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QUESTION PRESENTED

Whether the taxabl e percentage deduction of North Carolinas
former intangiblestax is congstent with the Commerce Clause of the
United States Constitution.
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STATEMENT

1. Thiscaseinvolvestheinteraction of two North Carolina
taxes, one on corporate income and the other the State's since-
repealed tax on intangible property, which includes corporate stock.
Under theincometax, firmsthat conduct businessentirely in North
Carolinapay atax on 100% of their income; firmsthat conduct only
a portion of their business in North Carolina are taxed on the
percentage of their incomethat is properly attributableto activities
inthe State. That percentageisdetermined by application of acon-
ventional apportionment formula. First, theamountsof thefirm's
payroll, property and salesin North Carolinaare respectively divi-
ded by the firm's total payroll, property and sales. Those
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percentages, with the salesfactor double-weighted, arethemselves
then averaged. Theresulting figureisthe percentage of thefirm's
total incomethat istaxable in North Carolina. N.C. Gen. Stat. 8
105-130.4(i)-(1). See Pet. App. 3a-4a. Once the tax base is
determined, theincometax isapplied at arate of 7.75%. N.C. Gen.
Stat. 8 105-130.3.

During the period rlevant here, theintangiblestax wasimposed
onthefar market value of specified intangibles, including shares of
stock, that were owned by North Carolinaresidents. Under the so-
caled “taxable percentage deduction” provision of the tax statute,
resdentswere permitted in calculating their intangiblestax liahility to
deduct apercentage of their shares va ue equal to the percentage of
the issuing corporation’'s income that was subject to tax in North
Carolina, as determined through use of the corporate income tax
apportionment formula. N.C. Gen. Stat. § 105-203. Thus, for
example, because 100% of theincomeof acorporation engagedin
business exclusively in North Carolina would be subject to the
State'sincome tax, a shareholder of that corporation could deduct

1 In addition, certain nonbusinessinvestment income of corporations
domiciled in North Carolina is alocated in its entirety to North
Carolinafor income tax purposes. N.C. Gen. Stat. 8 105-130.4(c)-
(9). Seegeneraly Allied-Sgnal, Inc. v. Director, 112 S. Ct. 2251,
2262 (1992).

2 North Carolina uses the same taxable percentage system in
determining the portion of stock dividends subject to tax. N.C. Gen.
Stat. §105-130.7. Infact, the taxable percentage deduction available
under the intangibles tax actualy incorporates by reference the
percentage limitation on the dividendstax. SeeN.C. Gen. Stat. § 105
203(1), (2). Nonbusinessincome of North Carolina domiciliaries that
is allocated to the State for income tax purposes aso is taken into
account in determining the portion of share value subject to the
intangiblestax. N.C. Gen. Stat. § 105-130.5.
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100% of the value of the shares (Ileaving no property tax liability).
Conversdly, shares of acorporation that did no businessin North
Carolinaand consequently was not subject to the State's income tax
would be taxed to the sharehol der at 100% of their value. Shares
of acorporation that did aportion of itsbusinessin North Carolina
(say, 60%) would be deductible to that extent (meaning, in this
example, that the shares would betaxable at 40% of their value).
See Pet. App. 5a-6a. During the relevant period the tax was
imposed at the rate of 25 cents per $100 worth of stock.

Aswe explain in more detail below (at 21-23), the taxable
percentage deduction was designed to avoid what wasthought to be
duplicativetaxation of agngle corporatevadue. Initsinitid form, the
intangiblestax exempted al corporate shares, but wasimposed on
other intangibles at an unusudly highrate. 1n 1928, the State Tax
Commission accordingly proposed a revision of the tax. The
Commission explained that

[s]hares of stock of domestic corporations are now exempt
from taxation on the ground that the real and persond property
of the corporation haspaid itstax, presumably within the Sate,
and that to tax the shares separately would be objectionable
double taxation. Also on the ground that in so far as the
corporation has high earning power with little or no tangible
property, we are reaching it through our corporate excesstax.

State of North Carolina, Report of the Tax Commission to Gov.
Angus Wilton McLean, at 356 (hereinafter cited as “1928
Report”).® The Commission therefore proposed extending the
intangibles tax to corporate shares, while avoiding duplicative
taxation by exempting sharesfrom the tax to theextent that the issu-

3 For the Court's convenience, acopy of the relevant portion of the
1928 Report has been lodged with the Clerk of the Court.
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ing corporation paid property or income tax to the State. Id. at
356-357. The Commission'srecommendation wasimplemented in
1937, and thetax was put in something much likeitscurrent formin
1939. 1939 N.C. Sess. Lawsc. 158 s. 705.

2. Petitioner isaNorth Carolina corporation that itself held
stock in other corporations. 1n 1990, the tax year at issue here,
petitioner owned shares of six corporations. Five of the six did no
business or earned no incomein North Caroling, and therefore were
not subject to the State's income tax; petitioners shares of those
corporations were taxed at 100% of their market value. The sixth
corporation, Food Lion, Inc., conducted 46% of itsbusinessin the
State, meaning that 46% of its net income was subject to North
Caralina'sincometax and 54% of the value of its shares was subject
to the intangiblestax. Pet. App. 21a.

In 1991, petitioner paid itsintangiblestax for the 1990 tax yeer,
which totaled some $10,884, and then commenced thissuit in state
court for arefund, contending that the taxable percentage deduction
discriminated against out-of-state firms and therefore was
inconsistent with the Commerce Clause. Thetrid court ruled for the
State. The North Carolina Court of Appedlsreversed, holding the
taxabl e percentage deduction unconstitutional. Pet. App. 18a-35a.
That court neverthelessdenied refund relief, however, holding asa
matter of state law that the proper remedy for the constitutional
violation was excison of the taxabl e percentage deduction from the
tax statute, rather than invalidation of theintangiblestax asawhole.
Id. at 32a-33a. The court added that retroactive application of the
statute as revised would be inequitable. Id. at 33a.

A unanimous North Carolina Supreme Court then reversed in
turn, holding the taxable percentage deduction constitutional.
Pet.App. 1a-17a. The court began by surveying decisions of this
Court describing the compensatory tax doctrine (seeid. at 7a), and
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then found this case controlled by Darnell v. Indiana, 226 U.S. 390
(1912). The state court explained that

[i]n Darnell the Supreme Court found substantial equality,
aufficient to satisfy the Commerce Clause, in taxing the stock of
foreign corporations not paying property taxes and taxing the
property of domestic corporations. Intheinstant casethe state
imposes an intangibles tax on the shares of stock of
corporations the amount of which isdirectly and inversely
proportional to theincome of theissuing corporation whichis
taxed in North Caralina. The effect isto reduce the intangibles
tax liability for stock held in a corporation to the extent the
corporation'sincomeistaxed in this state and to increase the
intangiblestax liability on stock held in a corporation to the
extent the corporation'sincomeisnot taxed in North Carolina.
This is the very kind of “compensating” tax scheme the
Supreme Court upheld in Darnell.

Pet. App. 10a-11a (footnote omitted).

The court rejected the argument that Darnell could be
distinguished because that case had involved offsetting property
taxes (one on tangible corporate property and one on shares) while
the North Carolina system presented offsetting income and shares
taxes. The court reasoned that it is*a sound generalization that
corporateincome, and incometax paid, are strongly related to the
vaue of the corporation'sstock.” Pet. App. 12a. Indeed, the court
found asapractical matter that, under the North Carolinaregime,
“most out-of -state corporationswill in fact be paying lesstaxesto
North Caroling, directly intheform of anincometax and indirectly
intheform of an intangiblestax againgt shares, than asmilar North
Carolinacorporation.” Id. at 14a. Finally, the court concluded that
Darnell was consistent with more recent of this Court's decisions.
Id. at 14a-17a.
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3. Shortly after the decision below wasissued, abill to reped
the intangibles tax was introduced in the North Carolina Senate.
N.C. Sen. Bill 8 (Jan. 26, 1995). Thebill was reported favorably
by committees of the North Carolina Senate and House on February
7, 1995, and March 8, 1995, respectively, and was approved by
the respective Houses of the legidature on February 9, 1995, and
April 17, 1995. Therepea becamelaw on April 18, 1995. 1995
N.C. Sess. Laws ch. 41. The repeal does not have retroactive
effect, however, and therefore does not affect thetax liability at issue
in this case.

SUMMARY OF ARGUMENT

A. Thiscaseiscontrolled by Darnell v. Indiana, 226 U.S.
390 (1912). Darnell involved aCommerce Clause challengeto a
tax that wasin all essential respectsidentical totheoneat issuein
this case, and the Court in Darnell rejected arguments indistin-
guishablefrom those advanced here by petitioner. Indianataxed the
shares of foreign corporations, but exempted the sharesissued by
domestic corporations that themselves paid property tax to the
State. The Court upheld thisregimebecauseit found that taxing “the
property of domestic corporations and the stock of foreign
corporations in similar cases’” was “consistent with substantial
equality notwithstanding the technical differences.” Id. at 398.
Petitioner's attempt to distinguish Darnell from this case on the
theory that both of thetaxestherefell on typesof property (tangible
property on the one hand and shares on the other) is unpersuasive;
in fact, there can be no doubt that atax on corporate incomeis a
better proxy for one on corporate sharesthan isthe tax on tangible
corporate property upheld in Darnell.

B. Thisconclusion plainly comportswith the compensatory
tax doctrineasit has been articulated in the Court's more recent de-
cisons. First, North Carolinas corporateincometax quaifiesasa
levy on intrastate commerce for which the State properly may com-
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pensate. In arguing to the contrary, petitioner contends that the
State lacksthe power to impose atax that compensatesfor thelevy
on corporateincome because North Carolinacould not directly tax
the income of out-of-state firms that conduct no businessin the
State. But this contention rests on afundamental misunderstanding
of the compensatory tax doctrine: the very point of the doctrineis
to permit Statesto tax valuesindirectly that they lack the power to
reach directly. Here, firmsthat do businessin North Carolina pay
through the corporate incometax for that privilege, in the process
supporting thefunctioning of the State'scapital market; firmsthat are
not subject to the income tax but that sell their sharesto North
Carolinaresidentspay their fair share of the costsof maintaining that
capita market indirectly through theintangiblestax. Thisconcluson
is confirmed by the history of the taxable percentage deduction,
which establishes beyond peradventure that the income and
intangibles taxes were regarded as duplicative of one another.

