TAXATION AND REVENUE: Liability of employees of
Federal Reserve Banks for
Missouri Income Taxes,

May 5, 1937
Hon. Forrest Smith, | Ef'z ,:?
State Auditor,
Jefferson City, Mo.
Dear 8ir:

A reguest for an opinion has been received
from ycu under date of April 19, 1937, such request
being in the following terms:

"I would like sn opinion from your
offiee as to whether or not the com-
pensation received by employees of

- the Federal Reserve Banks is exempt
from Missouri income tax.™

R. S. Mo. 1929, sec. 10119, pvrovides in part
o8 follows:

"The following income shall be exempt
trom the provisions of this article.

* ¥ (8) The compensation of publie
ofricera for public service where the
taxation thereof would be repugnant to
the constitution * * ¥ w

The question whieh you have asked, therefors, raises

the question of whether the United States Constitution
or any federal statute prohibits the imposition of the
tax in question, sinee the Missourl ststute sbove quot-
ed leaves 1t to federal law to decide if this income is
exempt, end the Missouri statute only purports to follow
the federal law. In other words, if federal law does
not prohibit the tax, it is levied by the Missouri
statute, as such a tax would ~ot be repugnaent to the
Missouri Constitution or other Missourl statutes.

There is & federal statute on tax exemption
of Federal Reserve Banks, which provides as follows:

"Federal reserve banks, including the
capital stock end surplus therein, and
the income derived therefrom shall be
exempt from Federsl, State and locsal
taxation, except taxes upon real estate."
( December 23, 1913, c.6, sec. 7, 38 Stat.
£88; March 3, 1919, c.101, sec. 1, 40
Stat. 1314; 12 U.S.C.A., sec. 531.)
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. It might be noted in passing thet R. S. Mo,

1929, sec. 10119, gucted ahove, only exempts compensation
of “publie officers for prublic service™, and only in such
casss whers it would be repugnant to the eonstitution,
and seys nothing about repugnance to any federal statute.
However, in our opinion, this federal statute cannot be
eontrolling for reasons which will appear more fully below,
If the State of Mlssouri 1s not prohibited by the Consti-~
tution of the United States or by its organle law from
essessing this tax, Congress cannot take ewey the state's
vower to impose it, and if the tax is prohibited dy the
Constitution of the United States, the federal statute is
unnecessary.

This leaves for considerastion the nature and
funetions of Fedaral Reserve Banks and their relationship
to the Government of the Unlted States, In order that it
nay be determined whether they are so c¢leosely related to
that povernment, and such essentially governmentel! instru-
mentalities, that the Ircome of thelr employees l1s with-
¢rewn by the Constitution of the United States from taxation
by the State of Missouri,

I.
FEDZRAL RISIRVE BANES.

The Federal Resorve Banks were originslly crested
by an ict of December 25, 1¥1l3, known as the "Pederal Reserve
aot", 38 stat. 251. The major smendments have becn mede by
an gct of June 16, 1935, known as the "Banking Act of 1933",
48 Stat, 182, and an Aet of august 23, 1935, known &s the
"Ranking Aot of 18356™, 49 Stat. 654. These statutory pro-
visions sre found in Vol, 1? of the U.5. Code Ann., pp. 466
et sec. They are so voluminous that we deem it advisable
to offer only a2 brief svnopsis of them.

There sre twelve Feders)l Reserve Banks in this
eountry, of which two ere in Missouri, snd esch Federal
Recerve RBsnk has member banks loested 1n its @ striet, in-
cluding all national banks therein and certzin stete banks.

The capital of the Federal Reserve Banks is provided by

member banks who subseribe for shares to the extent of

84 of the!'r own cspital and surplus, which shares pay dlvidende
at the rate of 6%. Uividends earnsd by the Federal Raserve
Benks in excess of 6% ere sdded to the surplus of the Federal
Reserve Banks.
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Among the funetl ns of the Federal Reserve Banks
are the following: 1. Aoting as depositaries of the re-
serves which thelr member banks are required to maintain,
these reserves consisting of certaln percentages of derosit
llabilities of member bDanks fixed within statutory limits
by the Federal Reserve Board. £. Making loans and discounts
for member banks, with the interest and discount retes sub-
goct to review and determination by the Federal Rescrve Board.

o Acting as fiscal asgents and depositories of the United
States Treasury, garrcrning services such as paying government
checks, taking subseriptions for government bongl. redeening
governneut bonds, ete. 4. Iss ing federal reserve notes
which are legal tender, such notes constituting ebout two-
thirds of the elrculeting currency of the ecountry (Fed. Res.
Bulletin 1938, p. 989).

