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SUMMARY OF MAJOR POINTS
AMERICAN BAR ASSOCIATION, TAXATION SECTION
CONFERENCE- ON MULTISTATE TAXATION OF DEPOSITORIES

The Taxation Section of the American Bar Association
spénsored a conference at the Capital Hilton Hotel in
Washington, D+ €. on February 28 and-29, 1980, concerning the
problems involved in the multistate taxation of depositories
and possible éoldtions to those problems. Those invited to
attend are listed on Exhibit A, and those attending are listed
on Exhibit B. The conference was chaired by Mr.vCharles,M.
Walker, Chairmanvof the Section of Taxation, and focused upon a
Discussion Draft and Report prepared‘by a Joint Task Force of
the Taxation Section, and S.719 drafted by the American Bankers
Association and the United States League of Savings and Loans.
Both the Discussion Draft and S.719 propose enactment of
federal legislation to govern the state taxation of non-
domiciliary depositories. It was emphasized at the outset that
the Section of Taxation was not promoting the Discussion Draft
as a final product, but rather intended the Report and
Discussion Draft to serve as a beginning point for discussions .
leading to consensus, to the extent possible, and identifica-
tion of possible alternative solutions.

Need for Federal Legislation

The first topic of discussion was the need for
federal legislation to govern the multistate taxation of depos-
itories. It was pointed out that since September 12, 1976,
when federal restrictions on multistate taxation of depos-

itories expired, both states and the depository industry have
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been uncertain as to what action will and should be taken by
nondomiciliary states to impose doing business taxes. This
uncertainty.is accentuated by the fact that depositories are
specifically excluded from both UDIPTA and P.L. 86-272, and}
because neither the industry nor the states have experience in
the area of taxation of nondomiciliary depositories. It was
also noted that revision of Regulation K permitting branching
by Edge Act corporations may lead to more active consideration
'by the states of the extent and the manner in which non-
domiciliary depositories are taxed. It was therefore suggested
that there is a serious need for uniform rules to govern both‘
jurisdiction of states to tax nondomiciliary depositories and a
formula whereby the tax base of depositories can be fairly ap-
portioned among the various taxing states.

The view was expressed, however, by representatives
of the various state taxing authorities that no federal leg-
islation is necessary. The states generally have not aggres-
sively exerted their power to tax nondomiciliary depositories,
and the adverse effect on the flow of credit into any state
which adopts precipitous or restrictive taxing policies was
pointed to as a sufficient deterrent. it was grgued that any
federal legislation would constitute federal intrusion into the
state taxing power, which intrusion is generally oppoéed by the

states.



Although the state representatives generally oppose
federal legislation, it was intimated that resistance might be
diminished if such legislation was drafted to reduce to a
minimum the interference with state taxing systems and ,

_policies. The{viey“wésuexprgssed_thatrif legislation is to be

enacted at the federal level, the Discussion Draft, with some
minor modifications, presents a viable approach. It was agreed
that as long as no uniform rules are applicable in all the
states, there will be potential for multiple taxation as well
as undertaxation because of the lack of uniformity. |
The'representative of the Comptroller of the Currency
cautioned that adoption of uniform rules regarding multistate
taxation of depositories would affect the extent of the inter-
state activities of larger depositories and, therefore, could
impact upon the competitive position of smailer depositories
which do not have interétate activities. Pointing to the fact
that a number of states have laws permitting only very limited
branching, and the fact that the status of loan production of-
fices has been placed in question, it was predicted that dif-
ferences of opinion within the depository industry might
develop as to the need for uniform rules and what rules are
appropriate. Caution was also urged not to adopt rulesiwhich
would allow massive dislocations of tax base between the
states. Concern was expressed that if such dislocations are

permitted, depositories with only intrastate activities would



be taxed more heavily to compensate for the tax base lost to
other states.

It was suggested that rather than federal leg-
islation, consideration should be given to'drafting a model act
such as UDIPTA. However, the view was expressed that a uniform
act could not solve many of the problems, and that now is the
time to approach federal legislation which could solve the
majority of the problems involved in multistate taxation of
depositories before the depository industry and the states
become entrenched in conflicting positions. It was also
pointed out that uniform acts are rarely adopted by all states,
and therefore the possibility of achieving acceptable levels of
uniformity would be diminished. However, it was suggested that
a uniform act might.be developed and proposed for adoption only
if a federal statute does not proceed after some specified
period of time.

Reservations were expressed by several state repre-
sentatives as to whether the proper approach to the problems
presented could be intelligently discussed in light of the
rapid changes taking place within the depository industry and
the lack of experience in taxing nondomiciliary depositories.
The view was stated that discussion should be postponed for a
number of years to see how the states aﬁd depositories approach

the matter. This view, however, was rejected by others on the



basis that passage of time would simply cause the parties to
become entrenched in conflicting positions, and it was to avoid
this result that uniform rules should be adopted. Although no
consensus could be reached concerning the need fof federal leg-
islation or the timing for consideration of the métter, it was
agreed to proceed with the Conference to see if consensus on
any elements of a federal statute could be achieved and to dis-

cuss possible alternative approaches.

Jurisdictional Standards

The next topic of discussion was the basis upon which
states should have jurisdiction to tax nondomiciliary depos-
itories. It was noted that the Discussion Draft adopts both
negative'and positive jurisdictional standards, although com-
ments received prior to the conference indicated that the
states would prefer negative standards only. It was indicated
that.Mr. Daniel G. Smith of Wisconsin had set forth in his tes-
timohy before the Congressional Committee considering S5.1900
the basic premise of most states regarding appropriate juris-
dictional standards. The "Wisconsin Proposal" would adopt
negative jurisdictional standards only and would deny jurisdic-
tion if the only business éctivities of the depository in the
state consist of (1) the solicitation of loans, deposits or
sales of depositoryvservices which are approved, received or
performed at an office outside the state; or (2) the prosecu-

tion of remedies against collateral located in the state. The



negative standards were favored by some because the changing
nature of the industry and the advent of technological improve-
ments, it was argued, make it impossible £o draft meaningful
positive standards. It was pointed out, however, that no leg-
islation can-be drafted which will take-into account all situ-
ations which might occur in the future, and that the "hybrid"
approach of the Discussion Draft and S.719 incorporating both
positive and negative s£andards would create more certainty aﬁd
more closely equate significant activity within the state to
jurisdiction.

