
REGIONAL ECONOMIC ISSUES

Working Paper Series

Issues in State Taxation of Banks

Richard H. Mattoon

FEDERAL RESERVE BANK 
OF CHICAGO WP-1991/17

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Issues in state taxation of banks
Introduction

Richard H. Mattoon*

The climate for banking is changing. A recent proposal by the U.S. Treasury 
is designed in part to encourage the development of a larger national banking 
system, by reducing the barriers to interstate branch banking. The proposal 
would allow national banks to enter other states through branches rather than 
requiring that the bank purchase a separately chartered subsidiary within the 
state, as is currently the permissible method. Other proposals have suggested 
permitting nonfinancial companies to own banks. These proposals follow on 
the heels of the recent banking industry changes in which state laws protecting 
state chartered banks have gradually loosened to accommodate regional 
interstate banking. At the same time, the types of operations carried on by 
banks have broadened considerably, often blurring the line between financial 
and nonfinancial companies.

Into this maelstrom comes the problem of how to tax banks in this era of new 
services and bank restructuring. This issue puts the nation’s desire to promote 
a strong, efficient national banking system at odds with the goal of 
maintaining state autonomy in determining tax policy for businesses operating 
within a state's border. State tax policy can be consciously designed to either 
encourage or discourage banks from taking up residence in a state. But the 
states also establish tax policy with an eye toward raising the necessary 
revenues to fund the operations of state government. As the banking industry 
has expanded, it has come to be viewed as a more important source of both 
tax revenues and economic development. If federal policy changes and 
allows banks to branch into new markets unaccompanied by the usual state 
regulatory oversight, the states may lose their authority to regulate and tax 
certain forms of banks within their borders.

♦Richard H. Mattoon, is a regional economist at the Federal Reserve Bank of Chicago. The 
author wishes to thank William Testa for his helpful advice on previous drafts. The author also 
wishes to thank David Allardice and George Kaufman for their comments. The views expressed 
are solely those of the author.
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Of course, banks also face risks over the outcome of the state's authority to tax 
and regulate. Without greater clarity and coordination in bank tax policy, 
easier market entry could find banks subject to widely different state tax 
schemes. Of particular concern is the potential for double taxation whereby 
two or more states claim the same piece of a banking company’s income for 
their own tax base.

This paper will explore the question of just how do you tax a bank? While the 
issues surrounding the multistate taxation of other types of companies are 
gradually being resolved, issues in multistate bank taxation are still largely 
unresolved. For interstate banking, these issues include establishing nexus for 
bank taxation, determining what to include in a bank's tax base and how to 
apportion bank income across state lines.

Finally, the paper examines bank taxation in the Seventh District states of 
Illinois, Indiana, Iowa, Michigan, and Wisconsin and considers the possible 
changes to tax law in these states in light of impending changes in bank 
structure.

A brief history o f the state taxation of banks1

Laws governing the state taxation of banks were initially unambiguous. 
Based on the historic U.S. Supreme Court case of McCulloch v. Maryland in 
1819, states were prohibited from taxing either nationally chartered banks or 
federal obligations held by banks without the approval of Congress. This 
favorable tax treatment of national banks was designed to encourage the 
growth of a strong banking system and to prevent the states from limiting the 
development of the national banking system through heavy or discriminatory 
taxes. This left states with the ability to set tax policy only for their own state 
chartered banks. Since a state chartered bank is only operated within the 
chartering state's own borders, issues of multistate taxation such as 
establishing a taxable nexus or apportioning income did not arise. Further 
because of the favorable treatment of national banks, states tended to adopted 
very favorable tax policy provisions so that their state chartered banks could 
compete with national banks located within their borders.

With passage of the National Currency Act (NCA) in 1864, states were 
permitted to adopt either a real estate or a share tax when taxing national 
banks. Congress attempted to limit the scope of these two taxes by placing 
language in the act limiting the scope of the share tax to that placed "on other
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moneyed capital”, but this tended to have the effect of creating a long history 
of litigation.

In 1923, the NCA was amended. The new Section 5219 permitted four 
methods of state taxation of national banks. The methods were: a real estate 
tax, a bank share tax, a dividends tax on the owners of bank shares, and a net 
income tax. A fifth method, a franchise tax based on net income, was added 
in 1926. Provisions were again made to limit the tax (to that imposed on state 
banks) but more litigation ensued.