Second, the income and intangibles taxes are substantially
equivalent. To comport with the requirements of the compensatory
tax doctrine, theamount of thetax on interstate commerce “ must be
shown roughly to approximate” that on intrastate commerce.
Oregon Waste Systems, Inc. v. Department of Environmental
Quality, 114 S. Ct. 1345, 1352 (1994). Here, giventhelow rate
of theintangiblestax, afirmwould have to have an unusualy high
price-to-earnings ratio for the tax liability of its shareholdersto
exceed the income tax liability of a comparable corporation that
confinesitsbusinessto North Carolina. Indeed, thereislittle doubt
— and petitioner does not deny — that the dollar burden imposed
oninterstate businessesthrough the sharestax will be considerably
lower, in the vast run of cases, than that imposed on comparable
intrastate firms by the income tax.

Third, the interstate and intrastate taxes fall on substantially
equivalent events. While petitioner complainstheat thetaxesareim-
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posed on different activities and categories of taxpayers, that isthe
essentia nature of acompensatory tax; compensating salesand use
taxes, which fal on different events(salerather than use of merchan-
dise) and are paid by distinct classes of taxpayers (sdllersrather than
ultimate consumersof goods) arethe paradigmatic example. Here,
as a matter of economic reality there is a necessary, close, and
manifest rel ationship between the value of corporate sharesand the
amount of corporateincome. And in contrast to cases where the
Court has found the compensatory tax doctrine inapplicable, the
incomeand intangiblestaxesinthiscase serveasmutualy exclusive
proxiesfor oneancther: firmsthat pay the state incometax do not
pay thelevy onintangibles, whilefirmswhose sharesare subject to
the intangibles tax do not pay the income tax.

C. Thetaxable percentage deduction should not beinvaidated
under the“internal consistency test,” which never has been applied
to strike down a state tax like the one at issue here. Whilethe test
isused to determinewhether aStateistaxing morethan itsfair share
of an interstate transaction, North Carolinahereistrying to make
out-of-state firms shoulder their fair share of the taxes used to
support the capital market in which they participate. Moreover,
evenif theinterna cons stency principlewould invalidate other sorts
of complementary taxes, it should not be applied to invaidate atax
on intangible property, which historically has been thought
unapportionable— and therefore subject to apparently duplicative
taxation — becauseit has no identifiable location and draws distinct
benefits from more than one State.

In neverthel ess contending that the State must either forgo any
tax onintangiblesor gpply theintangiblestax on precisely equivaent
terms to the shares of in-state and out-of-state corporations,
petitioner would place the State in an insurmountable bind.
Petitioner's first approach would alow out-of-state firmsto escape
making any contribution to the maintenance of the North Carolina
capita market; the second would subject intrastate commerceto du-
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plicative taxation. After all, we are here proceeding on the
hypothesis that the income and intangibles taxes satisfy the
requirements of the compensatory tax doctrine— which meansthat
the taxabl e percentage deduction furthers alegitimate loca purpose
(that of avoiding duplicativetaxation of in-satefirms) that cannot be
achieved by nondiscriminatory means. Requiring the State to
disregard that purpose would contravene the basic understanding
that the Commerce Cause was not designed to place interstate
commerce in aprivileged position.

ARGUMENT

Beforeturning to thelega arguments offered by petitioner, itis
worth pausing to consider several elementsof the North Carolina
system of taxation that petitioner disregards. First, although
petitioner treatsthe discriminatory nature of the taxable percentage
deduction as self-evident (see Pet. Br. 15-16), North Carolinastax
regime actudly differsin significant respects from those that have
been held invalid under the Commerce Clause. The State doesnot
distinguish between corporationsor their products on the basis of
domicile. Ingtead, the taxability of corporate sharesis determined
by the formulaused to apportion corporate income, whichinturn
looksto the percentage of the corporation's payroll, property, and
sales present in North Carolina (with the latter factor double-
weighted). At least as to the sales factor, this approach is the
mirror-image of atariff, which is*the paradigmatic Commerce
Clauseviolation” (West Lynn Creamery, Inc. v. Healy, 114 S. Ct.
2205, 2217 (1994)): the tax scheme encourages out-of-gtate firms
to sall their goods in North Carolina, in competition with firms
domiciledinthe State. That ishardly the*economic protectionism”
at whichthe Clauseisaimed. Associated Industriesof Missouri v.
Lohman, 114 S. Ct. 1815, 1820 (1994).
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Second, as a practical matter it is doubtful that the taxable
percentage deduction has any actual effect at all on interstate
commerce. The*“large national corporations’ whose shares are
100% (or dmost 100%) taxable by North Carolina (see Pet. Br. 5)
plainly donot competefor capital withthe*incorporated purely loca
businesses such as corner drugstores, professiona associationsand
thelike” (Pet. Br. 4), whose shares are exempt from taxation. Cf.
Alaska v. Arctic Maid, 366 U.S. 199, 204 (1961) (looking to taxes
impaosed on competitorsto gauge Commerce Clauseviolation). The
intangiblestax, moreover, isimposed at the exceedingly low rate of
25 cents per $100 of share value. It therefore is no surprise that
interstate corporations never have expressed concern to the State
about the effect of the taxabl e percentage deduction either on their
operations or on their ability to attract capital. See J.A. 15-20.

Having said that, we neverthel ess accept for purposes of the
following argument that the taxabl e percentage deduction, viewed in
isolation, does discriminate againgt interstate commerce. Evenon
that assumption, however, North Carolina's system of taxation
plainly comportswith the requirements of the Commerce Clause.
Because corporateincomeand corporate sharesreflect equivalent
values, thetaxabl e percentage deduction allowsthe Stateto avoid
duplicative taxation of intrastate commerce. At the sametime,
taxation of sharesissued by firms that are not subject to North
Carolinasincome tax — firms that fully avail themselves of the
benefits of participation in the State's capital market — servesto
ensure that interstate commerce “pay[s] itsway.” Oregon Waste
Systems, Inc. v. Department of Environmental Quality, 114 S.
Ct. 1345, 1351 (1994) (citation omitted). Invalidation of that
system would work asignificant and unwarranted interference with
the States' “indispensable power of taxation.” Boston Stock
Exchange v. Sate Tax Comm'n, 429 U.S. 318, 329 (1977).
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A. ThisCaselsControlled By Darnell v. Indiana

At the outst, this caseis quite plainly controlled by the Court's
decisoninDarnell v. Indiana, 226 U.S. 390 (1912). Aspetitioner
describesit, Darnell involved an Indianatax on “100% of all stock
of [Indiang] residents,” with allowance of “acredit or prepayment of
taxes paid by ardated party — the domestic corporation.” Br. 21.
But that is a mischaracterization of the case. In fact, Darnell
involved atax that wasin all essential respectsidentical to North
Carolindstax on intangibles, and the Court in Darnell rejected
CommerceClauseargumentsindistinguishablefromthoseadvanced
here by petitioner.

Likethe North Carolinatax at issuein this case, the Indiana
intangiblestax challenged in Darnell waslevied on ownership of
corporate shares. Indiana taxed al shares both of foreign
corporations and of domestic corporations that conducted their
business out-of-state; in contrast, the shares of domestic
corporationsthat conducted their businessin-state and themselves
paid property tax to Indianawere exempt from theintangiblestax,
just asthe shares of corporationsthat pay North Carolinasincome
tax areexempt from that State'slevy onintangibles. SeeDarnell,
226 U.S. a 397; Indiana Dept. of Sate Revenue v. Felix, 571
N.E.2d 287, 290 (Ind. 1991).* Thetaxpayer in Darnell contested

4 Petitioner describes (at Br. 19) the tax in Darnell as one “on
stock val ueimposed on sharehol ders of domestic Indianacorporations,
with a reduction in the tax base dollar-for-dollar as the domestic
corporation's property tax base in the State increased. Shareholders
of foreign corporations paid property tax on 100% of the value of their
stock whether or not the corporation owned property in Indiana.”
But these were not quite the terms in which the State put the tax.
Instead, the State taxed “all sharesin foreign corporations* * *, and
all shares in domestic corporations when the property of such
corporations[was] not exempt or [was] not taxableto the corporation
itself. If the value of the stock exceeds that of the tangible personal
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thetax on Commerce Clause grounds, claiming — like petitioner
here — that the levy discriminated “in favor of domestic stocks as
againg sharesin aforeign corporation, and that aresident owning
stock in adomestic corporation escapes taxation thereon, while his
next-door neighbor owning sharesof stock inaforeign corporation
isrequiredto pay taxeson hisholdings.” Darnell v. Sate, 90 N.E.
769, 773 (Ind. 1912).

ThelndianaSupreme Court upheld thetax, using an analysis
that closely mirrored that adopted by the court below inthis case.
The Indiana court explained:

Domestic corporations aretaxed upon al their property. * * *
The State, initsdiscretion, might tax the shares of stock in such
corporation to the individual owners thereof residing in this
State, but it would in asense be double taxation, and it has not
been the policy of this State to do so. Shares of stock in a
foreign corporation doing businessin another state, owned and
held by aresdent of this State, are taxed because they have not
been and cannot be otherwisetaxed by thisState. * * * The
man who resides in a state and enjoys the benefits of its
schools, churches, society, highways and other public
accommodations, aswell asits governmental protection over
his person and property, isin no pogition to complain when re-

property this excessis also taxed.” Darnell, 226 U.S. at 397. The
Court noted that this scheme arguably was problematic becauseit did
“not make alowanceif aforeign corpora-tion ha[d] property taxed
within the State,” but the Court did not address the condtitutionality of
that distinction because none of the corporationsin which the taxpayer
held shares was shown to have property in Indiana. 1d. at 398. The
North Carolina scheme does not have any such discri-minatory
feature; the State does make the taxable percentage deduction
availableto taxpayerswho hold sharesin foreign corporationsthat do
businessin North Carolina.
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quired to contribute by taxation ratably upon his property for
the maintenance of theseingtitutions and the local government.
It isclear to our mindsthat the tax law of Indianaisnot opento
the charge of discrimination against stock in foreign
corporations, but imposes only just and equa burdens upon dl
corporate stocks, without regard to the place of incorporating
or of conducting the corporate business, and does not violate
either the third clause of section 8, art. 1, or the 14th
amendment to the Constitution of the United States.

