions, may have adverse revenue con- 
sequences 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 neutrality-neutrality in both rate 
and base-is, of course, possible. 

Dual System: 
Residence-Based and Source-Based Tax 

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

The United States international tax system is a dual 
system. The U.S., using residence principles, taxes the 
worldwide net income of its domestic multinational cor- 
porations, allowing domestic multinational corporations a 
credit for the net income taxes they have paid to the for- 
eign countries in which they do business (to solve the mul- 
tiple taxation problem). The amount of the credit is lim- 
ited: foreign income taxes can be credited only to the 
extent of the U.S. tax allocable to the taxpayer's "foreign 
source" income. Expressed as a fraction, the maximum al- 
lowable credit is: 

U.S. income tax foreign source taxable income 
(on world-wide x 

income, U.S. consolidated income 
before credit) 

The effect of the foreign tax credit limitation is that U.S. 
multinational corporations pay taxes on their foreign 
source income at the higher of the foreign tax rate or the 
U.S. rate. Foreign multinationals that do business in the 
U.S. are taxed only on the income earned there. 

States can use such a dual tax system, too.111 At least 
42 states do so with their personal income taxes.112 Alaba- 
ma does so with its general business corporations, and 
Rhode Island and Indiana do so with their bank taxes.fl3 
The dual tax system appears to be consistent with the di- 
rectives of the due process and commerce clauses."4 

The domestic bank component of the dual system 
consists of a residence-based tax coupled with a 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 tax, it is relatively easy to ad- 
minister. First, a domiciliary state taxes its domestic banks 
on their entire income, regardless of where it is earned. 
Domiciliary banks that are subject to this residence-based 
tax include (1) state banks licensed under the law of the 
taxing state, (2) foreign banks115 operating in the taxing 



state under a state license, (3) national banks that have 
designated the taxing state as their principal place of busi- 
ness in their charter, and (4) foreign banks operating in 
the taxing state under a federal license as a "federal 
branch" or a "federal agency."ll6 The domiciliary state 
grants such banks a credit for income taxes paid to other 
states. There are only two circumstances under which a 
domiciliary state will grant a credit: (1) for activities con- 
ducted by a branch of a domiciliary bank, which is located 
out of state and taxed by the state in which it is doing busi- 
ness; and (2) for branchless banking activities, which are 
conducted by a domiciliary bank out of state and are taxed 
by the state in which the activities are conducted.117 

States will not face the administrative and com- 
pliance burdens of the system that the United States uses 
to tax international income.ll8 Unlike the wide variety of 
tax bases used by foreign countries, nearly every state that 
imposes a corporate income tax uses a net income base 
that conforms broadly to the measure of the federal in- 
come tax.fl9 Therefore, a state could define a creditable 
tax as a net income tax, a franchise tax measured by net 
income, or a tax in lieu of a net income tax(i.e., an alterna- 
tive minimum tax). 

States can bypass yet another difficulty in the applica- 
tion of the United States tax on multinational corpora- 
tions-the calculation of the foreign tax credit limitation. 
As noted, the U.S. limit is expressed by a formula, the nu- 
merator of which is the bank's "foreign source" taxable in- 
come and the denominator of which is the U.S. consoli- 
dated income. The Internal Revenue Code requires that 
foreign source income be defined by U.S. tax law rather 
than by foreign law. To calculate its foreign tax credit limit, 
therefore, a US. multinational must first "re-source" its 
foreign income according to the extremely complex 
source rules in sections 861-864 of the Code. These source 
rules are necessary in the international arena because no 
constitutional limits exist to prevent foreign countries 
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 
state tax rates rather than nominal rates will remove any 
distortions caused by the differences in state net income 
tax bases. 

Unlike the pure residence-based tax, a resi- 
dence-based tax coupled with a credit does not have the 
defect of multiple taxation. A simple example will illus- 
trate this proposition. 

Assume that Bank A, domiciled in State X, does busi- 
ness in and is taxed by three states: X, Y and Z. As- 
sume further that Bank A has $1,000,000 of net in- 
come for fiscal year 1 and that all three states would 
calculate the corporation's income in the same man- 
ner. All three states have a 7percent tax rate. Bank A 
earned income in all three states. State Y determined 
that 20 percent of the income was earned there and 
apportioned $200,000 to itself. State Z determined 

that 10 percent of the income was earned there and 
apportioned $100,000 to itself. State X assesses its tax 
on the entire net income of Bank A, but gives a credit 
for the taxes the corporation pays to States Y and Z. 
Given these rules, Bank A would pay a $14,000 in- 
come tax to State Y ($200,000 x 7% = $14,000); $7,000 
income tax to State Z ($100,000 x 7% = $7000); and 
$49,000 income tax to State X ($1,000,000 x 7% = 
$70,000 -$21,000 tax credit = $49,000). Thus, Bank A 
pays tax on 100 percent of its income, and its total tax 
liability is $70,000. 

Because most states use pure source-based 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-based apportion- 
ment and a system of tax credits as long as State A has a tax 
rate that isequalto that of all other states taxing thecorpo- 
ration, as the following example illustrates: 

Assume that Bank A, domiciled in State X, does busi- 
ness in and is taxed by three states: X, Y, and Z. As- 
sume further that Bank A has $1,000,000 of net in- 
come for fiscal year 1 and that all three states use 
formula-based apportionment to determine the tax li- 
ability of Bank A. According to the states' formulas, 
70 percent of the company's income is attributable to 
its activities in State X, 20 percent to those in State Y, 
and 10 percent to those in State Z. If all three states 
had the same 7 percent tax rate, Bank A would pay 
$49,000 income tax to State X (70% x $1,000,000 = 
$700,000 x 7% = $49,000); $14,000 tax to State Y 
(20% x $1,000,000 = $200,000 x 7% = $14,000); and 
$7000 tax to State Z (10% x $1,000,000 = $100,000 x 
7% = $7000). Thus, Bank A pays tax on 100 percent 
of its income and its total tax liability is $70,000, which 
is the same tax liability that the bank would have un- 
der a residence-based tax coupled with a credit.120 