The string of litigation led Congress to finally repeal the restrictions on the 
state taxation of national banks in 1969. States were now free to tax a 
national bank whose principal office was within its borders in the same 
fashion as their state banks as long as the tax was not discriminatory. The 
only exception was in limiting the taxation of federal obligations. However 
even this new legislation did not address the issue now arising over the tax 
treatment of national and state banks operating within a state where their 
principal office was not located. To begin to address this issue Congress 
funded two studies, one by the Federal Reserve Board in 1971 and a second 
by the Advisory Commission on Intergovernmental Relations in 1975. The 
findings of these studies are discussed later in this paper.

What are the major forms of state taxation of banks used today?

The major form of bank taxation levied by the states is the franchise tax (see 
Figure 1). Franchise taxes represent an indirect tax which is usually assessed 
based on the net income of the bank. As an indirect tax, the franchise tax is a 
tax on the privilege of doing business within the state's borders. Practically, 
the tax is popular because it permits states to include the income from federal 
obligations held by banks in the tax base. Since banks usually have a 
significant share of their assets in federal obligations, an equally significant 
share of their income is derived from these obligations. In the case of banks, 
federal obligations can produce anywhere from 10 percent to 60 percent of a 
bank's income. One disadvantage to the franchise tax is that federal law 
requires the inclusion of state obligations in the franchise tax base when a 
state chooses to tax federal obligations. This provision is intended to make 
the state franchise tax nondiscriminatory. This forces states to tax banks for 
the income produced by their own state obligations which reduces the 
attractiveness of state obligations to the bank.2
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Figure 1
State’s choice of bank tax base
number of states

Note: Thirteen states use more than one tax base.
Source: Advisory Commission on Intergovernmental Relations. "State Taxation of 
Banks: Issues and Options," M-168 December, 1989.

The second most popular form of bank taxation is the direct net income tax. 
The direct net income tax differs from the franchise tax in several ways. 
While both taxes are based on the bank's net income, the direct net income tax 
excludes income from federal obligations in determining the net income base. 
Second, a direct net income tax can be levied on an out-of-state corporation 
which has a taxable nexus with the state and is engaged in interstate 
commerce. Since the franchise tax is a tax on the privilege of doing business 
in the state, it cannot be levied on interstate commerce. Because of this many 
state choose to use the net income tax specifically when they are trying to tax 
interstate business of banks where federal obligations are an insignificant 
portion of banks tax base (usually banks whose home office is in another 
state). This has encouraged several states to adopt a hybrid approach of 
taxing in-state business through a franchise tax and out-of-state business 
through a direct net income tax.3
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Another consideration that states face in choosing between these two tax 
forms concerns the neutrality of their tax system in the treatment of financial 
and nonfinancial corporations. If a state uses a direct net income tax and 
thereby excludes federal obligations it gives a break to banks which derive a 
significant portion of their income from these obligations. Nonfinancial 
corporations generally derive very little income from federal obligations, so 
such an exclusion is of little value to them. Alternatively, by using a franchise 
tax this income is captured and the neutrality between banks and nonfinancial 
companies tends to be preserved.

Of the remaining forms of taxation, a small number of states use a gross 
receipts tax and an even smaller share use a bank share tax.4 The bank share 
tax had been popular until a court case in Texas significantly limited the scope 
of the tax.5

Recent developments in bank taxation

A recent survey found that more than 50 percent of the states tax banks in the 
same manner as other business corporations.6 This has come about due to a 
series of trends. First, in the past states had preferred adopting specialized 
taxes for banks in response to the two-tiered structure of U.S. banking law. 
National banks were provided with certain protections which limited the 
scope of state taxation. This left states with the ability to set the tax structure 
of their own state chartered banks. This was the case up until 1969. After 
1969, national banks could be subject to the same tax treatment as any state- 
chartered bank of the state where their principal office was located.