Darnedll, 90 N.E. at 774.

The taxpayer repeated his argument before this Court,
complaining that “[a]s the taxing statutes of Indianaas construed by
her courtsrequireall sharesof stock inforeign corporationsto be
listed for taxation, while exempting from taxation, like shares of
stock in domestic corporations, they violate the commerce clause of
the Constitution.” Darnell, 226 U.S. at 392. But the Court
disagreed, holding in aunanimous opinion by Justice Holmes that
“[t]heonly difference of treatment [between domestic and out-of -
state corporations] * * * isthat the State taxes the property of
domestic corporations and thestock of foreign onesin similar cases.
** * [T]hisiscons stent with substantial equality notwithstanding
the technical differences* * *.” 1d. at 398 (emphasis added).

Petitioner'ssingleattempt to distinguish Darnell — itsassertion
that Indiana “simply used the corporate property tax as a
prepayment of the shareholder's property tax” (Br. 21) — iswrong
both as adescription of thelevy and asan explanation of the Court's
holding. Therewas no suggestionin Indianastax schemethat the
payment of property tax by the domestic corporation was a
“prepayment” of the shareholder's obligation. See Felix, 571
N.E.2d at 290; Darnell, 90 N.E. at 773. Instead, the State sought



14

to ensure taxation of al valuesrepresented by corporate property
that had some connection to Indiana; the property of domestic
corporations was subject to a direct tax, while that of foreign
corporationswas reached through themedium of theintangiblestax
on shares. This approach was upheld on the understanding that
taxes on the property of domestic corporations on the one hand,
and on the stock of foreign oneson the other, produced “ substantia
equality.” Darnell, 226 U.S. at 398.

Petitioner also suggests (at Br. 20) that Darnell's finding of
“substantial equality” isingpposite here because both taxesin that
casewere levied on typesof property (tangible property onthe one
hand and corporate shares on the other, see 226 U.S. at 397). But
thereislittle doubt that the equival ence between the val uesreached
by theincome and sharestaxes at issuein thiscaseis considerably
stronger than the relationship between the taxes challenged in
Darndl. Sharesof stock actualy derivetheir valuefrom corporate
income, not from corporate property. It thusisuniformly recognized
that corporate property is not a strong contributing factor to the
vaue of the corporation's stock; the vaue of the company'stangible
assets matters only when the company is liquidated or sold.

Instead, the market val ues corporate stock asthe present value
of the expected future cash flow from the stock, discounted to
present value. Because dividends largely determine the stock's
future cash flow, and because the corporation’'s income largely
determinesthe amount of the dividends, the corporation'sincome
providesthe best sngleindicator of the value of itsstock. See, eg.,
J. Weston & E. Brigham, Essentials of Managerial Finance 254-
257 (10th ed. 1993); T. Copeland, T. Koller & J. Murrin, Valua-
tion: Measuring and Managing the Value of Companies 97
(1990). Accordingly, atax on corporateincomeisabetter proxy
for one on corporate shares than is the tax on corporate property
upheld in Darnell — and aState that wantsto “tax only once the
valueof stock” (Pet. Br. 20) may do so most effectively by making



15

use of the North Carolinasystem. Darnell therefore dictates the
outcome here.

B. North Carolina's TaxesOn Intangible Property And
Income Are Complementary

Perhapsrecognizingthat Darnell isnot fairly distinguishable
from this case, petitioner maintains (at Br. 21) that the decision
neverthel ess should be disregarded because the Court in Darnell
assertedly did not apply what we now call the compensatory tax
doctrine. Inthiscontention, petitioner plainly isincorrect. The Court
had recognized and applied the compensatory tax doctrine long
beforethe decisioninDarnell. See, e.g., Hinsonv. Lott, 75 U.S.
(8Wall.) 148 (1869); Oregon Waste Systems, 114 S, Ct. at 1352
(discussing Hinson); Hellerstein, Complementary Taxes as a
Defense to Unconstitutional State Tax Discrimination, 39 Tax
Law. 405, 409-410 (1986). Moreover, thetest actually applied in
Darnell — that of “ substantial equality” in thetaxation of in-state
and out-of-gate interests— isidentica to the one articulated by the
Court in itsmodern compensatory tax decisons. See, e.g., Boston
Sock Exchange, 429 U.S. at 332 (requirement of “substantially
even-handed treatment”); Oregon Waste Systems, 114 S. Ct. at
1352 (taxes must be“rough equivaent[]”). Thetwo courtsto have
consdered the question, the court below in this case and the Indiana
Supreme Court in Felix, therefore both have concluded that
Darndl's" substantialy equivalent events test isstill used today to
sustain taxes challenged under the commerce clause.” Feix, 571
N.E.2d at 291. See Pet. App. 8a-16a. Indeed, this Court very
recently cited Darnell as a part of its discussion of “paired (or
“compensating’) tax schemesthat have passed condgtitutiona muster.”
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Oklahoma Tax Comm'nv. Jefferson Lines, Inc., 115 S. Ct. 1331,
1342 n.6.°

In any event, the North Carolinaintangiblestax plainly does
satisfy the requirements of the compensatory tax doctrine asthey
recently have been described by the Court. “Under that doctrine,
afacidly discriminatory tax that imposes on interstate commercethe
rough equivalent of anidentifiableand "substantially smilar' tax on
intrastate commerce does not offend the negative Commerce
Clause.” Oregon Waste Systems, 114 S. Ct. at 1352. See
Associated Industries, 114 S. Ct. at 1821. Thisprinciplerestson
more than an esthetic concern with symmetry. Instead, its* most
powerful justification* * * iscongtitutional necessity,” for “[i]f the
Constitution shieldsthe protected interest from taxation under the
state's genera tax structure, but permits the state to achieve tax
equality by other means, a scheme of complementary taxesisa
defensibleresponse.” Hellerstein, supra, 39 Tax Law. at 452. The
doctrinethusis*“aspecific way of justifying afacidly discriminatory
tax asachieving alegitimatelocal purposethat cannot be achieved
through nondiscriminatory means’ (Oregon Waste Systems, 114 S.
Ct. at 1352): it ensuresthat in-state economic interests will not be
disadvantaged by the State'sinability toimposeidentical taxeson
out-of-state competitors.

Theinquiry whether acompensatory tax produces substantial
equality involvesa* practical conception” of discrimination (Associ-

® In citing Darnell, the Court “express ed] no opinion on the need
for equal trestment when acredit is allowed for payment of in- or out-
of-state taxes by athird party.” Jefferson Lines, 115 S. Ct. at 1342
n.6. Thisisareference to the feature of the Indiana scheme under
which shareholders in domestic — but not foreign — corporations
were exempt from the intangibles tax insofar as the corporation paid
property tax to Indiana. As we note above (at note 4, supra), the
Court in Darnell aso |eft open the congtitutionality of that approach.
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ated Industries, 114 S. Ct. at 1824, quoting Gregg Dyeing Co. v.
Query, 286 U.S. 472, 481 (1932)), rather than a technical or
formalisticone. “The Constitutionisnot aformulary. It doesnot
demand of states strict observance of rigid categories nor precision
of technical phrasingin their exercise of the most basic power of
government, that of taxation.” Wisconsinv. J.C. Penney Co., 311
U.S. 435, 444 (1940). Instead, the Court's compensatory tax
decisions have looked in aconcrete sense to whether in- and out-of -
state interests are asked to make equivalent contributions, and
whether they do so in a manner that disadvantages interstate
commerce.

In conducting thisinquiry, the Court has been guided by three
considerations. First, the State “must, as a threshold matter,
“identif[y] ... the [intrastate tax] burden for which the State is
attempting to compensate.” Oregon Waste Systems, 114 S. Ct. at
1352, quoting Maryland v. Louisiana, 451 U.S. 725, 758 (1981)
(bracketed material added by the Court). Next, “the tax on
interstate commerce must be shown roughly to approximate— but
not exceed — the amount of the tax on intrastate commerce.” 1bid.
Findly, “the eventson which theinterstate and intrastate taxes are
imposed must be “substantially equivalent'; that is, they must be
sufficiently similar in substance to serve as mutually exclusive
“proxies for each other.” 1bid., quoting Armco Inc. v. Hardesty,
467 U.S. 638, 643 (1984).

Application of that test here revealsthe North Carolinaintan-
giblestax to be acompensatory levy that servesthewhally legitimate
and salutary purpose of subjecting those engaged ininterstate com-
mercetotheir ““just share of statetax burden[s].” Oregon Waste
Systems, 114 S. Ct. at 1351, quoting Western Live Sock v.
Bureau of Revenue, 303 U.S. 250, 254 (1938). In-state firmsthat
raise funds through North Carolinas capital markets pay for that
privilegethrough the stateincometax; out-of-statefirms contribute
on subgtantidly equd termstothe maintenance of that market through
the medium of theintangiblestax. That tax thus rests squarely on
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“the settled principle that interstate commerce may be madeto pay
itsway.” OregonWaste Systems, 114 S, Ct. at 1351 (citation and
internal quotation marks omitted).