Eaoch Federal Reserve Bank is governed by a Board
of Directors, six of whom are chosen by member banks and the
other three by the Federal Reserve Board, whioh consists of
seven members appointed by the President of the United States
a1d which exercises & geners! supervisory eontrol over the
Federal Reservs Banks,

The foregolng does not purport to be a complete
deseription of the Federal Reserve System, but it should be
sufficient to serve as a basis for this opinion.

II.

INTER-GOVERNMENTAL EXEMPTION FROM
TAXATION OF CHRTAIN STATE AND FED-
ERAL INSTRUMENTATITIIES.

There was established, in the case of MeCulloch
v. Meryland, 4 Wheat. 316 (1819), the principle thet it is
a necessary correlary to our dual system of government that
one government should be free, in the exercise of 1ts govern-
mental funetions, from tax burdens imposed by the other
government. There is no specific provision in the constitution
to this effect, but Chief Justice Marshall deduced it from the
four eorners of the Constitution of the United States.

"It is an established principle of our
constitutional system of dusl government
that the instrumentzlities, means and
operations whereby the United States
exercises its govermmental powers are
exenpt from taxation by the states, and
that the instrumentalities, means and
operations whereby the states exert the
governmental powers belonging to them
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are equally exempt from taxation by

the United Steates. T/ is principle

is implied from the Independence of

the natlional and state governments
within their respective spheres and
from the provisions of the Constitu-
tion which look to the maintensnce of
the dual system. Collector v. Day
(Buffington v. Day} 11 wall. 113, 125,
127, 20 L.ed. 122, 126, 127; Willoutts
v. Bunn, 282 U.S. 216, 224, 288, ante,
304, 306, 71 A.L.R. 1260, 5.Ct.125.
ihere the prineiple apnlies it is not
affected by the emount of the particular
tax or the extent cf the resulting in-
terference, but is absolute. M'Culloch
Y. Marylend, 4 Wheat, 316, 430, 4 L.ed,
87¢, 607; United States v. Baltimore &
0.,R.Co. 17 wall, 322, 327, 21 L.ed. 597,
£99; Johnson v. Marylsnd, 254 VU.S. 81,
85, 56, 6% L.ed. 126, A28, 189, 41 8.
Ct. 16; Gillesple v. Oklahoma, 257 U.S.
8C1, 508, 66 L.ed, 338, 340, 42 S.Ct.
171; Crendall v. Weveda, 6 Wall. 35,
44-46' lf.i I.-Gd. ?45' 74?' 7‘3.

"0f eourse, the reasons underlying the
prineiple mark the limits of its range.
Thus * * * 1t ™ * has been held where
& state departs from her usual govern-
gpeatal funetions and 'engages in a
business which 1z of a privete nature’
no immunity erises in respect of her own
or her sgents' operations in that busi-
ness. Scuth Caroline v. United Stetes, 199 U.
5. 477 (1205), 50 L.ed. 268), 28 S.Ct.
110, 4 Ann.Cas. 737."

Indlien Motocyele Co. v. U«sS., 283 U.S8.

&70, 5v6, 576 (1931).

The case of South Carolina v. United States, supra,
was the first case in which the Supreme Court of the United
States definitely enuncieated the limitatlion on the rule of
inter-governmentel exemptions from taxation. In that case
the State of South Carolina hed taken cver, as a state monopoly, the
ligquor business and advanced the doetrine of MeCulloch v. Mary-
land, ss a basis for opposing the payment of federal llcense
taxes. The Supreme Court reviewed the doectrine of inter-
governmental instrumentalities, and especially certain of sueh
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decisions which Intimated thet the doetrine has limits,
and ssid:

"These declisions, while not controlling
the quest!i:n before us, !ndicate that the
thought has been thet the exempticn of
state agencles and Instrumentallties from
National taxation is limited to those which
are of a strictly governmental charecter,
ané does mot extend- to those which are used
by the States in the ecarrying on of e&n or-
dinary private business.”

199 U.S. 461.

The court held that the tax must dbe paid.

