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MASTER’S REPORT: 

FACTUAL FINDINGS AND LEGAL ANALYSIS 

I. STATEMENT OF THE CASE. 

In September, 1982, President Reagan signed into 
law the Tax Equity and Fiscal Responsibility Act of 
1982 (“TEFRA”’), Pub. L. No. 97-248, 96 Stat. 595. Sec- 

tion 310(b) (1) of TEFRA, codified at 26 U.S.C. § 103 (j) 
(1982), denies an exemption from federal income tax on 
the interest paid on any “registration-required” obligation 
unless the obligation is in registered form. 

1Section 310(b) (1) of TEFRA, 26 U.S.C. §103(j) (1982) 
provides: 

(j) Obligations must be in registered form to be tax-exempt 

(1) In general 

Nothing in subsection (a) or in any other provision of 

law shall be construed to provide an exemption from Fed- 
eral income tax for interest on any registration-required 

obligation unless the obligation is in registered form. 

(2) Registration-required obligation 

The term “registration-required obligation” means any 

obligation other than an obligation which— 

(3) 

(A) is not of a type offered to the public, 

(B) has a maturity (at issue) of not more than 1 

year, or 

(C) is described in section 163(f) (2) (B) [26 U.S.C. 

§ 163 (f) (2) (B) ]. 
Special rules 

(A) Book entries permitted 

For purposes of paragraph (1), a book entry obliga- 

tion shall be treated as in registered form if the right 

to the principal of, and stated interest on, such obliga- 

tion may be transferred only through a book entry 

consistent with regulations prescribed by the Sec- 

retary. 

(B) Nominees 

The Secretary shall prescribe such regulations as 

may be necessary to carry out the purpose of para- 

graph (1) where there is a nominee or chain of 

nominees.



2 

Section 310(b) (1) defines registration-required obliga- 

tions quite broadly to include almost all publicly offered 
municipal obligations? with maturities at issue of one 
year or more. Since the forfeiture of tax-exempt status 
would increase the interest that states and localities have 
to pay on their obligations by some 28% to 35%,? Sec- 
tion 310(b) (1) in effect requires the registration of all 
municipal bonds. 

On February 7, 1983, South Carolina sought leave to 
file an original complaint against the Secretary of the 
Treasury in the United States Supreme Court. South 
Carolina’s complaint asserted that Section 310(b) (1) of 
TEFRA violated both the Tenth Amendment to the 
United States Constitution and the doctrine of intergov- 
ernmental tax immunity. 

On February 22, 1984, the Supreme Court granted 
South Carolina’s motion. South Carolina v. Regan, 465 
U.S. 367 (1984). The Court also determined to appoint 
a Special Master to develop a factual record. 

In appointing a Special Master, the Court expressly 
disclaimed any “opinion on the merits of the State’s 
claims.” 465 U.S. at 372.4 A plurality consisting of Jus- 
tices Brennan, Marshall, White, and then Chief Justice 

Burger, noting South Carolina’s allegation that Section 
310(b) (1) of TEFRA would “materially interfere with 
and infringe upon the authority of South Carolina to bor- 
row funds[,]”* observed “[u]nquestionably, the manner 

  

2 The terms “municipal bonds” or “municipal obligations” as used 

in this Report refer to the debt securities of both the States and 
their political subdivisions. 

3 Transcript (“Tr.’”) 448; 618. Transcript citations separated by 

commas refer to the testimony of one witness; semi-colons indicate 

citation to a different witness’s testimony. 

#Only Justice Stevens addressed the merits; he believed that 
there was no merit to the States’ claims. 465 U.S. at 403. 

5 Motion for Leave to File Complaint at 7.
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in which a State may exercise its borrowing power is a 
question that is of vital importance to all 50 States.” 465 
U.S. at 382. Writing separately, Justice Blackmun stated 
simply that the “issue presented is a substantial one, and 
is of concern to a number of States.” Jd. at 384. Finally, 
Justice O’Connor, joined by Justice Powell and now Chief 
Justice Rehnquist, in reliance upon South Carolina’s then 
uncontroverted allegations of injury, concluded that South 
Carolina had demonstrated injury of sufficiently ‘serious 
magnitude” to warrant invoking the Court’s original juris- 
diction. Jd. at 401. Justice O’Connor also observed that 
“Tt]he authority the State claims has significant historical 
basis, ... and the injury the State alleges could deprive 
it of a meaningful political choice.” Jd. (citations omit- 
ted). 

By order dated April 28, 1984, the Court appointed the 
undersigned, Samuel J. Roberts, to serve as Special Mas- 
ter. South Carolina v. Regan, 466 U.S. 948. On June 22, 
1984, the National Governors’ Association (“NGA”) ® filed 
a Motion for Leave to Intervene as Plaintiff, arguing 
that “the States, Commonwealths, and Territories whose 
chief executives are members of NGA will be bound by 
the judgment herein, and have a substantial interest in 
the outcome ... .” Motion of the National Governors’ 

Association for Leave to Intervene as Plaintiff at 2. The 
Supreme Court referred this motion to the Special Master 
on August 16, 1984. 468 U.S. 1226. After briefing and 
oral argument, the Special Master recommended that the 

NGA’s Motion for Leave to Intervene be granted provided 
that the NGA satisfied certain conditions designed to pre- 
vent delay and duplication of proof.’ 

® The NGA is an incorporated instrumentality of the States, the 
members of which are the chief executives of the fifty States, two 

Commonwealths, and three Territories. Its purpose is to represent 

the States in the federal system. Brief of NGA In Support of 

Motion to Intervene as Plaintiff at 13. 

7TSee Report of Special Master on Motion of National Governors’ 
Association for Leave to Intervene as Plaintiff (November 16,
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The parties spent approximately one year in discovery, 
which involved numerous depositions and extensive pro- 
duction of documents. The proceedings before the Special 
Master took place over three weeks in November, 1985 
and January, 1986. The parties presented the testimony 
of state, local, and federal government officials, represen- 
tatives of the securities industry, and various experts. 

II. THE ROLE OF THE SPECIAL MASTER. 

In its brief amicus curiae, The Public Securities Asso- 
ciation (“PSA”)® urges the Special Master not to address 
the constitutional issues involved in this case. PSA relies 
exclusively on the Supreme Court’s opinion granting South 
Carolina’s motion for leave to file its complaint for the 
proposition that the Master’s Report should be limited to 
factual matters. None of the parties has urged the Spe- 
cial Master to limit the Report in this fashion. 

In its earlier opinion, the Supreme Court plurality in- 
dicated that “the record is not sufficiently developed to 
permit us to address the merits. We shall therefore ap- 
point a Special Master to develop the record.” 465 U.S. 
at 382. In her opinion concurring in the judgment, Jus- 
tice O’Connor agreed that the record was insufficiently 
developed to permit resolution of the merits and that a 
Special Master should be appointed. 465 U.S. at 402. 
The Supreme Court’s subsequent order appointing the 
undersigned as Special Master stated simply that the 

1984). The NGA has subsequently met those conditions, which dealt 
with the timely filing of pleadings and the coordination of the 
presentation of proof. NGA’s contribution to the fact finding 
process has been substantial and has materially aided the Special 
Master in discharging his duties. 

8 PSA is a national trade association consisting of approximately 
300 banks and securities broker-dealers. Its members underwrite 
most of the municipal bonds sold publicly in the United States. 

® Brief of the PSA in Support of the Plaintiff and Plaintiff in 
Intervention at 7.
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“Special Master is directed to submit such reports as he 
may deem appropriate.” 466 U.S. at 948. 

Although tempted by the suggestion that the Special 
Master can avoid recommending conclusions on the diffi- 
cult questions of law that this case presents, the Special 
Master finds PSA’s suggestion that the Supreme Court 
has referred only the factual aspects of this case to be 
without merit. It is true that a few orders of appoint- 

ment in original cases have directed Special Masters “to 
find the facts specially and state separately his conclusions 
of law thereon.” See, e.g., Arizona v. California, 347 
U.S. 986 (1954). However, the Court’s more recent or- 
ders of appointment have simply directed the Special 
Master ‘“‘to submit such reports as he may deem appropri- 
ate.” See, e.g., Texas v. New Mexico, 454 U.S. 1076 
(1981) ; Maryland v. Louisiana, 445 U.S. 1271-72 (1980) ; 
Colorado v. New Mewico, 441 U.S. 902 (1979); Arizona 
v. California, 489 U.S. 419, 4386-37 (1979); United 
States v. Maine, 433 U.S. 917 (1977). No special signifi- 
cance therefore can be attributed to the Court’s use of 
this formula in South Carolina v. Regan, 466 U.S. 948 
(1984). 

Where the resolution of legal issues has proven neces- 
sary to a recommended disposition, previous Special Mas- 
ters, acting pursuant to the same form of order of ap- 
pointment as used by the Court in this case, have not 
hesitated to address the parties’ legal contentions. See, 
e.g., United States v. Maine, 469 U.S. 504, 509 (1985) 

(report interpreted Convention on the Territorial Sea and 
the Contiguous Zone to determine juridicial bay) ; Texas 
v. New Mexico, 462 U.S. 554, 562-64 (1983) (report ad- 
dressed proper construction of interstate compact) ; Ari- 
zona v. California, 460 U.S. 605, 618, 618, 635 (1983) 
(report addressed a variety of legal issues, including law 
of the case, entitlement to water rights, and preclusive 
effect of Interior Department surveys) ; Colorado v. New 
Mexico, 459 U.S. 176, 180-81 (1982) (report applied law
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of equitable apportionment to competing water uses) ; 
Maryland v. Louisiana, 451 U.S. 725, 734-35 (1981) 
(report addressed jurisdictional and standing issues as 
well as constitutionality of state statute). 

It is well understood that the Master’s report and rec- 
ommendations are purely advisory. The Court itself will 
determine to grant or deny the ultimate relief sought. 
See R. Stern, E. Gressman, and §S. Shapiro, Supreme 
Court Practice at 495 (6th ed. 1986).° The advisory 
nature of the Special Master’s conclusions of law hardly 
suggests that the Master should abstain from presenting 
his recommendations on legal questions. Although the 
Court is obviously free to disregard those recommenda- 
tions in their entirety, the Court may derive at least 
some benefit from the legal analysis and recommendations 
of the fact finder. The Special Master thus finds no merit 
in PSA’s suggestion that he should limit his report to de- 
tailed findings of fact.' 

The unique status of a Special Master in a matter aris- 
ing under the Supreme Court’s original jurisdiction does 
dictate some departure from the customary procedures of 
a trial court. The constitutional issues presented by South 
Carolina’s complaint are difficult and intricate. The par- 
ties disagree strongly about the facts relevant to the legal 
issues presented. Although they have stipulated to a wide 

10 This is not to deny that the Supreme Court has in the past 

accorded some deference to the Special Master’s fact findings. See, 

e.g., Colorado v. New Mexico, 467 U.S. 310, 317 (1984) (“tacit 

presumption of correctness”); Louisiana v. Mississippi, 466 U.S. 

96, 106 (1984). 

11 The Supreme Court’s statement that it was appointing a Special 

Master to develop a factual record cannot reasonably be read to 
contain the implicit negative that PSA finds therein. The Court 

appoints Special Masters only in cases that require a factual devel- 

opment; if there are no factual issues in a case arising under its 

original jurisdiction, the Supreme Court can proceed to hear legal 

argument on the merits directly. See, e.g., South Carolina v. 

Katzenbach, 383 U.S. 301, 307 (1966).
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range of facts dealing with the municipal bond market, 

the parties have also submitted extensive and conflicting 

proposed findings of fact concerning disparate subject 

matter areas. 

In keeping with the Special Master’s principal func- 
tion, the development of an evidentiary record, factual 
findings are made on the entire range of issues that the 
parties have presented for resolution. The NGA correctly 
contends that “[i]t is central to the fact-finding purpose 
of this proceeding that the [facts] be catalogued to the 
Supreme Court for its ultimate determination as to their 
constitutional significance.” Reply Brief of the NGA at 
12. Therefore, the Special Master has deliberately chosen 
not to limit his factual findings to those facts relevant 
to the recommended legal conclusions. Instead, factual 
findings are made and factual disputes are resolved that 
may be relevant to a number of different views concern- 
ing the governing legal principles.” 

FINDINGS OF FACT 

III. PRIOR FEDERAL REGULATION OF MUNICIPAL 
BONDS AND THE LEGISLATIVE HISTORY OF 
TEFRA. 

The parties have explored the legislative history of sec- 
tion 310(b) (1) of TEFRA in considerable detail. They 
have not done so for the usual purpose of clarifying the 
meaning of statutory language through an exploration of 
the legislative intent. Instead, plaintiffs focused upon the 
access of state and local government representatives to 
the legislative and executive branches of the federal gov- 

12 This view of the Special Master’s role—in a case that presents 

complex and unresolved constitutional questions—requires the Spe- 

cial Master to find facts that appear to have little bearing on the 

tentative legal conclusions proposed. Although certain detailed 

factual findings thus will have no seeming relevance to the legal 

discussion presented, such findings may prove of some use to the 

Court or the parties under a different view of the law.
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ernment to express their views and convey information 
about municipal bond registration. Plaintiffs also focused 
on the adequacy of the federal government’s consideration 
of the benefits accruing from registration and the burdens 
imposed upon the States by requiring registration. The 
Secretary has focused on the legislative antecedents of 
TEFRA’s registration requirement in order to establish 
the historical basis of the federal government’s concern 
about bearer bonds and its historical involvement in reg- 
ulation of aspects of the municipal bond market. 

A. Pre-TEFRA Substantive Regulation of the Munici- 

pal Bond Market 

Prior to TEFRA, the United States had taken steps to 
restrict the issuance of tax-exempt state and local govern- 
ment debt securities. In 1968, Congress enacted legisla- 
tion limiting the ability of States and localities to pass 
along to private parties (mainly corporations intending 
to build plants or make other job creating investments) 
the ability to raise debt capital free of federal income 
taxation on the interest paid. See Revenue Expenditures 
and Control Act of 1968, Pub. L. No. 90-364, § 107, 82 
Stat. 266-68.%% Prior to 1968, these so-called “industrial 

development bonds” (“IDBs’) or private purpose bonds 
were tax-exempt without any restriction..* Congress 
adopted a complicated set of rules to determine whether 
interest on IDBs would be tax-exempt (for example, the 
funds raised must be used only for certain “exempt facil- 
ities’”).1° These rules have evolved continuously since 
that time.** The thrust of these rules is to limit, and 

place conditions upon, municipalities’ use of their tax- 

  

13 Federal statutes governing industrial development bonds are 

now codified at 26 U.S.C. §103(b) (1982 & Supp. III 1985). 

14 See Tr. 834-35. 

15 See Tr. 835. 

16 Tr, 844-45.
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exempt status to benefit private industry. IDBs consti- 
tute an important segment of the municipal bond market, 
and accounted for more than 50 percent of that market 
in 1982.1" 

In 1969, Congress severely curtailed the ability of 
States and localities to use the tax-exempt status of their 
bonds to earn a return on bond proceeds by reinvesting 
them in taxable securities (“arbitrage financing’’) .*® 
Prior to 1969, state and local issuers were able to earn 
a return substantially higher than the relatively low in- 
terest cost to them of their municipal bonds by investing 
the proceeds of so-called ‘‘arbitrage bonds” in taxable se- 
curities bearing a relatively high rate of interest.’® 

Apparently, municipal issuers have raised no serious 
question about the constitutionality of Congress’s decision 
to regulate municipal IDBs and arbitrage bonds. These 
federal restrictions are substantive in nature. In limiting 
arbitrage bonds and IDBs, Congress has limited the scope 
of the federal tax exemption for municipal debt obliga- 
tions, and has exerted control over the purposes to which 
the proceeds of tax-exempt obligations can be put. 

B. Municipal Bond Registration Prior to TEFRA 

Before enacting TEFRA’s universal registration re- 
quirement, Congress had passed legislation requiring that 
certain specific types of municipal bonds be registered in 
erder to preserve their tax-exempt status. The Crude Oil 
Windfall Profits Tax Act of 1980 ° provided that certain 

1 Tr. 845-46; see PX 133 at 14. 

18 See The Tax Reform Act of 1969, Pub. L. No. 91-172, § 601 (a), 
83 Stat. 656. Federal restrictions on municipal arbitrage financing 

practices are currently codified at 26 U.S.C. §103(c) (1982 & Supp. 

III 1985). 

19 Tr. 834-35; 904-05. 

20 Pub. L. No. 96-228, §§ 241(b) (4), 248(a) (1) (E), 244(a), 94 
Stat. 281-286,
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municipal energy related bonds must be issued in regis- 
tered form as a condition of their tax-exempt status. 
Later that same year, Congress also required that tax- 
exempt housing or mortgage subsidy bonds be issued in 
registered form.*! Interestingly, a Joint Committee on 
Taxation staff report that explained the registration re- 
quirement for energy bonds justified the requirement with 
the same tax compliance and law enforcement rationales 
subsequently used by Congress to justify TEFRA’s uni- 
versal registration requirement.*? Moreover, the Joint 

21 Omnibus Budget Reconsolidation Act of 1980, Pub. L. No. 96- 

499, § 1102, 94 Stat. 2660. 

22The Joint Committee report gave the following reasons for 

requiring registration: 

Congress became aware that unregistered tax-exempt obliga- 

tions were used as a vehicle to avoid Federal estate taxes. In 

some cases, such obligations were removed from the decedent’s 

possession and were not included in the decedent’s estate tax 

return. Because such obligations were not registered, it was 

difficult to establish that the decedent owned the obligations. 

Congress believed that requiring tax-exempt obligations to be in 

registered form would provide a method of establishing owner- 

ship by the decedent. 

In addition, registration will further efforts to obtain compli- 

ance with Federal and State income tax laws and to detect 

illegal activities. In certain cases, individuals have failed to 

report and pay taxes due with respect to amounts includible in 
gross income, especially income from illegal sources. In order 

to avoid detection, these individuals have purchased unregis- 

tered tax-exempt obligations with the unreported income. The 

fact that the obligations are not registered (and the fact that 

no reporting requirement exists for the interest paid on such 

obligations) has hampered efforts to determine correctly the 

taxable income of these individuals. Congress believes that 

registration of tax-exempt obligations will remove the use of 

these investments as a means of avoiding detection of illegal 

activities and will improve the ability of the Internal Revenue 
Service to administer the income tax laws. 

Joint Committee on Taxation, General Explanation of the Crude Oil 

Windfall Profits Tax Act of 1980, 96th Cong., 2d Sess. 112 (Comm. 

Print 1980).
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Committee’s staff report also clearly foreshadowed the 
universal registration requirement that was to come: 

Finally, while Congress did not believe it was appro- 
priate to extend the registration requirement to all 
tax-exempt obligations at this time, it believed that 
a registration requirement should be imposed on the 
new types of IDBs. 

Joint Committee on Taxation, General Explanation of the 
Crude Oil Windfall Profits Tax Act of 1980, 96th Cong., 
2d Sess. 112 (Comm, Print 1980). It would appear, then, 
that TEFRA’s universal registration requirement was an 
outgrowth of earlier congressional concerns that bearer 
bonds create tax compliance and other law enforcement 
problems. 

