
Fourth Circuit Rigidity

The U.S. Supreme Court has reversed the Fourth
Circuit’s ruling that, for purposes of determining diver-
sity jurisdiction of the federal courts, a national bank is
‘‘located’’ in all states in which it has branches. Wachovia
Bank, N.A. v. Schmidt, No. 04-1186, Doc 2006-1012, 2006
TNT 12-11 (Sup. Ct. Jan. 17, 2006). In your gut you know
that the Fourth Circuit had to be wrong. What were they
thinking? Why would the Supreme Court grant certiorari
on such a narrow issue? And why do tax lawyers care?
Are there state tax nexus implications here?

The Facts
Wachovia Bank, N.A., was sued by a customer in a

South Carolina state court. The bank wanted the dispute
to be decided by arbitration, so it sued the customer in
the district court for South Carolina, alleging diversity
jurisdiction. Schmidt lived in South Carolina; Wachovia
is a nationally chartered bank with headquarters in
Charlotte, N.C.

The district court denied the bank relief on the merits,
and it appealed. On appeal the defendant asserted for the
first time that diversity jurisdiction was lacking (a de-
fense that can be raised at any time). The Fourth Circuit
agreed and vacated the judgment and dismissed the case
for lack of jurisdiction. 388 F.3d 414 (4th Cir. 2005).

Fourth Circuit Analysis
The Fourth Circuit said that ‘‘located’’ ordinarily and

unambiguously means ‘‘physical presence,’’ and a bank
has physical presence everywhere it has a branch, which
in that case included South Carolina.

Title 28 U.S.C. section 1348 is the controlling statute. It
states that, in limited, specified circumstances, national
banks can sue or be sued in the federal courts of the state
where ‘‘established’’; in all other cases, the national banks
are deemed to be citizens of states where they are
‘‘located.’’ Recall that diversity ‘‘of citizenship’’ of the
parties confers federal court jurisdiction and that a gen-
eral business corporation is deemed to be a citizen of the
state or states where incorporated and where it has its
principal place of business. 28 U.S.C. section 1332(c)(1).

The finding of lack of ambiguity of the word ‘‘loca-
tion’’ was really the end of the Fourth Circuit’s decisional

process. Its opinion went on at great length thereafter,
refuting multiple — and ingenious — arguments made
by the bank. But once the court decided that, based on a
dictionary definition, ‘‘located’’ means places of physical
presence, the rest was highly articulated window dress-
ing.

The opinion pointed out that the words ‘‘established’’
and ‘‘located’’ in the statute at issue must have different
meanings. Since established meant the principal office,
located must mean where all branches are. Also, the
Fourth Circuit felt bound by a Supreme Court opinion
ruling that for purposes of venue a national bank was
located in all counties of a state in which it had offices.
Citizens & Southern National Bank v. Bougas, 434 U.S. 35
(1977).

There was a dissent in the Fourth Circuit and a split
vote denying rehearing en banc.

Supreme Court Analysis
The Court first disagreed with the view that ‘‘located’’

unambiguously means physical presence. It cited many
provisions of the national banking laws in which the
word fairly obviously had varied meanings because of
varied contexts, and concluded that the meaning of
located should be governed by the context — in other
words, its meaning can be ambiguous.

Aside from the fact that it happens all the time, how
can smart people see an issue so differently? While
hindsight is 20:20, it appears that the Fourth Circuit made
at least three errors at that point in its analysis.

The first error was a peccadillo, as errors go. The
Fourth Circuit analysis began with the common state-
ment that the plain meaning of an unambiguous statute
governs. 338 F.3d at 416. That is a tautology: If the statute
is unambiguous, it necessarily has a plain meaning,
which necessarily must govern. The proper beginning
point for analysis of a statute is: Does it have a plain
meaning or is it unambiguous? If you find it is ambigu-
ous, you construe it. See Cummings, ‘‘Statutory Interpre-
tation and Albertson’s,’’ Tax Notes, Jan 23, 1995, p. 559. If it
is not ambiguous, you don’t construe it. For a court that
found a statute to be unambiguous, the Fourth Circuit
did a lot of construing.

For a court that found a statute to be
unambiguous, the Fourth Circuit did a
lot of construing.