1. Thelntangibles Tax Compensates for the Income Tax.
a Inarguing that theintangiblestax does not vaidly complement the
stateincometax, petitioner'sprincipal contention (at Br. 22-24) is
that the State's system failsthe first prong of the compensatory tax
inquiry because thereis no in-state burden for which the intangibles
tax may properly compensate. This argument is premised on
petitioner'sassertion that the Stateisobligated to identify a“ burden
on intrastate commerce that is being improperly avoided by
interstatecommerce’ (Br. 22 (emphasisinorigind)); because“North
Carolinahas no right to tax the corporate income earned out-of-
state” (ibid.), petitioner continues, the State lacks the power to
impose atax that compensates for the one imposed on corporate
income earned by in-state firms. Seeid. at 22-23.

Thiscontention, however, reved safundamental misunderstand-
ing of the compensatory tax doctrine. Infact, it isthe very point of
the doctrineto permit Statesto tax valuesindirectly that they lack the
power to tax directly. Inthefirst of this Court's compensatory tax
cases, for example, Alabama was permitted to impose atax on
dealerswho imported liquor from out-of-state to compensate for a
tax imposed on in-state distillers; this approach was necessary
precisely because Alabamalacked the power to lay atax directly on
distillers operating in other States. Hinson, 75 U.S. (8 Wall.) at
153. And the point is nicely illustrated by the example of
compensating sdes and usetaxes, which petitioner itself recognizes
(at Br. 23) asthe paradigm of valid complementary taxes. A State
that imposes atax on in-state sales lacks the power to impose a
amilar levy on out-of-ate sellerswho make salesto in-state consu-
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mers (see, e.g., Quill Corp. v. North Dakota, 504 U.S. 298
(1992)) — in petitioner'sterms, it “has no right to tax the [sales
made] out-of-state” (Pet. Br. 22). But the State may compensate
by taxing the purchaser'sin-state use of property that was purchased
out-of-state. See Henneford v. Slas Mason Co., 300 U.S. 577
(2937).

Thus, as aleading commentator has explained,

In the context of * * * the compensating use tax * * * the
Supreme Court has recognized and approved the circuitous
measures that the states have taken to achieve tax equality
indirectly when the Congtitution prohibitsthem from achieving
it directly. InHenneford v. Slas Mason Co., the Court was
under noillusion that Washington's compensating usetax was
anything other than adeviceto circumvent limitationsthat the
commerce and due process clause[s] * * * imposed on the
state's power to extend its sales tax to goods purchased out of
gaefor locad consumption. In describing the rdationship of the
usetax to the salestax, the Court acknowledged that “the plan
embodied in these provisionsisneither hidden nor uncertain.”
Yet the Court resisted the conclusion that the tax was a
“subterfuge” for a tax upon the out-of-state sale because
“equality not preference [was] the end to be achieved.”

Hellerstein, supra, 39 Tax Law. at 453, quoting Slas Mason, 300
U.S. at 581, 587, 586. “Henceif the states may not impose their
genera sales taxes upon out-of -state sales, but may achieve tax
equality with regard to al goods purchased for in-state consumption,
acompensating use tax on goods purchased out of state designed to
producesuch equdity isatheoretical ly unobjectionableinstrument
of state tax policy.” Id. at 452.°

¢ As Professor Hellerstein has noted, “[t]o be sure, it is strange
doctrine that unabashedly permits states to do indirectly what they
cannot do directly. * * * But such doctrine, while strange, is firmly



20

Here, of course, the stateincometax (or at least that portion of
the tax dedicated to maintaining conditionsthat facilitate thein-state
sale of shares) isthe” [intrastate tax] burden for which the Stateis
attempting to compensate.” Oregon Waste Systems, 114 S. Ct. at
1352 (citation omitted). Corporationsthat do businessin North
Carolina— whether by owning property, employing aworkforce,
or generating sdles— pay through the corporate incometax for that
privilege, in the process supporting the functioning of North
Carolinas capital market. Absent the intangibles tax, however,
companieswhose only connection with North Carolinaisthe sae of
sharesto residents of the State would not bear any tax burden, even
though those firms take full advantage of the State's servicesin
creeting conditions conduciveto theraising of capitd. In petitioner's
case, for example, al but one of the companiesin which it owns
stock areimmune from North Carolinasdirect taxing power. Were
it not for the intangibles tax, the State would be wholly unableto
assess against those companies their fair share of the costs of
maintaining North Carolinascapitd market. Theintangiblestax thus
seeksto impose upon those companies, through their sharehol ders,
aburden already borne by in-state firms.”

embedded in constitutional law.” Hellerstein, supra, 39 Tax Law. at
453 n.453.

" Asweexplain in more detail below (at 31-33), it does not matter
for purposes of the compensatory tax doctrine that the income and
intangibles taxes nominally fall on different categories of taxpayers.
Indeed, the shares tax raises an issue under the Commerce Clause
only to the extent that its effects are felt by the out-of-state i ssuers of
shares, since“[i]t isnot apurpose of the Commerce Clauseto protect
state residents from their own state taxes.” Goldberg v. Sweet, 488
U.S. 252, 266 (1989). Cf. West Lynn Creamery, Inc. v. Healy,
114 S, Ct. 2205, 2216 (1994) (discriminatory tax formally imposed on
in-state taxpayer unconstitutional because it “will result in a
disadvantage to the out-of-state producer”).
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b. Thereisno reason to doubt that in appropriate circum-
stancesastateincometax may serve astheintrastate tax burden for
which acompensatory tax properly may beimposed. Asagenera
matter, the Court has been prepared to assumethat “various* * *
means of general taxation, such asincometaxes, could serveasan
identifiableintrastate burden roughly equivaent to the out-of-state
[tax].” Oregon Waste Systems, 114 S. Ct at 1353. And in the
particular circumstances of this case, where history makes plain that
the income and intangibles taxes were in fact regarded as
duplicative of oneanother, theincometax may vaidly beregarded
asan identifiable levy for which the State may impose acompensa:
tory burden on out-of-state entities.

Initsinitial form, North Carolinasintangiblestax exempted al
corporate shares, but wasimposed on other intangiblesat the same
rate asthetax on rea property (in 1928, nearly 3%). Inthat year,
the State Tax Commission found that the high rate of the tax caused
“many ownersof intangibles|to] facevirtual confiscation of their
income,” while other property owners took advantage of the
exemption for sharesby investing “in stocksto the detriment of other
[investments]| such asbondsand mortgages.” 1928 Report of the
State Tax Commission at 342-343, 346.

Toaddressthisproblem, the State Tax Commission considered
the possibility that al intangible property be exempted from tax,
explaining that one

reason advanced for complete exemptionisthat intangiblesare,
for themost part, merely paper representatives of real property
already taxed. To tax intangibles means, therefore, double
taxation. Since double taxation of property isassumed to be
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undesirable, the conclusion seemsto follow that intangibles
should be exempt.

1928 Report at 352.

Becausetotal exemption of intangible property from tax would
produce a substantial revenueloss, however, the Tax Commission
considered at greater length the possibility of taxing intangiblesat a
low rate.® With regard to corporate shares, the Tax Commission
noted:

Sharesof stock of domestic corporationsare now exempt
from taxation on the ground that the real and persond property
of the corporation haspaid itstax, presumably within the Sate,
and that to tax the shares separately would be objectionable
double taxation. Also on the ground that in so far as the
corporation has high earning power with little or no
tangible property, we arereaching it through our corporate
excess tax.

Sharesof foreign corporations, asaready pointed out, are
at present entirely exempt. 1f the corporation ownsproperty in
this state, it pays on its tangible property but nothing on its
corporate excess. If it ownsno property in the state, neither it
nor the resident shareholder pays anything. It is not the
exemption of foreign stock per sethat isobjectionable, but the
discrimination involved in exempting stock and taxing bonds
and other intangibles.

If shares of stock are made taxable, instead of exempting
domesticandtaxingforeign shares, adifferent distinction might
well bemade. All shares could be exempted to the extent that
the property of the corporation istaxed within the state. Con-

& This would require amending the state constitution, which
mandated that intangible and real property betaxed at auniform rate.
N.C. Const. Art. VII, 89, 1868.
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versely al shares owned by residents could be taxed to the
extent that the corporation isnot paying within the state on its
property. Thiswould mean that if a domestic corporation
owned hdf of its property within the state and half outside, its
shares owned by North Carolinianswould be exempt only to
50 per cent of their value. If aforeign corporation had 25 per
cent of its property in this state, 25 per cent of the value of its
shares would be exempt on the part of the owner.

1928 Report at 356-357 (emphasis added).

The system recommended by the State Tax Commission was
putinplacein 1937, following the amendment of the North Carolina
Condtitution to permit differentia tax trestment of different classes of
property. Initialy, al corporate shares were subject to tax, with an
exemption for “stock in such corporations as pay afranchise and
property tax in this State, and the tax upon the proportionate part of
their income earned inthis State.” 1937 N.C. Sess. Lawsc. 127 s.
706. Thedtatutewasput in something very likeits present form two
yearslater, in 1939, when the total exemption for stock issued by a
corporation that paid any amount of property, franchise, or income
tax wasreplaced by aproportionate exemption essentialy identical
to the current taxabl e percentage deduction. 1939 N.C. Sess. Laws
c. 158s. 705.°

® The 1939 version of the statute provided:

[N]or shadl the tax apply to shares of stock in corporations which
pay to this State a franchise tax on their entire capital stocks,
surplus and undivided profits or entire gross receipts * * *
together with the tax upon al of the net income, if any, of such
corporations. * * * With respect to corporations which pay to
this State afranchise tax on part of their grossreceipts* * * and
atax upon a part of the net income of such corporations* * *
there shall be exempt so much of thefair market value of such
shares of stock as is represented by the percentage of net
income of which tax is paid to this State.
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Severd points come clear from this history. First, the State
expressy understood theintangiblestax on sharesto reach values
that were interchangeable with the property and income taxes—
meaning that the taxable percentage deduction was intended to
prevent duplicative taxation of in-state values. Second, far from
Setting out to discriminate againgt out-of-state firms, North Carolina
chose not to “ exempt[] domestic and tax[] foreign shares,” instead
exempting “[a]ll shares* * * to the extent” that corporate values
aready were taxed within the State. 1928 Report at 357."° The
necessary conclusionisthat theincometax isa“ specific chargeon
intrastate commerce’ (Oregon Waste Systems, 114 S. Ct. at 1352)
for which “"the State is attempting to compensate.” |bid.