On the other hand, Bank A's aggregate tax burden 
will be greater if the domiciliary state uses a credit system 
and a tax rate that is higher than that of the 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 is 8 percent, and State 2's rate is 7 
percent. State X taxes the entire net income 
($1,000,000) of Bank A, and States Y and Z tax 20 per- 
cent and 10 percent respectively. Bank A's aggregate 
tax burden is $90,000. It pays State X $67,000 
($1,000,000 x 9% = $90,000 -$23,000 = $67,000); 
State Y $16,000 ($200,000 x 8% = $16,000); State Z 
$7000 ($100,000 x 7% = $7000). In effect, the bank 
has paid tax on $1,000,000 at the rate of 9 percent.12' 

Compare the result under formula-based apportionment 
with the same 9 percent, 8 percent, 7 percent tax rates: 

Bank A's aggregate tax burden would have been 
$86,000 rather than $90,000. It would have paid 



$63,000 to State A ($700,000~ 9% = $63,000), $16,000 
to State Y, and $7000 to State Z. 

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

The residence-based tax with a credit need not, however, 
create tax disparity among competitive lines of business. 
For example, as described below, some states have 
adopted a broad definition of a "bank" in order to subject 
all competing entities to the same tax. 

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 assets 
and profits to low-tax or no-tax jurisdictions 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 taxup to the 
rate of its domiciliary state, just as community banks do. 

The out-of-state or nondomiciliary bank component 
of the dual system is a source-based tax with an apportion- 
ment formula. In order to treat 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- 
lored for domiciliary banks. States can do this by adopting 
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 out-of-state or 
nondomiciliary banks under the dual system. 

Most interstate banking occurs through a merger be- 
tween an out-of-state bank and an in-state bank, an acqui- 
sition of an in-state bank by an out-of-state bank, or de 
novo entry by a bank holding company. Interstate banking 
through any of the above methods will create an in-state 
bank (i.e., a bank that is taxed as a domiciliary). A bank 
that engages in interstate branchless banking (electroni- 
cally or by mail) in a host or market state is an out-of-state 
bank (i.e., a bank that will be taxed as a nondomiciliary). A 
bank that engages in interstate banking through a branch 
is also an out-of-state bank for purposes of the dual system 
(i.e., a bank that will be taxed as a nondomiciliary). It is 
easy to see that it makes sense for the host or market state 
to choose a single-factor receipts formula to apportion the 
income of a branchless bank. By definition, a branchless 
bank has no place of business and no employees in the tax- 
ing state. Even in the case of a branch bank (whether 
state-chartered, national, or foreign), a single-factor re- 
ceipts formula with market state situs rules will generally 
attribute the most income to the nondomiciliary state. 
The reasons for the superiority of the single-factor 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 revenue to the host state than a receipts formula 
only if the receipts-to-payroll ratio of the branch in the 

host state is less than the average in the entire corpora- 
t i ~ n . ' ~ ~  This condition would require that the branch earn 
less revenue per employee than the average of the entire 
corporation, an unlikely event because the branch pres- 
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 a state to 
modify the apportionment formula for nondomiciliary 
corporations under the dual system. As noted, there are 
two reasons for a state to modlfy its apportionment formu- 
la: to increase the amount of revenue assigned to the state 
and/or to favor their domiciliary corporations. With a dual 
system, the reasons for altering an apportionment formu- 
la disappear. First, because the formula is used only for 
nondomiciliary banks, a state will not change the formula 
to benefit its domiciliary corporations, either by modifying 
the weight of a given factor or by altering situs rules. Sec- 
ond, a uniform single-factor receipts formula with mar- 
ket-state situs rules will nearly always attribute the most 
income to a taxing state. 

Also, the use of the dual system 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-based tax. Under the 
dual system, a domiciliary state would levy its tax on the 
entire interest income received by a domestic bank from 
the securitized loans, thereby closing the tax avoidance 
problem described previously. 

The dual system suffers from two political handicaps, 
however. First, it requires states to adopt a method of tax- 
ation that is different from the one currently used by most 
states. Second, the dual system would close many of the 
tax loopholes that now exist with pure source-based taxa- 
tion and that allow multistate banks to move their assets 
and profits to low-tax rate or no-tax jurisdictions. The fa- 
miliar experience 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: pure residence-based taxation, pure source-based 
taxation with separate accounting, pure source-based tax- 
ation with formula-based apportionment, and a dual sys- 
tem consisting of residence-based (with a credit) and 
source-based taxation. None of the four alternatives will 
satisfy all eight policy goals set forth in the 1975 ACIR 
study. 

A pure residence-based tax receives the highest 
marks for simplicity, low compliance and enforcement 
burdens, certainty, and avoidance of trade barriers. Yet, a 
pure residence-based tax has several flaws, including dis- 
crimination between different lines of business, the fail- 
ure to promote competitive equality between in-state and 
out-of-state banks, and the potential for multiple taxa- 
tion. The last two flaws are particularly serious in light of 
the increased interstate banking activity originating from 
legislative and judicial actions 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 neu- 
trality, fairness, simplicity, and exportability. Under the 
dual 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 that cannot 
be remedied under a pure source-based tax system. First, 
because the dual system requires the use of an apportion- 
ment formula only for nondomiciliary banks, no home sta- 
telhost state dilemma exists. Instead, a state can adopt a 
formula that is tailored to apportion 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 its tax on the entire interest income received by a do- 
mestic bank from the securitized loans. The goal of creat- 
ing a uniform apportionment formula should be attain- 
able under a dual system. Conversely, the dual system 
suffers from political handicaps. 