It had been suggested in comments received before the
Conference that uniform nexus rules are not necessary if an
adequate apportionment formula is adopted.» However, discus-
sions of this point brought to light the fact that uniform
nexus rules would be desirable for the stateé as well as the
depository industry because they would require detectable
activiiy within a nondomiciliary state before part of the tax
base would be apportionea to such 'state. Thus, the nexus rules
provide a safeguard against apportionﬁent of téx base to states
which have little chance of asserting tax on that base, and can
be viewed as a matter of administrative cénVenience.

Turning to the specifics of the juriédictional stand-
‘ards set forth in the Discussion Draft, it was noted thaﬁsfour
basic positive standards are stated: (1) main£enance of an of-

fice; (2) regular presence of employees; (3) regulaf'leaéing;



and (4) regular use of electronic funds transfer equipment.
Various exceptions, or negative standards, to the "regular
presence of employees" test, and the "maintenance of an office"
test are proposed.

It was noted that prior to the Conference, it was
proposed that although nexus is not created under the Draft
negative standard where the only contact with the state is the
protection of collateral through directly operating foreclosed
property, a five—year limitation should apply after which oper-
ation of the foreclosure property should no longer be excepted
as a basis for nexus. It was also noted that the language of
the negative standard needs clarification to insure that rental
of the foreclosed property is an excepted activity.

The question was raised whether the language in the
definition of "maintains an office" could be considered in con-
flict with the banking laws which prohibit doing business out-
side the domiciliary state, and it was concluded that the
answer required further study.

It was pointed out that some of the negative juris-
dictional standards in the Discussion Draft relate only to the
"regulér presence of employees" test, and others relate both to
the "regular présence of employees" and the "maintenance of an
office” tests. The question was raised whether all of the

negative jurisdictional standards should apply to all of the



positive jurisdictional tests. Representatives of the states
indicated that application of all negative standards set forth
in the Draft to both the "maintenance of an office" test and
the "regular presence of employees" test would be an unaccepta-
ble expansion of the negative aspects of the jurisdictional
rule. There was consensus that the rental of foreclosure prop-
erty should not give rise to jurisdiction, but further expan-
sion of the jurisdictional limitations was rejected. There was
a general understanding that any expansion of the negative
jurisdictional standards to apply generally to the positive
standards, or to shelter income or receipts from activitieé
described in the negative standards from taxation once juris-
diction is established would be unacceptable to the states.
With regard to the positive standard of "maintenance
of an office," it was suggested that the term "fixed place of
-‘business" be replaced by language of ﬁregular, continuous and
fixed place of business", which more clearly tracks the case
law in the nexus area. It was further suggested that the term
"it owns or rents" adds a new test which should be deleted. It
was agreed that the Task Force should review the language to
see if the "maintenance of én office" standard could be more

clearly defined.



The question was raised whether the jurisdictipnal
standard of the Discussion Draft should be extended to non-
depository members of an affiliated group of which a depository
is a member, or in the alternative the definition of "depos-

_ itory" be expanded to include such members. Such extension of

the Draft might be appropriate, it was argued, in instances
where the nondepository is being combined with the depository
for purposes of determining the tax on the nondepository with
reference to combined base and apportionment factors and the
depository does not have nexus with the taxing state. An exam-
ple of the problem was given where a state claims jurisdiction
over a nondepository such as a leasing subsidiary, and in
determining the income of the leasing subsidiary refers to the
combined basevand apportionment factors including the base andv
factors of the depository-parent. The Discussion Draft does
not purport to set rules for determining when the state has
jurisdiction to tax the leasing subsidiary, although the deter-
mination of such jurisdiction will affect the taxation of the
affiliated group of which the dépository is a member. 1In such
an instance, the activity of the subsidiary giving rise to
jurisdiction might not give rise to jurisdiction if conducted
by the depository under the Discussion Draft rules. It was
noted that routinely some depositories‘assign collateral.which
has been foreclosed to nondepository real estate holding sub-

sidiaries. Activities of the subsidiary might give rise to



jutisdiction whereas the activity would specifically not create
nexus if conducted by the depository. It was argued that these
situations‘exemplify the fact that the Discussion Draft juris-
dictional rules permit form to prevail over substance. |

Although it was argued by some that the discontinuity

did not present any major problem because rules for determining
nexus for the nondepository members of the affiliated group are
already established law, some participants perceived a substan-
tial discontinuity in the fact that the level of contact with
the state required to subject the affiliated group to jurisdic-
tion might differ depending on whether it is the depository or
the nondepository member of the affiliated group which has con-
tact with the taxing state.

As a possible solution, it was suggested that the
disparity between the jurisdictional rules which would be ap-
plied to depositories under the Discussion Draftband those
which would apply to nondepository members of an affiliated
group under P.L. 86-272 could be reduced if the Discussion
Draft contained only negative jurisdictional standards. It was
also maintained, that the problem is minimized by the con-
stitutional "unitary business" requirement for combinatioh
which would exclude most nondepositories from the affiliated
group. Further, the impact could be reduced by adoption in the

Draft of a rule to the effect that if nexus with the group is
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éstablished through a nondepository, only the factors of the
nondepository are to be considered in the apportionment
formula.