Thirty yeers later the same guestion was present-
ed to the Supreme Court of the United States in the cese
of Ohio v. Helvering, P92 U.S5. 360 (1934) and the court
reached the same result, und seld;

"If a state chooses to go into the business
of buying end selling commpdities, its right
to do so may !'e conceded so fsr as the federal
Constitution is concerned; but the exercise
of the right is nct the performance of a
governmental funetion, and must find its
support in some authority apart from the
poliee powsr. When a state onters the
market place seeking customera, it divests
itself of its quasi sovereigunty pro tanto,
and takes on the character of a trader, so
far, at least, as the taxing power of the
federal government 1is eoncerned.™

292 U.8. 369,

If the argument should be made thet the retail
liguor business ies = purel{ privete and  ropristary enter-
prise, and not for the public welfars, sud therefore is
entirely different from the publisc purposes sought to be
served by the Federal Reserve System, the case of Helvering
v. Powers, 293 U.8. 214 (1634) will de of interest. In
that case the question was whether the cosp ensation of the
members of the board of trustees of the Boston Zlevated
Reilway Compeny were eonstitutionally exempt from federal
income taxes. The trustecs were appointed by the Governor
with the edviee and consent of the Councll, were obliged to
be sworn before entering upon their duties and were charged
with the mansgement and operation of the compuny, and were
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given “"possession of sald properties in dbehalf of the
Commonwealth®. Under the act governing the railway,
the trustees were to fix fares, and !n the event there
ware ueny operaling defleits, tho Commonwealth was to
pay them, :nd for a ten vear pericd there were doflcits
avery Yyear.,

The Supreme Judieis) Court of Uecsachusetts
had upheld the statute as one enacted for & public purpose
and characterized the "public operation" as "undertaken
by the Commonwealth, not as a source of profit, hut solely
for thue gmnersl welfare", Chief Justlece fughes held
that tge trustees could not esoape the federal ine~me tax,
end sald:

"The Stete canrmot withdraw souwrces of
revenue from the federsl taxing powsr
by engaging In busnesses which constitute
a departure from the usual governmental
funections and to which, by resaeson of their
nature, the reder=al texing rower would
normal ly extend, The fact thet tlie State
hes power to undertake sueh enterprises,
and thet they sre underteken for wheaet the
State coneeives to be %he nublie bonefit,
does not establish immnity (elting cases),
The necessary protection of the independerce
of the state government 1is not deemed to go
so far.™

£66 U. 8. 2238,

#“jf the business itself, by reason of its
character, is not Immune, althongh under-
taken by the State, from e Teders) excise
tax upon its overations, upon whet ground
can it be sald that the compensatlion of
those who eonduet the enterprise for the
State 18 sxempt from s Tedersl inecome tax?
Th.eir compensation, whether pald out of
the returns from the business or otherwise,
can have no gquality, so far as the federal
taxing power is coneerned, superior to that
of the enterprise in whiech the com ensated
scrvice is rendered."

£93 U. 8. 227.
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I1I.

THE FEDZRAL IMUNITY FROM STATE TAX-

ATION IS MUTUAL AND CO-BXTINSIVE WITH

THE STATE IHNUI;%E‘FRCE FEDERAL TAX~
ATION.

We have attempted above to show the origin snd
present status of the doetrine of tax exenrtion of inter-
governmental instrumentslities and to show that a qualifi-
cation on that doetrine has beccme as well established as
the doetrine itself. In 2ll of the cases which we have
discovered, we have found no distincti-n male botween the
state's exemption from feoldersl taxetlon znd the federal
exemp tion from state texation, amnd msny of the cases have
specifically stated that they are mutual and have the same
score and extent, Thus, in Indien Motocyecle Co. v. U. S.,
288 U, 8. 870, 577 (1881) the court sald "that under the
implications of the Constitution the governmental agencies
and operations of the states have the same immunity from
Federsl taxstion thet like agencies and operations of the
United States have from taxsat lon by the states™.