Second, until recently a stronger case could be made that bank functions and 
operations were unique enough to warrant special taxation. As banks have 
expanded into new activities, and as other corporations activities have 
broadened into financial services, their operations have come to be less 
specialized and more like other companies. For example, more than half the 
states allow banks to engage in securities activities and roughly the same 
number allow banks to participate in real estate development and brokerage. 
States have also permitted banks with the opportunity to participate in 
insurance activities.7 These expanded functions eroded the rationale that bank 
taxation should be different from that of other companies. These 
developments have encouraged the creation of a more uniform tax structure.
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The expansion of interstate banking has also encouraged states to attempt to 
tax banks more like all other companies. As banks expanded across state 
lines, states felt compelled to develop tax structures to bring them into the tax 
base. Many states have chosen to use their existing tax laws governing 
multistate business taxation as a guide to taxing interstate banking. In 
particular, this gave state policymakers a guide for coming up with ways to 
apportion income for banks as well as ways to capture bank income created 
within a state’s border even in those instances when the interstate bank does 
not have a physical presence in the state.8

Impetus for state reforms

Increased interest in bank taxation is being driven by intense revenue needs 
of the states. As revenues from other traditional corporate sources has 
softened, states have been looking to expand their taxation of industries which 
experienced strong growth in the 1980s. While banks have recently 
experienced reversals, the industry's impressive employment and asset growth 
in light of the contractions in manufacturing and other industries have made 
banks an attractive target for tax policymakers. In 1990, insured commercial 
banks paid $1.4 billion in state and local income taxes alone.9

Out-of-state banks are a particularly attractive target, since it allows states to 
tax firms that are not their residents or constituents (so-called tax exporting). 
Technological changes in banks are also forcing states to scramble to keep 
track of bank activities and their locations. With electronic funds transfer, 
deposits can be moved from state to state making it harder to determine 
exactly where deposits are being held. This makes establishing the taxable 
jurisdiction of deposits that much more unclear.

The fact that most states are adopting tax structures that put banks on a more 
even footing with nonfinancial companies still leaves open several issues 
unique to banking. These issues include establishing a taxable nexus for bank 
activities, defining a bank's tax base, and apportioning bank income.

Establishing nexus

The basis for establishing nexus has changed as bank technology and services 
have changed. Nexus establishes a jurisdictional right to tax an activity taking 
place within state boundaries. At one time nexus could be defined primarily 
by the physical location of a bank within a state's borders. However banks
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today can solicit deposits and loans and provide a host of services without a 
physical location in a state. A good example of this is the issuance of credit 
cards. A bank can solicit customers for their credit card activities without 
having a physical location within the state. The solicitation can be done by 
phone or mail from a central location outside the state's borders. The question 
then is: does the fact that a bank solicits business and develops customers 
within a state constitute a nexus for taxation? Similar nexus questions are 
arising in the treatment of other bank operations such as mortgages, mail 
deposits, or car loans. If a bank generates a loan through a loan production 
office (LPO) within the state, is the income generated by the loan attributable 
to the state where the property is located or to the home office where the loan 
is processed and maintained?

Further complicating the issue of determining the location of funds for tax 
purposes is the increased securitization of bank assets. Rather than carrying a 
mortgage on a bank’s books for the full term of the loan, banks increasingly 
pool these loans and sell them as securities in the financial market. This 
provides the bank with greater liquidity since it can take the loan off its books. 
The problem is that once the loan is packaged and sold it can create a problem 
determining where the income from the loan should be taxed. Should it be 
taxed based on the location of the secured property. Should it be taxed based 
on the location of the company that purchased the loan? Should it be taxed in 
the state where the activity that generated the loan in the first place occurred? 
Clearly, there is plenty of latitude for interpretation and the possibility that all 
or none of the three jurisdictions could end up taxing the loan. This has led 
organizations such as the Multi-state Tax Compact to recommend that nexus 
be established within a state whenever an out-of-state bank engages in regular 
solicitation which results in deposits or a direct debtor-creditor relationship. 
This type of definition goes far beyond the usual requirements of physical 
presence in order to establish nexus but recognizes that banking activities can 
occur without a bank having a branch or personnel in state.10

Issues in establishing the tax base

A second issue requires determining what comprises the tax base of a bank. 
Here the issues include the treatment of tangible and intangible income and 
the definition of where services for a given bank activity are performed. The 
American Bankers Association (ABA) has suggested a method for 
determining the tax base using a three step approach.11 The ABA proposal 
would establish a tax base which would first distribute income from bank
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services on the basis of where the services are performed. If a bank service is 
performed out of a central office, the income from the service would only be 
taxable in the state where the central office is located. Next it would attribute 
the income a bank receives from tangible property to the principal location 
where the property is located. Finally, it would assign all other income from 
tangible and intangible property to the location of the office which carries the 
property on its books.