2. The Complementary Taxes are Substantially
Equivalent. a. Asto the second prong of the compensatory tax
tedt, it isevident that theamount of tax imposed by North Carolina
on interstate and intrastate commerce is substantially similar. In
arguing that this rough equivaenceis not good enough, petitioner
assertsprincipaly (Br. 25-26) that the Court has recognized a

1939 N.C. Sess. Lawsc. 158 s. 705. The reference to the franchise
tax was deleted in 1955 (1955 N.C. Sess. Lawsc. 1343 s. 2), but the
tax on shares otherwise has in relevant part remained essentially
unchanged.

10 The State Tax Commission was referring to the tax on corporate
property, as well as to the one on income (or “ corporate excess’), as
thelevy that corresponded to the tax on shares. But in-state property
is now taken into account as an element of the income tax
apportionment formula. 1n any event, aswe explain above (at 14), a
tax on corporate income is a better proxy for the value re-presented
by corporate shares than is one on tangible property.
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““dtrict ruleof equality™ requiring that the taxes on interstate and
intrastate commerce be identical in every case. Br. 25, quoting
Associated Industries, 114 S. Ct. at 1823. This contention,
however, reads language from Associated Industrieswildly out of
context, in the process grossly distorting the meaning of that
decision.

Inreferringtoa“drict ruleof equaity,” the Court in Associated
Industries found that routine discrimination against interstate
commerce in one set of transactions cannot be supported by
discriminationin favor of interstiate commerce by other jurisdictions
inunrelated transactions. The Court thus* rejected any theory that
would require aggregating the burdenson commerceacrossan entire
Stateto determinethe congtitutiondity of aburden onintersatetrade
imposed by a particular political subdivision of the State.” 114 S.
Ct. at 1822. TheCourt smilarly was unpersuaded by the suggestion
“that patent discrimination in part of the operation of atax scheme,
not directly justified under any theory such asthe compensatory
tax doctrine, can be rendered inconsequential for Commerce
Clause purposes by advantages given to interstate commercein
other facets of atax plan or other regions of a State.” Ibid.
(emphasis added).

But the Court in Associated Industries plainly did not meanto
hold that a compensatory tax scheme must be invalidated in its
entirety whenever the State is unable to demonstrate a precise
dollar-for-dollar equiva encein the burden imposed onin-state and
out-of-datetaxpayersin every case. Asagenera matter, the Court
has characterized “[r] ough approximation rather than precison” as
“thenorm” in any tax system. Illinois Cent. RR. v. Minnesota, 309
U.S. 157, 161 (1940). And just one month beforethe decisionin
Associated Industries wasissued, the Court explained in Oregon
Wagte Systemsthat “ thetax oninterstate commerce must be shown
roughly to approximate — but not exceed — the amount of the
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tax onintrastate commerce.” 114 S. Ct. at 1352 (emphasis added).
See Halliburton Oil Well Cementing Co. v. Reily, 373 U.S. 64,
77 (1963) (Brennan, J., concurring) (“the Constitution does not
mandate absol ute equality of treatment asbetween in-state and out-
of-state sales’).

That thishaslong been the Court's approach isdemonstrated
by Alaska v. Arctic Maid, 366 U.S. 199 (1961), adecision cited
asillugtrative of the applicable test in Oregon Waste Systems. See
114 S. Ct. at 1352. In Arctic Maid, Alaskaimposed a 4% tax on
the value of fish frozen by Washington-based freezer ships; in
practice thefrozen fish invariably were transported to Washington
for canning. Alaska imposed a distinct tax of 6% on Alaskan
canneries, which was measured by the value of fish obtained for
canning in Alaska. See 366 U.S. at 200-201, 204. The Court
upheld the tax on freezer ships against a Commerce Clause
challenge, explaining that

[w]hen welook at thetax laid onlocal cannersand thoselaid
on “freezer ships,” thereisno discrimination in favor of the
former and against the latter. For no matter how the tax on
“freezer ships’ iscomputed, it did not exceed the six-percent
tax onthelocal canners. * * * If thereisadifference between
the taxesimpaosed on these freezer ships and the taxesimposed
on their competitors, they are not so * palpably disproportion-
ate” * * * asto run afoul of the Commerce Clause.

Id. at 204-205 (citations omitted).” See also, e.g., Dunbar-

1 There is a suggestion in Armco that Arctic Maid involved a
statute that “merely laid a nondiscriminatory tax on a particular kind
of business, operating freezer shipsin Alaska,” which “was deemed
adifferent kind of businessfrom operating acannery in Alaska.” 467
U.S. at 643 n.7. Butitisapparent from the opinionthat “the Court in
Arctic Maid did not view the business as being different, or at least
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Sanley Sudios, Inc. v. Alabama, 393 U.S. 537, 542 (1969).

Indeed, the same principle comes clear from Associated
Indugtriesitself, wherethe Court held that States may imposetaxes
oninterstate and intrastate commercethat are not identical, solong
asthe greater burden isborne by intrastate businesses. See 114 S.
Ct. at 1824. Asthe Court put it, “infocusing on equality, our cases
have addressed thelimit of permissible stateregulation of interstate
commerce. In setting thelimit at equality, we have not suggested
that lesser burdensoninterstatetrade areimpermissible; that is, we
have not demanded equality and nothing but equality in com-
pensatory tax cases.” Id. at 1823 n.4 (emphasisin origina).

b. That conclusonisdispostivehere, for itisundeniablethat
theburdenimpaosed by North Carolinaon interstate businesseswill
be congderably lower, in thevast run of cases, than that imposed on
intrastatefirms. This point was demonstrated by the court below,
which observed that

corporateincome, and incometax paid, arestrongly related to
the value of the corporation's stock. The strength of this
relationship is aptly demonstrated by the fact that economists
and investorsfrequently make use of the“price-earningsratio,”
or P/E ratio, which essentidly representstherel ationship of the
value of acorporation'sstock to itsearnings. See, e.g., 3 The
New Palgrave Dictionary of Money & Finance 176 (1992).

did not view that asacritical factor.” Lathrop, Armco — A Narrow
and Puzzing Test for Discriminatory State Taxes Under the
Commerce Clause, 63 Taxes 551, 559 (1985). Instead, the Court
discussed the taxes as being compensatory. The Court accordingly
has cited Arctic Maid, both before and after the decision in Armco,
as an application of the compensatory tax doctrine. See Oregon
Waste Systems, 114 S. Ct. at 1352; Boston Stock Exchange, 429
U.S. at 332.
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Pet. App. 12a.
The court went on to explain:

North Carolinataxes corporate income at 7.75 percent and
taxes ownership of stock at .25 percent of the taxable value of
thestock. Giventhesetax rates, aNorth Carolinacorporation
need only have aP/E ratio lessthan 31 (7.75/.25) in order to
havethetax againg itsincome exceed theintangiblestax againgt
the stockholdersof acomparabl e corporation doing business
only in[other States] and having dl of itsshareholdersin North
Carolina Since PE ratiosareonly rarely greater than 31, most
out-of -state corporations will in fact be paying less taxes to
North Carolina, directly in the form of an income tax and
indirectly intheform of anintangiblestax againgt shares, thana
similar North Carolina corporation.

Pet. App. 13a-14a (footnotes omitted).*

Petitioner pointedly does not challenge the validity of the
empirica analysisused below (seeBr. 25-26), and accordingly does
not deny that the tax burden imposed by North Carolina upon out-
of-state firmsisin fact considerably lower (at least as a general
matter) than that imposed upon in-state firms. Indeed, becausethe
number of sharesissued by an out-of-state firm that are owned by
North Carolinaresdentswill berdatively smdl (certainly far fewer
than 100% of the outstanding shares), the actud dollar anountspaid
by the out-of -state firm's sharehol derswill in dmost every case be
vastly lower than the amount paid inincometax by acomparable
firmwhose businessis confined to North Carolina. Petitioner there-

12° As the court noted (Pet. App. 14an.8), the Standard & Poors
composite index for P/E ratio during the period 1926-1991 generally
was between 10 and 20, and never exceeded 25.
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forecontends (at Br. 26) only that firmsdoing business across state
linesruntherisk of being subjected to multipletax burdensthat are
not imposed on firmsthat conduct awhally intrastate business. That
argument, which raisesissuesunder theinternal consistency test, is
addressed below (at 36-45). But petitioner's contentionissimply
besidethe point for present purpaoses, for the burdensimposed upon
interstate and intrastate commerce by North Carolina are
equivalent, confirming that theintangiblestax doescompensatefor
the levy on income.

Of coursg, if aparticular taxpayer could demonstrate that the
intangiblestax effected ahigher levy than theincome tax imposed on
an equivaent firm whose businessis confined to North Carolina, we
might agree that the taxpayer would be entitled to relief. But
petitioner has not even attempted to make any such showing here.
And the possibility — or even, asAssociated Industries shows, the
demonstrated fact — that one set of interstate transactionswill be
subjected to adiscriminatory tax does not invaidate the tax scheme
asawhole. The Court has“never deemed ahypothetical possibility
of favoritism to constitute discrimination that transgresses
congtitutional commands. On the contrary, [the Court] repeatedly
ha[s] focused [its] Commerce Clause analysis on whether a
challenged scheme is discriminatory in “effect.” Associated
Industries, 114 S. Ct. at 1824, quoting Bacchus Imports, Ltd. v.
Dias, 468 U.S. 263, 270 (1984). Thereisno such impermissible
effect here.