In Willeuts v. Bunn, 282 U, 8. 216 (1931) the
court said "the familier asphorism is (that &s the means and
instrumentalities employed by the gensral government to carry
into operation the powers granted to it are exempt from tex-
ation by the statee, s0c sre those of the states exempt from
taxation by the government*'™. ind in Fox Film Corp. v. Doyal,
288 Uv. S. 123, 128 (1922), the court ssid "the principle of
the immunity from state taxation of instrumentallties of the
Federel Covernment, and of the correspending immunity of state
instrumentslities from federel taxetion - essentliel to the main-
tenance of our dual system - has 1tz i‘nherent limitations. It
is eimed at the protecticn of the oparations of governmemt.
(M*Cullioch v. Maryland, 4 wheat. 316, 436, 4 L.ed. 579, 608),
end the immunity does not extend 'to anything lying outside
or deyond governmental funeticns and their exertions.'®

If the immunity of one government from taxalon
by the other is completsly reeiprocsl, end if, as is esteb-
lished by the cases above, a state nstrumentallfy mMust.exer-
¢ise &n essential govermmental function to escape federal
taxation, snd cemnot escape such taxation merely beceuse it
is functioning for the general welfare or the publie benefit,
then the same principle must ppply to federz]l agencles. The
eegse of Rellroed Co. v. Penisteon, 18 vall. 6§ (1878) involved
a state property tex on the assets of a rallroed chartered by

Congress:. The court sald:
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"admitting, then, fully, as we do, thas
the company '8 cn agent of the General
governsent, designed to be employed,
and actually employed, 1in the lsgitimete
service of the government, both military
end postal, does it necessarily follow
thet its property is exenpt from State
taxat ion”?"

18 wall. 3E.

The eourt answered tiis question in the negative.

To return to the emnloyees of the Federal Reserve
Banks, it hes been speen thet all)l of the stoek in these banks
is ovned by the member banks, end eix of the nine directors
of each Federal Reserve Bank are selected by the member dbanks.,
The Federal Reserve Banks engege in the business of aceepting
certein kinds of deposits both from the government and the
reserve denosits of the member banks. They disoount notes
end make private loans, end dividends from profite sre paid
toc the member benks who are stockhelders. It is Srue thet
the Federal Reserve System was crested for & publle purpose
“end thet it guides the fiseel end banking rollcies of the
United Statee Qovernment to s lerge extent, but its non=-
governmental functions and deslings would seem sufflelient
to Justify the evplication of the HMissouri iscome tux laws
to fits employees. A8 noted in Flint v, Stone Treey Co.,

“In the osme of Scuth Careline v. Unlted
States, 199 U.8. 437, this court held

thet when e State, scting within 1ts lawe~

ful suthority, undertook to carry on the
liquor business it did not withdrsw the
agencies of the Stete carrying on the traffie
fror the operation of the internal revenue
laws of the United States. If a State may
not thus wi thdraw from the operation of a
Federal texing law a subject-matter of such
texation, it is difficult to sec how the in-
corporetion of eomvanies whose service, though
of a publie neture, is, nevertheless, with

a view to private profit, cen have the effect
of denying the Federal right to reach such
nroperties and sctivities for the purposes

of revenus.
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"It is no part of the essential governmental
funetions of a State to provide means of
trensportation, supply artifiociasl light,
water and the like. These ob jocts are
often accomplished through the medium of
private corporations, and, though the publie
may derive a benefit from such operations,
the ecompanles carrying on such znterprises
are, nevertheless, private companies, whose
business is prosecuted for privete emclument
and sdvasntage. For the purpose of taxation
they stand upon the same focting as other
privote cornorations upon which special
franchises have been conferred.”

220 U. 5. 172.

The question which ycu have esked is not free
from doubt. A similer guestion i1s now pending before the
Supreme Court of Missouri in a test case involving the
applicebi 11ty of the Missourl Income Tax Law to an employee of
the several units of the United States Farm Credit Adminis-
tration - Stete ex rel Bsaumamn v. Bowles, No, 35209 -
which will prodbebly be ergued dbefore the Court en banc in
September of this year. If thet case is decided on the
marits and iz 'decided in our favor, we believe thet its
decision would goverm the employees of Federal Reserve Banks,
and unless that case is decided adversely to us, we are nct
willing to advise you to exempt employees of the Federal
Reserve Banks from Missourl lncome taxes.

In conelusion, it is our opinion that employees

of the Federal Reserve Banks are lieble for Missourl income
taxes on thelr income received as compensetion firom such banka,

Very truly yours,

EDWARD H., MIVTIZR,
Assistant Attorney General.

AFPROVYED:

J. B. TAYLOR,
(Acting) Attorney General.