Viewed from a national perspective, the pure 
source-based tax ranks low in the criteria of simplicity, 
uniformity, provision of certainty and regularity for tax- 
payers, and reduction of compliance burdens. The use of 
pure source-based taxation with formula-based appor- 

tionment in an interstate environment causes several 
problems for states. Because of the home statelhost state 
conflict in situs rules, pure source-based taxation with for- 
mula-based apportionment scores low in exportability and 
competitive equality between domiciliary and out-of-state 
banks. This problem is particularly acute in the case of 
branchless banks. Also, the use of pure source-based taxa- 
tion with formula-based apportionment in connection 
with securitized 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-based apportionment has a discriminatory effect 
against community-based banks. With a pure source- 
based system, multistate banks have a significant state tax 
advantage 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 tax 
rate or no tax at 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 general (nonfinancial) busi- 
nesses. 



Source-Based Taxes: 
Alternative Apportionment Formulas 

Chapter 4 

Formulas 
and Jurisdiction 

States that adopt a pure source-based tax must select 
among several possible factors and situs rules. Many 
states also will alter the respective weights that they assign 
to the factors chosen in order to increase their revenue 
andlor favor their domiciliary corporations. 

The purpose of an apportionment formula is to mea- 
sure what fraction of the income-producing activity of a 
multijurisdictional taxpayer takes place within a given 
state. Therefore, the particular factors chosen should re- 
flect in general how the taxpayer generates its income. 
The situs rules then spread the income of the corporate 
taxpayer among the states having jurisdiction to tax it. 
Within general fairness guidelines, 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 investments that 
generate interest and fee income. Banks also earn a sig- 
nificant amount of income from dealings in intangibles 
other than loans (i.e., securities and money market instru- 
ments) and by providing a variety of services. Thus, in the 
case of bank 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 combination of these potential factors. No empiri- 
cal evidence exists that suggests that any factor is better 
than any other or that any combination will produce a bet- 
ter result when used for both domiciliary and market 
states. 

Moreover, any uniform apportionment formula 
would require significant compromises; that is, states 
would have to agree not to use apportionment formulas to 
(1) seek to maximize their revenue, (2) favor domiciliary 
corporations, or (3) engage in interstate tax competition, 
an event that appears unlikely given the experience with 
state formulas for multistate general business corpora- 
tions. Although presently it is not feasible to describe the 
best formula for banks, it is possible to evaluate the for- 
mulas now in use. 

UDITPA Formula 

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 as an in- 
come-producing item for banks, the failure of the UDIT- 
PA to include intangible property in its property factor 
makes that formula unsuitable for bank income; in fact, 
the act specifically exempts financial institutions. While 
the omission of intangible property may not rise to the lev- 
el of a constitutional flaw, it changes significantly how the 
income 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 attributed 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 institution. Consequently, an apportionment formula 
that uses only real and tangible property will benefit only 
the domiciliary state. If, as is true in the case of UDITPA, 



the formula also contains 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 UDITPA formula may have 
a discriminatory effect. Real and tangible personal prop- 
erty (such as machinery and equipment) is likely to 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 situation is re- 
versed in the case of a financial institution. Typically, fi- 
nancial institutions have very little 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 f0rmula.12~ Typically, these states 
have not attempted to design a formula that is tailored for 
banks, but have simply borrowed the UDITPA formula. A 
few states include intangible property in the propertyfac- 
tor of their apportionment formula.125 Unlike the situa- 
tion with real property or tangible personal property, the 
legal situs of intangible property can exist in more than 
one state,l26 namely, the domicile of the creditor, the do- 
micile of the debtor, andlor the state in which the intangi- 
ble has a business situs.127 The inclusion of intangible 
property in the property factor coupled with a situs rule 
based on the residence of the debtor would benefit market 
states. 

New 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- 
sota represent two different approaches to the problem of 
apportioning the income of multijurisdictional banks. 

The New York Law. In 1985, New York completely revised 
its bank tax to make it similar to the tax on general busi- 
ness corporations, that is, the state uses a pure 
source-based tax for banking corporations. The factors 
chosen to apportion the income of banking corporations 
are receipts, deposits, and payroll. The numerator of the 
payroll factor is 80 percent of in-state wages, salaries, and 
other personal services compensation.128 The receipts 
and deposits factors are double-weighted. 

The receipts factor consists of the ratio of receipts 
earned within New York to receipts earned everywhere. It 
includes all income from loans, financing leases, rents; 
service charges, fees and income from bank, credit, travel, 
and entertainment cards; net gains from trading and in- 
vestment activities; fees from the issuance of letters of 
credit and traveler's checks; and all income from govern- 
ment bonds, although a portion of such income is ex- 
cluded from the tax base. 

The regulation contains separate "situs" rules for 
each receipt. The rules have a strong domiciliary state 
bias. Consider, for example, the following receipts' situs 
rules. 

1) The situs of income from loans other than credit 
card loans is in New York if the loan is "located in New 
York."Qg A loan is deemed located in New York if the 
greater portion of income-producing activity relating to 
the loan (i.e., solicitation, investigation, negotiation, 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 to 
take place in the state in which the lending bank is lo- 
cated.130 

2) The situs of income from bank, credit, travel, en- 
tertainment and other card operations is the state of do- 
micile of the credit card holder.131 

3) The situs of receipts for services performed by the 
taxpayer's employees regularly connected with or working 
out of a New York office is New York if such services are 
performed within New York. 

The deposits and payroll factors also exhibit a domi- 
ciliary state bias. The deposits factor is the ratio of the av- 
erage value of deposits maintained at branches within 
New York to the average value of all deposits maintained 
at branches within and outside of New York.132 Deposits 
made by an out-of-state individual or business are deemed 
to exist in the state in which the deposit is maintained. The 
payroll factor is the ratio of 80 percent of in-state wages, 
salaries, and other personal services compensation to to- 
tal wages, salaries, and other personal services compensa- 
tion. 