It may be added that the claim of equivaency isnot affected by
the State's failure to precisely quantify the portion of the corporate
income tax dedicated to paying for the privilege of participatingin
North Carolinas capital markets. Although North Carolina has
chosen to assess taxes upon out-of-state corporations using the
State's capitd marketsat amuch lower rate than that imposed upon
corporations engaging in morewidespread activitiesin the State, it
isnot condtitutionally required to do so. Asthe Courtexplainedin
Cotton Petroleum Corp. v. New Mexico, “there is no
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consgtitutional requirement that the benefits received from ataxing
authority by an ordinary commercia taxpayer — or by thoseliving
in the community where the taxpayer islocated — must equal the
amount of its tax obligations.” 490 U.S. 163, 190 (1989).
“Interstate commerce may thus be made to pay itsfair share of Sate
expensesand contributeto the cost of providing all governmenta
sarvices, including those servicesfromwhich it arguably receivesno
direct benefit.” Jefferson Lines, 115 S. Ct. at 1346 (emphasisin
origina; citationsand internal quotation marks omitted). Seeaso
Carmichael v. Southern Coal & Coke Co., 301 U.S. 495, 522
(1937) (“A tax isnot an assessment of benefits. Itis, aswe have
said, ameansof distributing the burden of the cost of government.
The only benefit to which thetaxpayer iscongtitutionaly entitledis
that derived from his enjoyment of the privileges of living in an
organized society, established and safeguarded by the devotion of
taxesto public purposes.”); Goldberg v. Swveet, 488 U.S. 252, 266
(1989) (no discrimination wheretax was not apportioned because
it wasimpossible“to measurethe activitieswithin the State” subject
to tax).

3. The Interstate and Intrastate Taxes Fall on
Qubstantially Equivalent Events. a. The remaining element of the
compensatory tax inquiry looks to whether the interstate and
intradtate taxesfal on subgtantialy equivdent events. In arguing that
the intangibles and income taxes do not satisfy this requirement,
petitioner returnsto itsinitial argument with the assertion “that the
compensating tax must compensate for theinability to tax an event
the state hasthe power to tax,” adding that “[t]heintangiblestax is
not paid by the same class of taxpayer asthetax purportedly being
compensated for and would not be paid upon the same amount or
a thesamerate” Br. 27 (emphasisin original). We have aready
addressed thefirst of these points (see 18-19, supra); we add only
that, if the State “hasthe power to tax” aparticular event, itisnot
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apparent what would prevent the State from doing so directly —
and what purpose would be served by the compensatory tax
doctrine if that were the limits of the principle.

The second portion of petitioner's argument — its contention
that a compensating tax must fall upon activities and a class of
taxpayersthat areidentica to those upon which theintrastatelevy is
imposed — rests on asmilarly fundamenta misunderstanding of the
compensatory tax doctrine. The Court has stated repeatedly that
States need not impose the compensatory tax either on the same
taxable event or on the same category of taxpayers as the tax for
which it compensates. “The end result under the theory of the
compensatory tax isthat, “when the account ismade up, the stranger
from afar issubject to no greater burdens... than the dwel ler within
the gates. The one pays upon one activity or incident, and the
other upon another, but the sumis the same when the reckoning
isclosed.” Associated Industries, 114 S. Ct. at 1821, quoting
Slas Mason, 300 U.S. at 584 (1937) (emphasis added). Indeed,
this concept isalmost atruism, becauseif the State could reach the
very activity in interstate commerce that is subject to the intrastate
tax, therewould be no reason to have a separate, compensatory tax
inthefirst place. Thus, the Court has observed that “it is often no
mean feat to determinewhether achallenged tax isacompensatory
tax,” indicating that taxes may compensate for one another even
when the equival ence between themisnot obvious, solong asthey
are“similar in substance.” Oregon Waste Systems, 114 S, Ct. at
1352.

Infact,

[b]y hypothesis, it would seem, theformal equivalence of one
tax to another cannot be acriterion of complementarity. The
very problem of the complementary tax arises precisely
becausethe levies at issue are not formaly equivaent — i.e.,
they areclasdfied differently or they havedidtinct legd inci-
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dences. Theessentia question iswhether, despite differences
in form, they are equivalent in substance. The Court's
precedentsfinding excisetaxesthat complement property taxes,
usetaxesthat complement salestaxes, and manufacturing taxes
that complement importation taxes stand squarely for the
proposition that taxesneed not be formally equivalent to one
another to be complementary.

Hellerstein, supra, 39 Tax. Law. at 431 (footnotes omitted).

The usetax — the paradigm of the valid compensatory tax —
againillustratesthis point. The Court long has consdered use and
sales taxes sufficiently equivalent to sustain a compensatory tax
defense. Theplainfact, however, isthat atax on the sale of goods
isdifferent in sgnificant respectsfrom one ontheuse of goods: they
fall upon different events (a sale in the one case and the use of
merchandisein the other) that take place in different Statesand (in
petitioner'swords) may not be“paid by the same class of taxpayer”
(sellersmay pay onthe one hand and ultimate consumerswill pay on
the other). Nevertheless, because the taxes fall upon activities
generating valuesthat are equivalent, the Court hasheld themto be
complementary, ensuring that an out-of -state taxpayer doesnot use
the Commerce Clause as a shield to avoid “ pay[ing] its way.”
Maryland v. Louisiana, 451 U.S. at 754.

Moreover, as Professor Hellerstein has explained,

It isthe rare tax that is the precise functional equivalent of
another tax with adifferent name. Salesand compensating use
taxes ordinarily fit thisdescription. * * * None of the other
taxes that the Court has considered as complementary,
however, can be thought of as functional equivalentsin the
sensethat they wereidentical except for thelabel attached to
them. In each case there were differencesin the substantive
nature of the activitiesor transactions subject to thetaxes, inthe
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measure of thetaxes, or in other agpects of the transactionsthat
would render their characterization as*functiond equivaents’
inaccurate.

Hellerstein, supra, 39 Tax. Law. at 432-433 (footnotes omitted).

b. Here, for reasonswe aready have explained (at 14, 21-
24), theintangiblesandincometaxesare substantially equivalent”
inthe sense of the term used by the Court. Asameatter of economic
redity, thereisaclose and manifest relationship between thevalue
of corporate shares and the amount of corporate income, which
serve asthe respective tax bases. This casetherefore standson a
decisivey different footing from Oregon Waste Systems, wherethe
State unsuccessfully asserted that “earning income and disposing of
wadte a Oregon landfills’ — two wholly unrelated activities— were
equivaent events. 114 S. Ct. at 1353. Inthiscase, in contrast, the
values reached by the shares tax are necessarily and directly
dependent upon the va ues subject to theincometax. The Court, of
course, already has reached just that conclusion in Darnell.”

In fact, Armco Inc. v. Hardesty, 467 U.S. 638 (1984), the
very decisonrelied upon by petitioner (at Br. 27-28), demondtrates
that the taxes here do fall upon substantially equivalent events.
There, West Virginiaimposed awholesaling tax on goods sold in-
state by out-of-state manufacturers, while imposing a separate
manufacturing tax on goods manufactured in-state. The Court
rejected the contention that the whol esaling and manufacturing taxes
were complementary, explaining (in the very language cited by
petitioner at Br. 28) that “[t] he fact that the manufacturing tax
is not reduced when a West Virginia manufacturer sells its
goodsout of Sate* * * makes clear that themanufacturing tax is

¥ Indeed, as we have explained (at 14), this case is a stronger one
than Darnell for afinding of equivalence.
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just that, and not in part aproxy for the gross receipts tax imposed
on [the taxpayer] and other sellersfrom other States.” 1d. at 643
(emphasisadded). Similarly, in Oregon Waste Systemsthe Court
turned asi de the contention that Oregon's discriminatory tax on the
disposal of out-of-state waste compensated for the State'sincome
tax, reasoning that “the very fact that in-state shippers of out-of-gtate
waste* * * are charged the out-of-state surcharge even though
they pay Oregon income taxes refutes [the State's| argument that
the respective taxable events are substantially equivaent.” 114 S.
Ct. at 1353 (emphasisadded). Seedso Tyler Pipe Industries, Inc.
v. Washington State Dept. of Revenue, 483 U.S. 232, 243 (1987)
(“Thelocal salesof out-of-state manufacturers are also subject to
Washington's wholesale tax, but the multiple activities exemption
does not extend its ostensible compensatory benefit to those
manufacturers’).

Here, in contrast, firmsthat pay the state income tax do not pay
thelevy on intangibles, and firms whose shares are subject to the
intangiblestax do not pay stateincometax; thetaxes areimposed
in precise, inverse proportion to one another. Thus, to invert the
anaysis of Oregon Waste Systems, thefact that in-state firms are
not liable for the intangibles tax when they do pay North Carolina
incometax vaidates the State's argument that the respective taxable
events are substantially equivalent. And the history of thelevies
demonstratesthat thetaxabl e percentage deductionwasintended to
ensure that the State would not impaose duplicative taxation on what
wasunderstood to beasingle corporatevalue. Thetaxesthuswere
expresdy intended to, and in fact do, “ serve as mutually exclusive
“prox[ies]' for each other.” Oregon Waste Systems, 114 S, Ct. at
1352. They accordingly are complementary in the truest sense.

As a consequence, the Court's concern in Oregon Waste
Systems that it might be plunged ““into the morass of weighing
comparativetax burdens by comparing taxeson dissmilar events’
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simply isnot present here. 114 S. Ct. at 1353, quoting American
Trucking Assns, Inc. v. Scheiner, 483 U.S. 266, 289 (1987). We
do not contend, asthe State did in Oregon Waste Systens, that the
state income tax may serve as an al-purpose compensatory justi-
fication for discriminatory taxes imposed on interstate commerce.
Nor does our argument suggest that a State may tax out-of-state
bus nesses more heavily whenever “ the entitiesinvolved in interstate
commerce happened to usefacilities supported by generd statetax
funds.” Oregon Waste Systens, 114 S. Ct. at 1353 n.8 (citation
omitted). Instead, the income and shares taxes here are directly
linked inthetext of thetax Statutes, fall upon demonstrably related
values, and are applied as substitutes for one another. That isthe
paradigm of a system of compensating taxes.