A particularly important factor in determining the tax base of banks is the 
treatment of intangible property. Since banks have such a significant portion 
of their assets and derive significant income from intangible sources (such as 
bonds, notes, mortgages, and other receivables), the exclusion of intangibles 
from the tax base would significantly limit the size of the tax base. For that 
reason and to provide economic neutrality between banks with large 
intangible holdings and nonfinancial companies with small amounts of 
intangible assets, most states choose to include intangible assets in the tax 
base.

The problem created by the inclusion of intangible assets in the tax base is 
determining where the assets are held. Since most intangible, income 
producing assets are highly mobile, there is always the possibility that these 
assets can be moved to the jurisdiction that provides the most favorable tax 
treatment.

Apportionment

The nexus and tax base questions have created a dichotomy between states 
which have money center banks and states without money center banks. 
States which have recently changed their bank tax policies often reflect this 
rift. Particularly at issue is the apportionment of income to the varying taxing 
jurisdictions. States with a large concentration of money center banks have 
tended to adopt tax rules which apportion income on the basis of the location 
of a bank's central office. For example, New York state with the largest 
concentration of money center banks revised its bank tax law in 1985 to 
explicitly apportion the bulk of bank income to New York.12 The New York 
law allocates the income from all loans to New York if the greater portion of 
the income producing activity is performed in New York. Since this activity 
is defined as including the solicitation, administration, approval, and 
maintenance of the loan, this usually has the effect of apportioning the income 
back to the New York based home office. Further, New York's deposits and
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payroll factors are also biased toward New York. States lacking these types 
of money center banks (for example, Minnesota) have tended to adopt so- 
called "market state" approaches which base taxation on the location of the 
property securing a loan or in the case of credit cards, the billing address of 
the customer.13 The distinction has become more important as technology 
has allowed banks to centralize functions even further, thus allowing more 
and more functions to be carried on from one location. This represents a 
potential problem for those states that will provide the customers for these 
banks but may never have a significant physical presence of the out-of-state 
bank within their borders.

In theory, a state should only be able to apportion and tax the economic 
activity which is performed within its borders. Any form of formula 
apportionment should reflect a reasonable relationship to the income being 
apportioned. Further, the degree of taxation should be based in part on the 
benefit which the party being taxed is receiving through taxation. Does a 
bank without a physical location in a state receive any tangible benefit in 
terms of state services when it provides a loan to a state resident? Market 
states would argue that the bank does receive a benefit if only by having the 
privilege to conduct business in the state. Further, these states point out that 
without the property securing the loan, the out-of-state bank would not have 
had the opportunity to produce the loan in the first place.

States have a tendency to want to draw up laws which apportion the most 
income to their own taxing jurisdiction, provided that the laws do not create 
incentives for companies to flee to lower taxing states. This is particularly 
true in the case of trying to capture income from out-of-state companies.

In addition to establishing the jurisdiction rules, there is the continuing issue 
of deriving an appropriate apportionment formula for dividing the tax base. 
For nonfinancial companies, the so-called "Massachusetts formula" has served 
for years as the preferred method for apportioning income between differing 
jurisdictions. The idea behind formula apportionment is to design a measure 
that relates a company's economic activity to a given jurisdiction. The 
Massachusetts formula starts with a company’s in-state payroll, property, and 
sales and divides these components by a company's total payroll, property, 
and sales. The resulting ratio represents the amount of a company's income to 
be attributed to a given state. Theoretically, the apportionment formula 
should represent the production function of the firm. In the case of this 
formula, property is used as a proxy for capital, payroll equates to labor, and
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sales equals market presence. Property and payroll represent the inputs of 
production and sales the output.

This type of formula may be roughly applicable in defining the production 
function of manufacturing firms, but many critics have argued that it does a 
poor job in representing the production function of a bank and therefore does 
a poor job of capturing the fair apportionment of bank income for tax 
purposes. Despite this shortcoming a recent survey found that 22 percent of 
the states use the Massachusetts formula as it was later codified in the 
Uniform Division of Income for Tax Purposes Act (UDIPTA) even though the 
act was intended to exclude financial companies and recommends the 
exclusion of intangible income from the tax base.14