Reservations were expressed about the advisability of
—.expanding the Discussion Draft to include jurisdictional rules
for nondepository members of affiliated groups. Additionally,
it was pointed out that in many instances whether activity
within the state is conducted through a nondepository subsidi-
ary or affiliate, or through the depository itself is a matter
within the control of the depository. A dquestion was also
raised about the Constitutionality of carving out a group of
nondepositories from the normal nexus rules of the taxing state
based solely on the fact that they are affiliated with a depos-
itory. It was suggested that the area of public utilities
which are not subject to P.L. 86-272 and their subsidiaries
which would be subject to P.L. 86-272 might give some guidance
in hbw to deal with the problem.

The question was raised whether the Discussion Draft
test for regular‘presenée of employees, which was borrowed from
the unemployment compensation insurance area, is an appropriate
test for nexus purposes. The test has never been used in the
nexus context. It was noted that the test serves both as a
nexus rule and as a basis for siting the payroll factor in the

apportionment formula. Inherent ambiguity in the test due to
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the required determination of whether a substantial or signifi-
cant portion of the employee's activities take plaée outside
the state was cited as a reason for abandoning the test.
However, it was pointed out that although the definition is

borrowed out of context, it has proven to be fairly workable in

the area from which it was borrowed. The theme of clarity and
eliminating ambiguity, even at the expense of technical accu-
racy, underlaid many of the comments. The opinion was ex-
pressed that a test simply equating "regular presence" to the
place where the employee's activities are directed and con-
trolled should be adopted, although it was recognized that such
a test would substantially duplicate the "maintenance of an of-
fice" test.

Another point of concern was that the test disregards
the nature of the activity within the state, and it was felt by
some that the activity should be of an income producing nature
before nexus is established. However, there was no agreement
on what constitutes "income producing" activity. ‘The nature of
the activity alone is not an acceptable standard, and there was
general consensus that activity, although income producing,
which involves only occasional or irregular presence should not
create nexus. On the other hand, it was generally agreed that
more than occasional presence could exist without creating

nexus under the Discussion Draft rule.
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Several alternatives were proposed. First, it was
noted that most examples of occasional presence codld be ex-
cluded from creating nexus under appropriately drafted negative
standards while eliminating the ambiguities of the positive

_standard. It was also suggested that most of the problems in-

herent in the definition of regular presence would be elim-
inated by adoption of a diminimous provision. Also, a clearer
definition of "independent contractor" in the Discussion Draft
might serve to limit the problem by excluding persons having
minimal connection with the depository's income producing ac-
tivities.

The concern was still expressed, however, by repre-
seﬁtatives of the depository industry, that someone not in the
usual course of the depository business, having nothing to do
with income producing activities, might trigger jurisdiction in
a state otherwise lacking jurisdicﬁion. The result might be a
substantial shifting of tax base in situatioﬂs where the depos-
itory has significant apportionment factors attributable to the
taxing state arising from activities which would otherwise not
give rise to jurisdiction. The suggestion, however, that the
definition of "regular presence of employees" attempts to
incorporate a proviso that activities be "income producing" was

rejected by representatives of the various states.
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Finally, it was suggested that a test should be
sought which provides sufficient clarity and simplicity while
incorporating the basic principle that jurisdiction is created
where substantial or significant activity contributing to the

_production of income has taken place in the state. It was con-

cluded that the Task Force should seek a more appropriate
"regular presence" test, and include in the Task Force report a
number of examples of the application of the standard which
could be incorporated into the Congressional history of the
legislation.

The jurisdictional standard reléting to the leasing
of property within the state was then addressed. It was
pointed out that the Discussion Draft establishes "regular"
leasing of property within the state as a positive jurisdic-
tional standard. It was suggested that the standard could be
improved by simply striking the word "regularly" and granting
jurisdiction wherever leasing occurs.

A further ambiguity was perceived in the use of the

word "leaée,‘ because it is not made clear whether the term
refers to the form of the transaction or the substance. It was
noted that the intent of the Task Force was to make the form
control rather than incorporate the complexities of distin-
guishing between true and finance leases. 1In almost every
other context, the question of whether the transaction consti-

tutes a true or financing lease focuses upon the recatego-

rization of transactions labeled leases as loans rather than
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loans as leases. Therefore, in other contexts the concern has
seldom been whether a loan is actually a lease, which would be
the case in many instances if the distinction was incorporated
inﬁo the nexus standard. However, depositories consistently
treat all of their leasing transactions as loans on their books
and therefore differentiating between leases and loans on the
basis of form creates inherent compliance problems. It was
suggested, therefore, that some standard for differentiating
between loans and leases should be incorporated into the
Discussion Draft, and preference was expressed for a standard
cénsistent with the treatment for federal tax purposes (which,
it was noted, is substantially the same standard used by regu-
latory agencies). It was argued that invariably where leasing
is chosen as the form of the transaction, it is simply a secu-
rity device, and different treatment for lease property and
collateral is not justified. It was also suggestéd that many
states would classify leases on the same basis as that used for
federal tax‘purpoées.

Additionally, concern was expressed that the term
"lease" is inadequate because it does not incorporate all
interests in property which ought to create nexus. It was
therefore suggested that if positive nexus rules must be
included, the rule should start with_the proposition that the

ownership of property (holding of title to property) in a state
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gives rise to nexus, and an exception could then be drawn for
those situations in which title is held only as a security
device.

It was concluded that the Task Force should restudy

~the rules regarding leasing as a basis for jurisdiction.

However, there was apparent consensus that the distinctions be-
tﬁéen leased property and secured property should be retained,
but the distinctions between true leases and financing leases
should be incorporated. |

The next topic of discussion was the positive juris-
dictional standard granting nexus in instances where a depos-
itory regularly uses electronic funds transfer equipment within
the state for the acceptance of deposits or extension of
credit. It was initially pointed out that technology in the
area of electronic funds transfer is rapidly developing, and
any definition of such equipment should contain a phrase encom-
passing future developments in the electronic arts. It was
also pointed out that the Federal Reserve Board has strongly
indicated that it would oppose any proposed legislation which
would hamper the development of nationwide electronic funds
transfer systems. It was explained that the Task Force had
intended to grant jurisdiction only in instances where elec~
tronic funds transfer equipment was operated in the state in

such a way that the operation equated with having a branch or
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other fixed place of business in the state. It was noted that
if the equipment located in the state simply automated func-
tions already being performed by telephone or mail, the Task -

Force had concluded that the presence of the machine alone

should not give rise to jurisdiction.