C. The Legislative History of TEFRA 

1. Background: The Problem of Tax Compliance 

In 1982, the burgeoning federal budget deficit prompted 
Congress to consider a range of revenue enhancement 
measures, including heightened tax enforcement. Con- 
gress was concerned with rising tax law non-compliance 
and the sheer magnitude of the income evading taxation. 
Internal Revenue Service studies presented to Congress 
indicated that the total “tax gap” (unreported income) 
from otherwise legal activities had grown from $29.3 bil- 
lion in 1973 to $87.2 billion in 1981.2% An IRS study 
indicated that underreported non-farm business income 
had almost tripled from $9.6 billion in 1973 to $26.2 bil- 
lion in 1981. Unreported capital gains income had grown 
from $2.0 billion in 1973 to $9.1 billion in 1981 (only an 
estimated 56% of capital gains income was reported). 
Finally, estimates of unreported income from illegal activ- 

*3 Hearings Before Subcommittee on Oversight of the Internal 
Revenue Service of the Senate Committee on Finance on the Com- 
pliance Gap (‘Compliance Gap Hearings’’), 97th Cong., 2d Sess. 126 
(1982). See also Tr. 840-41.
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ities had increased from a range of $1.8 to $2.9 billion in 

1973 to $6.1 to $9.8 billion in 1981.** 

2. The Legislative History of TEFRA 

In February, 1982, The Treasury Department sent a 

package of proposals to Congress aimed at reducing the 

tax compliance gap. Treasury’s proposals included with- 

holding on interest and dividend income, increased IRS 

information reporting requirements,” and the registration 

of all IDBs. As noted, IDBs at the time of the Adminis- 

tration’s proposal constituted more than one-half of all 

state and local government tax-exempt obligations. See 
page 9, supra. Testimony given before the Special Master 
indicated that Treasury’s IDB registration proposal was 
well known to state and local issuers and their representa- 
tive associations (for example, the NGA and the National 
League of Cities). However, neither municipal bond is- 
suers nor their representatives made any significant effort 
to oppose IDB registration.?* Indeed, then Assistant Secre- 
tary of the Treasury for Tax Policy, John Chapoton, indi- 
cated that the “concerns about the registration require- 
ment were not significant... .” 27 Mr. Chapoton also testi- 
fied that interested state and local representatives were 
not at all surprised by the registration requirement in light 
of the prior, more limited registration requirements that 
Congress had imposed.”® 

Assistant Secretary Chapoton testified that the locus of 
state and local government concern was Treasury’s pro- 
posals to limit the uses of IDBs by eliminating the tax 
  

24 Compliance Gap Hearings at 126. See also id. at 94-123 (testi- 

mony and statement of IRS Commissioner Roscoe L. Egger); Tr. 

871-88; DX 40. 

25 Information reporting requires that the payer of some form 

of income (such as interest or dividends) report to the IRS and 

the recipient the amount of the payment on IRS Form 1099. 

26 See Tr. 851-52. 

27 Tr, 852. 

28 See id.
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exemption for many private purpose financings.” State 
and local officials objected very strongly to these proposals, 
and representatives of the NGA, the Municipal Finance 
Officers Association, and the National League of Cities 
met with Treasury Department representatives frequently 
during this period.*° Apparently, the substantive limita- 
tion on IDBs was regarded as the primary issue, and state 
and local representatives did not make the registration re- 
quirement a priority item on their legislative agenda.* 

State and local officials and their representatives had 
access to Treasury representatives and were in a position 
to make their views known. Assistant Secretary Chapoton 
testified that he and his staff had the utmost respect for 
municipal issuers and their representative organizations.* 
Indeed, the Assistant Secretary testified that the NGA 
and other municipal trade associations were often sources 
of information on Administration tax proposals before and 
after they were made.** 

Both the House of Representatives Ways and Means 
Committee and the Senate Finance Committee held hear- 
ings on the Administration’s tax proposals in the winter 
and spring of 1982. Numerous state and local officials, 

including six governors, testified at the House and Sen- 
ate hearings.** Five of the approximately 15 state and 

29 Among other things, TEFRA limited depreciation benefits for 

IDB users, prohibited the use of IDBs for certain types of business, 

reduced the maturity of certain types of IDBs, and imposed new 

reporting requirements. See PX 138 at 3. See generally Note, 

Bedtime for [Industrial Development] Bonds?: Municipal Bond 

Tax Legislation of the First Reagan Administration, 48 Law and 

Contemp. Probs. 213 (1985). 

30 See Tr. 851-54. 

31 See Tr. 858-54. 

32 See Tr. 928. 

33 See Tr. 853. 

34 Hearings before the House Committee on Ways and Means 

Concerning the Administration’s Fiscal Year 1983 Economic Pro-
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local officials testifying spoke in opposition to registra- 
tion. Typically, the focus of state and local testimony was 
the substantive restrictions Treasury proposed to place 
upon the use of IDBs. However, then Governor Carey of 
New York opposed registration on the grounds that it 
would “unduly increase operational and administrative 

burdens, increasing the interest rate on each [municipal] 
issue by as much as one-quarter to one-half a percentage 
point.” ** Governor Bond of Missouri, speaking also as a 
committee chairman of the NGA, opposed the registration 

requirement but did not inciude his opposition in his 

summary of principal points. Governor Bond testified 
that requiring registration of industrial revenue bonds 

would increase issuance costs and interfere with the op- 
eration of state and local governments.*® 

Although the registration requirement—as opposed to 
the substantive restrictions on the uses of IDBs—appar- 
ently was not a priority issue for state and local govern- 
ment officials, Congress was clearly apprised of the argu- 
ments against registration. For example, the Chairman 
of the Board of the Public Securities Association, Mr. 
Larry Clyde, testified against registration in some detail. 

Mr. Clyde’s testimony indicated that the registration re- 
quirement would increase borrowing costs for state and 
local governments, increase operational and administra- 

tive burdens, and generally be inefficient.** Thus, many 
of the arguments urged by plaintiffs here were in fact 

gram, 97th Cong., 2d Sess. (1982) (“House Hearings”); Hearings 

before the Senate Committee on Finance Concerning the Admin- 
istration’s Fiscal Year 1983 Budget Proposal, 97th Cong. 2d Sess. 

(1982). 

35 House Hearings at 1110. 

36 House Hearings at 1322, 1324. 

37 House Hearings at 1760-62.
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presented to Congress in early 1982 when the Admin- 
istration first proposed registration for IDBs.** 

A registration requirement for all municipal bonds was 
first introduced in H.R. 6300, a tax compliance initiative 
of House Ways and Means Chairman Rostenkowski. 
H.R. 6300 required registration for virtually all long 
term (more than one year) obligations, including those 
issued by the United States, by municipalities and by pri- 
vate corporations. See H.R. 6300, §§ 102(a), 102(b) (1), 
102 (b) (2) and 102 (b) (3), respectively. H.R. 6300 sought 
to improve upon the registration requirements imposed in 
1980 by specifically permitting the use of efficient, book 
entry methods of recording ownership and transfer of 
obligations as a means of satisfying the registration 
requirement. H.R. 6300, § 102(b) (1). 

Shortly after H.R. 6300’s introduction, Assistant Secre- 
tary Chapoton presented the Administration’s views on 
the bill to the House Ways and Means Committee. Mr. 
Chapoton testified before the Special Master that, despite 
the evident importance of Treasury’s position for the 
bill’s prospects and his accessibility to concerned interest 
groups, no state or local government representative con- 
tacted him about the proposed registration requirement in 
the period prior to his congressional testimony.*° 

Mr. Chapoton told the Ways and Means Committee 
that the registration requirement is well suited to pre- 
venting tax evasion primarily because it enabled taxable 

38 Indeed, as an amicus in this proceeding, PSA urges many of 
the arguments that its chairman presented to Congress in 1982. 

39 Section 310(b) (1) of TEFRA is essentially the same as the 
registration requirement proposed in H.R. 6300. In particular, 26 

U.S.C. § 103 (j) (8) (A) specifically states that book entry methods 

consistent with regulations prescribed by the Secretary of the 
Treasury satisfy the registration requirement. 

m Tr. 929.
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obligations to be subject to information reporting in a 
much more accurate and comprehensive manner, but also 
because both taxable and tax-exempt obligations in bearer 
form are used as a medium of exchange in the illegal 
sector.*! The Assistant Secretary indicated that bearer 
obligations often represent unreported and untaxed in- 
come, and that the absence of any system of recorded 
ownership makes it difficult for the IRS to reconstruct 
the income of tax evaders. He also expressed a concern 
about the use of bearer obligations to avoid estate and gift 
taxes.*? 

Mr. Chapoton’s congressional testimony indicated de- 
tailed familiarity with the proposed registration require- 
ment. He specifically pointed to book entry systems as a 
means of satisfying the registration requirement that 
would at the same time reduce the cost of maintaining 
ownership records. The Assistant Secretary also stated 
that Treasury had had a positive experience with the 
registration both of United States debt and of state and 
local housing bonds. Mr. Chapoton did express several 
reservations about some aspects of the universal registra- 

tion requirement,** but expressed no reservations about 
requiring registration of the municipal obligations at is- 
sue here.** 

H.R. 63800 was not reported by the House Ways and 
Means Committee. In July, 1982, the Senate Finance 

41 Hearings Before the House Committee on Ways and Means on 

H.R. 6800, 97th Cong., 2d Sess. 35 (1982). 

42 Id. 

43 These reservations dealt with the impact of registration on 

certain tax treaty exemptions and on obligations held by non-citizens 

of the United States. Jd. at 35-36. 

44 Plaintiffs challenge the time spent and amount of preparation 

done by Assistant Secretary Chapoton prior to his testimony. See 

Tr. 931-36. The gist of this challenge is that Treasury’s only 

empirical study of the registration requirement and its impact on



17 

Committee combined portions of H.R. 6300 with a Sen- 
ate bill that sought improved tax compliance through 

enhanced information reporting. S. 2198, 97th Cong., 

2d Sess. (1982). This bill, which ultimately became 
TEFRA, incorporated the universal registration require- 
ment of H.R. 6300, specifically defining a registration- 
required obligation to include “any cbligation issued by a 
governmental entity.” H.R. 4961, 97th Cong., 2d Sess. 

§ 810(b) (2) (A) (1982).* 

state and local governments consisted of one study of the issuance 

costs entailed by a hypothetical $80,000,000 bond issue. See DX 42. 

This cost comparison indicated that issuance costs would be con- 

siderably lower if the hypothetical bond issue were in registered 

rather than bearer form. As discussed infra at 21, most municipal 

bond issues are significantly smaller than $80,000,000. Neither Mr. 

Chapoton nor his staff studied the costs associated with these 

smaller bond issues. However, the Assistant Secretary’s congres- 

sional testimony did not draw upon the study of the hypothetical 

$80,000,000 bond issue. 

The thrust of plaintiffs’ attack on the Treasury Department’s 

testimony is that the evidence for the propositions that the Assistant 

Secretary asserted was anecdotal, not empirical, in character. For 

example, the NGA sought to establish that the evidence that bearer 

bonds are used to conceal income and to evade estate and gift taxes 

was neither quantified nor the result of any comprehensive study. 

See Tr. 946, 952. The Special Master finds no legal support for 

plaintiffs’ implicit argument that the constitutionality of legisla- 

tion turns upon the quality of the factual underpinnings of testi- 

mony given before Congress by Administration officials. 

Plaintiffs also assert that Treasury’s support for registration 

may have been in the nature of a political accommodation to Chair- 

man Rostenkowski and/or the securities industry. See Plaintiffs’ 

Proposed Findings of Fact at §{| 46-49; Brief of the NGA at 61- 

62 n.*. The record, however, is devoid of evidence that the Assistant 

Secretary’s support for registration was anything other than a re- 

sult of the IRS’s long standing tax compliance concerns. More 

generally, there is no evidence that TEFRA’s registration require- 

ment was the result of anything other than the normal functioning 

of the political process, with its attendant play of interests. 

45 The Senate Finance Committee attached its bill to H.R. 4961 

to comply with the Constitutional requirement that a tax bill origi- 
nate in the House of Representatives. See U.S. Const. art. I, § 7, 

@1. 4s
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The Senate Finance Committee reported out H.R. 4961 
on July 12, 1982. The Senate Report provided the fol- 
lowing justification for the universal registration re- 
quirement: 

The committee believes that a fair and efficient 
system of information reporting and withholding 
cannot be achieved with respect to interest-bearing 
obligations as long as a significant volume of long- 
term bearer instruments is issued. A system of book- 
entry registration will preserve the liquidity of obli- 
gations while requiring the creation of ownership rec- 
ords that can produce useful information reports with 
respect to both the payment of interest and the sale 
of obligations prior to maturity through brokers. 
Furthermore, registration will reduce the ability of 
noncompliant taxpayers to conceal income and prop- 
erty from the reach of the income, estate, and gift 
taxes. Finally, the registration requirement may re- 
duce the volume of readily negotiable substitutes for 
cash available to persons engaged in illegal activities. 

The committee also recognizes the importance of 
preserving liquidity in the financial markets. Thus, 
a flexible book-entry system of registration is per- 
mitted and exceptions from the registration require- 
ments are provided for short-term obligations, for 
obligations of a type not offered to the public and 
for certain obligations issued abroad. 

S. Rep. No. 494, 97th Cong., 2d Sess. 242 (1982). 

The Senate bill passed on July 23, without public hear- 
ings. Although 20 hours were allocated to Senate debate 
on the bill, 128 Cong. Rec. 16909 (July 19, 1982) (state- 
ment of Sen. Long), registration was never mentioned.* 

46 TEFRA’s registration requirement for municipal debt obliga- 

tions may have been less controversial because it applied across- 

the-board to all debt obligations, not merely to state and local 

government bonds. Section 310(a) of TEFRA required registra- 

tion of all long term obligations of the United States. Sections
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Since the Senate bill was attached “in the nature of a 
substitute” to H.R. 4961, the Senate legislation moved 
immediately to a conference. On August 17, 1982, the 

Conference Committee issued its report. The conference 
adopted the registration requirement for all long term 
debt obligations. Apparently, the registration require- 
ment was not the subject of conference debate. See H.R. 
Conf. Rep. 760, 97th Cong., 2d Sess. 564-65 (August 17, 
1982). The bill passed both houses of Congress on Au- 
gust 19. The registration requirement was not discussed 
on either the House or the Senate floor. 

3. Extension of TEFRA’s Effective Date 

As passed by the Congress and signed by the President, 
TEFRA’s registration requirement was to become effec- 
tive December 31, 1982. By late October of that year, 
however, a number of state and local government issuers 
indicated that they could not comply with the December 
deadline. Municipal representatives communicated this to 

the Treasury Department and to the Congress.** Con- 
gress responded to the request for additional time by in- 

eluding in the Technical Corrections Act of 1982, Pub. L. 

No. 97-488, a provision extending the deadline for regis- 

tration of municipal obligations to June 380, 1983. See 
§ 306 (b) (2), 96 Stat. 2405. The municipal registration 
requirement became effective on that date. 

IV. THE CONTEXT OF REGISTRATION: THE MUNICI- 
PAL BOND MARKET AND THE MECHANICS OF 

STATE AND LOCAL BORROWING. 

The significance of the registration requirement for 
the municipal bond market and the States as a whole 

310(b) (2) to (b) (6) of TEFRA adopted a number of sanctions 

for corporate bearer bond issuers and holders, thus insuring that 

private corporate debt obligations would be issued only in registered 

form. See Stipulation (“Stip.”) § 5. For a further discussion of 

the nondiscriminatory nature of the TEFRA registration require- 
ment, see 182-84, infra. 

47 Deposition of John Chapoton at 112-14.



20 

cannot be evaluated without an understanding of the 
workings of this market and of the role of municipal bor- 
rowing in state and lecal government finance. The par- 
ties have stipulated to many of the pertinent facts. Other 
facts have been established through undisputed testimony. 

A. Scope, Purposes, and Kinds of State and Local 

Government Borrowing 

Municipal borrowers are both numerous and diverse. 
There are approximately 47,000 issuers of municipal ob- 
ligations.** These issuers range in size from large States 
and public agencies to small school and sewer districts.* 
Individual municipal bond issues can vary in size from 
several hundred thousand to several billion dollars.*° 

State and local borrowing has increased rapidly in re- 
cent years. Although there is no comprehensive data 
source on new issue activity,*! the parties have stipulated 
to approximate, aggregate levels of recent municipal bor- 
rowing. In 1974, approximately $23 billion of new mu- 
nicipal bonds were issued. By 1983, the level of new issues 
had risen to $83 billion. In 1984, the first full year after 
TEFRA’s registration requirement, $102 billion of new 

municipal bonds were issued. In the first nine months 
of 1985, States and localities issued some $91 billion of 

new debt,°? which would produce an annualized issuance 
in excess of $120 billion. 

The vast majority of the municipal bond market by 
dollar volume consists of large bond issues of $10 million 
or more. In 1983, such bond issues accounted for 83% 

48 Stip. f 11. 

49 Tr, 133. 

50 Tr, 135. 

51 PX 133 at 12. The Federal Reserve Board does, however, 

track the cumulative, publicly held indebtedness of state and local 

governments. Id. 

2 Stip. ||| 9,10.
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of the new issue market. Bond issues of $5 million or 

more accounted for 92% of the new issue market while 

bond issues of $1 million or less accounted for only 1% 

of the market on the basis of dollar volume.™ 

However, viewed from the standpoint of the number 
of new issues of municipal bonds, small municipal bond 
issues of less than $10 million predominate. In 1983, for 
example, bond issues of less than $10 million accounted 

for 76% of the total number of new issues. Bond issues 

of less than $5 million were 62% of all new issues. Fi- 

nally, bond issues of $1 million or less accounted for 20% 
of all new issues.** 

The importance of the ability to borrow to state and 
local government finance is unquestionable. The States 
have traditionally used debt obligations to finance capital 
projects.® The need of States and localities to borrow in- 
creasing sums to finance infrastructure expenditures 
likely will continue in the years to come.*® 

The principal investors in municipal securities are com- 

mercial banks, casualty insurance companies and individ- 
uals.*7 Commercial bank ownership of municipal bonds 
has remained constant in recent years.** Commercial 
banks hold approximately 42% of total outstanding mu- 
nicipal bonds.*® 

58 Stip. ] 12. 

54 Stip. 13. 

55 Tr, 457-59. As federal funding for States and localities has 

leveled off, municipal reliance on borrowing has tended to increase. 

See Stip. {| 20; Tr. 363-64. 

PR 126. 

57 Stip. {| 90. 

58 Stip. f[ 91. 

59 Tr. 619, 635-36.
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Property and casualty insurance companies hold ap- 
proximately 15-16% of the total outstanding municipal 
debt. The remainder of the outstanding municipal se- 
curities are held by individuals.” 