Alternative formulas have been proposed. The ABA has argued that a two 
factor formula based on payrolls and bank receipts would be an equitable 
apportionment formula. Property is excluded because it tends to be a small 
part of a bank's base and because issues such as apportioning intangible 
property, which can be moved easily makes the property factor less valid than 
in the case of a manufacturing firm where property is most likely a tangible 
structure such as a factory. However, this two factor formula has not met 
universal approval. Critics have noted that the payroll factor is also likely to 
distort the nature of a bank's operations. Bank ratios for net income/per 
employee are significantly higher than for manufacturing firms. This either 
indicates that banks are exceptionally efficient in the utilization of their 
employees or that use of the payroll factor fails to capture the key inputs to the 
production of bank income.15

Another proposal has been to develop a formula based on loans and deposits 
in a two factor formula. The theory behind this is that these two factors 
represent the components of bank income more accurately than payroll and 
receipts. This holds that bank loans represent "sales”. Further income from 
the sales of bank services could be included in this unique sales base. 
Deposits represent the primary input to bank income. It is through deposits 
that banks generate income which permits banks to generate loans and other 
activities which generate additional income. This would apportion loans and 
deposits on the basis of where they are generated and would be a significant 
advantage to the so-called market states, since it would choose to ignore that 
bank personnel and property can be concentrated at one location.16

Finally, some states have chosen to use the traditional UDIPTA formula and 
simply include intangible property in the bank's property formula.
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The fact that the multi-state activities of banks are growing and recent 
proposals will encourage this growth makes establishing a basis for 
apportionment all the more important. But even if a consensus does emerge 
on what constitutes a bank’s tax base and location for bank activities, states 
must agree on formula apportionment. The emerging feud between the states 
with money center banks and states adopting "market state" tax structures 
highlights the problem.

Lessons from previous studies

Previous studies carried on by the Federal Reserve Board in 1971 and the 
Advisory Commission on Intergovernmental Relations (ACIR) in 1975 have 
attempted to address some of these questions. The 1971 Federal Reserve 
Board study focused on the basic conflict between promotion of the banking 
system and the autonomy of states to tax. The Board's study focused on the 
long history of turmoil in determining the tax treatment of nonfinancial 
companies and strongly supported the notion that clear guidelines be 
established to avoid tax compliance problems and inefficiencies which might 
distort the operations of banks.

One recommendation of the Federal Reserve study focused on the issue of the 
taxation by states other than the state where a bank's principal office is 
located. The Board's recommendation was to "limit the circumstances in 
which national banks, state banks, and other depository institutions may be 
subject to state or local government taxes on or measured by net income, 
gross receipts, or capital stock, or to other 'doing business' taxes in a state 
other than the state of the principal office, and prescribed rules for such 
taxation."17 The Board went on to clarify that in attempting to limit the scope 
of state taxation, it was based on four objectives:

• Assurances that the sum of the taxable base on which two or 
more states levy taxes will not exceed 100 percent of the actual 
base; and even where this limit is not exceeded, avoidance of 
serious burdens that might result when two or more states use 
different rules for division of the tax base and require different 
kinds of records and reports;
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Economy in compliance costs;

• Avoidance of barriers to the free interstate flows of credit- 
barriers that might be raised by fears of overtaxation, excessive 
compliance costs, or uncertainty and controversy; and

• Minimum constraints on state taxing powers consistent with the 
safeguards for interstate and interregional mobility of funds.18

The Board report emphasized that it did not intend to dictate how a state can 
tax a bank but rather attempt to establish clear guidelines for when a state has 
the jurisdiction to tax an out-of-state bank and what constitutes the taxable 
base of an out-of-state bank.

The Board's primary concern was clearly the efficient economic operation of 
the banking system. After reviewing the tax treatment of out-of-state 
nonfinancial companies, the Board concluded that the tax treatment devised 
by the states was less a product of well-designed policy and more a product of 
revenue expedience and economic development policy. The Board's fear was 
that similar rules would cause a disruption in the flow of funds between states. 
Tax incentives or disincentives could lead to bank funds being moved for tax 
reasons and not based on sound economic principles. The potential of 
significant disruption in the flow of funds was of considerable concern to the 
Board.

The ACER study picked up where the Board left off but tended to focus more 
on suggesting a specific structure for the state taxation of out-of-state 
financial firms. The ACIR study arrived at five recommendations. The first 
would prohibit any state from taxing an out-of-state bank unless the out-of- 
state bank maintains a substantial physical presence as defined as; 1) a regular 
office, 2) regular presence of depository employees or agents, 3) the 
ownership or lease of tangible property within the state, including property 
involved in lease-financing operations. The second ACIR recommendation 
emphasizes flexibility for the states by permitting states to define the taxable 
income base of an out-of-state bank as they see fit. The third recommendation 
suggested that federal obligations be included in direct net income taxation as 
well as in the indirect taxation of net income through franchise taxes. The
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fourth recommendation suggested limiting states to taxing out-of-state banks 
in a manner consistent with the tax they placed on home state banks.