A basic problem was recognized in drafting a nexus
standard to define a level of activity represented by the pres-
ence of the equipment which should give rise to nexus because

the state of the electronic art is such that any definition may

soon be obsolete. It was noted that the problem is compounded

from a conceptual point of view because in many instances
automated equipment simply performs functions which are already
taking place within the state, but which are not now considered
of sufficient import to give rise to‘nexus. As an example, a
point of sale terminal may simply automate determination of
whether a credit card is valid and record a credit card trans-
action; both of which functions are now accomplished by tele-
phone or mail without creating nexus.

Concern was expressed with the Discussion Draft lan-
guage "automated teller machine" because the term lacks cer-
tainty. 1In addition, the gquestion was raised whether any
automated machine actually accepts deposits or disburses money,
‘or whether the deposit and withdrawal is made at the home of-

fice and simply facilitated by the equipment. The same concern
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was expressed with regard to the term "point of sale terminal."
The concern was also expressed that resolving the issue for
depositories only might.leave other industries using similar
equipment in a position to be treated differently, and the
-rules might-therefore-develop-differently for-different
industries. The point was also made that electronic funds
transfer equipment could be viewed as a substitute for either
an office or employees within the state, and therefore the same
negative jurisdictional rules should apply. Specifically, the
rule ekcepting the solicitation of loans sent outside the State
for approval, deposits maintained at an office outside the
State, or of depository services performed outside the State
from jurisdiction, it wés suggested, should be applied.
However, it was'agreed that application of such a negative
standard would in effect exempt depositories from jurisdiction
even though they had as effectively penetrated the market as if
they had established a branch in the State. At that point the
distinction between equipment which simply facilitates existing
customers of the depository and equipment which enables the
depository to solicit new business was noted. However, the
question was raised whether the distinction was relevant in
light of the fact that solicitation even representing market
penetration is usually not considered enough alone to create

nexus, and once the ability to handle customer transactions in
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the State is established, the depository has in effect
established itself in the market whether or not the initial
customer relationship must be established.at the homé office.

It was noted that the Discussion Draft differs from

e 8.719 in that it eliminates the requirement that the depository
own as well as use the equipment. It was stated that with
regard to clearinghouse facilities including credit card
clearinghouse facilities, there often is a separate entity
which owns the equipment which a multitude of depositories uti-
lize. It was concluded that the function of the egquipment was
more important in determiniﬁg wheﬁher.nexus should arise than
whether the equipment was owned or merely leased or used on a
time sharing basis, although through analogies with phone
lines, wire services, and other media the question of whether
use on a time sharing basis should create nexus was shown to be
a close one.

Discussion of the difficulties inherent in defining
an appropriate nexus standard for such equipment reemphasized
to some participants the view that using traditional approaches

- to the nexus standards is inappropriate, particularly in light
of rapidly changing technology, and that the focus of the nexus
standards should be shifted to the derivation of income within
the state by the depository and away from the manifestations of

physical presence. Such an approach would grant jurisdiction
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regardless of the nature of the equipment, the nature of the
services rendered or the ownership of the equipment, and would
call for elimination of the positive nexus standards to be re-
placed by well drafted negative standards.

After considerable discussion, the point was made.

that the type of use, regardless of whether the equipment is
owned, leased or shared on a time basis, ought to be the deter-
mining factor in the nexus rule. The distinction, it was said,
should be between convenience use of the electronic funds
transfer facility by an existing customer who already has a
rélationship with the out-of-state depository, and use of the'
electronic funds transfer equipment to tap a new market through
generating new deposits or loans. It was generally agreed that
nexus should be established if the presence of the equipment
within the state is being used to penetrate the market by aug-
menting solicitation of new customers or by identifying thé
equipment with the depository in such a fashion that the equip-
‘ment enables the depository to compete with local depositories
for business. Therefore, a presence plus rule similar to the
solicitation plus rule under P.L. 86-272 was suggested.

State and Local Taxes Involved

It was stated that two provisions of the Discussion
Draft define the state taxes addressed. The first prohibits

any tax on or measured by coin and currency. The second
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defines doing business taxes to which the maximum established
by the Draft applies. It was noted that the prohibition
against taxes on or measured by coin and currency was prompted
by Federal Reserve proposals that all intangibles taxation of
depositories be prohibited. It was also.noted that. the
Discussion Draft description of doing business taxes is broader
than the definition in S8.719, and was. extracted from the ACIR
Report.

The ‘provision prohibiting taxes on or measured by
coin and currency was determined to be too broad in that it
might be construed to prohibit capital stock taxes and some li-
cense taxes which are in part measured by the value of coin and
currency held by a depository. It was also pointed out that
coin and currency is often included in general tangible per-
sonal 'property taxes. After noting that the provision had pre-
viously been criticized in comments’received prior to the
Conference, it was ‘generally concluded that the prohibition
should be deleted.