Individual ownership of municipal bonds has increased 
recently because of the availability of unit investment 
trusts and mutual funds investing in municipal securi- 
ties. These devices enable smaller investors to become 
market participants.” Both devices are innovations by 
institutional market participants. Approximately 50-60% 
of all individual holdings are now held through these 
unit investment trusts and mutual funds.* Of the re- 
maining individual municipal bond holdings, some sub- 
stantial percentage (perhaps as much as 50 percent) is 
purchased and held by the trust departments of banks.* 

Municipal debt obligations can be broadly categorized 
into two types. General obligation bonds are bonds that 
are backed by the full faith and credit (and the taxing 
power) of the borrowing government. These bonds are 
issued by States and municipalities that enjoy taxing 
power.® 

The other major category of municipal bonds are reve- 
nue bonds. Revenue bonds are backed entirely by the 
revenue produced from some particular facility or activity, 
usually the revenue of the enterprise funded by the bond 
issue. Examples of revenue bonds are housing bonds 

supported by rental or mortgage payments on the hous- 

ing, hospital bonds supported by hospital fees, road or 

© Tr. 641. 

61 Tr, 641-42. 

62 Stip. {| 92. 

63 Tr, 642. 

64 Tr. 642-438. 

6 Stip. 15; Tr. 135-36.
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bridge bonds supported by tolls, student loan bonds 
backed by repayment obligations, etc.*°® Revenue bonds 
have grown steadily over the past decade and accounted 
for over 70% of all new municipal issues in 1983.%7 

A special type of revenue bond is the industrial devel- 
opment bond. All or the major portion of the proceeds of 
an IDB issue are used in the trade or business of a pri- 
vate person, and the payment of principal and interest is 
secured by an interest in the property used in such trade 
or business.** Governments often issue IDBs to finance 
job creating industrial expansion. IDBs are also used to 
finance certain quasi-public facilities such as convention 
centers and municipal airports.® The uses and purposes 
of IDBs are heavily regulated by the federal govern- 
ment.” 

B. The Forms of Municipal Debt 

By eliminating the tax exempt status of municipal 
bonds in bearer form, Section 310(b) (1) of TEFRA ef- 

fectively requires state and local governments to issue 
their debt in registered form.’ Prior to the effective 
date of TEFRA, almost all municipal bonds were issued 
in bearer form.”? After the effective date of TEFRA, no 

66 Tr, 136; Stip. J 16. 

67 PX 133 at 14. 

68 Stip. 17. 

69 Tr. 201. 

70 See 8-9, supra. 

71 Stip. J] 6. 

72 Stip. § 21. Prior to TEFRA, state and local governments had 

the option of issuing their debt in either form. Tr. 707-08. Ap- 
parently, many issuers had a conversion feature permitting bearer 

bond holders to convert their bonds to registered form if they 

desired. Stip. { 26; Tr. 1300. Only a tiny minority of bond holders 

chose to convert their bearer bonds to registered form. Stip. { 26; 

Tr. 1300-1301.
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state or local government has issued debt in other than 
registered form.™* Hence, much of the testimony before 
the Special Master was devoted to a detailed examination 
of the burdens and benefits of the two forms of municipal 

debt obligations. 

Bearer bonds are characterized by their extreme ease 
of transfer. They are presumed by law to be owned by 
the holder, and are negotiated by simple transfer of phys- 
ical possession.“* Interest payments on bearer bonds are 
made through the use of coupons. These coupons are 
detached and presented, usually semi-annually, to a bank 
on or before the interest payment date.” The coupons 
represent the right to the interest payments, and can 
be detached from the bond and negotiated separately.” 

The bank that receives the coupon forwards the coupon 
to the bank or other financial institution designated by 
the state or local issuer as its “paying agent.” The pay- 
ing agent inspects the coupons and provides payment to 
the presenting bank. The issuer, of course, will have pro- 
vided funds to its paying agent prior to the payment 
date.” At maturity, the paying agent pays the bond’s face 
value to the holder in a process parallel to that described 
for paying interest.” 

The transfer of ownership and payment procedures ap- 

plicable to registerd bonds are more complex. The central 
characteristic of a registered bond is the existence of a 
list, or lists, on which ownership of the bonds is recorded.” 

  

73 Stip. ff 6. 

4 Stip. Jf 22, 52; Tr. 955. 

% Stip. [1 24, 62, 63. 

76 Stip. J 25. 

TT Stip. {| 63. 

78 Stip. J 74. 

79 Stip. {| 27.
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Under registration, the municipal issuer or its designated 
“transfer agent” maintains a registry of the record own- 
ers of the bonds.8° TEFRA provides that this registra- 
tion requirement can be met through a book entry system 
of recording transfers of the right to the principal and 
interest on the bonds. 26 U.S.C. § 103(j). Implementing 
regulations of the Treasury Department provide that an 
obligation is registered if transfers of ownership in the 
debt obligation occur either by: 

(i) the surrender of the old instrument and either 
the reissuance by the issuer of the old instrument to 
the new holder or the issuance by the issuer of a new 
instrument to the new holder, or 

(ii) by a book-entry system where changes in own- 
ership are accomplished through the recording of en- 
tries on the books of the issuer, its transfer agent, a 
securities depository, or any other entity, whether or 
not the actual physical securities are issued or trans- 
ferred. 

Temporary Income Tax Regulations under TEFRA, 26 
C.F.R. § 5(f) 103-1(¢c) (1986). 

Thus, registration can take several forms. Registered 
bonds can be issued in a certificated form where the debt 
obligations are evidenced by physical certificates. Regis- 
tered bonds may also be issued and held in book entry 
form, which eliminates all but one “global” certificate.* 
Most registered municipal bonds have been issued in reg- 
istered-certificated form.” In the pure book entry form, 
all transfers occur by book entry and investors cannot 
receive a physical certificate evidencing their ownership.** 
Pure book entry systems for municipal bonds antedated 

  

80 Stip. {ff 28, 51. 

81 Stip. {[ 30. 

82 Stip. {] 32. 

$3 Stip. {| Sb.
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TEFRA, but their use has been growing since TEFRA’s 
effective date. However, pure book-entry systems still 
represent a small portion of the overall municipal bond 

market.** 

To effect changes in the record ownership of registered 
bonds, a seller must contact the bond’s transfer agent 
(either the issuer or its appointed agent) to authorize a 
change of ownership on the books of the transfer agent.*° 
However, a seller can transfer beneficial ownership of a 
registered bond without going through the transfer agent. 
At least in the case of registered-certificated bonds, a 
seller can transfer ownership simply by endorsing the 
certificate and transferring it to the purchaser, typically 
with a signature guarantee.** Although record ownership 
remains the same, the beneficial ownership has changed. 

Brokers or other intermediaries can also hold regis- 
tered bonds on behalf of their beneficial owners. The 
record owner is referred to as the “nominee” of the 
beneficial owner. There may be a chain of nominees be- 
tween the record owner of a registered bond and the 
beneficial owner.*’ Record owners will receive interest 
payments, which ultimately are forwarded to the bene- 
ficial owners.*® Thus, the beneficial owner can have an 

84 Stip. § 36. There also exists a hybrid between pure book-entry 
systems and pure certificate systems. Under an ‘immobilized clear- 

ance” system, a large portion of an outstanding bond issue is held 

or immobilized in a depository’s vaults, with ownership changes 

recorded on the books of the depository. However, a portion of the 

issue is held by investors in certificates, with the certificates flow- 

ing in and out of the depository according to the need for actual 
certificates. See PX 141 at 23 n.1. For a further discussion of im- 

mobilization and securities depositories, see infra at 28-33. 

85 Stip. {| 55. 

86 Stip. J 54. 

87 See Stip. J 48; Tr. 178. 

88 See Stip. J 73; Tr. 178.
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arrangement with the record owner that is not reflected 
on the books of the transfer agent. 

C. Mechanics of Interest Payment and Redemption of 

Municipal Bonds 

As noted, most municipal bonds pay interest semi- 
annually. Principal is repaid at maturity or earlier, if 
the bond is redeemed pursuant to a “call.” *° 

Interest payments on bearer bonds require the pre- 
sentation of bond coupons. Coupons must be presented to 
the bond issuer’s paying agent, which examines the 
coupons and provides payment to the coupon holder. 

Often, the bank which receives coupons from a bearer 
bond holder and presents those coupons to the issuer’s 
paying agent charges the investor a fee ranging from 
$3 to $7 per coupon for the processing of the coupon.” 

Interest payments on a registered bond, on the other 
hand, are made autcmatically by check or electronic 
transfer of funds. These alternatives are available be- 
cause record owners are always ascertainable.* Interest 
checks for registered bonds may be mailed by the issuer’s 
paying agent several days before the interest payment 
date, and are commonly received several days after the 
interest payment date.** Electronic transfers can be used 
when bonds are immobilized in conjunction with book 
entry systems.** Either method eliminates the need to 
process coupons. 

The redemption of municipal bonds at maturity or pur- 
suant to a call parallels the interest payment process. 

89 Stip. — 62. A call provision in a bond allows the issuer to 
redeem its bonds prior to maturity. 

90 Tr. 1145; Stip. {[ 64. 

91 Stip. {| 65. 

92 Stip. f 66. 

93 Stip. f] 67.
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Bearer bonds are redeemable by whoever holds them and 
are presented to the issuer’s paying agent at maturity. 
Registered bonds in certificated form must be presented 
to the paying agent at maturity so that the registered 
owner receives his principal. Owners of pure book entry 
registered bonds or immobilized registered bonds may re- 
ceive payment of principal either by check or by elec- 
tronic transfer to their account.” 

D. Processing and Storage of Municipal Bonds: Of 

Depositories, Book Entry Systems, and Certificates 

The parties presented extensive testimony concerning 
the handling and storage of municipal bonds, and recent 
market and technological developments tending to increase 
the efficiency of bond processing. The parties’ intent ap- 
parently was to link these processing advantages to one 
or another form of municipal bond issuance. Market 
forces, however, rather than the form of municipal bonds 
fuel the trend toward modernizing efficiencies.” Regis- 
tered bonds do appear to be somewhat more adaptable to 
these new techniques for automated handling of securi- 
ties.*° 

Securities depositories were established in the late 1960’s 
and early 1970’s to reduce the increasing expense asso- 
ciated with physical handling of securities. Prior to the 
advent of depositories, settlement of bond transactions 
involved physical transportation of securities from the 
seller to the buyer through their respective brokers.* 

Depositories permit more rapid and efficient transfer of 
Securities among their participants through immobiliza- 
tion and book entry recordation of transfers. 

94 Stip. {| 74-76. 

% Tr. 818. 

96 See notes 120-21, infra, and accompanying text. 

®7 Stip. { 38. 

98 See notes 107-10, infra, and accompanying text.
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Depositories are non-profit cooperatives owned by secu- 
rities market participants (banks, brokers and security 
dealers).°® Depositories began taking steps to extend 
their services to the municipal bond market in 1981, 
when municipal bonds were still issued primarily in bearer 
form.’ Depositories—especially the Depository Trust 
Company (“DTC”) in New York City—have come to play 
a major role in the handling of municipal securities. As 
of September 30, 1985, over $144 billion in registered 
municipal bonds and over $99 billion in bearer municipal 
bonds were immobilized at DTC.1" DTC, by far the largest 
securities depository in the United States, holds over 40% 
of all outstanding municipal bonds in the United 
States.1°? 

Depository services are available to participants di- 
rectly and to other entities on a correspondent basis. 
Banks and securities dealers are participants if they pay 
fees directly to the depository for services provided. On 
behalf of their customers, these institutions purchase and 
sell municipal securities and settle the transactions 

through the use of the depository.1° 

The settlement of bond transactions through a deposi- 
tory involves the seller’s broker-dealer instructing the 
depository to debit its own account at the depository and 
to credit the account of the buyer’s broker-dealer cor- 
respondingly. The transfer takes place by computerized 
entries in the records of the depository rather than by 
any physical movement of securities.1% 

Tr. 170; 1188. PX 126. 

100 Stip. J 38. 

101 Stip. f 41. 

102 See Stip. Jf 8, 42; Tr. 184. 

103 Stip. {| 40. 

104 Stip. {| 44.
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Transaction settlement through a depository may often 
involve a chain of entities. For example, if a customer 
of a small brokerage firm buys a bond and that brokerage 
firm is not a depository participant, that brokerage firm 
may deal with a bank or broker-dealer that is a deposi- 
tory participant. Using a correspondent relationship, the 
smaller brokerage firm has access to the services of the 

depository. The same may be true on the seller’s side of 
the transaction.’” 

Both bearer and registered securities can be immobi- 
lized at depositories. The depository will sometimes ex- 
change large quantities of smaller denomination bonds 
(both bearer and registered) for fewer, registered ones 
(“jumbo certificates”) in order to save the expense of 
storage and coupon clipping.’ When an issue is avail- 
able in pure book entry form, the depository will hold 
only a single certificate representing the entirety of that 
issue.’ The depository records transfers of portion of 

the entire issue by computerized journal entries only.1% 

Even when an issuer does not allow the exchange of 
outstanding bearer bonds for registered certificates, the 
depository can extend the advantages of immobilization 
to owners of bearer bonds who prefer to have them im- 
mobilized.*°* When bearer bonds are immobilized at a 
depository, the depository stores the coupons and _ per- 
forms the coupon clipping function. The depository pre- 

sents the coupons to the issuer’s paying agent and re- 

ceives the funds from that agent on the payment date.1!° 

105 Tr. 169; Stip. {| 45. 

106 Stip. J 46. 

107 Tr, 1164. 

108 Stip. {] 46. 

109 Stip. { 47. 

110 Stip. { 72.



ol 

In turn, the depository forwards an interest payment 
check or makes an electronic transfer to the depository 
participants in whose names the bonds are held. If nec- 
essary, the payment may be forwarded through a chain 
of entities to the beneficial owners." 

With registered bonds, there is no need for the deposi- 
tory to clip and process coupons. On each payment date, 
the depository automatically receives the funds and for- 
wards the interest payments to the depository partici- 
pant.?” 

A depository may hold an entire municipal bond issue 
or only part thereof. When the depository holds the 
entire issue, it is completely immobilized and bond trans- 
fers take place only on the books of the depository. When 
an issue is partially immobilized, bond transfers can take 
place either on the books of the depository or some bonds 
can be withdrawn physically from the depository.™* Par- 
tial immobilization meets the requirements of those in- 
vestors who may desire to hold actual physical certificates. 
According to the DTC officer responsible for municipal 
bonds, immobilization and book entry services are avail- 
able to all issuers regardless of their size.14 

Bearer bonds cost more to immobilize than registered 
bonds because of the coupon clipping, security, insur- 
ance and storage charges incident to the bearer form.1" 
DTC therefore operates a bearer-to-registered exchange 
program under which immobilized bearer bonds are ex- 
changed for registered ones.1"° 

111 Jd. 

112 Stip. {| 73. 

113 Stip. f] 49. 

114 Tr, 1164. See also Tr. 655-56. 

115 Tr, 1143-45, 

116 Stip. J 48.
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The cost differential, from the standpoint of immobili- 

zation, for registered as opposed to bearer bonds is not 

insignificant. Immobilizing a $1,000,000 municipal bond 

issue in registered certificated form costs approximately 

$22 annually; the same issue in bearer form costs $148 

annually. For a $20,000,000 issue, annual immobiliza- 

tion costs are approximately $307 for a registered-certif- 

icated issue as compared to well over $2,600 for a bearer 

issue."** 

Under pure book entry systems, there will be either 

no physical certificates or only one global certificate evi- 

dencing the issuer’s debt. A pure book entry system 

drastically reduces the annual cost of immobilizing se- 
curities.48 Indeed, whether the issue is $1,000,000 or 

$100,000,000, the annual cost of immobilizing the entire 
issue (at least at DTC) is only $4.80.1° 

These automated systems involving immobilization and 
book entry function more efficiently with registered as 
opposed to bearer securities. The systems function bet- 
ter because registered bonds do not require physical stor- 
age and processing of large volumes of certificates and 
coupons.'*| Although depositories can handle bearer se- 
curities, they are hampered by the storage, security, 
insurance and coupon clipping functions bearer bonds 
require. 

The trend towards immobilizing newly issued securities 
at depositories has gained momentum since the passage of 
TEFRA.'*? Indeed, as Michigan State Treasurer Bow- 

117 DX 53; Tr. 1148, 1155, 1158, 1163-66. 

118 Tr, 1164-66; 1380. 

119 DX 53. 

120 Tr, 684-85; 1141-42, 1158. 

121 Tr, 1158-59, 1175; 1276-78, 1293; 1836-37. 

122 The large volumes of registered municipal securities held by 

DTC in the limited period since the passage of TEFRA attest to 

that fact. See 29 supra. The effect of TEFRA has been to ac- 

celerate the use of immobilization and pure book entry. Tr. 1204; 

1128-29.
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man testified, the municipal bond market in all proba- 
bility would have moved to a registered book entry sys- 
tem on its own even if TEFRA had not been enacted.’ 
TEFRA merely hastened the trend toward automation. 

E. Municipal Bond Underwriting 

A municipal issuer desiring to sell its debt obligations 
generally does so through an underwriter. When an issue 
is large, a syndicate made up of dealers and banks is 
often formed to perform the underwriting function. The 
underwriter buys the bonds from the municipal issuer 
and resells them to the public.1** Local banks will often 
underwrite smaller municipal bond offerings.’** 

The underwriter receives compensation for selling mu- 
nicipal securities to the public. The compensation is repre- 
sented by a “spread” between the price the syndicate 
pays the municipal issuer and the price at which the 
municipal securities are offered to the general public.'*° 

In addition to underwriting of new issues, brokers, 
dealers and banks are also involved in the secondary 

market for municipal bonds. The secondary market in- 
volves trading in previously issued bonds. This market 
is not a centralized one like the New York Stock Ex- 
change; it is a less organized market along the lines of 
the over-the-counter market for corporate stock.'?" 

Dealers generally buy and sell for their own account, 
accommodating buyers and sellers out of their own in- 
ventory. Brokers act as agents for others in buying and 

selling municipal bonds. When the same entity acts in 
both capacities, it is known as a broker-dealer.!”8 

123 Tr. 817-18. 

124 Stip. f 81. 

125 Stip. {| 85. 

126 Stip. ff 89. 

127 Stip. ff 88. 

128 Stip. ] 86.
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Vv. THE BURDENS OF REGISTRATION ON THE 

STATES. 

A. Introduction 

With considerable energy, imagination and skill, the 
parties have attempted to create a record which will 
enable the Special Master to assess the actual impact of 
TEFRA’s registration requirement upon States and lo- 
calities. There are several important areas about which 
the parties are in apparent agreement. First, Section 
810(b) (1) of TEFRA, although enacted under Congress’s 
taxing power, has not functioned as a tax in the sense 
of having brought any additional revenue into the federal 
fisc. Rather, it functions as the linchpin of a regula- 
tory scheme designed to insure that all publicly sold debt 
securities be issued exclusively in registered form. In- 
deed, it has come to be known as the “registration re- 
quirement” because the loss of tax exemption it threatens 
is a penalty of such severity that no state or local gov- 
ernment has issued debt in other than registered form 
since TEFRA’s enactment.’”® 

Second, TEFRA has not precluded the States and lo- 
ealities from raising needed capital.°° The state and 
local officials that plaintiffs called as witnesses acknowl- 
edged that they had neither reduced borrowings nor ex- 
perienced any difficulties in raising funds subsequent to 
the passage of the registration requirement.'*! State and 

129 Stip. . 6; Tr. 443; 617-18. 

130 Plaintiffs have argued that the registration requirement has 

presented particular difficulties for smaller issuers such as, for 

example, irrigation districts, small towns or small school districts. 

