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SUMMARY

The Vermont Supreme Court affirmed the assessment of bank franchise taxes, interest, and a 25%

penalty against TD Banknorth for the 2000 and 2001 tax years. The Court held that reconciliation

reports constituted proper returns for purposes of the applicable statute of limitations and that the

assessment was timely. The Court also adopted Vermont's economic substance doctrine and upheld the

disregard of holding companies that lacked a non-tax business purpose and independent economic

substance.
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Taxpayer appealed the Washington Superior Court's affirmance of the
Commissioner of Taxes' assessment of bank franchise taxes, interest,

and a twenty-five percent penalty for the 2000 and 2001 tax years.

The court reviewed the Commissioner's determination deferentially,
asking whether the agency findings had any reasonable basis on the
record and presuming the determination correct, valid, and reasonable

absent a clear and convincing showing to the contrary.
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QUESTIONS PRESENTED

1. Whether the Department's assessment of additional bank franchise taxes was barred by Vermont's three-

year statute of limitations.

2. Whether the Commissioner properly disregarded the holding companies as separate taxable entities
under Vermont's economic substance doctrine.

3. Whether the Commissioner had authority to impose a twenty-five percent penalty different from the

penalty included in the Department's assessment.
4. Whether imposing the penalty violated taxpayer's due process rights.

5. Whether Vermont's penalty statute permits a penalty when the underpayment results from an erroneous

tax refund rather than an initial failure to pay.

HOLDINGS

1. The assessment was timely because the bank franchise tax reconciliation reports were proper returns that
began the three-year limitations period.

2. Vermont adopts the economic substance doctrine, and the holding companies were properly disregarded

because they had no non-tax business purpose and lacked independent economic substance.

3. The Commissioner had statutory authority to alter or impose a penalty during the appeal of the

Department's assessment.

4. The twenty-five percent penalty did not violate taxpayer's due process rights because taxpayer had

notice of the penalty issue and an opportunity to respond and present evidence.

5. The penalty statute permits a penalty when an erroneous refund results in the taxpayer's failure to pay its
full tax liability.

KEY QUOTATIONS

“where . . . there is a genuine multiple-party transaction with economic substance which is compelled or
encouraged by business or regulatory realities, is imbued with tax-independent considerations, and is not
shaped solely by tax-avoidance features that have meaningless labels attached, the Government should honor

the allocation of rights and duties effectuated by the parties.” ( 22)
“We here adopt the economic substance doctrine in Vermont.” (9 26)

“Because the holding companies conducted virtually no independent activities, bore little or no economic
risk, and never engaged in any meaningful business with third parties, they fail to qualify as independent
taxable entities under the business purpose doctrine.” ( 32)

FACTUAL BACKGROUND

TD Banknorth's three Vermont banks created wholly owned holding companies and transferred investment

assets and economic interests in loans to them while retaining management and servicing responsibilities. The



structure shifted income away from the banks, producing federal taxable losses that nearly eliminated the banks'
Vermont bank franchise tax, while the holding companies paid only the statutory minimum tax. The holding
companies had no independent offices, employees, tangible assets, meaningful third-party business, or
substantial economic risk, and the Department concluded that they lacked economic substance and a legitimate

business purpose apart from tax avoidance.

PROCEDURAL HISTORY

TD Banknorth's Vermont banks filed bank franchise tax returns and later reconciliation reports seeking refunds
based on claimed federal taxable losses. After an audit, the Department of Taxes disregarded the banks' holding
companies for tax purposes and assessed additional bank franchise taxes, interest, and penalties. The
Commissioner upheld the assessment but reduced the penalty from the Department's proposed one hundred
percent fraud penalty to twenty-five percent. The Washington Superior Court affirmed, and the Vermont

Supreme Court affirmed the superior court.

DISPOSITION

affirmed
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