The second error was that the Fourth Circuit opinion
reflected a fairly obvious effort to avoid a ‘‘purposive,
historical analysis of the statute. . . . ’’ 388 F.3d at 417.
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Those are code words for ‘‘We want to be like Scalia.’’
That view fails to understand that discovering ambiguity
is an iterative process.

The third error was to fail to abide by controlling
language of the Supreme Court — generally a no-no. An
opinion the Fourth Circuit cited and discussed contained
this sentence: ‘‘There is no enduring rigidity about the
word ‘located.’’’ Citizens & Southern Nat. Bank v. Bougas,
434 U.S. 35, 44 (1977). That sounds like a fancy way to say
that the word located is ambiguous, or has no single plain
meaning. And yet, the Fourth Circuit’s decision funda-
mentally rests on finding the word to have the plain
meaning of physical location.

That produced the odd result that national banks,
unlike any other multistate corporation, would suffer the
discrimination of reduced ability to create diversity with
another litigant if they have branches in more than two
states. It is true that the Fourth Circuit’s rule also would
help national banks defeat diversity in more states, but it
is probably more typical that the national bank is the
party wanting to get into, rather than out of, federal
court. The Supreme Court not only cited its own finding
of ambiguity in Bougas, but also pointed out how the
National Banking Act reflected that ambiguity.

The Fourth Circuit woodenly applied the principle
that different words in a statute ordinarily have different
meanings (or else Congress would have used the same
word twice). The statute at issue used the word ‘‘estab-
lished’’ in one sentence relating to national banks, and
‘‘located’’ in the sentence at issue. Because established
clearly meant home office in the first sentence, located
must not be limited to home office in the second sentence,
the Fourth Circuit thought.

The Supreme Court applied a more thoughtful, con-
textual, and historical analysis to the issue. It noted that
when the statute was written, national banks were basi-
cally one-state animals; therefore, Congress had no rea-
son to be thinking about multistate banks. Consequently,
it thought history upset the principle on which the
Fourth Circuit relied. The Court did not note, but we can,
that Oliver Wendell Holmes Jr. said, ‘‘A page of history is
worth a volume of logic.’’ New York Trust Co. v. Eisner, 256
U.S. 345 (1921).

Finally, the Fourth Circuit relied on the Bougas opin-
ion, in which the Court had ruled that for venue pur-
poses a national bank was located in all of the counties in
which it had branches in a state, and not just in the
county of its home office. The Fourth Circuit had thought
the two statutes and their interpretations were in pari
materia. Aside from the fact that the venue statute had
been repealed, the Supreme Court found many reasons
not to apply the doctrine of in pari materia. First, the issues
were not of the same order of magnitude: Venue is a
matter of convenience; jurisdiction is a matter of judicial
power.

Also, the Supreme Court looked to the purpose of the
statutes and saw that the venue statute’s purposes were
served because there was nothing unfair about making a
national bank defend in a town where it had a branch.
Conversely, the Supreme Court logically observed that
the Fourth Circuit decision put national banks in a

position much inferior to general business corporations,
which at most can be resident in two states for diversity
purposes.

Judge Luttig
Judge Michael Luttig wrote the Fourth Circuit opin-

ion. That name should be familiar because he was on
short lists for the Supreme Court appointments recently.
Does his opinion reflect a Scalia-like approach to statu-
tory construction? Yes, it seems to.

He rejected an evaluation of usage of the term within
the statute (sometimes called ‘‘contextual’’), and chose a
generic dictionary definition. Then he woodenly em-
braced a principle about different words in the statute
necessarily having different meanings, without admitting
that the principle might not apply in this case. Then he
woodenly relied on part of a Supreme Court opinion
without being guided by the more critical finding therein
that the word at issue was ambiguous. And while he said
he was cognizant of broader congressional purposes, he
seems to have rejected the most obvious one.

It is fair to say that Justice Ginsburg’s opinion pro-
vided a more purposive, contextual, and historical read-
ing of the statute than did Judge Luttig’s, but it is also fair
to say that Justice Ginsburg did not depart from standard
methods of statutory interpretation that the Supreme
Court has applied in many tax cases as well as nontax
cases. See Cummings, supra.