This leads to the most important recommendation: the establishment of a 
credit system for bank taxes. The ACIR suggested in its report that the state 
that contains a bank's primary office should be permitted to tax the entire 
income of the bank. To insure that this does not lead to double taxation, the 
home state should grant a credit to the bank for taxes paid to other states. The 
size of the credit would be based on the lesser of the taxes actually paid to the 
nondomiciliary state on the identical or similar tax base or the tax that would 
have been paid on the apportioned tax base of the bank if it had been 
calculated under the laws of the home state. A final recommendation would 
leave the resolution of disputes in tax matters to the traditional regulatory and 
court system rather than creating a new form of federal oversight.19

The ACER approach, particularly its tax credit structure proposal would go a 
long way toward addressing the concerns of the Federal Reserve in creating 
inefficiencies in the flow of funds. However, it would still create frictions 
between varying taxing jurisdictions when a bank faces a higher tax rate in 
another jurisdiction than it does in its home state.

Conclusion

As U.S. bank structure evolves, it is clear that bank taxation must catch up. 
With proposals aimed at easing branching restrictions, broadening banking 
powers and increasing bank services, banks will be located in more and more 
markets over time. The concern is that state tax policy and federal banking 
policy could be moving in competing directions. States, afraid of losing their 
authority over the regulation and taxation of the banks, are looking at ways to 
insure that they maintain their authority. The state's desire to maintain or 
increase their share of bank tax revenues is often at odds with proposals to 
expand interstate bank operations.

The goals for establishing multistate bank taxation should be the same as the 
goals for the multistate taxation of any business. In the ACER report, eight 
goals were identified. They are:

• preserve the autonomy of the states in setting policy;

• simplify the tax system;
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• standardize taxation of multistate businesses;

• reduce the compliance burden and the enforcement costs;

• establish certainty and regularity for taxpayers and 
administrators;

• establish competitive neutrality between domestic and out-of- 
state firms;

• avoid discrimination among different lines of business and;

• avoid trade barriers.

In looking to ways to reform state bank taxes these goals should guide 
policymakers.

In addition, three specific problems need to be addressed in looking at this 
issue. The first is establishing when a state has a right to tax a bank's activity 
within the state. The second is determining the taxable base of a bank, and the 
third is determining a reasonable formula for apportioning bank income. A 
loose consensus has begun to form around the first two issues. More and 
more it is agreed that states should be entitled to tax income derived from 
loans on tangible property within their state. Similarly services that are 
performed entirely at a home office should only be taxable in the state of the 
home office. The biggest unanswered question comes when trying to 
determine a fair apportionment formula for multi-state bank businesses. The 
traditional UDEPTA three factor formula uses payroll and property as two of 
the three factors. Since a bank is likely to have the vast share of its payroll 
and property in its home state, the use of this formula is likely to understate 
the amount of economic activity occurring in the nondomiciliary state and 
inaccurately represent the tax due in that state. Other formulas have been 
presented in this paper but there is still a lack of consensus as to which 
formula would best represent the factors which produce bank income.
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While banks may be facing a future with freer access to new markets, all 
might not be smooth sailing if state bank tax policies don't reach some 
consistency.
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Appendix I

Seventh District state bank taxation

Based on actions in other states, changes in state bank tax laws for Seventh 
District states are likely to occur in the near future. Of the five Seventh 
District states (Illinois, Indiana, Iowa, Michigan, and Wisconsin), only 
Indiana has recently overhauled its bank tax law. Furthermore, it is likely that 
Seventh District states will follow the lead of states such as New York and 
Minnesota and establish tax structures in accordance with their own individual 
concentration or dearth of money center or large regional banks.