However, there is no evidence in the record indicating that any 

small issuer has been precluded from raising any needed funds. 

131 Tr, 302; 446-47; 554; 784. These officials ranged from a City 

Commissioner of the City of Wichita, Kansas to the Governor of 

Illinois, and included several state Treasurers. Governor Thompson 

of Illinois, for example, testified that the registration requirement 

had not prevented Illinois from funding any capital project nor
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local government borrowing has expanded rapidly since 
the enactment of the registration requirement and no wit- 
ness suggested that the rate of increase in borrowing by 
the States and localities had been slowed in any degree 
by Section 310(b) (1). 

The evidence thus indicates that the federal registra- 
tion requirement affects the form of state and local debt 
issues, but does not reach the substance of state and 
local borrowing. The requirement does not appear to 
affect either the States’ ability to borrow or the States’ 
relative use of their various sources of funds (e.g., bor- 
rowing, taxes and federal grants). 

Plaintiffs’ testimony also made clear that the form of 
municipal bonds—registered versus bearer—is a matter 
of little intrinsic significance to States and localities. As 
Michigan State Treasurer Bowman stated: 

The sole goal that we want to try to meet is offer- 
ing securities in their preferred form. For instance, 
if TEFRA or certain sections of TEFRA were re- 
pealed . . . that is no admission that we would go 
back to bearer form. We would want to sell bonds in 
the preferred method for the market. So if that 
means that today or next month or next year that 
pure book-entry or book-entry system[s] was the 
preferred method for whatever reason, efficiency rea- 
sons or immobilization or whatever the case may be, 
that is the way we would offer bonds.'* 

New Jersey State Treasurer Horn agreed that, in the 

absence of TEFRA, New Jersey would be guided solely 

from raising any debt that it deemed necessary to raise. Tr. 411. 

Similarly, one of plaintiffs’ market witnesses, Eugene Keilin, a 

general partner in the investment banking firm of Lazard, Freres & 

Company, stated that he knew of no case in which it was impossible 
to issue bonds due to the registration requirement nor of any in- 

stances where public agencies were unable to raise money because 

of the registration requirement. Tr. 192-93. 

is? Tr. Tod.
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by the demands of the market. If registration lowered 
interest costs or was otherwise more economical, New 

Jersey would issue its bonds solely in registered form.’ 

Governor Thompson of Illinois indicated that he was 
unaware that his State’s bonds were issued in bearer 
form prior to the enactment of TEFRA.™ He also indi- 
cated that he was unaware of the proposed registration 
requirement during the time TEFRA was under consid- 
eration. Absent TEFRA, the Governor indicated that 
the choice between bearer and registered forms of debt 
would have rested solely on cost considerations.**® 

B. Legislative and Administrative Transition Costs 

To comply with TEFRA’s mandate that all bonds be 
issued in registered form, state legislators and admin- 
istrators had to change laws and evolve new administra- 
tive procedures. The time and money expended to com- 
ply with TEFRA, both at the legislative and administra- 
tive levels, was not insignificant; however, the evidence 
taken as a whole indicates that the expenditures were 
not so great nor the activities so qualitatively different 
from those ordinarily required of state legislative and 
executive officials so as to detract from the accomplish- 
ment of the ordinary tasks of state and local govern- 
ment. The effort required to comply with TEFRA did 
not prevent state and local governments from accomplish- 
ing other priorities. 

1. The Legislative Transition 

Plaintiffs put forth the experience of four States (New 
Jersey, Illinois, Kansas and Michigan) as representative 

  

133 Ty, 284-85. See also Tr. 193 (the form of municipal bonds is 

frequently of no concern to either the borrower or the lender). 

184 Tr, 374. 

135 Tr, 405. 

136 Tr, 381-82.
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of the experience of the States as a whole.** New Jer- 

sey determined that 47 different statutes had to be 
amended in order to comply with TEFRA.** A lawyer 
in the Governor’s office coordinated an effort involving 

several cabinet departments to make the necessary statu- 
tory changes.° The Debt Management Advisory Com- 
mittee, a group of investment professionals who advise 
New Jersey concerning municipal finance issues, devel- 
oped the draft legislation. The bill was circulated among 
the various executive departments,’ passed at the last 
possible moment, and was signed into law on July 1, 
1983.11 

The Public Securities Association drafted model legis- 
lation for state use in complying with the registration 
requirement.'*? Although the model legislation was used 
by a number of States, New Jersey drafted a bill of its 
own that contained an option to return to bearer debt 
issuance. New Jersey sought to insure that if the TEFRA 
registration requirement were eliminated, New Jersey 
would not be compelled—as it would under the model 
statute—to issue registered debt.*** 

The evidence with regard to the legislative activities 
of the other States was similar, albeit less detailed. For 

example, the Illinois legislature had to enact two sepa- 

rate pieces of legislation to comply with TEFRA. The 
second enactment, in 1984, dealt, in part, with unresolved 

137 The Secretary did not dispute the asserted representativeness 

of these States. 

1388 Tr, 245-46. 

139 Tr, 246-47; 251-52. 

140 Tr, 249-51. 

141 Tr, 255-56. 

i PX 24. 

143 Tr, 249-50.
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technical problems stemming from the 1982 Act.*** Also, 
the 1982 legislative debate over the purely technical leg- 
islation required to comply with TEFRA apparently be- 
came embroiled with more controversial issues having to 
do with the scope and size of authorized state debt.'* 

Kansas’s enabling legislation for the issuance of regis- 
tered municipal debt amended no fewer than 86 statu- 
tory provisions, and repealed three, in order to insure 
compliance with TEFRA.'* In addition, the Kansas At- 
torney General issued regulations concerning format and 
procedures for issuing registered debt.**7 

Michigan’s experience was also representative. Michi- 
gan amended its municipal bond laws to comply with 
TEFRA as part of an overall amendment affecting many 
facets of its municipal bond statutes.“* A substantial 
number of staff members from the State Treasurer’s of- 
fice were involved in a coordinated effort to effect the 
transition to registration. Some of the legislative changes 
involved simply eliminating antiquated requirements. For 
example, prior to TEFRA, Michigan, as did a number of 
other States, required authentic signatures on every bond 
certificate. Since registration requires a new certificate to 
be issued whenever a bond changes hands, this require- 
ment was no longer practical. Michigan thus changed its 
law to authorize the use of facsimile signatures.’ 

144 Tr, 374-876; PX 44, 136. 

145 Tr, 377-78. 

146 Tr, 540-41; PX 72. 

147 PX 73, 

148 Tr, 715. The Kansas legislation, PX 72, also accomplished a 

number of other purposes in addition to compliance with the regis- 

tration requirement. 

149 Tr, 713-14.
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2. The Administrative Transition 

Plaintiffs presented similar proof concerning the States’ 
administrative costs, activities and burdens in connection 
with the transition to an all registered environment. The 
evidence indicated that state officials (and their local 
counterparts) held numerous meetings and training ses- 
sions. They conferred, held seminars, and met with in- 
vestment bankers and bond counsel to determine how 
best to accomplish the transition. In just over nine 
months, States and localities had to implement a reg- 
istered bond system with which they had little prior ex- 
perience. 

New Jersey, for example, sent members of its Treasury 
Department to the Morgan Guaranty Bank for training. 

Other staff members developed the criteria to be used 
for selecting a financial institution to serve as New Jer- 
sey’s transfer agent. The State developed a bid evalu- 
ation process for selecting its registrar and transfer 
agent. According to the State’s Treasurer, transition 
period work required a major part of the services of 
eleven temporary employees and hundreds of hours of 
overtime.**? 

Michigan’s Treasury Department conducted a cost- 
benefit analysis to determine whether the Department 
should provide transfer agent services for local issuers 
or whether such services should be provided by an out- 
side financial institution.%? Michigan also developed a 
new procedure for paying the coupons on local school dis- 
trict bonds and grappled with a privacy problem arising 
from a state Freedom of Information Act request for the 
names of all the registered owners of Michigan bonds." 

150 Tr, 258, 260-61. 

151 PX 33; see Tr. 273-74. 

ie "ts TET, Veo. 

163 Tr, 718-20.
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The proof concerning plaintiffs’ other representative 

States—Kansas and Illinois—was less detailed. Nonethe- 

less, the record leaves no doubt that TEFRA required 

numerous changes in existing state administrative proce- 

dures in order to enable state and local governments to 

issue registered bonds. These changes consumed person- 

nel time and required the expenditure of computer and 

financial resources. 

The Secretary argues that these transition costs are 
learning curve costs that state officials incur every year 
in dealing with many kinds of federal regulatory re- 
quirements. Certainly, the record does not reflect that 
TEFRA required state legislative and administrative of- 
ficials to perform any extraordinary feats or to engage 
in activities different in kind from those in which they 

ordinarily engage when coping with new requirements. 
The costs involved in the transition from bearer to reg- 
istered bonds were neither trivial nor extraordinary.™ 

C. The Administrative Costs of Bond Issuance 

The parties contracted with the Government Finance 
Research Center (“GFRC’’) to collect data both on the 
original issuance costs and the subsequent administrative 
expenses for bearer and registered municipal bonds. The 
GFRC gathered data from 39 issuers of bearer and reg- 
istered municipal bonds and also from 87 transfer agents. 
Experts from both sides assisted with the GFRC’s study 
and jointly analyzed the study’s results. The experts pre- 
sented their joint findings concerning the impact of bond 
form on issuers’ administrative costs in a joint report 
that has effectively resolved the factual disputes regard- 
ing this issue.?°® 

154 Plaintiffs presented no estimates as to the aggregate costs 

stemming from the legislative and administrative transition re- 
quired by TEFRA. 

155 JX 137, the experts’ joint study, is entitled “Municipal Bond 

Administrative Costs.” The study was prepared by Herman B.
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Original issuance costs are not significantly different 
for registered and bearer bonds.*** Original issuance costs 
include such items as printing costs, bond counsel fees, 
issuer activity in connection with a bond sale, financial 
advisory costs and bond rating costs. The experts found 
no evidence of a statistically significant difference in any 
of the direct original issuance costs between bearer and 

registered bonds.*** 

The results are more complex with regard to ongoing 

administrative costs. Ongoing administrative costs for 
bearer bonds involve fees paid by the issuer to its paying 
agent in connection with the payment of interest coupons 
and the retirement of principal.t°* Ongoing administra- 
tive costs for registered bonds generally reflect some mini- 
mum annual fee imposed by the transfer and/or paying 
agent, and an additional fee which may depend on the 
activity level for the particular issue in a given year.’ 

The joint study indicates that the ongoing administra- 
tive costs for registered bonds exceed those for bearer 
bonds for issues that are $10 million or less in size. How- 

ever, the administrative costs for registered bonds are 
less than those for bearer bonds for issues that are $25 

million or larger in size.’* Ongoing administrative costs 

Leonard, Associate Professor of Public Policy at Harvard Univer- 

sity (retained by the NGA), and Donald G. Puglisi, Professor of 

Finance at the University of Delaware (retained by the Secretary). 

156 JX 137 at 2. 

157 JX 137 at 4-5. Apparently, the reduced per unit printing costs 

for a registered issue are offset by a tendency to print more bond 

certificates. Id. at 5. But see Tr. 2152. 

158 JX 137 at 8. 

159 JX 137 at 8-9. Where activity levels for bond issues figure 
into ongoing administrative costs, they will be calculated based on 

factors such as the number of certificates redeemed in a given year 

and the number of transfers in that year. Id. 

160 JX 137 at 15-17.



42 

are approximately equal for issues of between $15 and 

$18 million in size. More generally, however, within the 

$10 to $25 million range in issue size, the differential in 

cost between bearer and registered issues is both inde- 

terminate and so small as not to matter on average.*® 

Examining the cost differences between registered and 

bearer bonds per $1 million dollars of bond issue reveals 

that the differences are greatest for the smallest size 

bond issues.° Over a projected twenty year maturity 

period, the cost difference per million dollars of issue size 

for a $575,000 bond issue is $6,500 in favor of bearer 

bonds.!* The cost difference per million dollars for a $1 
million bond issue is approximately $3,300 in favor of 
bearer bonds over the assumed twenty year life of the 
issue.*** By contrast, the cost difference per million dol- 
lars of issue size for a $25 million, twenty year issue is 
approximately $300 in favor of registered bonds, and 
approximately $500 per million dollars of issue size in 
favor of registered bonds for a $100 million issue.*® 

Since cost differences for registered and bearer bonds 
vary with issue size, the impact of the TEFRA registra- 

tion requirement on administrative costs depends upon 
whether one focuses upon the number of new issues in 
the bond market or the aggregate principal amount of 

161 JX 137 at 15, 17. 

162 JX 137 at 15. 

08 JX 187, Table 1. 

164 7d. The Secretary points out that smaller bond issues ($1 

million or less) tend to have shorter maturities than the twenty year 

maturity used in the joint study to calculate costs for all bond 

issues. See DX 128. Since the larger part of small issuers’ ongoing 

costs for registered bonds consists of an annual fee, the joint study 

tends to overstate the cost burdens imposed upon registered issues 

of $1 million or less, perhaps by as much as one-half. See DX 157; 

Tr. 2147-49. 

165 Jd,
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municipal bonds issued in a given year. Plaintiffs em- 
phasize that bond issues of $10 million or less accounted 
for 76% of the total number of new issues in 1983; 

bond issues of less than $5 million accounted for 62% of 

all new issues; and bond issues of $1 million or less 

accounted for 20% of new issues in that year.’ The 
Secretary emphasizes that bond issues of $10 million or 
more accounted for 838% of the new issue market by 
dollar volume in 1988. Bond issues of $1 million or less 

accounted for only 1% of the 1983 new issue market by 
that measure.?® 

The increased costs under registration for small issues 
are due to the relatively high minimum annual fees 
charged by transfer agents. Smaller issuers such as 
irrigation districts or small school districts do incur 
higher post-issuance costs. Conversely, however, state gen- 
eral obligation bond issues—which tend to be over $10 
million in size—have lower post-issuance administrative 
costs.1© 

The Secretary presented evidence that smaller issuers 
have options available to them to reduce their ongoing 
administrative costs for registered bonds. In some cases, 
these options could enable smaller issuers to reduce their 
costs below the level of those incurred for comparable 
bearer bonds. Such options would include the use of 
pure book entry systems’” and state-wide pooling ar- 
rangements."* However, the Secretary presented no evi- 

ace Stip. {| 1s. 

ie tip. {| 12, 

168 JX 137 at 8-9. 

169 Tr, 279-80; 469-70. 

170 Tr. 1164-66; DX 53. There were 56 pure book entry issues 
between December, 1982 and October, 1985. DX 54. 

171 See DX 32; Tr. 781-82. Kansas is the only State that offers 

paying and transfer agent services to all its municipalities.
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dence indicating any post-TEFRA increase in the use 
of these systems by smaller issuers. 

The experts’ joint study also focused upon differences 
in the amount of “float” 1” between registered and bearer 
bond issues. The differences in the methods of disbursing 
funds between bearer and registered bonds apparently 
result in a consistently larger float for bearer bonds.*® 
Estimates of the average difference in the amount of float 
between bearer and registered issues range from about 
1% day based on one set of data to about 114 days based 
on another.1™ These differences imply that, for a hypo- 
thetical $10 million bond issue with a 10% coupon inter- 
est rate and a twenty year maturity, interest earnings on 
the float at 7.5% over twenty years would be from $1,200 
to $3,500 higher for a bearer than for a registered bond 

issue.7> However, the GFRC data indicate that only 
about 20% of bearer and registered issuers receive pay- 
ment of interest or a reduction in their fees for float 
earnings; 80% of the sample respondents indicate that 
they receive no benefit from the float.'”® 

172 “Float” is the earnings on the interest and/or principal de- 

posited by issuers with their paying agents prior to or on the due 

date and not yet disbursed to bond holders. During the period after 

deposit by the issuer and before their disbursement, these funds 

either do or could earn interest. These interest earnings may or 
may not be credited to the account of the issuer. Float can be 

measured in “dollar-days,” 7.e., the product of the number of undis- 

bursed dollars and the number of days that the dollars remain 

undisbursed. JX 137 at 18. 

173 JX 137 at 3, 20. As a general matter, holders of registered 

bonds tend to deposit their interest checks (or draw upon elec- 

tronically transferred funds) more rapidly than holders of bearer 

bonds tend to present their coupons for payment. 

174 Jd. 

175 JX 187 at 21. 

176 JX 137 at 3, 21.
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D. The Interest Rate Differential 

The parties devoted considerable time and energy dis- 
puting the existence of an interest rate differential favor- 
ing bearer bonds, 7.e., whether the interest rate cost to 
a municipal bond issuer for a bearer bond would be less 
than the interest rate cost for an otherwise comparable 
registered bond in the post-TEFRA period. In its Com- 
plaint, South Carolina alleged that it would incur an 
interest rate penalty of 25 basis points’ if it were 
forced to issue its bonds in registered rather than bearer 
form.’*® On the basis of an econometric analysis pre- 
pared for the hearing before the Special Master, plain- 
tiffs now argue that the interest costs of bearer bonds 

are 5 to 15 basis points lower than for comparable reg- 
istered bonds. The Secretary argues that municipal bond 
market participants do not perceive any such differen- 
tial. The Secretary, relying on a different econometric 
study, also finds no statistical evidence to support an in- 
terest rate differential in favor of bearer bonds. 

1. The Conceptual Basis of An Interest Rate Dif- 
ferential Between Registered and Bearer Bonds 

a. Introduction 

The theory that the TEFRA registration requirement 
imposes an interest rate penalty on registered municipal 
bonds rests on two closely related premises: (1) investors 
prefer bearer bonds over registered bonds such that (2) 
investors will extract an interest penalty or “premium” 
for state and local debt issued in registered form.?” 
These premises provide the underlying rationale for the 
asserted registered/bearer interest rate differential. If 
such premises cannot be sustained, then the results of 
any econometric study purporting to measure the dif- 

177 One basis point is equal to .01%, and 100 basis points are equal 
to1%. 

178 Affidavit of Grady L. Patterson, Jr., J 8. 

179 Tr, 449-51; 1588.
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ferential should be called into question. As a leading 

econometrician has pointed out: 

[O]ne should make sure that the model used is con- 

structed on sound hypotheses based on theoretical con- 

siderations generated from outside the model itself. 

While multiple regression and related econometric 

techniques are powerful tools for analyzing data, 

their proper use presupposes an underlying theory 

of the structure generating those data. While some 

hypotheses concerning that structure can be tested 

with these tools, the theory itself cannot be discov- 

ered by computer runs and data experimentation. 

