FEDERAL TAXATION OF INCONE FROM STATE BONDS

A Speclnl Senate Oomnittes under the chairmenship of Sepator
Brom held oxtensive hesrings in 19359 on the Taxetion of Govornment
Hondbolders and Employees, There were presented bofore this committes,
emeng other things, a 219 pege legal “study™ made by the Department of
Justice and a 420 page "unswer® by the Attorpeys General of seversl Stntes,
The former favored Federal power to tax the incoms from Btate bonds, the
latter favored exexption,

Loaving aside considerations of policy snd detziled disoussions
of variocus cases, there are summarized below the Constitutional erguments
for snd ngainst Federsl power to tax the imcome from State bonda,

Arpgument for Exemption

Reciprocel Jmmunity, = ZThe argument for the exemption is gonw
erally stated in terma of reciprocal State-Feldorsl irmunitiest State texe
ation may not interfere with appropriate functions of the Federal Governw
ment mnd, reciprocully, Federal texation may not interfere with appropriate
functions of the States,

The dootrine iz not exprossly stated in the Constitution but is
clafmed to follow from the goneral purposse snl organization of our Cone
stitutional system.

I% 13 srgued thet a Federsl tox on the income from State bonds
would inerease the State's cost of horrowing, and thut this increansed cosy
would burden the Stats in violestion of the principle of reciprocal immnity,

Arpuments for Toxability,.

There avre soveral different arguments for the taxability of such
income, RXach argument is8, in effect, a reply in o2e woy or shother to the
aygunent for the axemption, These arpuments for taxebility mey bs considered
separately as, 1, Arzument that fmmunity is not fully reciprosal, 8, Arue
Bent th2t the proposed tax would not burden the States, and S, ent that

sixteenth smendment specifically provides fox taxobility,

1. Immunity Not 19‘1!11; Bseiprocel, = It 18 argued that the
reasons for Federsil {umunity fiom ftate sciion do not apnly with equal force
%0 State fwmuntty from Federal motion, Fedsral irmmnity 88 the only practice
able wey %0 protect the whole against cone of ite parts, Iut z3l the States
ere represented in the Federsl Governmens 2nd ezn adequataly protact thenw
golves ogainst oppresive Federal action,

MoCullock ve Karyland, the original tax exemption case, dealt
with a State tax, It denisd the power of the State of Xaryland to tax 8
branch of the Bank of the United States, s Federal instrumentslity, In
his farous opinion in that case Chief Justice Harahall recognized this
dirference botween Stzte and Fedoral immunities, The recent ouse of
Helveringz v, Osrhandt egain referred to this difference,
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History elso gives sone suppord far the recsonableness of this
view, TWhen the courts have denied the States power to tax Fedorul instirue
nentalities Congresa haa usually granted permiassion for the Stutes to levy
aonediscrivinatory taxes, AR oxsmpla is the provision for States to tax
natisnal baoks,

Those vho favor taxing inoome from State bonds under this theory
also favor having the Federal Government grant permission for the States to
tax income Tor Yederal bonds,

2., State Not Bundened by Tax, « Another argument for texability
admits the doctrine of reciprocal immunity, but suyp that it applies only whem
there iz a burden, and that = State would not bhe duxdened by o nonedisorininee
sory tazx on the income from itz bonds,

It 18 1o be noted that the tux involved in McCulloch v, Maryland
not only was levied by a& State rather than the Yederal Goverament, but =leo
was clearly disorinminatory snd clesrly & burden,

The present Supreme Oourt shows a strong teudensy to examive the
Testa of Constituticmel questions rother then proceed merely on the busie
of legel analogy or precedent. It rmight, therefore, be fnclined to exsnins
ths faotual operstions of a nonedizoriminatory income tax,

It 48 by no mecns clear that a State would in fgot be burdaned
by & aone-disorininatory tax on the inccums from its bonds, The exemption
probadbly is & bounty (and one that interferes soricusly with tho Faderal tex
etruoture) instead of taxabiltty being a durden,

This oan be sesn by examining the effeots of a similar tax,
Suppose a tex of 10 por cent was placed on & given srticls that had a
relatively fixed demand, The 10 per cent tax would be dborne by the pure
chasors, If ¥r, Jones' production of the erticle wes exempted from ths
sax {8 would be wortk just as much to purchacers ss that manufactured by
others, Kr, Jonems, therefore, could get 10 pex cant rore for his products
then if thers was no tax at all, Mr, Jomos' interest in kesping the
sxenption for his nroducs would be no greater then hia {nterest 4in keeping
the tax on his compstitor's product,

The exesption of State bords from ihe Federal incore tox 1a ot
fer different, A nod~discriminatory tax on income 4& borne by the purchaser
of the income, i.6., the purchaser of the dond, %The price of exempt incone
{L.0., & State bond paying tax-sxempt interest) rises, The exempt State
bonds therefore asll st & higher price {lower yield) than oomparable none
oxexpt invesiments, and the State's borrowing cost is reduced, 7This
difference in dorrowing cost is & bounty to the Stats, Yts removal would
morely place the State on a parity with other borrowers, Far from inpose
ing & turden, the elimination of the sxenption would merely remcve a dounty,
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Any suok ananlysia of the prodable results of a tex necessarily
cannot be sxact, However, this is olearly the most likely effect, If the
tex pleced ony durden at ell on the State it would clearly be problematiocsl
and highly spesulative —- bardly the type of "burden" to Jjustify o rigid
Constitutional exemption that seriously intorferes with ths Federal tax
struelture,

The Supreame Cgurt recently indicated s similer view of the
situstion when it permitted Fedornl taxation of the sularies of Stute en~
ployses 4in Islver v, Serbardt aud State tazation of the salaries of
Fodersl employees in Uraves v, 0'Keufe. In the latter case the court
stetods

*The theory, which once won & qualified approval, that a
tex on incore i2 legally or economically a {ax on its source,
is no longer tenable ,  ,*

8ixteenth Amendment. « The sixteenth amendmont asuthorizes the
Federel Uovermment to tax "incomes, from whatever cource derived, without ape
portiomment emong the several Siates.® Proponents of taxability oleim that
the words "from whatever source derived" specifiocrlly cover the ynestlon and
supersede ony argumonts based on earlier generel lenguage of the Constitution,
They point also ¢0 events contemporanecus with the adoption of the emendrent,
At about that time the Eupreme Court held that similer langusge 4B & statute
included inoame from State bonda, Chief Justice Hughes, then Governor of
How York, opposed ratification of the amendmsnt on procisely the ground thut
4t would paruit Federel taxetion of income from State bonds,

Those »ho fevor this interpretation elso faver having the Fedexwnl
Gavernnent grunt periiseion for the States to tex income from Federzl bonds,

The opponents of this interpretztion erphasize the wordet
"without apportionment among the seoveral States®, They claim that the smendw
ment nerely eliminesed the previous Constitutional rejuirsment that an income
tax, as a direot tax, be apportioned smonyg the States in aocordande with
ponulution, Thoy ulso oite variocus ovents connected with the adoption of
the smendment az tending to ehow that 4t was not intended to permit Federal
taxation of income from State bonds,
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