There was no discussion, absen£ slight drafting sug-
gestions, with regard to the definition of doing businessf
taxes, and thebdefinition seemed to be acceptable to all‘par—

4

ticipants.
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Antidiscrimination Provisions

It was initially pointed out that the anti-
discrimination provision of the Discussion Draft prohibits the
imposition of any tax on any nondomiciliary depository which is
~-"more burdensome" than the tax imposed-upon depositories. having
their principle office within the taxing state. It was stated
that this provision would allow different tax treatment of dif-
ferent classifications of depositories within the state taxing
structure, and would not prohibit application of different
types of taxes to domiciliary and nondomiciliary depositories
of the same kind as long as the result was not discriminatory
against the noﬁdomiciliary depository. It was noted that the
emphasis of the "more burdensome" language is on the tax result
rather than the type or rate of tax. It was also noted that
the problem addressed by the provision is real, in light of the
fact that there is a long history in the area of the taxation
of life insurance companies where éhe states have adopted dis-
criminatory taxing systems with regard to nondomiciliary com-
panies. The question was raised whether the "more burdensome”
language could be interpreted to incorporate a prohibition
against actual double taxation. Though the concept was not
intended to be incorporated when the Discussion Draft was
drawn, such an interpretation would be consiStent with the

basic tenor of the Draft. After considerable discussion, it
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was generally agreed that the "more burdensome" language struck
a happy medium, and should be retained.

Taxpavers To Be Included

It was noted that one of the major distinctions be-

tween the Discussion Draft and S.719 is the inclusion of Edge

Act corporations within the definition of depositories. The
reason for the difference is because the.statute purporting to
limit taxation of Edge Act corporations to the home state (12
U.S.C. § 627) is subject to divergent interpretations, and
because Edge Act corporations are depositories and should be
subject to the same provisions as other depositories. It was
pointed out, however, that although most Edge Act corporations
do accept deposits, some (those organized under 12
U.S.C. § 511) do not, and it was suggested that those which do
not should be excluded from the Draft provisions. Otherwise,
thére was general agreement that Edge Act Corporations should
be included in £he definition of "depository”.

It was pointed out that the wording of the Discussion
Draft should be revised to include inétitutions whose accounts
rather than deposits are insured by FSLIC. It was also pointed
out that through the combined reporting provisions, non-
depository members of an affiliated group might be subjected to
the provisions of the Discussion Draft underlcertain circum-

stances, though they are not included .in the definition of
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depositories. In this context, concern was expressed that
nondepositories such as Sears or GMAC not be covered by the
provision of the Draft under any circumstances. It was pro-
posed that inclusion of specific provisions requiring as a reg-

uisite to application of the Draft to nondepositories that they

 be part of a unitary business with the depository, and that the
depository account for a significant portion of the combined
base of an affiliated group would clarify the Draft.

Definition of Tax Base

It was pointed out at the outset that the general
approach of both the Discussion Draft and S.719 was to leave
the definition of the tax base to the taxing state. However,
unlike 8.719, the Discussion Draft does not prohibit inclusion
in the tax base of items attributable to activities outside the
United States or intercompany dividends. §.719 would prohibit
any state from taxing foreign source income except "foreign
window income" (income included under Section 61 of the
Internal Revenue Code in the depository's federai tax base) on
the theory that any other foreign source income is beyond the
legitimate taxing claims of the states. Therefore, under S.719
only income from loans to foreign borrowers funded and serviced
in the United States would be subject to state taxation. The
Discussion Draft, on the other hand contains no such prohibi-

tion. 1Instead the Draft merely carves out of the tax base to
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be apportioned among the states by application of the maximum
formula those items recorded on the booksvof a foreign branch
or subsidiary of the depository. As to such items, the
Discussipn Draft neither prohibits, sanctions nor governs their

. taxation by the states. The purpose for the Draft position of .

neutrality was to avoid the controversy which is being heatedly
debated in other contexts over whether foreign source income
should be subjected to state taxation. It was frankly stated
by representatives of the states that any prohibition of taxa-
tion of foreign source items would make the Draft totally unac-
ceptéble. |

It was noted that S.719 defines foreign items as
those derived from the conduct of business at an office,
branch, agency or other fixed place of business located outside
the United States. The definition presumably leaves to state
law what net income or gross receipts are to be treated as
"derived" from such activities. The Discussion Draft, however,
adopts a "booking rule" whereby net income or gross receipts
recorded on the books of a foreign branch or subsidiary,
regardless of state determinations of whether‘properly booked,
is excluded from apportionment among the states for purposes of
determining the maximum tax base attributable to each state.
The basic premise upon which the "booking rule" was adopted was

that regulations require foreign branches or subsidiaries of
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depositories to maintain books and records on a separate
accounting basis identifying what tax base is attributable to
activities there and, therefore, certainty is infused into the

definition by relying upon regulatory rather than individual

___ . state standards for determining what items are properly attrib-

utable to foreign activities.

During the discussion, the major concern expressed
with regard to the Discussion Draft approach was that it would
allow potential double taxation of foreign booked items, since
the Draft maximum does not apply to the portion of tax base
recorded in a foreign office. The extreme difficulty of draft-
ing a provision which would prohibit multiple taxation of fof—
eign items without either sanctioning or prohibiting their tax-
ation by the states was acknowledged. It was also conceded
that the probability of such multiple taxation in light of
Constitutional due process limitations and other factors is
remote. However, several suggestions were made:

First, it was suggested that the Discussion Draft
incorporate a provision requiring apportionment of any foreign
item included in the base of the taxing state under the same
formula used for domestic items. Second, it was suggested that
a provision, presumably not going quite so far, could be incor-
porated simply stating that to the extent any state chooses to
inélude foreign items it must also include items in the appor-

tionment factor relating to the foreign items for purposes of
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determining the Draft maximum. Third, it was proposed that all
items remain in the Apportionable Base and worldwide factors be
included in the apportionment formula. Fourth, it was sugges-

ted that abandonment of the "booking rule" might eliminate the

_double taxation potential.

The propriety of the booking rule was discussed at
length. It was suggested that applying the booking rule to net
income is a novel concept, and that to be workable the
Discussion Draft must permit the states to reallocate expenses
to foreign offices to match the receipts booked there.
Alternatively, it wculd be left to each taxing state to deter-.
mine what items are attributable to activities outside the
United States. The multiple taxation problem could perhaps be
eliminated without,jeopardizing the neutrality of the Draft by
applying the maximum to all items determined under siate law to
be attributable to domestic activities and therefore in the
domestic tax base.