F, Fisher, Multiple Regression in Legal Proceedings, 80 

Colum. L. Rev. 702, 785 (1980). 

This caveat is important because the difficulties of 

assembling an appropriate and accurate data base and 

the statistical complexities of the econometric models 

tended to preoccupy the parties. The fundamental issue, 

however, is not statistical, but financial and economic: is 

there an investor preference for bearer bonds of sufficient 

strength to give rise to a measurable, consistent and con- 

tinuing interest rate differential favoring bearer bonds? 

b. Investor Preferences 

Plaintiffs argue that state and local government obli- 

gations are widely purchased and held by individuals, 

many of whom are small investors. These individuals, 

plaintiffs suggest, prefer the familiar system of clipping 

coupons from bearer bonds over the supposedly more com- 

plex registration system.1*° “These factors, as well as 
habit and tradition, probably account for the investor 
preference demonstrated for bearer instruments.” Brief 
of the NGA at 54. Plaintiffs also rely upon the over- 
whelming predominance of bearer municipal bonds prior 
to TEFRA as evidence of a market preference for bearer 
municipal securities. 
  

180 Tr, 648.
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The record does not support any strong or consistent 
investor preference for bearer municipal bonds. First, 
large institutional investors hold the majority of out- 
standing municipal bonds.'*! These institutions have no 
preference to handle bearer bond certificates and clip 
coupons."*? Their concern is only to maximize the return 
on their investments and minimize operational problems.'** 

Second, even for individual investors, there is no con- 
vineing evidence of a preference for bearer securities. 
Plaintiffs hold out the example of an older, wealthy indi- 
vidual investor who cherishes the familiarity of the bearer 
system.*** Such individuals may well exist. However, the 
handling of bearer securities is demonstrably more ex- 
pensive and inconvenient for an investor than the han- 
dling of registered securities.*% The concrete disadvan- 
tages of bearer securities militate against any finding of 
a strong individual investor preference for bearer bonds, 
especially a preference of sufficient strength to create an 
interest rate differential between bearer and registered 
bonds. 

Moreover, individual investor participation in the mu- 
nicipal bond market is increasingly mediated by large 
institutional investors. One of plaintiffs’ witnesses esti- 
mated that 50 to 60 percent of individual municipal 
bond holdings are actually held through institutionally 
sponsored municipal bond funds and unit investment 
trusts.**° Perhaps as many as half of the remaining indi- 

181 Tr, 646. See notes 57-64, supra, and accompanying text 

182 Tr. 637-39, 646-47; 1336-37. 

183 See Tr. 639-40. 

184 See, e.g., Tr. 647-48. 

185 An individual holder of a bearer municipal bond must provide 
storage and security for an asset which is, after all, presumptively 
owned by its holder. The individual must also arrange for insur- 
ance, clip and present coupons semi-annually, and pay fees for the 
cashing of the coupons. See 27, 31, supra. 

156 Tr. 642.
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vidual holdings are held through bank trust depart- 
ments.'87 These facts reflect the “strong trend” toward 
the institutionalization of individual participation in the 
municipal bond market such that institutions increas- 
ingly hold bonds on behalf of individual investors.** 

Where individuals invest through institutional vehi- 
cles, they do not take possession of the underlying munici- 
pal bonds."*® Thus, the asserted strong individual investor 
preference for physical possession of bearer municipal 
bonds is inconsistent with this basic evolution in the struc- 
ture of municipal bond ownership. The indifference of so 
many investors to physical possession of their municipal 
bonds undermines plaintiffs’ contention that there exists 
an investor preference for bearer bonds of sufficient 
strength and breadth to give rise to an interest rate 
differential. 

Plaintiffs’ argument that the dominance of bearer bonds 
in the municipal market prior to TEFRA reflected in- 
vestor demand for bearer bonds is not supported by the 
record. The municipal bond market, until quite recently, 
was an unregulated market that operated by custom and 
without central direction.’ There were many thousands 
of diverse issuers. Unlike the United States Treasury 
and corporate bond markets, there was no issuer or insti- 
tution powerful enough to break the grip of inertia on 
the market."*’ The dominance of bearer securities ap- 
pears to have been due not to investor preference, but 
to the absence of an impetus or motivation to change.!” 

187 Tr, 642-48. 

188 Tr, 13877; see Tr. 1337-38. 

189 Tr, 647-48. 

190 Tr, 1269-70. 

191 Tr, 1252; 1269-70. 

192 Tr, 1244-46; 1268; 1327-28.
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Even if plaintiffs did establish an investor preference 
for bearer municipal bonds, plaintiffs did not explain the 
reasons for that investor preference in any detail. This 
is particularly important in light of Congress’s expressed 
intent to eliminate illegal uses of bearer bonds.'®* As dis- 
cussed more fully in the Special Master’s legal analysis, 
if the desire of some investors to use bearer municipal 
bonds to evade taxes or to conceal income is the source 
of an investor preference for bearer bonds, plaintiffs 
surely must explain why this desire should receive consti- 
tutional protection. See 131-32, supra. 

2. The Non-Econometric Testimony 

The parties elicited testimony from state government 
officials and municipal bond market participants concern- 
ing the possible existence of an interest rate differential. 
State government witnesses were divided as to whether 
there is an interest rate penalty for registered bonds; 
the market witnesses’ testimony strongly suggests that 
there is not. Plaintiffs, however, question the reliability 
of any nonstatistical judgment as to the existence of an 
interest rate differential. 

Treasurer Patterson of South Carolina testified that 
registration created an interest rate penalty of “up to 
25 basis points.” '** However, Mr. Patterson could pro- 
vide no basis for that belief other than conversations 
with market participants whom he could not name.!* 
Treasurer Horn of New Jersey similarily opined that 
an interest rate differential existed, but he could pro- 
vide no information about the size of the differential or 
any other support for his view.1° 

193 See section VI(B), infra. 

194 Ty, 449, 

19 Tr, 502-505. 

196 Tr, 347-49.
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Interestingly, New Jersey’s Assistant Treasurer and 
Director of Financial Management wrote Treasurer Horn 
a memorandum in February, 1985 stating that New Jer- 
Sey’s experience post-registration is that “no trading 
premium exists for bearer bonds vs. registered bonds. 
Investors are not attaching a special economic value to 
the bearer obligation.” 1°" Also, Delaware Treasurer 
Janet Rzewnicki stated, based on her discussion with bond 

underwriters and others involved in public finance, that 
there was no interest rate differential on Delaware 
bonds.1%° : 

The testimony of municipal bond market specialists 
concerning the interest rate differential was rather more 
specific. Plaintiffs’ market witness,’ Richard Tauber, 
directs the investment banking group of Morgan Guar- 
anty Trust of New York’s public finance department. 
Mr. Tauber testified—on the basis of his discussion with 
Morgan Guaranty’s municipal bond traders—that there 
was an interest rate differential favoring bearer bonds 
when TEFRA first became effective in July, 1983.°° He 
estimated that the initial differential was 20 to 25 basis 

points.°* However, Mr. Tauber also indicated that the 
differential had narrowed continuously, and did not ex- 
ceed 5 basis points in January, 1986.2 The differential, 
according to Mr. Tauber, was “continuing to decline.” ?” 

TX Bat 3. 
198 Deposition of Janet Rzewnicki at 132-34. 

199 Hugene Keilin of the Lazard, Freres investment banking firm 

also testified for plaintiffs, but he was not asked about the existence 

of an interest rate differential between bearer and registered bonds. 

200 Tr. 614-15. 

wad Tr. GIG. 

202 Id. 

we Tr. G48,
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Although neither Mr. Tauber nor Morgan Guaranty 
performed any studies of the interest rate question,”* 
Mr. Tauber provided a plausible explanation for his view. 
The July, 1983 differential, Mr. Tauber believed, was a 

transitional problem caused by market uncertainty con- 
cerning valuation and resale prices of registered bonds.*” 
As the market adapted to the registered environment, the 
differential narrowed.” 

The Secretary’s market witnesses were uniformly of 
the view that there exists no interest rate differential be- 
tween bearer and registered municipal bonds today. 
Ronald Readmond, general partner of Alex Brown & 
Sons, an investment banking firm which is a major mu- 
nicipal bond underwriter not located in New York City, 
testified “definitive[ly] and confident[ly]” that ‘there is 
no evidence of any yield differential between registered 
and bearer form that we can locate anywhere in the 
market, with the possible exception of some Florida is- 
sues, but we don’t believe it is even widespread in Florida 
issues,.”’ 207 

Mr. Readmond also testified that the form of a mu- 
nicipal bond is not a factor in secondary market pric- 
ing. According to Mr. Readmond, J.J. Kenny Informa- 
tion Services, a municipal bond dealer which provides 
pricing services to holders of municipal bond inventory, 

does not differentiate between registered and bearer bonds 
in setting bond prices.*°* Also, bond traders do not in- 
quire about the form of a municipal bond being offered 

204 Tr. 649. 

205 Tr, 615-16; 649. 

206 Tr. 649. 

207 Tr, 1295. Mr. Readmond was not asked why a differential 

might exist for some Florida issues. 

ae Tr, 1296,
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for sale, nor differentiate between bond forms when 
making a bid.?” 

George Plender, Jr., the national sales manager of the 
municipal bond department of Prudential-Bache Securi- 
ties, a leading underwriter of municipal bonds, testified 
that ‘“‘[t]here is no interest rate penalty’ imposed on 
registered bonds post-TEFRA.?!° Mr. Plender corrobo- 
rated Mr. Readmond’s testimony that bond traders no 
longer ask about a bond’s form and are not concerned 

with the registered/bearer distinction in setting prices.?*t 
As a general policy, Prudential-Bache does not differ- 
entiate in pricing between bearer and registered munici- 
pal bonds when it buys and sells in the secondary mar- 
ket.??2 

Philip Alexander, the Vice President and Treasurer of 
John Nuveen & Company, a municipal bond investment 
banker which is the largest sponsor of municipal bond 
unit investment trusts in the country, also stated that 
there is no interest rate differential based on the form 
of municipal bonds.** According to Mr. Alexander, the 
market simply does not recognize any price differential 

209 7d. Prior to TEFRA, traders made this inquiry and discrimi- 
nated against registered bonds in setting prices. Registered mu- 

nicipal bonds were a tiny part of the total municipal market pre- 

TEFRA, and the market discriminated against them. Tr. 1294. 

The transfer process for registered bonds in an overwhelmingly 

bearer environment was inefficient and time consuming. Tr. 1323. 

Today, the Blue List, the industry’s daily catalogue of municipal 

bonds offered for sale, does not distinguish between registered and 

bearer bonds. Tr. 1709; 2029-30; DX 101-03. The only exception 

is for the pre-TEFRA registered bonds that trade at a penalty. 

Tr..1728;% 2080. 

a10'Tr, 1827. 

211 Tr, 1329, 1339, 1350, 1353. 

212 Tr, 1354. 

aus "Tr. 1d.
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between the two categories of bonds.?* He testified that 
there may have initially been some small differentials, 
but they have disappeared.** Mr. Alexander’s testimony 
was based, in part, on discussions with John Nuveen’s 
unit investment trust municipal bond buyer, who is the 
largest single purchaser of municipal bonds in the mar- 
ket.*1° 

Plaintiffs question the probative value of the market 
participants’ testimony. To determine if an interest rate 
differential exists, plaintiffs contend, one would have to 

compare matched pairs of registered and bearer bonds, 
i.e., bonds similar in every respect except their form. 
Otherwise, price similarities may be due to other factors. 
Bond traders will seldom see precisely matched pairs and 
hence, plaintiffs argue, traders cannot make an accurate 
judgment as to the existence or magnitude of an interest 
rate differential.217 Moreover, plaintiffs contend that an 
interest rate differential of 5 to 15 basis points can easily 
be obscured by larger daily or weekly movements in mar- 
ket price levels.*1® 

Plaintiffs’ arguments do suggest plausible reasons to 
temper the force of the market witnesses’ testimony. 
A methodologically sound and carefully executed econo- 
metric study could be more precise than a trader’s obser- 
vations in determining whether a particular registered 
bond traded at a penalty to the otherwise prevailing mar- 
ket rate. However, the testimony of those who make and 
trade in municipal bond markets is an excellent guide to 
actual investor preferences and market demand. Those 
who make their livelihood in the municipal bond markets 

214 Tr, 1376. 

26 Tr, 1391. 

3t8'T Pp. 1300. 

217 Plaintiffs’ Proposed Findings of Fact at [J 192-94. 

218 Plaintiffs’ Proposed Findings of Fact at § 195.



54 

will familiarize themselves thoroughly with customer 
preferences and underlying bond price determinants or 
soon be out of business.*?” If the market imposed a pen- 
alty on registered bonds of sufficient size to be significant 
in the aggregate and over the long term, major market 
participants would know of the differential. Indeed, these 
participants would, at least in part, impose it. 

The testimony of market witnesses that any initial 
price differential disappeared or is disappearing under- 
mines the foundation for plaintiffs’ interest rate conten- 
tion. If there is an interest rate differential between 
bearer and registered bonds, the record does not indicate 
its cause. Neither investors nor traders exact such a 
penalty. 

3. The Econometric Studies 

a. Introduction 

The parties employed statistical, econometric and fi- 
nancial experts to attempt to measure the interest rate 
differential, if any, between registered and bearer mu- 
nicipal bonds after TEFRA. The task proved exceedingly 
difficult. The intrinsic difficulties of the task, and the 

fundamental problems uncovered by the rigorous adver- 
sarial scrutiny of each party’s studies by the other party’s 

experts, indicate that the parties’ econometric studies 
have very limited probative value. They shed little light 
on the question whether TEFRA’s registration require- 
ment imposed an interest rate penalty on municipal bor- 
rowing. 

The goal of the econometric studies was to measure 
any TEFRA induced increase in the net interest costs 

incurred by municipal issuers in the primary market. 
The primary market consists of the sale of municipal 
bonds by the issuer to underwriters and the initial resale 

219 As Mr. Readmond testified, “[t]his is a basic business to our 

firm and as a result that’s a question [whether there is an interest 
rate penalty for registered municipal bonds] that we should have 

a definitive and confident answer to.” Tr. 1295.



55 

of those bonds by underwriters to investors.?2° Both sides’ 
experts agreed that the ideal approach to determining 
whether an interest rate differential exists would be to 
compare sales of matched pairs of registered and bearer 
bonds in the primary market after TEFRA. These pairs 
would be identical with respect to all factors known to 
influence interest cost (credit risk, amount of the issue, 
maturity, call features, etc.).°°! Unfortunately, there are 

no bearer municipal bonds issued after TEFRA, so there 
are no matched pairs in the primary market that would 
permit a direct comparison. A primary difficulty in the 
econometric studies thus was the methodological com- 
plications stemming from the need to develop surrogates 
for a direct comparison. 

The parties’ second common difficulty also inheres in 
the nature of the problem presented. The interest rate 
differential that plaintiffs assert is attributable to bond 
form is not large in absolute terms (5 to 15 basis points 

is only 5 to 15 one-hundredths of one percent).?”? The 

econometric studies attempted to detect and measure 
these small differences using very imprecise data, with 
important features of certain bonds in the data bases 
uncertain and unspecified. In addition, the studies re- 
quired that complex and controversial statistical adjust- 
ments be made. Small errors created large differences in 
the studies’ results. Results changed frequently as data 

220 See 33, supra. 

221 DX 100 at 3; PX 200 at 11-12. 

222 Plaintiffs’ experts, Harvard University Professors Herman 

Leonard and John Meyer (experts in public finance, statistics and 

economics), stated that the differential is fairly small relative to 

the range in bond yields that arise from factors which typically 

would affect bond interest rates such as differing risk characteris- 

tics, time to maturity, coupon interest rates and call provisions. 

They also indicated that the differential is small relative to the 
daily volatility in bond yields associated with investor expectations 
of political events and general economic trends. PX 200 at 3.
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base errors were detected and statistical, federal income 

tax treatment and financial assumptions proved incor- 
rect. As explained in detail below, the Special Master 
finds that neither the data nor the statistical models were 
sufficiently reliable to permit confident judgments about 
the small interest rate differentials in question. 

Finally, none of the studies was sensitive to the pos- 
sibly transitional nature of the interest rate differential. 
The studies focused on the existence of an interest rate 
differential vel non. They were not concerned with the 
causes of the differential and were not sensitive to the 
possible variations in the differential over time. Thus, 
the studies shed little light on the possibility—testified 
to by municipal bond market specialists—that any inter- 
est rate differential that may have existed was a transi- 
tory phenomenon associated with the market’s adjustment 
to an all registered environment. 

b. The Secondary Market Studies 

Plaintiffs did not attempt an econometric analysis of 
the primary market, concluding that controlling for ex- 
traneous factors would be infeasible.*** Instead, plain- 
tiffs focused upon the secondary market in which inves- 
tors resell bonds subsequent to their original issuance.?** 
Their secondary market study attempted to isolate 
“matched pairs” of bearer and registered bonds selling 
in the secondary market in which the only material dif- 
ference—material in the sense of influencing interest rate 

223 PX 200 at 11-12. PX 200 is Professors Leonard’s and Meyer’s 

initial study entitled “The Registered/Bearer Yield Differential 
For Tax-Exempt Bonds.” Its results were modified by a pre-trial 
addendum, PX 171, and a post-trial correction, PX 201. DX 175 

is the Secretary’s experts’ critique of plaintiffs’ initial study. The 
Secretary’s experts’ rejoinder to the post-trial correction is DX 177. 
The documents must be read together for a full understanding of 

the study’s results. 

224 PX 200 at 12. For a brief discussion of the primary and sec- 
ondary markets, see 33, supra.



57 

or price—was the bond’s form. If registered and bearer 
bond pairs could be precisely matched, then the price or 
interest rate differential can be attributed to the bearer/ 
registered difference.** Plaintiffs hypothesized—without 
adducing direct proof—that differentials between regis- 
tered and bearer bond prices in the secondary or resale 
market could be extrapolated to differences in issuer net 
interest cost in the primary market. 

The need to match bond pairs as precisely as possible 
necessitated plaintiffs’ use of relatively small samples of 
bond pairs.*° Plaintiffs developed three samples of bonds 
by inspecting the Standard & Poor’s Blue Lists of ‘‘asked” 
prices or yields from brokerage firms for bonds available 
for sale on three different dates: August 8, 19838, May 
31, 1985 and August 22, 1985.*27 There were 16, 22 and 
27 pairs of bonds in the three original samples, respec- 
tively.??8 

In attempting to create matched pairs of registered 
and bearer bonds, plaintiffs viewed their first priority as 
matching on credit risk characteristics *?° such as identity 

225 PX 200 at 14-15. 

226 PX 200 at 14. The three samples, originally totalling 65 pairs, 

shrank as a result of errors in the compilation of the data. See 
66-68, infra. 

227 These prices represent approximations of what the offering 

broker seeks for the bonds. The data do not represent actual trades 

at the prices or yields quoted. Plaintiffs used! asked prices instead 
of prices from actual trades because the Blue Lists were an ex- 

pedient source of comprehensive and concurrent information about 

a large number of bonds. While recognizing that use of asked 

prices (as opposed to actual trades) introduces inaccuracy in the 

data, plaintiffs argue that the use of asked prices does not involve 

a systematic bias favoring one bond form or the other and hence 

that the inaccuracy will not affect the results. See PX 200 at 16 

and n.*. 