The Minnesota Law. Minnesota revised its bank income 
tax law in 1987 and 1988. The factors selected by Minneso- 
ta-payroll, property, and receipts-are similar to those 
in the UDITPA formula. The similarity between the two 
formulas ends there, however. Two differences are partic- 
ularly important. First, the Minnesota formula includes 
intangible as well as tangible and real property in the 
property factor.133 Sewnd, 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 to 
property in all states, and 15 percent of the payroll in-state 
to payroll in all states's4 

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

1. Receipts from Loans. The situs of income and oth- 
er receipts from loans secured by real estate or tangible 
property is in Minnesota if such property is located in the 
state. The situs of income and other receipts from unse- 
cured commercial loans is in Minnesota if the proceeds of 
the loan are to be applied in the ~ t a t e . 1 ~ ~  The situs of in- 
come and other receipts from unsecured consumer loans 
is in Minnesota if the borrower is a resident of Minneso- 
ta.136 

2. The situs of income and other receipts from credit 
card and travel and entertainment cards is in Minnesota if 
the card charges and fees are regularly billed there.l37 

3. The situs of receipts from the performance of ser- 
vices is in Minnesota if the benefits of the services are con- 



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

The state's situs rules for the property factor track 
those of the receipts factor.139 Payroll is attributed to 
Minnesota if an employee is (a) employed within the state, 
(b) actually working within the state, or (c) accountable to 
an office within the state.140 

Summary and Comment 

To date, two states-New York and Minnesota-have 
completely revamped their state bank tax laws using pure 
source-based principles. Each state has chosen very dif- 
ferent situs rules. The differences reflect the states' per- 
ception of their status as a home state or a host state. For 
example, New York, which is a money center state, has 
chosen situs rules that locate most bank receipts and de- 
posits in New York. The New York receipts and deposits 
factors are double-weighted. Minnesota, which deems it- 
self to be primarily a host state, has selected situs rules 
that have a market state bias: receipts and intangible prop- 
erty are located in the state of the borrower. According to 
the Minnesota situs rules, receipts are weighted more 
heavily than either property or payroll. 

Although these differences in state apportionment 
formulas do not appear to raise a federal constitutional 
question,l41 they do cause overlapping taxation. As more 
states pass new bank tax laws, the lack of uniformity will 
produce more tax overlap and greater administrative bur- 
dens for banks operating across state lines. 

Definition of Taxable Entities: 
What is a Bank? 

Until recently, most states defined a "bank" in har- 
mony with the regulatory definition of a bank. Conse- 
quently, 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 taxed other 
depositories, such as savings and loan institutions. Now, 
however, states are beginning to enlarge their narrow def- 
inition of a bank in order to 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 area range from an expanded 
regulatory definition of a "banking corporation" to an 
open-ended definition of a "financial institution." The 
laws of New York, Michigan, and California illustrate the 
possibilities. 

The New York Definition 

The New York law applies to every "banking corpora- 
tion" that is exercising its franchise or is doing business in 
New York. In general, a "banking corporation" is defined 
as: 

a) Any corporation that is organized under the 
laws of New York, any other state, or country 
(U.S. or foreign) and that is doing a banking busi- 
ness, or 

b) Any corporation the stock of which is 65 per- 
cent or more owned or controlled by a bank, 
thrift, or bank holding company and that is en- 
gaged in a business that can be conducted lawful- 
ly by a commercial bank, or is engaged in a busi- 
ness that is so closely related to banking or 
managing or controlling or managing banks as to 
be a proper incident thereto. 
Essentially, then, a banking corporation is one that is 

either doing a banking business or is a subsidiary of a bank, 
thrift, or bank holding company. The law defines a "bank- 
ing business" as the business that a traditional bank is au- 
thorized to do and the business that any other corporation 
can do that is substantially similar to the business of a tra- 
ditional bank. 

The law makes the task of revenue authorities and 
taxpayers easier because it defines which entities are sub- 
ject to the tax. This is done by regulations that give specific 
examples of the kinds of entities that are banks, thrifts, or 
bank holding companies and then by referencing the fed- 
eral regulations that specifically list the subsidiaries of 
bank holding companies that are banking corporations 
under (b) above. 

The Michigan Definition 

Michigan defines a "financial organization" for the 
purpose of its single business tax as a "bank, industrial 
bank, trust company, savings and loan association, bank 
holding company. . . credit union . . . and any other associ- 
ation, joint stock company, or corporation at least 90 per- 
cent of whose assets consist of intangible personal proper- 
ty and at least 90 percent or whose gross receipts income 
consists of dividends or interest or other charges resulting 
from the use of money or credit."l42 According to Michi- 
gan tax officials, many nonbank institutions that compete 
with banks for automobile, mortgage, and other loans 
come within this definition.l43 Other entities that some 
commentators deem to be competitors of banks, such as 
securities brokerage and investment firms and insurance 
companies, are excluded from the Michigan financial or- 
ganization tax. 144 

By focusing on the unique aspects of banks and finan- 
cial institutions (i.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 California Definition 

California's financial institutions law contains a very 
broad definition of a taxable entity. The law provides for 
the apportionment of the income of banks and "financial 
institutions." Case law defines a financial institution as an 
entity that deals in "moneyed capital" in substantial com- 
petition with national banks. By administrative policy, the 
California Franchise Tax Board applies a "more than 50 
percent of gross income" test. Thus, a financial institution 
is an entity that receives more than 50 percent of its gross 
income from the use of its capital in substantial competi- 
tion with other moneyed capital. Thus, entities engaged in 



consumer financing, including automobile financing, 
come within the definition of a financial in~titution.l4~ Al- 
though California has not issued regulations implement- 
ing the vague case law, the state has published legal rul- 
ings that give examples of the kinds of entities that will be 
deemed financial institutions. 

Use of the Unitary Business Principle 

States developed the unitary business principle to 
counter the problem of tax avoidance through interstate 
profit shifting by general business corporations.146 Be- 
cause they deal in intangibles, banks can shift assets and 
profits among taxing jurisdictions much more easily than 
can general business corporations. According to the uni- 
tary business principle, the apportionable tax base of mul- 
tistate Corporation A that is doing business within State X 
includes the combined income of all members of Corpora- 
tion A's unitary group, which consists of the parent and 
any of its controlled (i.e., related by more than 50percent 
common ownership) subsidiaries that are engaged with it 
in a "functionally integrated" enterprise.l47 The amount 
of the combined unitary base that is attributable to Corpo- 
ration A's activities in State Xis determined by multiply- 
ing the base by the state's apportionment formula. The 
numerators of the factors will include the property, pay- 
roll, and receipts of Corporation A, while the denomina- 
tor of the formula must include the gross receipts, proper- 
ty, payroll, etc., of the entire unitary group. 