Overview of Seventh District banking

In 1989, the five Seventh District states of Illinois, Indiana, Iowa, Michigan, 
and Wisconsin contained eight of the 100 largest U.S. commercial banks, 
(see Table 1). However, all eight of these banks reside in either Illinois or 
Michigan. If the list is broadened to the top 300 commercial banks, all of the 
District states except Iowa would be represented (see Table 2). Furthermore, 
the combined assets of Michigan and Illinois FDIC insured bank and trust 
companies comprised 68 percent of the total assets of District banks, (see 
Figure 1). Total assets tend to be concentrated even within Michigan and 
Illinois with the ten largest commercial banks having 81 percent of the assets 
in Michigan and 53 percent of the assets in Illinois. As figure 2 shows, this 
growing concentration of assets in the ten largest banks has accelerated 
throughout District states.

The dominant size of the commercial banks in Illinois and Michigan would 
presumably encourage tax laws based on measures of local activity, (for 
example, property and payroll) since this type of concentration indicates that 
many of these banks’ central income producing functions are performed 
within the state's borders. Conversely, Iowa, Indiana, and Wisconsin would 
more likely be considered market states. Lacking dominant regional or 
money center banks they may well be new markets for out-of-state banks 
wishing to expand operations into the Midwest. In designing their system of 
bank taxation these three states are likely to favor tax structures based on in
state sales rather than property and payroll, particularly if large out-of-state 
banks expand operations into their jurisdictions.
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Current state tax policy in the Seventh District

Of the five Seventh District states, three utilize a franchise tax for the purpose 
of taxing bank receipts. Illinois uses a net income tax and Michigan utilizes 
its unique single business tax which is designed as a value added tax based on 
net income.

Wisconsin

Wisconsin uses a franchise tax which is based on the net income of the 
financial institution. The base includes both federal and state obligations. 
The state’s apportionment formula is a two factor formula consisting of gross 
receipts and compensation. Wisconsin tax law favors assigning the location 
of gross receipts on the basis of where the activity from a transaction occurs 
rather than based on the physical location of an asset. The only measure 
which Wisconsin has taken that could be seen as market state oriented is 
including the gross receipts of all loans originating from in-state loan 
production offices, even if these offices are not responsible for executing and 
maintaining these loans. The state's franchise tax rate is 7.9 percent, the same 
as the state’s corporate income tax rate. The other difference between bank 
taxes and corporate taxes is that the apportionment formula for the corporation 
income tax utilizes a three factor formula (sales, property, payroll) which 
double weights the sales factor.

Iowa
The Iowa bank tax is a franchise tax based on net income which includes state 
and federal obligations. Unlike Wisconsin, Iowa opts for a single factor 
formula, which is based on the gross receipts earned in Iowa relative to total 
U.S. receipts. Iowa has a 5 percent franchise tax rate which is significantly 
different from that imposed on other state businesses. Iowa corporate income 
taxpayers face a graduated rate structure ranging from 6 percent on the first 
$25,000 ranging to a 12 percent marginal rate on income over $250,000.

Illinois
Illinois utilizes a net income tax with a 6.5 percent rate. As a net income tax 
user, the state cannot include income from federal obligations in the bank's tax 
base. However, the state does include income from state and local obligations 
when establishing a bank's tax base. Illinois is another one factor formula
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state, apportioning income only on the basis of Illinois business income 
relative to total business income. Illinois bank taxation differs from corporate 
income taxation in two ways. First, corporate income taxpayers pay a 4.8 
percent income tax rate and a 2.5 percent personal property replacement tax. 
Second, corporate taxpayers apportion income using a three factor formula of 
sales, property, and payroll with a double-weighted sales factor.

Michigan
Michigan bank taxes are based on the state's unique single business tax which 
is intended to be a modified value added tax based on net income. The 
structure is intended to treat Michigan banks the same as nonfinancial 
companies in the state. The single business tax base includes other state's 
obligations and utilizes a single factor apportionment formula consisting of 
Michigan income relative to total income. Nonfinancial companies apportion 
based on the standard three factor sales, property, and payroll formula.

Indiana
In 1989, Indiana revised its bank tax law and adopted the financial institutions 
franchise tax. The new tax was adopted to reflect the changing environment 
and technology of banking. The state had previously used three different tax 
bases including, net income, bank share, and gross receipts. Perhaps the most 
significant revision in the law is the adoption of new nexus rules designed to 
tax nonresidents conducting business in Indiana.

Under the new law, resident Indiana financial firms are not allowed to 
apportion income since all income is assumed to be taxable in Indiana. A 
nonresident financial firm is subject to the tax if it establishes that it is doing 
business in Indiana by meeting one of eight possible tests. Nonresident 
income can be apportioned on the basis of a single factor formula consisting 
of the ratio of Indiana gross receipts to total gross receipts in all taxing 
jurisdictions. The new tax also requires the inclusion of federal obligations in 
the tax base.