228 PX 200, Appendix A. 

229 Credit risk is simply the creditworthiness of the borrower, 
1.e., the probability that the borrower will repay its obligations 

in accordance with their terms. These differences in credit risk are
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of issuer, bond rating, and insurance.”*° Matching on risk 
characteristics meant that there were sizable differences 
within the pairs on other variables that affect bond yield. 
The most important of these differences in other variables 
were the coupon rate of interest and the date to matu- 
rity.*** Plaintiffs attempted to correct for these yield 
differences using three alternative but related statistical 
techniques which use financial theory to equate yields for 
bonds with differing coupons and maturities.** 

very difficult to measure except by using yield differences, which 
is precisely the variable to be measured. Hence, differences in 

credit risks between bonds that are reflected in interest rate differ- 

entials cannot be easily eliminated by statistical adjustments, at 

least where the study is testing for interest rate differentials them- 

selves. PX 200 at 17-18. This accounts for the high priority plain- 

tiffs attached to matching bonds on credit risk characteristics. 

230 Whether a bond can be “called,” see note 89, supra, is an im- 

portant element of risk. There was considerable confusion both in 

plaintiffs’ study (PX 200 at 16—“absence of call provisions”; PX 

200 at 17—“‘identical call provisions”) and at the hearing concern- 

ing the degree of matching of call provisions, if any, in plaintiffs’ 

analysis. See note 256, infra. 

231 PX 200 at 18. The coupon rate of interest is the interest rate 

paid by the issuer on the face value (par value) of the bond. The 

market adjusts the price of the bond to create a premium or discount 

as may be appropriate to produce the yield required by the current 

market. 

232 PX 200 at 18-22. The first method, “unconstrained multiple 
regression,” used information from within each sample (and thus 

information from one day only) to attempt to correct for yield dif- 

ferences resulting from maturity and coupon rate differences. 

Plaintiffs’ experts judged this the least reliable of their three cor- 

rection methods. Professor Meyer frankly characterized this cor- 

rection method as the poorest of the three used and indicated he had 

little confidence in it. See Tr. 1877; PX 200 at 27-28. 

Plaintiffs’ second correction method, “constrained regression,” 

used information from all three samples to correct the observed 

yields for the effects of differing maturities and coupon rates of 

interest. 

Plaintiffs’ third method, “constrained regression using out of 

sample information,” is the only correction technique that allowed
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Plaintiffs applied two different tests of the statistical 
significance of their results, a somewhat crude “sign” 
test and a more refined “size” test, to each of their 
three methods of correcting for differences in coupon in- 
terest rate and maturity.”* Plaintiffs expressed statisti- 
cal significance in terms of “confidence levels” by sub- 
tracting the results of their tests of statistical signifi- 
eance (e.g., .01 or .05) from the number one and ex- 
pressing the result as a percent (e.g., 99% or 95% “con- 
fidence levels’’).°** This approach can be misleading in 
that, as one of the Secretary’s experts testified, “it has 

a connotation that 75 percent is rather confident, and 
. if you make a decision by flipping a coin you start 

with 50 percent confidence because it is half and half.’’* 

for yield adjustments based upon capital gains tax differences among 

the bonds. Plaintiffs judged this method to be the most reliable of 

the three employed. See Tr. 1877-78. It involved deriving a hypo- 

thetical zero coupon term structure for each bond from industry 

yield-to-maturity curves and then applying a hypothetical (but con- 

servative) capital gains tax rate to arrive at corrected yields. 

233 PX 200 at 22-23; DX 175 at 4-6. 

234 PX 200 at 24. 

235 Tr, 1905-06 (testimony of Professor Ingram Olkin of Stan- 

ford University). See also F. Fisher, swpra, 80 Colum. L. Rev. at 

717-18: 
Significance levels of five percent and one percent are gen- 

erally used by statisticians in testing hypotheses. That is, 

given a significance level of five percent (or one percent for a 

stricter researcher) it is safe to assume that the true coefficient 

is not zero and that therefore the variable being tested has some 

effect on the dependent variable in question. .. . 

... [A] significance level of fifty percent would not corres- 

pond to a ‘preponderance of the evidence’ standard. The sig- 

nificance level tells us only the probability of obtaining the meas- 

ured coefficient value if the true value is zero; it does not give 

the probability that the coefficient’s true value is zero, nor does 
subtracting the significance level from one hundred percent give 

the probability that the hypothesis is not true. Because, even 

with a large sample, it is quite possible to obtain results dif- 
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For clarity of presentation and ease of understanding, 
the Special Master will present plaintiffs’ results in 
terms of statistical significance. 

The following table summarizes the results of plain- 
tiffs’ original study, prior to any corrections made by 

the plaintiffs: 

  

  

TABLE 1 

Yield Differential Statistical Significance 

Sample Favoring Bearer Bonds Size Test Sign Test 
  

Correction Method 1 

Aug 1983 13 basis points 202 at 

May 1985 6 basis points .301 .262 
Aug 1985 5 basis points .284 .061 

Correction Method 2 

Aug 1988 16 basis points .087 227 

May 1985 11 basis points .040 .067 
Aug 1985 12 basis points .039 .026 

Correction Method 3 

Aug 1983 28 basis points O11 .038 

May 1985 12 basis points .015 148 

Aug 1985 13 basis points .004 .026 
  

Source: PX 200 at 26, 28 and 34; see DX 159. 

These results formed the basis for plaintiffs’ experts 
conclusion that there exists an interest rate differential 
favoring bearer bonds of from 5 to 15 basis points, and 
that their findings were statistically significant.?* It 
should be noted, however, that the results of Correction 

Method 1 are uniformly not statistically significant (un- 

fering from a coefficient’s true value, it is conventionally 

thought that there must be a very high probability that the 
coefficient is not zero before it can be conclusively claimed that 

the variable associated with the coefficient has a definite effect 

on the dependent variable. (Emphasis supplied.) 

236 PX 200 at 35-36. Plaintiffs did not explain how they got from 
their results to their conclusion that the interest rate differential 

favoring bearer bonds is in the range of 5 to 15 basis points. This 

omission adds to the imprecision inherent in the use of a range.
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der either a .05 or a more stringent .01 standard). Un- 
der Correction Method 2, the results are not statistically 
significant for the August, 1983 sample but are statis- 
tically significant (at the .05 level) for the August, 1985 
sample. For the May, 1985 sample, the results are not 

statistically significant under the sign test, but are sta- 
tistically significant (at the .04 level) under the size 
test. 

Under Correction Method 3—in which plaintiffs’ ex- 
perts place the most confidence—the results are highly 
significant for all three data samples under the size test 
and for two of the three samples under the sign test. 
This set of results provided the strongest support for 
plaintiffs’ conclusions, but were soon to undergo signifi- 
cant changes. 

The Secretary’s experts, prior to correction of any of 
the subsequently discovered data base, computational, 
tax, or statistical errors, performed a “signed rank” 
test on the results of plaintiffs’ third, and best, correc- 

tion method. The signed rank test has greater predictive 
power than the sign test and avoids assumptions about 
the distribution of data (which can lead to erroneous 
results) that inhere in the size test.?°7 The signed rank 
test indicated that, for two of the three samples, the 
results of plaintiffs’ Correction Method 3 were not statis- 
tically significant at the less stringent .05 level: 

TABLE 2 
  

Statistical Significance of Results 

of Plaintiffs’ Correction Method 3 
  

Signed Rank Test 
  

August 8, 1983 116 

May 31, 1985 .040 
August 22, 1985 .210 
  

Source: DX 175 at 6; see DX 170-DX 172. 

237 DX 175 at 4-5.
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Just prior to the hearing before the Special Master, 

plaintiffs’ experts detected two errors affecting the re- 

sults of their study, a series of computational errors 

affecting Correction Methods 1 and 2 and the erroneous 

inclusion of five callable registered bonds (out of a total 

of 16) in the August, 1983 sample (affecting all three 

methods’ results for the August, 1983 sample).** As 

corrected, the results of plaintiffs’ secondary market 

study are summarized in the following table: 

TABLE 3 
  

isti igni 239 

Yield Differential Statistical Significance 

Sample Favoring Bearer Bonds Size Test Sign Test 

  

  

Correction Method 1 

Aug 1983 15 basis points .25 

May 1985 -.6 basis points 24° “low” 

Aug 1985 6 basis points 26 

Correction Method 2 

Aug 1983 27 basis points .05 

May 1985 5 basis points .20 

Aug 1985 9 basis points .05 

Correction Method 3 

Aug 1983 21 basis points “virtually identical to those 

. . originally reported” 241 

May 1985 12 basis points .015 143 

Aug 1985 13 basis points .004 .026 

  

Source: PX 171. 

ae PS 171 at 12. 

239 Plaintiffs did not specify which test or tests of statistical sig- 

nificance, e.g., the size test, the sign test, or both, were used to show 

the statistical significance of the results of Correction Methods 1 

and 2. 

240 The May, 1985 sample, under Correction Method 1, showed a 

.6 basis point differential in favor of registered bonds. Plaintiffs 

explained only that the result ‘has a low level of statistical confi- 
dence”. PX 171 at 2. 

241 Tn regard to the revised results of Correction Method 3, plain- 

tiffs stated that they had “been unable to compute the correspond-
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These corrections show a decline in the statistical sig- 
nificance of the results of Correction Methods 1 and 2 
(including a finding of a differential favoring registered 
bonds in the May, 1985 sample under Correction Method 
1). They also indicate that the elimination of callable 
registered bonds in the August, 1983 sample diminished 
the interest rate differential for that sample under Cor- 
rection Method 3 from 28 to 21 basis points. 

Plaintiffs’ experts acknowledged another error affecting 
the results of Correction Method 3—their most reliable 
correction technique. Plaintiffs’ experts incorrectly as- 
sumed that the Internal Revenue Service allows an in- 
vestor purchasing a bond at a premium to deduct the 
“loss” on the redemption of the bond at maturity2” 
Correction of this error by plaintiffs resulted in lower 
estimates both of the interest rate differential and of the 
statistical significance of the results.2** For reasons that 
are not entirely clear, plaintiffs restored the five call- 
able registered bonds to the August, 1983 sample when 
they recalculated their Correction Method 3 results.2*4 
Plaintiffs previously had voluntarily deleted those bonds, 
and stated that their inclusion had incorrectly exag- 
gerated the asserted interest rate differential in favor 
of bearer bonds.*** Hence, the results of Correction 
Method 3 for the August, 1983 sample cannot be re- 
garded as reliable. 

ing changes in the statistical significance of the method 3 results, 
but they will be virtually identical to those we originally reported.” 
PX 171 at 4. Plaintiffs did not subsequently supply the Special 
Master with those computations. 

amt DX. 175 at 20+ PX 201 at i. 

243 PX 201 at 1. 

ADS. TTT at 2. 

“45 PX. 171. at 8,
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Plaintiffs’ results after correcting for the tax treat- 

ment error are summarized in Table 4: 

  

  

TABLE 4 

Statistical Significance 
Yield Differential 

Sample Favoring Bearer Bonds Size Test Sign Test 
  

Correction Method 3 

Aug 19838 246 27 basis points O12 .038 

May 1985 6 basis points 126 .262. 
Aug 1985 6 basis points 115 .026 
  

Source: PX 201 at 2. 

Comparison of Table 3’s results with those of Table 
4 show that the tax treatment correction reduced the 
interest rate differential by 50% for the May, 1985 and 
August, 1985 samples. Further, the results for those 
samples are not statistically significant at the .05 level 
except for the sign test for the August, 1985 sample. 
Finally, as indicated, five of the 16 bonds in the August, 
1983 sample should not be included, by the plaintiffs’ own 
criterion. 

Thus far, the results presented do not reflect any dis- 
putes between the parties regarding data base composi- 
tion, financial assumptions, or statistical theory. The 
wide variations in the results do, however, indicate their 
sensitivity to data base and tax treatment adjustments. 

The Secretary’s experts **7 presented a large number 
of methodological problems in the plaintiffs’ secondary 
market study. Initially, they pointed out that there is 
no precise relationship between bond yields as reflected 

246 The August, 1983 sample includes callable bonds (five of the 

16 bonds in the sample) that plaintiffs agree should be deleted. 

247 Donald J. Puglisi is a Professor of Finance at the University 
of Delaware. Dr. Puglisi has expertise in the municipal bond mar- 

ket. Ingram Olkin is a Professor of Statistics at Stanford Uni- 

versity.
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in secondary market transactions and issuers’ actual net 
issuance costs in the primary market. The strength of 
the relationship may be tenuous.* Yields do diverge, 
and the extent of the difference varies over time.” It 
is quite possible that yields in the secondary market 
could fail to reflect declining underwriter spreads and 
hence reduced net interest costs for issuers in the pri- 
mary market.?*! This reduces the confidence with which 
one can draw inferences about issuers’ net interest costs 
from plaintiffs’ secondary market study. Plaintiffs ar- 
gue that there may be a distortion, but the bias is not 
systematically in favor of one or the other bond form. 

Second, the Secretary’s experts testified that the use 
of Blue List “asked” or offering prices—instead of ac- 
tual transaction prices—introduces considerable uncer- 
tainty in the results. Use of the asked prices assumes 
as the plaintiffs’ experts acknowledged, that differ- 
ences between asked and sale prices affect bearer and 
registered bonds identically.*** There is no evidence for 
this proposition one way or the other, and plaintiffs of- 
fered no theoretical justification for it. 

There is another difficulty in the use of Blue List of- 
fering prices in lieu of transaction prices. The offering 
prices for the same bonds vary according to the dealer, 
and vary by as much or more as the asserted interest 
rate differential attributable to the registered/bearer dis- 
tinction.°* Hence, the results of the secondary market 

248 DX 175 at 9; Tr. 2007-08, 2016. 

249 Tr. at 2008. 

250 DX 175 at 9. 

mT YT, av 2006. 

252 DX 175 at 8; Tr. 2015; PX 200 at 16 n.*. 

253 DX 175 at 9. The Secretary’s experts detected a 75 basis 
point and a 22 basis point differential in offering prices for two 
pairs of bonds in plaintiffs’ sample that were identical (except as 
to the volume being offered for sale in one pair).
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study can be affected by the particular offering prices 

selected. Pricing difficulties which inhere in the use of 

secondary market prices suggest caution about using 

Blue List data as the source of inferences about small 

price differentials in the primary market.” 

The Secretary’s experts also detected a large number 

of errors in the composition of plaintiffs’ Blue List data 

base. The sheer number of these errors—and the result- 

ing dramatic reduction in the reliable number of pairs 

in the sample—create serious questions about the re- 

liability of plaintiffs’ results. First, Professors Puglisi 

and Olkin pointed out that one of the bonds in the May, 

1985 sample and two of the bonds in the August, 1985 

sample were definitely or probably incorrectly classified 

as to their form.?*> That reduced the sample sizes to 21 

and 25 bond pairs, respectively. 

Second, a large number of additional callable bonds 

were improperly included in plaintiffs’ study.°*° In ad- 

dition to the five pairs of callable bonds that plaintiffs’ 

experts voluntarily excluded from the August, 1983 sam- 
ple prior to the hearing,” the Secretary’s experts dis- 

254 DX 175 at 9-10; Tr. 2017-20. 

255 DX 175 at 10-11; Tr. 2020-23. Plaintiffs did not dispute this 

point. See Plaintiffs Findings of Fact at § 207. 

256 There was considerable confusion at the hearing as to the 

instructions given to plaintiffs’ experts’ research assistant regard- 

ing matching bond pairs for call provisions. Although the executive 

summary of plaintiffs’ report indicated that they selected pairs of 

bonds with identical call provisions, PX 200 at S-2, the text of the 

report states that no bonds with call provisions were included. 

PX 200 at 16. At trial, Professor Meyer indicated he was unsure 

whether the sample ultimately included bonds with call provisions. 

Tr. 1878-79. Professor Puglisi testified that plaintiffs had included 
numerous bonds with call provisions, and that the provisions were 

not identical within each pair. Tr. 2101-02. 

257 As indicated, supra at 63, plaintiffs’ post-trial correction of 

the results of Correction Method 38, PX 201, inexplicably included 

these bonds.
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covered two additional pairs involving callable bonds in 
that sample; *** four additional pairs involving callable 
bonds in the May, 1985 sample; and three in the August, 
1985 sample.” These call provisions were materially 
different within pairs and likely to have an effect on 
observed yields. Neither side’s experts recalculated the 
interest rate differential with the affected pairs excluded. 
However, excluding misclassified and callable bonds leaves 
only nine bond pairs, 17 bond pairs, and 22 bond pairs 
in the August 1983, May 1985 and August 1985 samples, 
respectively. 

There were problems encountered with plaintiffs’ data 
base in addition to those already described. In construct- 
ing their matched pairs, plaintiffs’ experts did not ex- 
clude pre-TEFRA registered bonds. Eleven of the 65 pairs 
of registered bonds were issued before TEFRA.”" Plain- 
tiffs’ experts did not attempt to exclude pre-TEFRA 
registered bonds from their bearer/registered compari- 
sons, as they recognized no statistically important dif- 
ference between pre- and post-TEFRA registered mu- 
nicipal bonds.?* 

However, there was testimony at the hearing that 
pre-TEFRA registered bonds trade at a substantial pen- 
alty to comparable bearer bonds. These registered bonds 
generally formed small portions of overall bearer bond 
issues, and there were and are considerable delays and 
additional costs in negotiating them.?** Many pre-TEFRA 

258 DX 175 at 12; Tr. 2101-04. 
259 DX 175 at 12; Tr. 2101-04. 
260 Tr, 2101-02. Professor Leonard agreed that the effects of call 

provisions on yield were material and unpredictable. He believed, 
incorrectly, that all callable bonds had been excluded from the 
sample. Tr. 1607-08. 

261 DX 175 at 18-14. 

262 Tr. 1785-89. 

263 Tr. 1244-45; 1294; 1823; DX 175 at 13.
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registered bonds have not been incorporated into the 

more efficient registered bond transfer systems that have 

evolved post-TEFRA.2* Hence, pre-TEFRA registered 

bonds may well trade at penalties to the bearer bonds 

with which they are paired, but the penalty proves 

nothing about the effects of the TEFRA registration 

requirement.?” 

Once again, neither party recomputed results based 

on a revised sample excluding pre-TEFRA registered 

bonds. However, excluding those bonds from the sample 

(and avoiding double-counting of previously excluded 

bonds) reduced the sample sizes to six bond pairs for 

the August, 1983 sample; 17 pairs for the May, 1985 

sample; and 16 bond pairs for the August, 1985 sample.” 

In addition, inclusion of pre-TEFRA registered bonds in 

a sample would constitute an error as to which there is 

no doubt that the direction of the bias distorts the results 

toward an interest rate differential favoring bearer 

bonds. 