Corporate taxpayers have criticized the states' use of 
the unitary business principle, claiming that a clear and 
economically valid definition of a unitary business is lack- 
ing. The U.S. Supreme Court has stated that "the prereq- 
uisite to a constitutionally acceptable finding of unitary 
business is a flow of value, not flow of goods."l48 Tmxpay- 
ers assert that because the unitary method is based on 
such a nebulous and indefinite concept, states can and do 
use the method to require the combination of affiliates 
that are engaged in entirely unrelated businesses, thereby 
causing distortions in their tax liability. 

Fortunately, the question of unrelated businesses sel- 
dom arises with banks and bank-like entities.149 Federal 
law prohibits banks and bank holding companies from 
controlling any subsidiaries that are not engaged in activi- 
ties "incidental to the business of banking" in the case of 
national banks150 or "closely related to banking or manag- 
ing or controlling banks" in the case of bank holding com- 
panies.151 Hence, no bank or bank holding company sub- 
sidiary can engage in a business unrelated to that of 
banking, thus removing the major impediment to the use 
of the unitary business principle. 

An important application of the unitary business PM- 
ciple in connection with state taxation of banks is the pro- 
tection of the integrity of a state's franchise tax. As noted, 
many states have adopted a franchise tax 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 franchise tax and because bank assets are very mo- 
bile, the franchise tax is easily avoided through "tax plan- 
ning" techniques, such as the following: 

Assume that Bank X is a domiciliary bank of State A. 
State A has a franchise tax and taxes federal securi- 
ties. Bank X can avoid the tax on federal obligations 
by transferring its federal securities to Subsidiary Y 
located in State B, a state that does not have a bank 
franchise tax and cannot, therefore, tax the income 
from such securities. 

The use of the unitary business principle would allow 
State A to combine the income of Subsidiary Y with that 
of Bank A for purposes of its state tax. 

The unitary business principle is compatible with both 
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, etc.) to the 
domiciliary state. Once the residence-based tax is trans- 
formed into an apportionment formula, the factors of all 
of the members of the unitary group can be combined to 
determine what fraction of the combined apportionable 
income base is attributable to the taxing state. The actual 
tax is then calculated by applying the rate to the base and 
subtracting the credit. As described earlier, the use of a 
single-factor receipts formula will, in most cases, attribute 
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 electronic 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-of-state banks. 
Consider, for example, the following common situation. 
Company A is a credit card subsidiary of a full-service 
bank. Its only brick-and-mortar place of business is in 
State A. Company A solicits its credit card customers sole- 
ly by mail in all 50 states. Through these mail-order opera- 
tions, Company A makes loans to consumers in every 
state, earning interest and fee income from their resi- 
dents. 

Even if we assume that one of these states, State B, 
has a source component, it normally will not tax Company 
A on the interest and fee income it receives from resi- 
dents of State 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 able to tax its apportioned share of the 
interest and fee income from Company A's credit card 
subsidiary unless Company A has a taxable affiliate lo- 
cated in State B. The domiciliary banks in State B, on the 
other hand, may also 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.15* 



In spite of the fact that branchless banking may result 
in tax avoidance and discrimination against domiciliary 
banks, most states still have tax jurisdiction rules 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 U.S. Constitution 
will be interpreted to prevent states from adopting broad- 
er income tax jurisdiction rules for nondomiciliary banks 
that make loans to their residents.153 As the U.S. Su- 
preme Court has noted in upholding a state's exercise of 
judicial jurisdiction over an out-of-state defendant who 
had no office or other physical presence in the state as- 
serting jurisdiction, "it is an inescapable fact of modem 
commercial life that a substantial amount of business is 
transacted solely by mail and wire communications across 
state lines, thus obviating the need for physical presence 
within a state in which business is conducted."154 Two 
states, Indiana and Minnesota, have broadened their tax 
jurisdiction rules by statute. Similar legislation is pending 
in Massachusetts. According to the 1988 ACIR survey, 11 
other states do so by administrative policy. 

The New York Jurisdiction Rules 

According to the New York rules, foreign banking 
corporations "doing business" in New York apportion 
their income according to a three-factor formula. Abank- 
ing corporation is deemed to be "doing business" in New 
York if, within the state, it operates a branch, a loan pro- 
duction office, a representative office, or a bona fide of- 
fice.155 

The Minnesota Jurisdiction Rules 

Minnesota's tax jurisdiction rules are broader than 
those in New York. Activities that create jurisdiction to 
tax in Minnesota include both the traditional "doing busi- 
ness" test, which is based on the taxpayer'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 
which 
state. 

1. 

2. 

3. 

4. 

is subject to tax if it "conducts a trade or business 
. . . regularly solicits business from within [the] 
. ." Solicitation includes: 

Distribution by mail or otherwise of catalogs, 
periodicals, advertising flyers, or other written 
solicitations of business to customers in [Min- 
nesota]; 

Display of advertisements on billboards or oth- 
er outdoor advertising in [Minnesota]; 

Advertising in Minnesota newspapers; 

Advertising on Minnesota radio or television 
[stations]. . . .I56 

A financial institution is deemed to have "regularly" solic- 
ited business from within the state if it "conducts activities 
with twenty or more persons within [Minnesota] during 
any tax period, or the sum of its assets and deposits attrib- 

utable to Minnesota sources equals or exceeds 
$5,000,000."~~7 

Reporting Requirements 

Broad jurisdiction rules allow a state to tax an 
out-of-state branchless bank, but they do not provide a 
mechanism for identifying which entities are taxable. As- 
suming that it is possible for a state to detect the existence 
of a branchless bank, it still cannot tax such an entity un- 
less the activities of the branchless bank have met the con- 
stitutionally required threshold. An attempt to assert tax 
jurisdiction over a branchless bank without some proof of 
the extent of its activities within the taxing state would 
lead inevitably to protracted litigation over the constitu- 
tionality of the tax. The issue may have to be litigated 
again with each separate branchless bank because the na- 
ture and extent of the activities of each such entity may 
vary. 