That theva uesreached by thetaxesare substantialy equivaent
isconfirmed by their smilar practical effects. Needlessto say, the
incometax depressesreal corporateincome, thusdriving down the
value of the corporation’'sstock (which is substantially dependent
upon income) and discouraging the purchase corporate shares—
precisaly the (theoretical) effect of theintangiblestax. Theincome
tax thus depressesthe flow of capital to North Carolinabus nesses
in much the same way that the intangibles tax impedes the purchase
of sharesissued by out-of-gatefirms. That theonetax formally falls
upon the corporation and the other upon the shareholder does not
detract from thisconclusion. After all, the Court has*emphasized
that “equality for the purposes of ... the flow of commerce is
measured in dollars and cents, not legal abstractions.” Associated
Industries, 114 S. Ct. at 1824 (citation omitted). And “economic
equivaence’ plainly may exis in such circumgtances. “For example,
atax imposed upon and borne by alessee may be economically
equivaent to atax imposed upon alessor, if thelessor isableto pass
the burden of thetax on to thelesseein the form of increased rent.”
Hellerstein, supra, 39 Tax Law. at 434. Cf. United Satesv.
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County of Fresno, 429 U.S. 452, 465 (1977). As we have
explained (at note 7, supra), that is the case here.

C. The“Internal Consistency Test” Does Not Require
Invalidation Of The Taxable Per centage Deduction

Asan dternative argument, petitioner assartsthet theintangibles
tax — evenif it satisfies the requirements of the compensatory tax
doctrine— must be struck down becauseit failsthetest of “interna
consistency” that the Court has used to guide Commerce Clause
analysis. But the Court never has applied theinternal consistency
test toinvalidate astatetax in the circumstances of this case, where
the challenged levy isavalid compensatory tax that is applied to
intangible (and therefore unapportionable) property, and that is
designed to reach values that are legitimately subject to tax but
otherwise would escape taxation. Applying the test in the manner
contended for by plaintiff would require anovel extension of the
internal consistency doctrine that would work a substantial and
wholly inappropriate interference with state taxing authority.

1. Theinterna consstency test has been used by the Court
to assess “threat[ 5] of maapportionment.” Jefferson Lines, 115 S.
Ct. at 1338. Thetest “looksto the structure of the tax at issueto
see whether itsidentical application by every State in the Union
would place interstate commerce at a disadvantage as compared
with commerceintrastate. A failureof interna condgstency showsas
amatter of law that a State is attempting to take morethan itsfair
share of taxesfromtheinterstate transaction* * *.” |bid. Thetest
is not “anew doctrine that would “revolutionize the law of state
taxation.” 1J. Hellerstein & W. Hellerstein, Sate Taxation
4.08[1][4], at 4-43 (2d ed. 1993). Instead, it isahelpful tool for
usein rooting out subtly malapportioned or discriminatory taxes.
That hasbeenthevalue of thetest in each of thethree casesin which
the Court has gpplied it to invaidate astate tax. See Scheiner, 483
U.S. at 285-286 (flat highway tax failsinternal consistency test



37

becauseit effectively imposes per mile cost on interstate truckers
that isfivetimesthat imposed on intrastate truckers); Tyler Pipe,
483 U.S. at 243-244 (tax held not compensatory and therefore
discriminatory); Armco, 467 U.S. at 642-643 (same). See
generally Hellerstein, Is “Internal Consistency” Foolish?:
Reflections on an Emerging Commerce Clause Restraint on
Sate Taxation, 87 Mich. L. Rev. 138 (1988).

But theinterna consistency test has not been appliedin acase
like this one where, far from “tak[ing] morethanitsfair share of
taxesfromtheinterdatetransaction,” the challenged levy isintended
to makeinterstate commerce shoulder its appropriate share of the
statetax burden. In makingthispoint, it isimportant to note at the
outset that the out-of -state firms that market their sharesto North
Carolinaresdentsplainly are benefited by the “laws and amenities’
(Jefferson Lines, 115 S. Ct. at 1339) of North Carolinain a most
concreteway. The State* suppliesanumber of * * * civic services’
that make possible devel opment of the pool sof affluent consumers
who purchase shares (D.H. Holmes Co. v. McNamara, 486 U.S.
24, 32 (1988)), and offersthe* other advantages of civilized society”
(Goldberg, 488 U.S. at 267) that are essentia for the operation of
functioning markets. It thusis evident that the burden indirectly
impaosed upon out-of-state firms through the medium of theintangi-
blestax is“tied to the earnings which the State * * * has made
possible, insofar asgovernment isthe prerequisitefor thefruits of
civilizationfor which, asMr. Justice Holmeswasfond of saying, we
pay taxes.” Wisconsinv. J.C. Penney Co., 311 U.S. 435, 446
(1940). See Jefferson Lines, 115 S. Ct. at 1346 (noting “the usua
and usually forgotten advantages conferred by the State's
maintenance of a civilized society”).

Thereis, moreover, no requirement that the State demonstrate
adollar-for-dollar correspondence between the benefits that it
provides to, and the tax that it imposes on, an out-of-state



38

commercid enterprise. Infact, determining that vauein acase such
asthisonewould be quiteimpossible. Thus, “[t]he tax which may
be imposed on a particular interstate transaction need not be limited
to the cost of the servicesincurred by the State on account of that
particular activity.” Goldberg, 488 U.S. at 267, quoting
Commonwealth Edison Co. v. Montana, 453 U.S. 609, 627 n.16
(1981). Y et absent the intangiblestax, out-of-state issuers of shares
— who cannot be reached by the state income tax — could not be
required to contribute even indirectly to state coffers.

The Court never has struck down such atax for failure to com-
port with the internal consistency test. To the contrary, in Tyler
Pipe, oneof the casesonwhich petitioner principally relies(seeBr.
29-30), the Court expresdy distinguished thisvery Stuation. There,
Washington imposed awholesaling tax on goods sold in the State
and amanufacturing tax on products manufactured inthe State; loca
manufacturers were exempted from the manufacturing tax on the
portion of their output that was subject to the wholesaling tax (the
so-cdled “multipleactivities’ exemption), but were not given an ex-
emption for products sold (and potentially taxed) out-of-state. See
483 U.S. at 236-237. While the Court struck down the multiple
activitiesexemption asdiscriminatory (seeid. at 244-248), it also
explicitly concluded that imposition of the manufacturing tax on
goods sold out-of -gtate could not “ be justified as an attempt to com-
pensatethe Statefor itsinability toimpose asimilar burden on out-
of-state manufacturers whose goods are sold in Washington, for
Washington subjects those sales to wholesale tax.” 1d. at 244-
245n.12 (emphasisadded). Similarly, in Scheiner and Armco, the
other casesin which the Court has applied the internal consistency
test to invalidate state taxation, the out-of-state taxpayer unques-
tionably was subject to direct taxation and therefore bore its fair
shareof dtatetax. Seeaso Container Corp. of Americav. Fran-
chise Tax Board, 463 U.S. 159 (1983). Here, in contrast, North
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Carolinaisunabletoimposeafair burden on out-of-state i ssuers of
shares except through the medium of the intangibles tax.

Indeed, the Court never has gpplied theinterna consstency test
to invalidate an otherwise valid compensatory tax. In both Armco
and Tyler Pipe, the Court went to considerable lengths to
demonstratethat the Statetaxes at issue were not truly complemen-
tary — analyses that would have been wholly unnecessary had
compensatory taxes been invalid under the internal consistency
principle. See Armco, 467 U.S. at 642-643; Tyler Pipe, 483 U.S.
at 242-244. See dso id. a 253 (O'Connor, J., concurring);
Scheiner, 483 U.S. at 302-303 (O'Connor, J., dissenting). Andin
Scheiner, the Court specificaly noted that the flat tax at issue was
not defended as “a compensatory tax that equalizes previousy
unegual tax burdens by offsetting “a specific tax imposed only on
intrastate commerce for asubstantidly equivaent event.” 483 U.S.
at 287 (citation omitted).

Ruling for petitioner accordingly would require the Court to
make considerablenew law. Infact, petitioner itself acknowledges
(at Br. 33-34) that it can prevail only if the Court overrules Darndll.
Petitioner'stheory a so would require the Court to overrule Hinson
v. Lott, the venerable decision that the Court recently cited with
approva as the fountainhead of the compensatory tax doctrine.
Oregon Waste Systems, 114 S. Ct. at 1352. See Héellerstein,
supra, 87 Mich. L. Rev. at 152-153 (discussing Hinson). Petitioner
has not offered the Court any reason to take such asubstantial step.
By definition, after all, the combination of North Carolina taxes,
because compensatory, does not work an impermissible
discrimination againgt interstate commerce. Andthetax cannot be
cons dered mal apportioned wherethe out-of -state corporation pays
(in part indirectly though the shares tax) for the distinct benefits
provided by the several States that facilitate its business.

2. Evenif theinterna consstency test wouldinvaidate other
sorts of complementary taxes, it should not be applied to strike
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down atax on intangible property. Because intangible property has
no identifiable location and may draw benefits from many
jurisdictions, the Court haslong held that taxes on such property
need not be gpportioned even though thismay result in what appears
to be duplicative taxation. Thus, a State may tax the full value of
intangible property that has asitusin that State, even though the
State of the taxpayer's domicile also may impose an identica tax on
the same property. See Curry v. McCanless, 307 U.S. 357
(1939); Sate Tax Comm'nv. Aldrich, 316 U.S. 174 (1942).** In
such astuation, where no single State has exclusive control over the
value subject to tax, where more than one State provides benefits
and protections to the taxpayer, and where apportionment of the
vauetaxed cannot meaningfully be achieved, ungpportioned taxation
is consistent with the Constitution.®

14 Similarly, the Court has held that a State may tax the entire
income of itsresidents even though it al so taxes an apportioned share
of income earned in-state by nonresidents— aregime that would |lead
to multiple taxation if duplicated by other States. See New York ex
rel. Cohnv. Graves, 300 U.S. 308 (1937); Lawrence v. State Tax
Comm'n, 286 U.S. 276 (1932); Shaffer v. Carter, 252 U.S. 37 (1920).