A generally overlooked explanation for Supreme
Court reversals of appellate court decisions in cases
involving statutory construction is that there is one
critical ‘‘precedent’’ of the Supreme Court that lower
courts are not bound to follow: the process by which the
Justices construe the law. Rather, methods of statutory
construction are a vast smorgasbord, with the selections
not infrequently reflecting a real or imagined political
bias about the powers of the judiciary, which every sitting
judge gets to evaluate by his or her own standards.

Of course, sometimes, instead of reflecting political
bias, those reversed interpretations by lower courts sim-
ply reflect the fact that only the Supreme Court has the
ultimate ability to ‘‘create’’ law. Sometimes the lower
courts take a case as far as the precedents allow them to
take it, and the Supreme Court reverses only because ‘‘it
can.’’ That was not the case here.

Tax Lawyers?
Why do we care? Three reasons. First, an opinion of

the Supreme Court contained the words ‘‘physical pres-
ence.’’ Those are the talismanic words of cases about
nexus for state tax purposes, referred to as the Geoffrey
cases. See, for example, A&F Trademark, Inc. v. Tolson, 167
N.C. App. 150 (2004), appeal dismissed, 359 N.C. 320, Doc
2004-17886, 2004 STT 176-15, cert. denied, 126 S. Ct. 353
(2005).

The issue is whether a business, usually a corporation,
is ‘‘doing business’’ in a state in which it has no physical
presence. If the controlling word for constitutional nexus
purposes were location, Judge Luttig might say that there
is no nexus without physical presence.

The Supreme Court opinion does not necessarily shed
any light on the state tax issue, except that (1) it did not
endorse the Fourth Circuit’s definition of location, even
as a nonexclusive one, and (2) in footnote 7 it noted that
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even physical presence is not an unambiguous standard.
The footnote asked whether storage sites or ATMs, for
example, would create physical presence for a bank.

That could augur well or ill for businesses making the
physical presence nexus argument. If physical presence is
an uncertain standard, perhaps the Supreme Court
would not be attracted to it; however, it is probably a
more certain standard, on a relative basis, than any other.

But tax lawyers should care about this case for a
second, more general reason: The construction of statutes
is of oxygen-level importance in the federal tax law. The
Internal Revenue Code, plus its regulations, are the
largest and most complex law extant. We construe the
law all the time, but we tend to do so in ways peculiar to
the tax law, due in no small part to the existence of a
specialty court, the Tax Court, that has a deep jurispru-
dence of its own.

We need to be reminded, as by the Wachovia opinion,
that statutory construction is an activity of the main-
stream of the law, not just the tax law. The principles
applied by both the Fourth Circuit and the Supreme
Court are worthy principles, and the right answer may
just look right in hindsight.

Third, the dichotomy between mechanical and contex-
tual, purposive construction of the law is perhaps more
strained and unexamined in the tax law than in the law
generally. On one hand, federal courts at all levels will
toss off the statement that the code must be applied to the
substance rather than the form of transactions, as if that
were written somewhere in the sky.

On the other hand, for the very reasons that the tax
statute and the regulations are so dense and highly
articulated, and certainty of result is highly prized, form
probably controls substance far more often in the tax area
than other areas. The Wachovia case should remind us
that stating that substance controls form in the tax law is
not the end of the conversation. See, for example, Long
Term Capital Holdings v. U.S., 330 F. Supp.2d 122, Doc
2004-17390, 2004 TNT 169-15 (D. Conn. 2004) (‘‘substance
should prevail over form’’).

Why Grant Certiorari?
The straightforward explanation is that there was a

split in the circuits. At first blush it is curious that all of
the authority on this issue is fairly recent, but again that
reflects the recent introduction of true interstate banking.

The Supreme Court generally does not grant certiorari
out of a need to right a wrong done the appellant, and
likely did not do so in this case. After all, the appellant
lost on the merits in the trial court. The Supreme Court
ruling means that the trial court had the power to dismiss
the case. Presumably, on remand the Fourth Circuit will
have to reevaluate that dismissal.

In addition to the circuit split, the Court could have
been motivated by the fact that this is an issue involving
the housekeeping of its own house (federal court juris-
diction), which could be a growing issue given the recent
expansion of interstate banking.

Or, just maybe, sometimes the Court likes a comfort-
able, law school classroom-style legal issue, not fraught
with wrangling about difficult constitutional concerns.
Wachovia was such a case.
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