To overcome this problem, some states have turned to 
reporting statutes. Typically, such statutes require all for- 
eign corporations that have not received a license to do 
business in the state or that have not filed a tax return for 
the year in question to file a Notice of Business Activities. 
Because a reporting statute does not in itself subject the 
foreign corporation to tax, the use of a reporting statute 
solves the problem of case-by-case litigation over the tax- 
ability of each branchless bank.158 

Minnesota has such a statute. According to the Min- 
nesota statute, every corporation that during the calendar 
year obtained any business from within Minnesota must 
file a Notice of Business Activities Report with the state's 
tax commissioner unless 

1) It is a financial institution that conducts activi- 
ties with less than 20 persons within Minnesota 
during the tax year and the sum of its assets 
and deposits attributable to Minnesota 
sources is less than $5,000,000; 

2) It is engaged solely in secondary market activ- 
ity in Minnesota as defined by Minnesota 
law;l59 

3) It has a certificate of authority to do business in 
Minnesota; 

4) It has filed a timely Minnesota corporate fran- 
chise tax return; or 

5) The corporation is tax-exempt.16Q 

Under this 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 New Jersey penalty provisions may affect the Minne- 
sota law. According to both statutes, the failure to file the 
required business activities report results in certain penal- 
ties, including the loss of access to the state's courts. Sec- 
tion 13A:13-20@) of the New Jersey statute provides that: 

The failure of a foreign corporation to file a time- 
ly report shall prevent the use of the courts in this 
state for all contracts executed and all causes of 
action that arose at any time prior to the end of 



the last accounting period for which the corpora- 
tion failed to file a timely report.161 

The validity of this section is in doubt. Recently, the 
New Jersey Supreme Court reviewed First Family Mort- 
gage Corp. v. Durham,162 a case that presented a challenge 
to the reporting statute. First Family Mortgage Corpora- 
tion, a Florida corporation that was not authorized to do 
business in New 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 mortgaged, defaulted on her mortgage payments, 
First Family initiated a foreclosure action in a New Jersey 
court. Durham moved to dismiss the case on grounds that 
First Family did not comply with the reporting statute. 
First Family challenged the statute claiming that by pro- 
hibiting access to the state's courts, the statute violated 
the commerce clause of the U.S. Constitution. 

Although the New Jersey Supreme Court upheld the 
state's reporting statute in general, it found that the above 
section violated the commerce clause because it did not 

give the offending corporation the right to regain access to 
the courts by filing the required report and paying any 
taxes, interest, or penalties due. In order to preserve the 
constitutionality of the statute, therefore, the New Jersey 
Supreme Court interpreted section 14A:13-20@) as being 
subject to the general "cure" provisions in section 
14A:13-20(c)(l)-(2). The latter section allows a court to 
excuse the failure to file if: 

1) The failure to file a timely report was done in 
ignorance of the requirement to file, such ig- 
norance 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 the suit may 
proceed. 

The Minnesota law (which has not been challenged) 
does not contain an "ignorance" requirement; that is, a 
taxpayer can regain access to the courts simply by filing 
and paying any taxes, penalties, and interest due. 



Chapter 6 

Conclusion 

The 1819 decision of the Supreme Court in McCul- 
loch v. Maryland set the stage for congressional domina- 
tion of state taxation of national banks and federal obliga- 
tions that continues today. States cannot tax either 
national banks or federal obligations without statutory 
permission from the Congress. 

The Congress began exercising its control over state 
taxation of national banks with the passage of the National 
CurrencyAct in 1864. The act codified the McCulloch hold- 
ing by permitting states to tax the real property and shares 
of national banks. One section of the act limited state 
taxes on national bank shares to a rate 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 banks through specific statutory directives 
and limitations signaled the beginning of over a century of 
litigation involving mind-numbing differences in state cal- 
culations of their rates of taxation and interpretations of 
the phrase "other moneyed capital." 

By 1969, the Congress had recognized that neither 
further amendments, which merely led to a new round of 
litigation, nor judicial mediation, which produced a large 
body of inconsistent and conflicting opinions, could bring 
order or clarity to state taxation of national banks. In a fi- 
nal revision of the law, the Congress removed all prior 
conditions and limitations on state taxation of national 
banks and passed legislation that directed states to tax 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 national banks, it is 
not surprising that most states have not yet revised their 
laws to reflect either the changes in federal law or the 
changes in the business of banking. For example, some 
states still tax their domestic banks using pure resi- 
dence-based taxation, even though that system fails to 
promote competitive equality between in-state and 
out-of-state banks and creates the potential for multiple 
taxation. Approximately 32 states apportion the income of 
multistate banks. About 11 of those states apportion the 
income of in-state and out-of-state banks using the UDIT- 
PA three-factor formula, which was designed for man- 
ufacturing companies. By failing to take account of intan- 
gible property, such as loans and government securities, 
the UDITPA formula misallocates income among the 
states when used for banks. There is no commonality 
among the apportionment rules in the remaining 21 
states. Also, most states still use jurisdiction rules based 
on a physical presence, although such rules appear obso- 
lete in an era in which loans are made and deposits solic- 
ited interstate by mail, telephone, and other electronic 
means. 