The Secretary’s experts testified that there were a 

number of other financial and statistical difficulties in 

the plaintiffs’ secondary market study.**” Many of these 

criticisms were uncontroverted. Taken together, the data 

base, statistical, and financial difficulties discussed are 

such as to deprive the plaintiffs’ secondary market study 

of sufficient probative value to form the basis of a finding 

264 DX 175 at 13. 

265 Professor Leonard did state that the results for the pre- 
TEFRA registered bond pairs “seem to be different,” Tr. 1789, but 

did not elaborate. 

266 DX 175 at 14; Tr. at 2031. 

267 H.g., DX 175 at 14; Tr. 2031-33 (no correction for volume of 

bond issues) ; DX 175 at 14-15; Tr. 2033-35 (no correction for lack 

of “seasoning,” or interest rate effects of newly issued bond issues) ; 

DX 175 at 17-18; Tr. 2042-44 (Correction Methods 1 and 2 fail to 

adjust for effects of differentials in coupon interest rates).
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that there is an interest rate differential in favor of 

bearer bonds.?® 

The Secretary’s experts also performed a secondary 
market study 7° as a supplement to their primary market 
study, upon which they placed principal reliance.?” This 
study was carried out with considerably less rigor than 
plaintiffs’ secondary market study.?7! The Secretary’s ex- 
perts contracted out the task of acquiring basic data and 
developing criteria for matching pairs of registered and 
bearer bonds to an outside organization, Standard & 
Poor’s.*” They apparently did not verify the accuracy of 

268 Plaintiffs argue that the similarity of their results from the 

three correction methods for the three sample dates provides sup- 
port for their conclusion that an interest rate differential favoring 

bearer bonds exists. See, eg., PX 200 at 35-36. This argument 

would have force if one believed that the analysis for each sample 

date had probative value. However, the fundamental flaws dis- 

cussed above infect all three sample dates. For example, the inclu- 

sion of misclassified, callable, and pre-TEFRA registered bonds 

cuts across all three samples and undermines the reliability of the 

results derived from each. Thus, the fact that the results of three 

clearly defective samples lie in the same direction is of no help to 

plaintiffs. 

Nor are plaintiffs helped by their various combinations of the 
data from the three samples within each correction method. Plain- 

tiffs chose not to pool the data from the three samples using Correc- 

tion Method 1, see PX 200 at 26 (Exhibit C) ; to pool the data from 
the two 1985 sample dates using Correction Method 2, see PX 200 

at 28 (Exhibit D); and to pool the data from all three sample dates 

using Correction Method 8, see PX 200 at 34 (Exhibit E). Plain- 

tiffs did not explain or justify their pooling of the data, nor did 

they provide any explanation for their selectivity in doing so. Put- 
ting aside the selectivity problem, the absence of justification for 

the pooling methods used is a fatal flaw. See Tr. 1910. 

269 The Secretary’s secondary market study comprises pages 33- 

48 of DX 100, “Effect of the Registration Requirement on Munici- 

pal Bond Interest Cost.” 

270 Tr, 2006-07, 2082. 

271 See, e.g., Tr. 2082-88. 

272 DX 100 at 40-43; Tr. 2091-92.
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either the data base or the matching bond pairs until 
after plaintiffs’ experts pointed out a large number of 
data base errors.” 

Plaintiffs’ experts analyzed the Secretary’s secondary 
market study and detected a large number of gross data 
base errors.* Plaintiffs’ experts corrected the gross er- 
rors they detected in the Secretary’s secondary market 
study and argued that the Secretary’s study provided sta- 
tistically significant evidence of an 8.5 basis point dif- 
ferential favoring bearer bonds.** The Secretary’s ex- 
perts abandoned their study and argued that the data 
base and other errors rendered it fundamentally unreli- 

able.?7° 

The Special Master finds that the Secretary’s secondary 
market study was performed with far less care than 
plaintiffs’. If, as the Special Master finds, plaintiffs’ study 
is insufficiently reliable to provide probative evidence of 

273 Tr. 2088-90, 2099. 

274 The overwhelming majority of the Secretary’s bond pairs 

were from one issuer, the Intermountain Power Authority (“IPA’’). 

Tr. 1642. On analysis, it turned out that approximately ten of the 
matched pairs of IPA bonds were in fact from another issuer, the 

Municipal Electric Authority of Georgia. The criteria by which 

those bonds had been matched remained unclear. Tr. 1650-53. A 

number of other bonds had been coded incorrectly and failed to 

satisfy the Secretary’s experts matching criteria. Tr. 1656. 

Moreover, a large number of IPA bonds turned out, upon fur- 

ther analysis, to be insured bonds with AAA credit ratings. 

These had been matched with uninsured bonds with far lower A 

credit ratings. Tr. 1658-62. These bonds generated large dif- 

ferentials favoring registered bonds which, obviously, cannot be 

attributed to the fact of registration. The plaintiffs’ experts also 

observed a variety of other bond pairs in which they judged the 

interest rate differential to be simply too large to reflect a bearer 

form versus registered form effect. Plaintiffs’ experts believed that 

these, too, should be eliminated from the Secretary’s study. 

275 Tr, 1663-65; PX 158, 167. 

276 Tr, 1947; 2007-12, 2083-94.
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an interest rate differential favoring bearer bonds, no 
amount of adjustment of a markedly less reliable study 
performed by the Secretary can bolster plaintiffs’ con- 
clusions. 

First, the matching criteria used by the Secretary’s 
experts were not rigorous.*” Those criteria had to be 
modified to meet practical limitations and became even 
less rigorous.°* On their face, the matching criteria did 
not even indicate that the bonds had been matched by 
issuer or by credit rating.2” 

The coupon rate of interest on matched pairs was 
allowed to vary by as much as 2.5% or 250 basis 
points.*° The maturities of the matched bond pairs were 
permitted to vary by one, two, or more years, depending 
on the length of the maturities of the paired bonds.?*! 
Finally, the Secretary’s criteria allowed bonds with call 
provisions to be matched with those lacking call provi- 
sions, a fundamental mistake.**? In short, the Secretary’s 

277 These criteria were supplied by Standard & Poor’s, and their 
expertise to perform the task of specifying matching criteria was 
not established. DX 100 at 42. 

278 DX 100 at 42-438. 

279 DX 100 at 42. Plaintiffs’ experts, placed in the somewhat 
awkward position of defending and rehabilitating a study that 
they did not perform, argued that the Secretary’s experts must 
have matched according to those criteria—even though the Sec- 
retary’s study did not expressly indicate that—because otherwise 
the study would be fundamentally unreliable. Tr. 1604-05. 

280 DX 100 at 42. Plaintiffs’ experts stated this was a fairly 
substantial difference, and they would want to correct for it. Tr. 
1612. 

281 DX 100 at 42; Tr. 1602-06. The Secretary’s maturity matching 
criteria were much less rigorous than those used by plaintiffs. 
Id. 

282 Tr. 1607-08. The Secretary’s experts noted the importance 
of call features to bond yield in their primary market study, 
DX 100 at 10-11, but ignored the presence or absence of call 
features in their secondary market study.
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study attempted to determine if very small interest rate 

differentials could be attributed to the form of bonds by 

using bond pairs that were materially different in other 

respects. 

Second, the Secretary’s experts performed no correc- 

tions for differences in maturity or coupon interest rates 

within the bond pairs.28* They apparently believed—al- 

though their study did not address the question—that 

their matching criteria were rigorous enough to allow 

them to dispense with the corrections made by plaintiffs’ 

experts. There is no support in the record for that con- 

clusion. The great efforts made by plaintiffs’ experts to 

correct for these differences—deploying three distinct and 

complex correction methods—testifies to the importance 

of making these “duration” corrections.” 

Third, the Secretary’s study used pairs of actual bond 

transactions, instead of pairs of Blue List offering prices. 

However, the paired transactions did not necessarily oc- 

cur on the same day—they may have occurred as many 

as five calendar days apart.?* Recognizing that daily 

market fluctuations could introduce substantial differ- 

ences in the bearer/registered pair comparison, the Sec- 

tary’s experts made an adjustment for each pair traded 

on different dates. They multiplied the registered bond’s 

283 DX 100, Appendix F. 

284 Indeed, plaintiffs’ experts—with regard to their own study— 

insisted that comparisons of raw data regarding yields to ma- 

turity prior to adjustments for coupon rate and maturity differ- 

ences lacked all probative value. Tr. 1704-07; 1726-28. Profes- 

sor Leonard stated that “[y]lield to maturity itself is not a basis 

for making inference or judgment or any conclusion about the 

difference between bearer and registered bonds.” Tr. 1728. Yet, 

plaintiffs suggest that the Secretary’s study, which used uncor- 

rected yields to maturity, has substantial probative value. 

285 DX 100 at 42; Tr. 1611.
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price by the ratio of the Bond Buyer Municipal Bond 
Index of 50 bonds for the two trade dates.*%° 

Nothing in the record validates this adjustment tech- 
nique—and it is not even explained by the Secretary’s 
experts. Bond prices vary daily and weekly frequently 
by amounts similar in magnitude to the interest rate dif- 
ferential allegedly attributable to the bearer/registered 
difference.*** These fluctuations in market prices have 
little to do with the intrinsic characteristics of individual 
bonds. By comparing transactions from differing dates, 
the Secretary’s study introduces considerable imprecision 
into its comparisons and an adjustment based on a rough 
indicator of overall market movement may or may not 
compensate for that imprecision. 

Finally, the Secretary’s secondary market study, even 
if it were carefully done and methodologically sound, 
suffers from many of the inherent problems affecting 
plaintiffs’ study. There was no study indicating that sec- 
ondary market results should be regarded as a reliable 
basis for inferences about the primary market.*** There 
were no corrections made for “seasoning” of bonds **? nor 
for the yield differentials caused by differentials in the 
coupon interest rates of paired bonds.?°° These defects 
make the Secretary’s secondary market study an unreli- 
able guide to determining whether registered/bearer bond 
differentials exist in the primary market. 

Thus, plaintiffs’ effort to use the Secretary’s secondary 

market study to corroborate or confirm an interest rate 
differential in the primary market is to no avail. A study 

286 DX 100 at 43. 

287 PX 200 at 4; Tr. 1591. 

288 Tr. 1892-93. 

289 Tr, 2011-12. See note 267, supra. 

290 See notes 231-32 and 284, supra.
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less precise, less careful, and less rigorous than plaintiffs’ 
flawed study cannot corroborate that study. 

ce. The Secretary’s Primary Market Study 

The principal focus of the Secretary’s econometric ex- 
perts was a multiple regression analysis of the determi- 
nants of issuers’ net issuance costs in the primary 
market. Professors Puglisi and Olkin examined 4,220 
pre-TEFRA new bearer bond issues from January, 1981 
to June, 1983 and 2,377 post-TEFRA new registered 

bond issues from July, 1983 to April, 1985.2 They 
identified the factors that, according to standard finance 
literature, influence the issuers’ net interest cost.292 They 
used regression analysis to determine the effect of all 
these factors on interest costs of both types of bonds in 
their respective periods.**? After accounting for the effect 
of these variables on interests costs, the Secretary’s ex- 
perts hypothesized that any interest cost differences be- 
tween the two forms of bonds across the two time periods 
could be attributed to the bearer/registered difference.2% 

The Secretary’s experts calculated predicted net in- 
terest costs for both types of bonds from the regressions 
for alternative levels of the numerous variables in ques- 
tion. At the average level of all variables, the predicted 
net interest costs of bearer bonds exceeded those of the 
registered bonds. In fact, the study indicated that “the 
range for which predicted net interest costs on bearer 
bonds exceeds those on registered bonds covers almost the 
entire range of actual issues.” **° Thus, if anything, the 
study on its face indicated that issuer costs were lower 

  

201 DX 100 at 12-14; Tr. 1981. 

292 DX 100 at 5-11. 

293 DX 100 at 19-21. 

294 DX 100 at 5, 11-12. 

295 DX 100 at 21-22.
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after TEFRA—after accounting for all variables that 
influence issuers’ net interest costs.?** 

There was, however, a fundamental methodological 
difficulty with the Secretary’s primary market study. 
The regression equations are intended to estimate issuers’ 
net interests costs for bearer and registered bonds. To 
accomplish this, however, equations were estimated in 
two different time periods. The record indicated un- 
equivocally that there were important, statistically sig- 
nificant changes over time in the effects of key variables 
(e.g., issuer credit rating, average maturity) in the Sec- 
retary’s primary market regression equations.2°* These 
changes in the effects of the variables can be seen in the 
changes in the estimated regression coefficients for the 
key variables in the regression equations for the pre- 
TEFRA bearer bonds and the post-TEFRA registered 
bonds.** Thus, we are presented with two equations 
purporting to relate variables to interest rates for two 
different forms of bonds for two different time periods. 

The Secretary contends that the only explanation for 
the differences in the equations over the two time periods 
is the change in the form of the bonds from bearer to 
registered.” However, more than simply the form of 
municipal bonds changed between the two time periods; 
with the passage of time, many relationships changed, 
and with them the effects of other, key variables. To the 
extent that the effects of these variables on predicted 
net interest costs changed over time—for example, if the 

296 DX 100 at 29 (Table 2.3). 

297 Tr. 1680, 1685-86; PX 168. Professor Olkin conceded this 
point. Tr. 1988-89. 

298 DX 100 at 28 (Table 2.2). 

209 Indeed, the Secretary contends that at the average level of 
all variables, the predicted net interest costs on bearer bonds 
exceeded those on registered bonds by 81 basis points. See DX 
100 at 21, 29 (Table 2.3).
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market valued higher issuer credit ratings or shorter 
average dates to maturity differently across the two 
periods—the Secretary’s contention that all of the change 
in predicted net interest costs between the two time pe- 
riods can be attributed to the change in bond form is 
undercut.°” 

It is impossible to determine whether the Secretary’s 
comparison of pre-TEFRA bearer bond interest costs and 
post-TEFRA registered bond interest costs reveals a 
shift in the effects of the variables, the change in bond 
form, or some combination of the two.* Careful scrutiny 
of the Secretary’s study and of the testimony reveals no 
convincing basis for selecting bond form as the sole ex- 
planation for the differences in the equations. The Sec- 
retary’s study simply confounds two phenomena: the 
change in the form of municipal bonds and the changes 
in the effects of the other variables across the two time 
periods. 

Professor Puglisi suggested that the model’s use of the 
market interest rate variable might control for the 
changes in effects of the variables over time.*°? However, 
he was unable to specify how the time-sensitive changes 
in the levels of one variable would account for changes 
in the effects of that and other variables. Moreover, use 
of the market interest rate variable as a control variable 
is highly problematic in that the market interest rate 
in the two periods would reflect the very differential— 
bearer versus registered form—that the study was test- 
ing for in the first instance. 

d. Conclusion 

Each of the econometric studies rested on assumptions 
that ultimately proved unreliable or unsupported. The 

300 The clearest explanation of this problem was provided by 

Professor Leonard’s testimony. See Tr. 1675-78; 1828-32. 

301 Tr, 1676-77, 1686-88; 1976-78. See also 2138-37. 

202 Tr, 2180-33; but see Tr. 2185.
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studies attempted to measure a very small and perhaps 
ephemeral effect with highly imprecise data and tools 
that proved too blunt for the task. Ultimately, the vari- 
ous studies performed by both sides do not provide an 
unequivocal or definitive answer to the question whether 
the registration requirement resulted in an interest rate 
penalty for municipal issuers. 

E. The Diminution of State Sovereignty 

Plaintiffs have argued that a separate and independent 
cost of the TEFRA registration requirement has been a 
diminution in the sovereign status of the States. Al- 
though plaintiffs’ “sovereignty costs” are not readily sus- 
ceptible to measurement, it is beyond peradventure that 
the powers of taxation and spending associated with the 
right to raise funds through debt issuance are essential 
to the States’ ability to exercise sovereignty within the 
federal system.*** Any federal regulation in this area, 
the States argue, diminishes the independence of the 
States within the federal system.3 

The importance of debt issuance to the States is re- 
flected in the detail in which state constitutions, statutes 
and ordinances prescribe the procedures by which debt 
may be incurred and issued. Offering New Jersey as a 
representative State, plaintiffs presented extensive proof 
regarding the detail in which New Jersey regulates the 
authorization and funding of bond issues.*” 

There also is no doubt that TEFRA did change the 
form in which state debt is issued. In the absence of 

oS See, e.g. Tr. 283; 710, 

304 Tr, 384-87. Although a number of state and local government 
officials indicated their displeasure with the TEFRA registration 
requirement, the gravamen of their complaint appeared to be the 
fact of regulation, not the subject matter being regulated. See, 
é.g., Tr. 884; 448; 549-50; 747. 

805 See Tr. 210-21.
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the TEFRA requirement, certain smaller issuers would 
probably still be issuing their debt in bearer form.*” 
However, the decision to issue debt in one form or an- 
other is essentially a practical one: it is tied to the 
issuer’s perception of the desires of the marketplace.*” 
The totality of the record indicates that, prior to TEFRA, 
the States did not attach any special importance to the 
form in which their bonds were issued. The core state 
concerns were their ability to raise capital at the lowest 
possible cost and their underlying fiscal integrity. 

The Secretary attempted to minimize the impact of 
the registration requirement on state autonomy in two 
ways. First, the Secretary pointed out that federal funds 
continue to provide a very substantial source of revenue 
to the States.*°° Even if federal grants to the States 
have declined somewhat in recent years, federal funds 
often exceed the amount of debt capital raised by States 
in a given year.* 

Second, the Secretary elicited testimony indicating that 
the States often are required to take certain actions, 

or accept certain conditions, in order to receive federal 
funding.*?® Prominent examples of such federal condi- 
tions are the 55 mile per hour highway speed limit and 
the minimum drinking age for alcoholic beverages.*" 

Governor Thompson of Illinois agreed that there are 
many instances where States accept restrictions on their 
autonomy in order to receive federal funds or federal 
benefits.*!” 

306 F’.g., Tr. 449-50. 

oot Tr. TDs 

308 DX 30. 

309 Tr, 330; 787. 

310 Tr, 400-05. 

at Tr. 401. 

oie 'Tr. 402.
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F. The Benefits of Registration to Municipal Bond 
Market Participants 

In an effort to offset plaintiffs’ claims that the registra- 
tion requirement imposes substantial burdens upon States 
and localities, the Secretary presented evidence that the 
registration requirement benefits market participants. 
The thrust of this evidence is that the individuals and 
institutions that invest in municipal bonds, as well as 
the intermediaries that process and trade municipal 
bonds, benefit from the efficiencies inherent in the registra- 
tion process. Much of this evidence has been discussed 
above in the section dealing with immobilization and book 
entry systems. See Section IV(D), supra. 

With regard to investors, the evidence indicated that 
investors save coupon cashing fees associated with bearer 
bonds; *** investors receive their interest income more 
rapidly under a registered system; * investors holding 
bonds in registered form will receive notice of bond calls 
and the proceeds of their called bonds more promptly; 3” 
and registered bonds are more easily replaced if lost or 
stolen than bearer ones.?%¢ 

The benefits of registration to financial intermediaries 
have been previously discussed. Registered bonds are 
more adaptable to the immobilization and book entry 
techniques used by securities depositories.?!7 In general, 
registration apparently has enabled the bond market to 
handle efficiently substantial increases in the number and 
size of municipal bond issues in the 1983-1985 period.*18 

Plaintiffs correctly point out that the bulk of these ad- 
vantages accrue not to bond issuers directly but to other 

  

818 Tr. 1145. 

Bis Tr. 342% 511-12. 