However, it noted that this approach would accentuate
the effect of the floating or variable base to which the Draft
maximum applies. On the dther hénd, the booking rule does pro-
vide some certainty, and have a tendancy to reduce, although
perhaps not substantially, fluctuations in the tax base to
which the formula applies. Also, abandoning the "booking rule"

might be construed to constitute Congressional action in the
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area and therefore waive any argument that included items are
Constitutionally beyond the taxing power of the states.
It was agreed that prohibitioh of state taxation of

foreign items would destine any Draft to political failure, but

fv«fﬁemwthewsuggestedfalteLnativesAtofthewDLaftﬁappLoach_shouldfbeAMMW?TMMW S

studied by the Task Force to determine if any of them provide a
better approach to the difficult foreign income problem.

Apportionment Formula

The first element of the apportionment formula to be
discussed was the rule relating to the situs of loans. It was
noted that receipts from loans secured primarily by tangibie
property both feal and personal are attributed to the state in
which the predominant part of the collateral is located. With
regard to loans secured by other collateral or unsecured, the
loan is sited in the state in which it originated. The problem
was immediately raised whether the predominant part of the col-
lateral rule was viable for movable tangible personal property
in light of the inherent record'Eeeping burdens caused by
shifting collateral. One suggestion for resolving the problem
was to site loans on the basis of the original location of col-
lateral.

| It was noted that representatives of the Multistate
Tax Commission ("MTC"), who were not present at the Conference,
had previously submitted their comments proposing a three-

factor formula consisting of a payroll factor, a source of
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funds factor siting the funds where the depositor is deemed
located, and a receipts factor siting receipts at the location
of the borrower. The MTC proposal would also eliminate uniform

nexus rules. The MTC expressed considerable concern about the

~ formula adopted in the Discussion Draft because it was per-
ceived to favor the money center states over the market states.

Representatives of the Task Force pointed out that
the inclusion of the property factor, and the siting of loans
at the place or location of the collateral were elements
specifically designed to give the formula balance between the
money center and market states. It was suggested that some
further benefit to the market states could be achieved within
the framework of the Draft formula by eliminating the throw-
‘back rule and replacing it with a throw-out rule which would
ekclude from the formula factors sited in states lacking juris-
diction. The result would be to avoid dilution of the market
state's share of the tax base because factors happened to be
sited in states lacking jurisdiction to tax.

In response to the argument that the claims of market
states are not adequately considered in the apportionment
formula, it was noted that because of the nature of the depos-
itory industry and the regulatory climate in which it operates
any reasonable formula will apportion a majority of the tax

base to the domiciliary state. The Federal Reserve and several
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money center states have expressed opposition to any formula
which would cadse major dislocations of tax base to the market
states. It was suggested that the MTC proposed apportionment
formula would involve tremendous record keeping burdens for
~-depositoriesy—and—cause—~the mass—transfers of tax base between
the states opposed by the Federal Reserve. It was also argued
that such rules might very substantially hamper the free flow
of credit between the states, and create situations where mar-
ket states would find it very difficult to maintain acceptable
flows of credit. It was clearly stated by representatives of
the depository industry thét the MTC approach would be
unacceptable. However, a formula incorporating the factors
suggested by the MTC, but with some modification of the situs
rules, was thought to be worthy of study.

The inclusion of thelproperty factor in the
Discussion Draft formula was the topic of considerable discus-
sion, and it was stated that the property factor basically
gives a double weighting effect to the S.719 receipts factor,
which it was suggested is a policy decision worthy of further
description in the Task Force Report. The inclusion of intan-
gibles in the property factor was criticized for a number of
reasons, including the arbitrary manner in which the Draft
sites intangibles. However, it was pointed out that tﬁe three-

factor formula adopted was patterned after the California
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formula, which has been in operation and functioning well since
1969. It was noted that Wisconsin utilizes a two-factor
formula of payroll and receipts which might be worthy of study.
With regard to the situs rules for both the Draft
o——receipts-and-property-factors, it was-also noted that-situ-
ations can arise where it is impossible to determine where the
predominant portion of collateral is located, or where loans
are secured partially by intangible and partiaily by tangible
personal property. Solutions to these problems need to be
included in the Discussion Draft situs provisions. Another
suggestion was to site loans at the place of use of the loan
funds, or the place of the commercial domicile of the borrower.
Numerous examples were given to demonstrate why the location of
the collateral approach should not be used, and it was sug-
gested that the Task Force examine the corcept in light of the
;comments made. It was suggested that considerable administra-
tive problems might be solved by simply siting loans where the
collateral is originally to be located, disregarding movements
of the collateral after the loan is made. Representatives of
the depository industry strongly expressed a preference that
for purposes of the receipts and property factors unsecured
loans and loans secured by tangible and intangible personal
property be sited at the point of origination.v Another problem

with the Draft situs rules, it noted, is that the siting of
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loans for purposes of the receipts and property factors at the
place where the collateral is located may theoretically be
inconsistent with the negative nexus rule excluding activities

involved in protecting collateral. Therefore, it was generally

_concluded that situs of loans—should be-at the-point of origi-—

nation of the loan, which in most if not all instances, will be
the domiciliary state. This result could be achieved by simply
stating that the point of origination is the place where the
loan can be approved, since under the regulations of the
Comptroller of the Currently no other office of the depository
can have approval authority outside the domiciliary state;
Therefore, the definition of origination of loan in the
Discussion Draft was generally acceptable.