Issues in the current taxation of Seventh District banks

With the exception of Indiana, none of the District states have recently revised 
their bank tax laws. Revisions may be forthcoming, given that many of the 
states have bank tax laws which run contrary to recently revised laws in other
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states which are designed to reflect the nature of the banks which are serving 
the state. States with large concentrations of money center or large regional 
bank headquarters have tended to adopt franchise taxes with apportionment 
formulas which attribute the bulk of activity back to the home state (e.g. New 
York, California). In contrast, so-called market states who lack the presence 
of money center or large regional bank headquarters, have adopted taxes 
which apportion on the basis of economic activity.

Seventh District state bank tax laws are different than one might expect. 
Based on the concentration of large commercial banks, one would expect that 
Illinois and Michigan would use a franchise tax. However both states have 
chosen to use a net income tax, which excludes federal obligations. Since the 
holding of federal obligations is often more significant for large regional and 
money center banks, the exclusion of federal obligations reduces the tax base 
of these banks.

Of the other District states, Wisconsin’s decision to include the gross receipts 
of all loans originating from in-state LPOs marks an attempt to capture the 
activity of out-of-state banks with a growing market presence in Wisconsin. 
Alternative tax formats for out-of-state banks with a nexus in-state are likely 
to grow and will likely be based on taxing the gross receipts of any income 
which an out-of-state bank receives from in-state operations.

Iowa's tax law seems well suited to the nature of its banking industry. The 
franchise tax creates the broadest tax base for the industry. Iowa's challenge 
will be broadening its tax laws to include a more market,state approach, if out- 
of-state banks begin significant state operations as measured by receipts, 
without a significant physical presence.

It is anticipated that permitting easier interstate bank branching will serve as 
an impetus for more states to examine their tax laws. While the presence of a 
branch within a state's borders will make the issue of nexus more clear cut, it 
is likely that the branches of these out-of-state banks will serve more as 
"retail” outlets than as administrators of bank functions such as loan 
processing and approval. For the states which contain the banks which will be 
branching into these new markets, the desire to attribute these banks’ 
increased economic activity back to the central office will undoubtedly 
increase. For the market states there will be an additional reason to base tax 
law on the location of the customer. These states are likely to consider
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adopting net income taxes with single factor receipt formulas if their goal is to 
capture the greatest amount of potential tax revenue from the branch 
operation.

Clearly, one thing is certain, changes in tax law are around the comer for both 
Seventh District states and the rest of the nation.
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Figure 1
Distribution of commercial bank 
assets in Seventh District states

Wisconsin (10.7%)

Michigan (21.9%)

Iowa (7.7%) 
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Note: As of December 31,1989.
Source: Federal Deposit Insurance Corporation, Statistics on Banking 1989.

Figure 2
Percentage of total commercial bank assets held 
by the ten largest commercial banks by state
percent 
100 r

U.S. Illinois Indiana Iowa Michigan Wisconsin

Source: Federal Reserve Board, Annual Statistical Digest 1980-89, March, 1991.
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Table 1
Seventh District commercial banks
in the top 100 as measured by deposit size and asset size
(in billions)

Bank Rank Deposits Rank Assets
Illinois

First National Bank of Chicago 10 28.9 10 37.7
Continental Bank 13 18.5 11 31.7
Harris Trust 47 6.6 43 9.8
Northern Trust 71 5.1 52 8.8

Michigan
National Bank of Detroit 20 12.7 22 16.2
Michigan National Bank 40 7.5 45 9.6
Comerica 42 7.2 49 9.1
Manufacturers National Bank 45 6.8 53 8.8

Source: American Banker, Top Numbers 1990.

Table 2
Seventh District commercial banks 
ranked between 100 and 300 by deposits

Bank___________________________________________ National Rank
Illinois

American National 116
Exchange National 168
LaSalle National 280

Iowa
NONE

Indiana
INB National 108
Bank One Indianapolis 130
Merchants National 177
Summit Bank 243
Gainer Bank 285

Michigan
Old Kent 147
First of America 160
Security 256

Wisconsin
First Wisconsin 153
Marshall & llsley 212
Bank One Milwaukee 254
First Bank 295

Source: American Banker, Top Numbers 1990.
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