It is not possible yet to describe all the contours of the 
"best" bank tax. States have only recentlybegun to amend 
their bank tax laws to take advantage of the lifting of prior 
congressional restraints; therefore, one cannot measure 
the relative effectiveness of the new taxes. The three 
states that have recently revamped their laws-Minneso- 
ta, New York, and Indiana-have adopted very different 
approaches to the taxation of bank income. Both Minne- 



sota and New York choose pure source-based taxation. 
Yet, Minnesota has broad jurisdiction rules and an appor- 
tionment formula with a market state bias, while New 
York requires an office location in the state in order to es- 
tablish tax jurisdiction and has adopted an apportionment 
formula with a domiciliary state bias. Indiana adopted the 
dual system of taxation, whereby domesticbanks are taxed 
using a residence-based tax with a credit and out-of-state 
banks 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 criteria of a good tax and interstate uniformity. At 
least in the case of general business corporations, the goal 
of uniformity has proved elusive. In order to settle on a 
uniform apportionment formula with a pure source-based 
tax, states will have to make significant compromises. Spe- 
cifically, states would have to agree not to use apportion- 
ment formulas to (1) seek to maximize their revenue, (2) 
favor domiciliary corporations, or (3) engage in interstate 
tax competition. 

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

Although it is not yet clear what the best bank tax will 
be, it is imperative to monitor and evaluate the new bank 
taxes as they are adopted by the states. Such efforts will 
help states to identify the  most effective method for taxing 
banks, and thereby promote uniformity among state bank 
taxes. 
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Appendix 

State Bank Tax 

Advisory Commission on 
Intergovernmental Relations 

and 
National Association of Tax Administrators' 

March 1988 

Taxation of Financial institutions 

1. Does your state tax banks using a franchise tax, net in- 
come tax, bank shares tax, gross receipts tax, or other 
tax? 

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

3. Does your state include the value of or income from 
federal and state obligations in the measure of the tax? 

4. Does your state tax general (nonfinancial) business 
corporations in the same manner as it taxes banks (if 
no, explain the differences)? 

Survey and Findings 5. Does your state tax savings and loan institutions in the 
same manner as it taxes banks (if no, explain the differ- 
ences)? 

State Constitutional Limits 

6. Does your state constitution place any restrictions on 
state taxation of domesticbanks or savings and loan in- 
stitutions (if yes, what are the restrictions)? 

7. Does your state constitution place any restrictions on 
state taxation of out-of-state banks or savings and loan 
institutions (if yes, what are the restrictions)? 

8. Does your state constitution place any restrictions on 
state taxation of income from state or municipal obli- 
gations (if yes, what are the restrictions)? 

Taxation of Income of Out-of-State Banks 

9. Does your state tax any of the following interstate in- 
come-producing activities of out-of-state banks? For 
each activity, indicate whether taxation is by statute, 
regulation, or administrative practice: 

a. interest income from credit cards issued to 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 
representatives of out-of-state banks 

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

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

e. interest income from loans made to residents of 
your state by an out-of-state bank that has no of- 
fice, employees, or representatives in your state 
and secured by real property located in your state 

'Now part of the Federation of Tax Administrators. 



10. Does your state require an out-of-statebank that solic- 
its loans or deposits in your state through a loan pro- 
duction office to register or apply for a license (if yes, 
what are the requirements)? 

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

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

Apportionment of Taxable Income 

13. Does your state bank tax law or department 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 apportionment of bank income, do you 
use the three-factor UDITPA formula or some other 
formula to apportion that income (give a brief descrip- 
tion of the formula)? 

Future Plans 

15. Does your state have any plans to broaden its jurisdic- 
tional rules in order to tax the income that out-of-state 
banks receive from banking transactions conducted 
with residents of your state solely by mail or through 
electronic means (if yes, indicate legislation, regula- 
tions, or administrative interpretations)? 

16. Does your state have any plans to change the formula 
it currently uses to apportion the income of banks (if 
yes, indicate whether legislation, regulations, or ad- 
ministrative interpretations)? 



Findings 

Table 1 
State Bank Taxes 

(Survey Questions 1 and 2) 
Fran- 

State chise 
Alabama* X 
Alaska 
Arizona 
Arkansas X 
California* X 
Colorado 
Connecticut* X 
Delaware* X 
District of Columbia* X 
Florida* 
Georgia 
Hawaii* 
Idaho 
Illinois 
Indiana 
Iowa* 
Kansas* 
Kentucky 
Louisiana 
Maine* 
Maryland* 
Massachusetts* 
Michigan 
Minnesota* 
Mississippi 
Missouri* 
Montana* 
Nebraska 
Nevada 
New Hampshire 
New Jersey* 
New Mexico 
New York* 
North Carolina 
North Dakota* 
Ohio 
Oklahoma 
Oregon 
Pennsylvania 
Rhode Island* 
South Carolina* 
South Dakota* 
Tennessee 
Texas 
Utah* 
Vermont 
Virginia 
Washington 
West Virginia 
Wisconsin* 
Wyoming 

Net Bank Gross 
Income Shares Receipts Other 

* States that measure franchise tax by net income. Missouri also has a 
franchise tax measured by bank shares and surplus. 

A-corporate net worth tax 
B - use tax 
C - single business tax 
D - ad valorem property tax 
E-real and tangible personal property tax only 
F-excise taxon banks on the higher of 8 percent of net income or $2.50 

for each $10,000 of authorized capital stock 
G-annual assessment of 1/25 percent of bank assets 



State 

Alabama 
Alaska 
California 
Connecticut 
Delaware 
District of Columbia 
Florida 
Georgia 
Hawaii 
Illinois 
Iowa 
Kansas 
Kentucky 
Maine 
Maryland 
Massachusetts 
Michigan 

State 
Obligations 

X 
X 
X 
X 
X 
X 
X 
X 
X 
X 
X 
X 
X 
X 
X 
X 
X 

Table 2 
States Reporting Inclusion of Federal 

or State Obligations in Bank Tax 
(Survey Question 3) 

Federal 
Obligations State 

Minnesota 
Missouri 
Montana 
New Jersey 
New York 
North Carolina 
North Dakota 
Ohio 
Pennsylvania 
South Carolina 
South Dakota 
Tennessee 
Utah 
Virginia 
West Virginia 
Wisconsin 