The representatives of the depository industry ex-
pressed a preference for the two-factor formula set forth in
S.719. However, if a third factor is to be included they sug-
gested a source of deposits factor rather than the property
factor, with deposits sited at the office where the deposits
are received. There was considerable discussion with regard to
whether the addition of a deposits factor would be useful. It
was noted that drafting a deposits factor which would not re-
quire determination of the residence of each depositor would
necessarily weight the factor more heavily in favor of the

money center states. It was argued, however, that the raising
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of the funds to fund loans was equally as important as the
location of borrowers and addition of such a factor should be
considered. This discussion gave new impetus to the MTC
proposal that the three relevant factors for apportioning the

tax base of depositories are the source of funds, payroll and

location of borrowers. It was noted that problems could arise
in determining the location of the depositor, as well as the
location of the borrower in instances where multinationals were
concerned. It was suggested, however, that perhaps a test of
where the funds were used or where collateral is located would
be more viable.

It was generally agreed that the Discussion Draft
formula and situs rules represent a conscious effort to fairly
appor£ion to the market states a fair share of the tax bése,
and it was generally agreed that the formula falls within an
acceptable range so that no massive transfers of tax base would
occur. It was suggested that the Task Force Report includé
more extensive discussion of the underlying policy reasons for
the proposed formula.

Finally it was determined that .the elements of the
formula as they affected money center versus market states is a
matter of policy which is not particularly susceptible to easy
resolution by the group. It was 'suggested that the Task Force
develop a three-factor formula along the lines of that pre-

sented in the Discussion Draft, a two-factor formula based on
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that presented in S.719, and a formula based on the MTC
approach. The Task Force should then select the approach it
would prefer while fully discussing the others in the Task

Force Report.

items are excluded from the tax base to which the formula is
being applied, the factors in the formula should be adjusted
likewise. It was also afgued that if dividends from subsidi-
aries are included in the base the factors of the subsidiary
should also be included in the base.  However the point was
made that including the factors of the subsidiary may not have
any relationship to the dividend actually received and included
in the base.

Apportionable Base

At the outset, it was that the Apportionable Base
concept was designed to provide a means of interfacing various
theories of taxation, including capital taxes as well as net
income taxes, and gross receipts taxes, and to provide a
maximum for each state which equates to a maximum which would
apply if all states agreed to adopt the taxing state's theory
or method of tax and definition of tax base. However, the view
was expressed that no meaningful maximum can be established
short of all states using the same tax base. It was recognized

that under no circumstances could all the states be convinced
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to adopt a single tax base, and that any legislation requiring
them to adopt a uniform tax base would be strongly opposed. It
was therefore suggested that the Draft be limited to apply only
to net income taxes. The view was expressed that if capital

__ .stock taxes and gross receipts taxes were excluded, states uti-

lizing those methods of taxation would be prompted to enact net
income taxes. However, the opposite view was expressed that if
capital and gross receipts taxes were excluded from the provi—'
sions of the Draft, the states might adopt these forms of taxa-
tion to avoid the limitations of the Draft. It was determined
that more study of the applicability of the Draft to capital
taxes would be undertaken by the Task Force.

It was also pointed out that the Discussion Draft
makes no distinction between business and nonbusiness income.
This result was acceptable to the group, and in fact preferred
by most present. The only reservation expresséd was when the
Draft provisions are applied to nondepository affiliates, bu£
the requirement of a unitary business as a requisite to com-
bination mitigates any adverse impact of the rule.

Combined Reporting

It was pointed out that the Discussion Draft does not
purport to standardize the rules for combined reporting.
Rather, the Discussion Draft attempts to set forth rules

whereby the Draft maximum on Apportionable Base is to be
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computed even in situations where a taxing state adopts a
combined reporting approach, or a depository elects combined
reporting. The general premise of the Draft is that if a state

has jurisdiction to tax the depository and uses the combination

of the‘depositorvfs base and the base of others in an af-
filiated group to determine the tax on the depository, then the
Draft maximum is to be computed using the combined base and ap-
portionment factors of the affiliated group. Whether the
federal maximum is to be determined using the depository's base
and apportionment factors only or those of an affiliated group
in caseé where the taxing state does not require or permit com-
bination is determined by whether or not the taxing state is
the domiciliary or nondomiciliary state of the depository.
Thus, if the depvository is domiciled in a state which uses the
combined base and apportionment factors of an affiliated group
to determine the tax on the depository, then in all of the
states where the depository is taxed the Draft maximum would be
determined based on the combined base and apportionment factors
~used by the domiciliary state. If, on the other hand, the
depository is domiciled in a noncombination state and taxable
in a combined reporting state, for purposes of determining the
Draft maximum the domiciliary state would not be required to
use the.combined base and apportionment factors of the af-

filiated group, although for the nondomiciliary state the Draft
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maximum would be determined by reference to the combined base
and apportionment factors of the affiliated group. It was
noted in this regard that the Draft does not clearly govern

which rules apply where two depositories are included in the

e——affiliated group, particularly where the taxing state is a non=
domiciliary state to both depositories.

In addition, the Discussion Draft goes a step further
and provides that in situations where the dépository is not
taxable in a state, but where the state uses combined base and
apportionment factors of the depository to determine the lia-
bility of another taxpayer over which it does have jurisdic-
tion, the Draft maximum applies if the depository's base is a
significant portion of the combined base. It is this latter
provision which has the effect of in some instances encom-
passing nondepositories in the Draft maximum provisions.

It was suggested that in situations whefe the
domiciliary state imposes a net income tax and combination is
elected or required, and the nondomiciliary state applies only
a capital tax to the depository, combination for purposes of
the capital tax may be impossible. A provision dealing with
this kind of problem may be adyisable. It was also noted that
in situations where the nondepository member of the affiliated
group is the only member having nexus with the taxing state,

the type of tax levied might be one which would not otherwise
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be applicable to the depository. The extent of this problem
was not addressed, but it is a matter for further Task Force
study. It was also pointed out that some states have dual tax
systems for depositories, such as a general income tax and a
rbankfpﬁivilegewtaxﬁ—withwpneutachonstitutingmamcﬁeditwtoward
the other. It was concluded the Draft would not disturb that
dual forms of taxation, since the Draft maximum applies in-
dependently to the different types of taxes. However, states
which allow credit for taxes paid in other states rather than
apportioning the base may find that the total revenue is
reduced. Such arrangements, however, are within the discretidn
of the states.