5 As Justice Stone wrote for the Court in Curry, 307 U.S. at 367-
368 (footnote omitted):

[W]hen the taxpayer extends his activities with respect to his
intangibles, so asto avail himself of the protection and laws of
another state[in addition to his State of domicile], in such away
asto bring his person or property within reach of the tax gatherer
there, the reason for asingle place of taxation no longer obtains,
and the rule is not even a workable substitute for the reasons
which may exist in any particular case to support the
congtitutional power of each state concernedtotax. * * * [I]tis
undeniable that the state of domicile is not deprived, by the
taxpayer's activities el sawhere, of its congtitutiona jurisdiction to
tax, and consequently that there are many circumstances in
which more than one state may havejurisdiction to impose atax
and measure it by some or al of the taxpayer's intangibles.
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While the decisions cited above in text involved the appor-
tionment requirement of the Due Process Clause, thereisno reason
to doubt that they aso state principles controlling under the
Commerce Clause. Cf. Shaffer, 252 U.S. at 56-57 (rejecting
Commerce Clause challenge to statute that raised possibility of
multiple taxation of income of domiciliaries); Commercial Credit
Consumer Services, Inc. v. Norberg, 518 A.2d 1336 (R.1. 1986)
(State permitted to tax entire net income of domestic corporation).*
In this connection, we note that in Ford Motor Credit Co. v.
Department of Revenue, 500 U.S. 172 (1991), an equally divided
Court affirmed adecision of the Florida Court of Apped upholding
Florida'sproperty tax onintangibles, which permitted unapportioned
taxation both by the owner's State of domicile and by the State
where the intangibles had their business situs. Regjecting a
Commerce Clause challenge, the court of appeal reasoned that
“dnce[thetaxpayer] hasextended its activitiesregarding itsintangi-
blesto Floridaand has availed itself of the benefits of the laws of
several states with regard to this property, those several states,

Shares of corporate stock may be taxed at the domicile of the
shareholder and a'so at that of the corporation which the taxing
state has created and controls; and income may be taxed both by
the state where it is earned and by the state of the recipient's
domicile. Protection, benefit, and power over the subject matter
are not confined to either state.

Cf. Allied-Sgnal, Inc. v. Director, 112 S. Ct. 2251, 2262 (1992)
(non-business corporate income from intangibles is, as a matter of
practice, allocated by statute to the corporation's state of domicile).

6 The apportionment analysis under the Due Process and
Commerce Clausesisidentical. See, e.g., Container Corp., 463 U.S.
at 169; Exxon Corp. v. Wisconsin Dept. of Revenue, 447 U.S. 207,
227-228 (1980). And because any discrimination against interstate
commercein thiscaseisovercome by the compensatory tax doctrine,
the combination of North Carolina'sincome and intangiblestaxes may
be vulnerable, if at all, only to a claim of malapportionment.
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including Florida, may each impose a tax upon such intangible
property.” Ford Motor Credit Co. v. Department of Revenue,
537 So.2d 1011, 1012 (Fla. Ct. App. 1988). The court of appeal
added that theinternal consistency test would not invalidate sucha
property tax. Seeid. at 1013.

Petitioner's approach cannot survive application of this
principle. Petitioner complains(at Br. 31) that North Carolina'stax
regime, if adopted by every State, could lead to increased or
duplicative burdenson firmsthat sdl their shares acrossstate lines.™
But that isthe nature of intangible property, and of corporate shares
in particular; because such property may be provided distinct
benefits by more than one State, it long has been subject to
unapportioned taxation by morethan one State. Firmsthat sell their
shares across statelinestherefore subject those sharesto additiona
taxation. This may be explicable as afunction of the practical
impossibility of apportionment: unlike amultistate corporation's
income, which hasdistinct and identifiable sources (and henceis
gpportionable), the val uesrepresented by intangibles may bethought
toexigt in (and receive equivaent protectionsfrom) two States. And
where apportionment isnot practical, theinternal consistency test
will not beused to invaidate atax. See Scheiner, 483 U.S. a 297
(flat tax permissblewhere® adminigtrativedifficultiesmakecollection
of morefinely calibrated user chargesimpracticable’); Goldberg,

7 We note that petitioner's argument (at Br. 31) that the intangibles
tax isinvalid because it might impose increased burdens on North
Carolina firms that engage in interstate commerce cannot be
reconciled with the Court's holding in Goldberg that “[i]t is not a
purpose of the Commerce Clause to protect state residents from their
own state taxes.” 488 U.S. at 266. See id. at 268 (Stevens, J.,
concurring in part and concurring in the judgment) (noting Court's
holding that a State “may discriminate among its own residents by
placing a heavier tax on those who engage in interstate commerce
than on those who merely engage in local commerce’); id. at 270
(O'Connor, J., concurring in part and concurring in the judgment)
(same).
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488 U.S. at 266 (discrimination claim rejected where it was not
“possible to measure the activities within the State”).

3. Petitioner'sanswer tothisproblemistoinsist (at Br. 32)
that the State either forgo any tax on intangibles or impose the
intangiblestax on precisdy equivaent termsto the shares of bothin-
state and out-of -state corporations. But this approach places the
Stateon thehornsof adilemma. Elimination of the tax would force
the State to abandon any effort to get out-of-state firms to make
their fair contribution to the maintenance of the North Carolina
capital market in which they participate. And offering the
shareholders of such corporations acredit against their intangibles
tax for incometaxes paid by theissuing corporation to other States
(which would parallel the taxable percentage deduction offered to
the owners of sharesissued by corporationsdoing businessonly in
North Carolina) would not be aworkable approach. Again, that
would mean that corporations that conduct all of their business
outside of North Carolina but sell shares within the State —
including five of the six firmsin which petitioner holds shares—
would entirely escape any obligation to shoulder their fair share of
the state tax burden.*®

Onthe other hand, requiring the Stateto impose the intangibles
tax on the shares of both intrastate and interstate firms without the
taxabl e percentage deduction would subject intrastate commerceto
duplicativetaxation. Petitioner forgetsthat weare here proceeding

8 That is not true of conventional sales/use tax regimes. It istrue
that States imposing use taxes almost universally provide acredit for
salestaxes previously paid either in- or out-of-state. See Jefferson
Lines, 115 S. Ct. at 1343; Tyler Pipe, 483 U.S. at 245 n.13. But
because it generally has been thought that States may not impose
sales taxes on the sale of products shipped out-of-state (see, e.g.,
Evco v. Jones, 409 U.S. 91, 93 (1972)), businesses (such as mail
order firms) that ship products to other States are not subject to a
sales tax, and therefore have nothing to credit against use taxes
imposed by the State of purchase.
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on the hypothesisthat the income and intangibles taxes satisfy the
reguirementsof the compensatory tax doctrine. Asaconsegquence,
for present purposes it must be deemed established that the two
taxes are imposed on equivaent values — and that the taxable
percentage deduction furthers alegitimate local purpose (that of
avoiding duplicative taxation on in-state firms) that cannot be
achieved by nondiscriminatory means. See pages 16-17, supra.
Requiring the Stateto disregard that purpose by subjecting intrastete
commerceto duplicativetaxation would contravenethefundamenta
principlethat the Commerce Clause was not designed to “ place such
[interstate] commercein aprivileged position.” Commonwealth
Edison Co. v. Montana, 453 U.S. 609, 623 (1981).

In this situation, the Court should apply “the understanding that
the Commerce Clause does not forbid the actual assessment of a
succession of taxes by different Stateson distinct events.”  Jefferson
Lines, 115 S. Ct. at 1339-1340. To be sure, the Court in Jefferson
Lineswas discussing a succession of internaly consistent taxes that
formdly fdl on discrete activities. But that principle dso should be
gpplicablein theunusud circumstancesof this case, where the State
inwhich the interstate firm producesincome and the State in which
thefirm'ssharehol dersresideeach providesbenefitsthat facilitatethe
interstatefirm'sbusiness. Cf. id. a 1339. Becausethevauerepre-
sented by intangible property is not practically apportionable,
because each of thetaxing States“would presumably have* * * an
equal claim on the taxpayer's purse” (id. at 1343), and because
North Carolina has acompelling interest in avoiding duplicative
taxation of intrastate commerce, thetaxabl e percentage deduction
should not be held invalid under the internal consistency test.

D. If The Taxable Percentage Deduction Is Held
Unconstitutional, The Case Should Be Remanded
For Determination Of A Remedy

Findly, if the Court doeshold the taxabl e percentage deduction
uncongtitutiond, it should remand the case to the state courts so that
they may determine the appropriate remedy. Petitioner also
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evidently recognizes(at Br. 9) that it isfor the state courtsto decide
any remedia issuesinthefirg ingtance. 1t issettled that afinding of
uncondtitutiondity “doesnot initsdlf dictatetherdief that the State
must provide.” Associated Industries, 114 S. Ct. at 1825. Even
assuming that the decision invalidating the tax is given retroactive
effect, “the Due Process Clause would demand only that, “to cure
theillegdity of thetax asorigindly imposed, the State must ultimately
collect atax for the contested period that in no respect impermissibly
discriminates against interstate commerce.” Ibid., quoting
McKesson Corp. v. Division of Alcoholic Beverages and
Tobacco, 496 U.S. 18, 44 n.27 (1990).

A Statein such asituation may remedy uncongtitutionality by
retroactively raising taxes on thefavored class, by offering refunds
or credits to the disfavored class, or by some combination of the
two. See Associated Industries, 114 S. Ct. at 1825; McKesson,
496 U.S. at 40 & n.23. But so long asthe State's choice comports
withtheU.S. Condtitution, the question of remedy isone of datelaw
that should be settled by the state courts. See generally Hooper v.
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Bernalillo County Assessor, 472 U.S. 612, 624 (1985); Zobel v.
Williams, 457 U.S. 55, 64-65 (1982). “The methods best adapted
to achieving equad trestment inthiscase, whether partia or complete
refunds or other measures, are smilarly matters|eft for determination
onremand.” Associated Industries, 114 S. Ct. at 1825.

CONCLUSION

Thejudgment of the North Carolina Supreme Court should be
affirmed.
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