State 
Obligations 

X 
X 
X 
X 
X 
X 
X 
X 
X 
X 
X 
X 
X 
X 
X 
X 

Federal 
Obligations 

X 
X 
X 
X 
X 
X 
X 
X 

X 
X 
X 
X 
X 

X 

State 

Alabama 
Alaska 
Arizona 
Arkansas 
California 
Colorado 
Connecticut 
District of Columbia 
Florida 
Georgia 
Hawaii 
Idaho 
Illinois 
Iowa 
Kansas 
Maine 
Maryland 
Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 

Table 3 
States Reporting Taxing Banks and Other Corporations 

in the Same Manner 
(Survey Questions 4 and 5) 

General Business 
Savings 

and Loans State 

Montana 
Nebraska 
Nevada 
New Hampshire 
New Jersey 
New Mexico 
New York 
North Carolina 
North Dakota 
Ohio 
Oregon 
Rhode Island 
South Dakota 
Tennessee 
Texas 
Utah 
Vermont 
Washington 
West Virginia 
Wisconsin 
Wyoming 

General Business 

X 

Savings 
and Loans 

X 
X 
X 
X 
X 

X 
X 
X 
X 
X 
X 
X 
X 

X 
X 
X 
X 
X 
X 



Table 4 
States Reporting Constitutional Restrictions on Taxation 

(Survey Questions 6, 7, and 8) 

State Domestic Banks or S&Ls Out-of-State Banks or S&Ls Income from State/Municipal Obligations 

Alabama X 
Arizona X 
California X X X 
Kentucky X 
Ohio X 
Oregon X 
West Virginia X 

Table 5 
States Reporting Taxation of lncome of Out-of-State Banks, by Type of lncome and Method 

(Survey Question 9) 

State Type of Income (Method) 

Alabama 
Alaska 
Arizona 

B (P) A m  C(P> 

California 
A(P) B(P) D(P) 

Connecticut 
A@) 

District of Columbia 
B(R) C W  

Florida 
C(S) D(R) E(R) 

Georgia 
C(S) 

A(S) B (S) 
E(S) 

Hawaii C 
D(S) c ( s )  D(S) E(S) 

Idaho 
Indiana 

B(S) 
B 

C(S) 
C 

Louisiana 
Maine 

B(S) C(S) 

Maryland 
C(R) 

Minnesota 
C(P> 

Mississippi 
A(S) B(S) 

Missouri 
B (9 
B 

C(R) 
C 

Nebraska B 
New Hampshire 
New Mexico 

A(R) B (S) 

North Carolina 
B(S) 

North Dakota 
B(R) 
C 

C(R) 
D 

Ohio 
Oregon 

A(S) B(R) 

Rhode Island 
B(R) C(R) 

South Carolina 
South Dakota 

C(P) C(P) B (P) 
B(S) C 

Tennessee C 
Virginia C 
West Virginia 
Wisconsin 

B (P) C(P> 
C(S) 

Key: 
A-interest income from credit cards issued tostate residents by an out-of-state bankwith no office or employees in the state (e.g., issuance of credit cards 

through the mail) 
B-interest income from loans solicited by in-state representatives of out-of-state banks (call programs) 
C-interest income from loans solicited at loan production offices located in the state but closed at the out-of-state home office of the soliciting bank 
D-interest income from loans made by an out-of-state bank with no office, employees, or representatives in the state to a resident of the state and 

secured by personal property in the state 
E-interest income from loans to residents of the state made by an out-of-state bank with nooffice, employees, or representatives in the state and secured 

by real property located in the state 
P-administrative practice 
R-regulation 
S-statute 



Table 6 
States Reporting License or Registration Requirements for Loans and Deposits on Out-of-State Banks 

(Survey Questions 10, 1 1, and 12) 

Solicit Solicit Solicit Solicit 
through through Have through through Have 

Loan Agent Agent Loan Agent Agent 
Production or Repre- or Repre- Production or Repre- or Repre- 

State Office sentative sentative State Office sentative sentative 

Alabama X X X Missouri X X 
Alaska X New Mexico X X X 
California X X New York X X 
Colorado X X North Dakota X X 
Delaware X Oklahoma X 
District of Columbia X X X South Carolina X X X 
Hawaii X South Dakota X 
Idaho X X X Texas X X X 
Illinois X X Utah X X 
Indiana X X X Washington X X 
Maryland X West Virginia X X 
Minnesota X X 

Table 7 
States Reporting Apportionment Formulas to Measure Taxable Bank Income, by Method 

(Survey Question 13) 

State 

Alaska 
California 
District of Columbia 
Florida 
Georgia 
Illinois 
Kansas 
Louisiana 
Maine 
Maryland 
Michigan 
Minnesota 
Montana 

Law 

X 

Regulation State 

New Jersey 
X New Mexico 
X New York 

North Carolina 
North Dakota 
Ohio 
Oklahoma 
Oregon 
South Dakota 
Tennessee 
Washington 
West Virginia 
Wisconsin 

Law 

X 
X 
X 
X 
X 
X 
X 

Regulation 

X 

Table 8 
States Reporting Apportionment Formulas,by Type 

State UDITPA Other State UDITPA Other 

Alaska X Minnesota X 
Arizona X Montana X 
California X Nebraska X 
Connecticut X New Jersey X 
District of Columbia X New Mexico X 
Florida X New York X 
Georgia X North Carolina X 
Hawaii X North Dakota X 
Idaho X Oregon X 
Illinois X South Carolina X 
Indiana X South Dakota X 
Iowa X Tennessee X 
Kansas X Utah X 
Maine X Vermont X 
Maryland X West Virginia X 
Michigan X Wisconsin X 



Table 9 
States Reporting Plans for Bank Tax Changes 

(Survey Questions 15 and 16) 

Broaden Change Broaden Change 
Jurisdictional Apportionment Jurisdictional Apportionment 

State Rules Formula State Rules Formula 

Alabama X Kansas X X 
Arizona X X Massachusetts X 
California X Michigan X X 
Colorado X Montana X X 
District of Columbia X Ohio X 
Georgia X Oklahoma X X 
Idaho X X Pennsylvania X X 
Indiana X X Utah X X 
Iowa X 
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