The provision of the Discussion Draft dealing with
the application of the Draft maximum to situations where the
taxing state does not have nexus with the depository was criti-
cized as permitting the states to tax depositories in instances
where they would otherwise not have jurisdiction. The view was
expressed, however, that the Draft authorizes nothing, but sim-
ply states the rules to be applied if the states do in fact
attempt to combine under certain circumstances members of an
affiliated group including a depository. It was noted that the
Task Force included the provision specifically to aid depos-
~itories by avoiding a possible double taxation effect, and not

to sanction any state combination rules. The strong view of
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the depository industry representatives that the provisions

should not be included was noted by the Task Force, and the

provision will be reconsidered in light of these reservations.

However, the representatives of the depository industry wanted

_the Draft to go further and affirmatively prohibit combination

in such circumstances. This view was rejected by representa-
tives of the states, and it was indicated that no bill with |
such a prohibition would'go unchallenged by all states whether
they use combination or not.

It was noted that the Discussion Draft does not pro-
pose to limit in any way, other than with regard to U. S. sub-
sidiaries of foreign depositories, the right of any state to
use combined base and apportionment factors in determinihg the
tax of depositories, nor does the Draft dictate the kind of
reports which may be required by the states. However, the
Discussion Draft would in effect exclude a foreign parent

depository from any combination. It was noted that this latter

" provision has given rise to considerable adverse comment

received before the Conference, and it was quickly concluded
that it should be stricken.

Forum For Resolving Disputes

Although the Discussion Draft contains no provision
for a centralized forum for resolving disputes, the topic was
discussed to determine whether such an approach might be via-

ble. At the outset, ;epresentatives of the states made it
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extremely clear that the Discussion Draft should be selfex-
ecuting. It was a Competent Authority mechanism similar to
that available in international tax disputes might be estab-

lished. It was pointed out that many of the disputes likely to

——arise—under—the-provisions—ofthe Discussion Draft would be be=—

tween two states, rather than between the taxpayer and a taxing
state, involving such matters as jurisdiction as it affects the
apportiohment formula, the situs of property and the like.

It was suggested that many of the problems which
might otherwise have to be litigated could be resolved if there
were some way to formulate uniform regulations. It was sug-
gested that perhaps regulations could be developed by the state
taxing authorities and the depository industry, and submitted
to some centralized authority such as the Comptroller of the
Currency for promulgation and resolution of conflicts. The
Federél Reserve and the Federal Home Loan Bank Board were also
mentioned as possible promolgating authorities. However, this
proposal was resisted by representatives of the states. It was
noted that the MTC has been writing and promulgating model
regulations for many years, and it was suggested that perhaps
one approéch would be to encourage NATA and the MTC to promul-
gate regulations, and that a time limit be set in which sub-
stantial progress must be made or some federal authority would
be empowered to step in. It was also noted that representa-

tives of the depository industry should be given the
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opportunity to comment and have input into the development of
uniform regulations.
If a centralized court of tax review is established,

as is now being proposed, it was agreed it might be appropriate

-

to designate that court as the centralized forum for ad-
judicéﬁihé diééuéés arising from the application of the Draft.
However, it was.not acceptable to the representatives of the
states to have the Court of Claims designated for centralized
review of disputes as has been proposed in the bills reiating
to the multistate taxation of other industries. It was also
suggeéted that a centralized audit approach might be viable,
similar to that utilized by the MTC. However, such an approach
was rejected by the depository industry representatives since
the states involved in the audit usually do not agree to be
bound by the results. However, no discussion was undertaken as
to whether such an approcach might be viable if the states

involved agreed to be bound by the results of the audit.

Miscellaneous Matters

It was suggested that one way the Draft might be made
more palatable to all pafties was the inclusion of a sunset
provision which would require reconsideration of the matter
after a period of time. It was also suggested that the effec-

tive date of the provision should be pbstponed in order to give

‘the states an opportunity to conform their taxing statutes to.

the federal statute if they so desire.
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With regard to the procedure to be followed, it was
agreed that minutes of the Conference would be prepared and
distributed to all those invited to attend the conference. It
was also agreed that the Task Force will consider all points

_and comments made during the Conference, and provide a new

draft of the Discussion Draft and Task Force Report for general
distribution. It was agreed that adequate time will be pro-
vided for all parties to make indepth comments concerning the
new draft before it goes forward as a legislative recom-
mendation through the procedures of the Taxation Section toward
adoption as an American Bar Association proposal. It was
agreed, therefore, that the legislative recommendation sched-
uled for consideration by the Taxatipn Section at its August
meeting will be withdrawn, and a new legislative recommendation
based on the result of the redraft and various comments
received will be resubmitted in November for consideration in
August, IQSi by the Taxation Section. It was anticipated that
by November agreement to the greatest extent possible could be
achieved.

IE was specifically agreed that lines of communica-
tion will be developed and opened among all interested parties
and groups, and that full opportunity will be provided for all
interested parties to have input. It was also suggested that a
conference similar to the one then concluding might be advanta—
geous at some futu;e point, but determination of whether such a

~future conference should be held was deferred.
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It was reported by répresentatives of the depository
industry that they did not foresee S.719 moving substantially
in the Congress, unless major changes in state tax policies

forced the depository industry to seek relief. On the other

—— —hand+—the-representatives—-of—the-states—indicated—that—they -did
not anticipate major changes in policy taking place during the
time frame oulined for further consideration of the Discussion
Draft. It was also noted that the base of input needed to be
broadened to include many more states, thé MTC and othei repre-

sentatives of the depository industry.
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