315 Tr, 178-79; 1284. 

316 Tr, 1158; 1281-82. 

317 See 32, supra. 

318 Tr, 1292-98.
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market participants.*? Since it is State and local issuers 

who are challenging registration, benefits to market par- 

ticipants are of no relevance unless the benefits are 

passed along to municipal issuers. Although in a perfect 

market one would expect that market efficiencies would 

redound to the benefit of issuers, there is no direct evi- 

dence of this in the record. 

There is one exception to this generalization with re- 

spect to market efficiencies. The spreads between the 

prices paid by bond underwriters to municipal issuers 

and the offering prices of bonds to the public have nar- 

rowed substantially since the passage of TEFRA.*° 

Several of the Secretary’s witnesses opined that under- 

writing competition has insured that the cost savings 
of registration have been passed along to municipal 
issuers.°2! Plaintiffs’ experts categorically deny that the 
registration requirement had anything to do with the 
decline in underwriting spreads.*” 

Neither party quantified the cost savings to municipal 
issuers from the post-TEFRA decline in spreads. The 
evidence indicates that the decline in spreads is a func- 
tion of competition among underwriters, the great de- 
mand for municipal bonds, the general overall decline in 
interest rates, and, to some uncertain and unquantified 
degree, the decline in costs caused by registration.**? The 
portion of this decline in spreads attributable to cost 
savings flowing from registration is unclear; however, it 

seems unlikely that registration would account for the 
major part of these issuer savings. 

VI. THE PUBLIC INTEREST IN REGISTRATION. 

Plaintiffs question whether there is an overriding pub- 
lic interest in requiring municipal bond registration. 

319 Brief of the NGA at 55. 

220 Tr, 188; 1280. 

321 Tr, 1280; 1379-80. 

a2 Tr. 201. 

323 Tr, 200; 1879-82.
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They dispute the claim that bearer bonds pose a national 
tax compliance and law enforcement problem. Assuming 
that bearer bonds do pose such a problem, plaintiffs argue 
further that the registration requirement is not an effec- 
tive remedy. A brief discussion of the tax aspects and 
information reporting requirements pertinent to munici- 
pal bonds will assist in the evaluation of the factual 
predicate for these arguments. 

A. Background 

1. Tax Status of Municipal Bonds 

The interest earned on municipal bonds is ordinarily 
not subject to federal income taxation.*2t In other tax 
respects, however, municipal bonds are not unlike any 
other asset. Thus, gains on the sale or disposition of 
municipal bonds are subject to federal income tax, al- 
though capital gains rates often apply. In addition, mu- 
nicipal bonds are like any other security in that they are 
subject to federal estate and gift taxation. 

Although municipal bond interest income is generally 
exempt from federal income tax, situations sometimes 
arise in which municipal bond interest becomes taxable. 
Congress has placed complex limitations on the tax- 
exempt status of industrial development bonds and muni- 
cipal arbitrage bonds.*?> Where the issuer fails to comply 
with those limitations, interest on the bonds loses its tax- 
exempt status. The IRS will then attempt to locate the 
bonds’ owners in order to collect taxes on the interest 
income received. The ownership records attendant a reg- 
istration system facilitate identification and location of 
bond owners.*** Although certain municipal bonds have 
lost their tax-exempt status in the manner described, the 
record contains no evidence of the frequency with which 
this has occurred or the amount of income tax that the 
TRS has recovered in such circumstances. 

324 26 U.S.C. § 108(a) (1982). 
25 26 U.S.C. §§ 103(b) and (c) (1982 & Supp. III 1985). See 

8-9, supra. 

326 Tr. 874-76.
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2. Information Reporting on Municipal Bonds 

Internal Revenue Service information reporting re- 

quirements do not apply to municipal bond issuers paying 

tax-exempt interest.*?? Payers of taxable interest must 

file such information reports. These reports (IRS Form 

1099-INT) set forth the amount of interest paid and the 

name and address of the recipient. Registration of tax- 

able bonds facilitates IRS information reporting in that 

the payer must have a record of the recipient of the in- 

terest payment. 

As part of TEFRA’s effort to improve tax law compli- 

ance, Congress enacted additional information reporting 

requirements. When a securities broker sells securities 
(including municipal bonds) for customers, TEFRA re- 
quires the broker to file an IRS information return listing 
the customer’s name and address and the gross proceeds 
of the sale.*2° Congress also empowered the Treasury 
Department to issue regulations requiring any other per- 
son who, for consideration, regularly acts as a middleman 
in securities transactions to provide gross proceeds infor- 

mation reporting.**° 

Unlike securities brokers, transfer agents for regis- 
tered municipal bonds currently do not provide informa- 
tion reports to the IRS regarding bond transfers. Trans- 
fer agents are not considered brokers for purposes of the 
Internal Revenue Code’s information reporting require- 
ments because they do not have information about gross 

proceeds.*#! Transfer agents do provide information re- 
ports to the IRS when bonds are redeemed at maturity 
or prior to maturity pursuant to a call provision.*” 

327 26 U.S.C. § 6049 (b) (2) (B) (1982). 

328 26 U.S.C. § 6049(a) (1982 & Supp. ITI 1985). 

329 TEFRA § 311, 96 Stat. 600-01, codified at 26 U.S.C. § 6045 (a) 

(1982). 

330 26 U.S.C. § 6045 (c) (1) (C) (1982). 

831 Stip. 1 59. 

332 Stip. J 60.
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The information reporting requirements on the sale of 
municipal bonds are the same for bearer and registered 
bonds.** Thus, when a municipal bond is sold through 
a broker, the broker must file an IRS Form 1099-B in- 

formation report whether the bond is bearer or regis- 
tered.*** When a bond is sold without a broker, no infor- 

mation report is filed.*° Both bearer and registered 
bonds can be transferred without a broker.*** Although 
transfer agents for registered bonds are not now re- 
quired to file IRS information reports,?*7 both IRS and 
Treasury Department officials believe they have the au- 
thority under existing statutes to require information 
reporting by transfer agents when and if it is deemed 
necessary.**® 

B. Registration, Tax Compliance and Law Enforcement 

Congress had a number of interrelated goals when it 
adopted the registration requirement for all debt securi- 
ties, including municipal bonds. As relevant to tax- 

exempt municipal debt, these purposes include: (1) 
the reduction of estate, gift and capital gains tax avoid- 
ance on the transfer of ownership of municipal securities; 
(2) the reduction of the use of municipal bonds as a 
mechanism for concealing unreported taxable income; and 
(3) the ultimate elimination of a readily negotiable sub- 
stitute for cash for persons engaged in criminal activities. 
Congress also may have believed that the elimination of 

333 Tr, 939; 26 U.S.C. § 6045 (1982 & Supp. III 1985). 

334 Tr, 938-39. 

335 Ty, 1028. 

336 Tr, 939-40. 

337 Stip. {] 59. 

338 Tr, 940; 990. These officials point to the breadth of the 
Internal Revenue Code’s definition of a “broker” for information 
reporting purposes. See 26 U.S.C. § 6045(c) (1) (C). The statute 
empowers the Secretary to establish information reporting re- 
quirements for anyone falling within the broad ambit of the statu- 
tory definition of a broker.
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bearer municipal securities would contribute to a more 
comprehensive system of IRS information reporting.*” 

Plaintiffs do not dispute the magnitude of the tax eva- 
sion problem at the time Congress adopted TEFRA’s regis- 
tration requirement. However, they argue that there is no 
evidence that bearer municipal securities form a significant 
part of the tax compliance problem. Plaintiffs are indeed 
correct that there is no evidence in the record quantifying 
estate and gift tax evasion, capital gains tax evasion, or 
the concealment of legal or illegal income for tax evasion 
purposes relating exclusively to bearer municipal bonds. 

However, as one of plaintiffs’ expert economists noted, 
the fundamental attributes of bearer bonds are enor- 
mously helpful to individuals desiring to evade the tax 
laws and to conceal unreported income. Bearer bonds are 
convenient to transport and hide, are easily negotiable at 
published prices, involve anonymity and minimal report- 
ing requirements, and are capable of supporting substan- 
tial amounts of cash.**° Moreover, bearer municipal 
bonds—unlike other cash substitutes—earn interest, and 

tax-exempt interest at that.3* 

When bearer bonds are bought and sold there need be 
no record of the transaction. This contrasts sharply with 

registered municipal bonds, which entail records relating 

to ownership, transfers, and interest and principal pay- 

ments.*** Given the inherent characteristics of bearer 
bonds, Congress’s conclusions that they facilitate tax avoid- 
ance and income concealment seem altogether reasonable. 

339 See 8. Rep. No. 494, 97 Cong., 2d Sess. 242 (1982). However, 

Congress clearly believed that the advantages of enhanced infor- 

mation reporting would pertain mostly to taxable securities. Jd. 

340 Tr. 1866-69. 

341 Tr, 1868-69. The payment of tax-exempt interest is doubly 
advantageous to tax evaders and other criminals. First, IRS in- 
formation reporting requirements do not apply. Second, the inter- 
est bearing nature of municipal bonds offsets the potentially de- 
valuing effects of inflation. Tr. 1061, 1067. 

a2 Tr. 997; L073.
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With regard to estate and gift tax evasion, the regis- 
tration records for municipal bonds create an audit trail 
which will enable tax authorities to trace the ownership 

of municipal bonds for estate and gift tax purposes.?* 
With regard to capital gains tax evasion, registration 
enables the IRS to calculate the taxpayer’s cost basis in 
the bond for capital gains purposes.*** Plaintiffs point 
out, however, that registration has not changed the infor- 
mation reporting requirements for bond sales—they are 
the same whether the bond is bearer or registered.** 
Brokers must file information reports regardless of the 
form of the bond. Currently, the great preponderance of 
municipal bond sales are brokered.*** However, both reg- 
istered and bearer bonds can be transferred without a 
broker.*** Thus, plaintiffs argue that registration does 
nothing to foster greater capital gains tax compliance. 
The taxpayer can still fail to report his gain. 

These arguments have some force. However, registered 
bonds, unlike bearer securities, require guarantees of the 
authenticity of the transferor’s signature. They also re- 
quire extensive information about the owner for process- 
ing purposes. It is thus far more difficult to transfer reg- 
istered bonds without a broker.**® Registration compli- 
cates matters considerably for one who seeks to transfer 

municipal bonds without triggering IRS information re- 
porting. Bearer bonds can more easily be used by those 
who would evade information reporting and thereby tax- 
ation of capital gains realized on the sale of municipal 
securities.** 

we Tr, Bao. 

ase Tr, 889; 1073. 

345 Brokers must file information reports; at present, transfer 

agents are not required to do so. 

o40'Tr, 9407 1539. 

347 Tr, 939-40. 

348 Tr, 382-34; 974-75. 

349 Moreover, the IRS could require information reporting by 

transfer agents to make tax evasion even more difficult in the
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With regard to the use of bearer bonds for the conceal- 
ment of taxable income, the Secretary presented no sys- 
tematic empirical study or other evidence quantifying the 
extent of the problem.**° The Secretary did, however, 
present anecdotal evidence that bearer bonds can be and 
have been used to conceal large amounts of unreported 
taxable income. Owing to the particular experience of the 
law enforcement experts called as witnesses, the testimony 
involved significant cases in only one State, New Jersey.**’ 

In the largest case discussed, United States v. J.B. 
Hanauer & Co., Crim. No. 84-275 (D.N.J. 1984), the IRS 
discovered that one office of a New Jersey bond firm 
purchased more than $12 million of bearer municipal 
bonds using cash from customers that consisted mostly of 
unreported taxable income.** In another case, United 

States v. Cornelius Gallagher, Crim. No. 72-243 (D.N.J. 
1972), an Internal Revenue Service investigation resulted 
in the conviction of a United States Congressman for 
concealing more than $300,000 in taxable income in 
bearer municipal bonds.*** In another case, United States 
v. Genser, 582 F.2d 292 (3d Cir. 1978), cert. denied, 
444 U.S. 928 (1979), an IRS investigation resulted in the 

conviction of several businessmen for concealing over $2 

case of registered bonds. See note 338, supra, and accompanying 

text. 

350 The Secretary did provide the NGA, under seal, with an IRS 
investigation of the use of bearer bonds to conceal income. This 
material did not find its way into the record. 

351 There is nothing in the record suggesting that New Jersey 

was either typical or atypical as a locus of income concealment 

through the use of bearer bonds. 

352 Tr, 1055-65. Plaintiffs point out that Hanawer was an in- 

stance in which dishonest municipal bond brokers were at the 

center of a tax evasion scheme enabling numerous customers to 

evade taxes. The brokers violated a number of laws, including 

currency transaction reporting requirements. Plaintiffs argue that 

it is possible under these circumstances to conceal income in any 
security, be it bearer or registered. See Tr. 1536-37, 1546-47. 

See discussion at 87-88, infra. 

353 DX 105, 147, 148. See Tr. 1561-65.
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million in unreported taxable income through the pur- 
chase of bearer municipal bonds. The income was con- 
cealed by some 100 bond transactions over a five year 

period.*** These cases do not document the extent of the 
use of bearer bonds to conceal unreported income, but 
they do illustrate the manner in which bearer bonds lend 
themselves to misuse.**® 

Plaintiffs also challenge the efficacy of registration as 
a means of eliminating income concealment. Provided 
that other laws are broken, they argue, it is possible to 
conceal income using registered bonds as well as bearer 
bonds.*°** Nonetheless, it is clear that the registration 
requirement makes concealment of income more difficult 
by requiring at least one additional layer of criminal 
activity. Individuals desiring to conceal income will pre- 
fer to use unregistered assets instead of assets with 
ownership records that would have to be further falsified 
to conceal true ownership.**" 

Plaintiffs also point out that other assets—gold, an- 
tiques, stamps and coins—have some of the traits of 
bearer securities. They can be easily transported and 
can be negotiated without any information reporting re- 
quirements.** Thus, those bent on tax evasion can use 
these substitutes and continue to evade taxation.*® How- 
ever, a comparison of the asserted substitutes with bearer 
bonds suggests that few have all the advantages of mu- 
nicipal bearer securities (and none are interest bearing). 

354 See 582 F.2d at 296; Tr. 1552-53. 

355 In its brief, the Secretary cites a number of other cases of 

bearer bond misuse. Brief for the Defendant at 61-62 n.11. These 

cases range from tax evasion to larceny to avoidance of currency 

transaction reporting requirements. 

356 Tr, 1546-48. 

357 Tr, 897; 1067-68; 1548. 

358 Tr, 859; 1858-59. 

359 Tr, 1857.
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Finally, plaintiffs question the utility of the registra- 
tion record to law enforcement officials conducting tax 
investigations. They point out that the owner of a 
registered bond can retain equitable ownership but main- 
tain record ownership in another’s name.* They also 
point out that the registration record is useful only when 
law enforcement officials know the identity of the bond 
owner and the specific identity of the bond. Only this in- 
formation enables the IRS to locate the specific transfer 
agent which will have the helpful information.** These 
criticisms do highlight certain imperfections in the regu- 
latory scheme. 

Although there are limitations to the utility of the 
registration requirement as an aid to tax enforcement, 
the testimony clearly demonstrates that registered bonds 
are helpful to tax enforcement authorities in their col- 
lection efforts. In examining an individual taxpayer, 
the IRS avails itself of two basic techniques: investiga- 
tion of the individual’s net worth, and investigation of 
specific items.* The net worth method is particularly 
useful in detecting illegal income where authorities are 
unable to establish the source of income but can see an 
increase in wealth.*** Using the net worth method, the 
IRS compares the taxpayer’s total wealth at the be- 
ginning and end of a tax period in order to determine 
the increase. Bearer bonds may be used to frustrate net 
worth investigations because the IRS may not be able to 
ascertain when the taxpayer acquired the bonds.** Reg- 
istered securities, on the other hand, do provide some 
additional information concerning when changes in own- 
nership occurred.?© : 

  

360 Stip. Tf 54, 55. 
361 Tr, 1541-42. 
362 Tr, 1544, 
ene Tt. Ls 

364 Tr. 1071-73; 1544-45. 

365 Tr, 1072-73. The ability to transfer registered bonds without 
notifying the transfer agent immediately, Stip. 954, would of
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LEGAL ANALYSIS 

VII. AN ANALYSIS OF FEDERALISM RESTRAINTS 
ON NATIONAL REGULATORY POWER AFTER 
GARCIA v. SAN ANTONIO METROPOLITAN 
TRANSIT AUTHORITY. 

A. Introduction: The Amorphous Structure of Fed- 

eralism 

Plaintiffs challenge the registration requirement of 
Section 810(b) (1) of TEFRA on two related grounds. 
First, they question whether the federal government can 
require the registration of municipal bonds consistent 
with constitutional principles of federalism. Second, even 
if the end of registration is permissible, plaintiffs argue 
that the means chosen by Congress to implement registra- 
tion are not. Specifically, plaintiffs assert that Congress’s 
denial of tax-exempt status for interest paid on bearer 
municipal bonds runs afoul of the doctrine of inter- 
governmental tax immunity. 

Plaintiffs’ twofold challenge to the registration require- 
ment implicates two bodies of constitutional doctrine that 
have, in large measure, evolved separately. The first 
body of doctrine deals with the affirmative limits that 
our constitutional structure places upon the ability of 
Congress to exercise its delegated, enumerated powers to 
affect the States and their political subdivisions.*** Most 

course complicate the inquiry. Nonetheless, it cannot be denied 
that there will be additional information available to investigators 
stemming from registration. 

366 As a matter of convenient labeling, it is sometimes said that 
the Tenth Amendment places limitations upon the ability of Con- 
gress to intrude upon state sovereignty. A more precise statement 
would be that the Tenth Amendment reflects a constitutional struc- 
ture and a federal system which may place limits upon Congress’s 
powers. The issue presented here has thus been phrased by the 
Special Master as arising under the structure of the Constitution 
and the federal system, rather than the Tenth Amendment alone. 
See Garcia v. San Antonio Metropolitan Transit Authority, 469 U.S.
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recently, this body of federalism doctrine has been worked 
out in a line of cases under the Commerce Clause run- 
ning from Maryland v. Wirtz*" to National League of 
Cities v. Usery ** and back again in Garcia v. San An- 
tonio Metropolitan Transit Authority? 

Plaintiffs’ challenge to Congress’s choice of means for 
bringing about registration—the threatened forfeiture 
of tax-exempt status for the interest paid on bearer 
bonds—brings the intergovernmental tax immunity doc- 
trine into play. This doctrine shields the States from 
federal taxation on the theory that the power to tax can 
be used to undermine state sovereignty. Plaintiffs rely 
upon the Court’s holding in Pollock v. Farmers’ Loan and 
Trust Co., 157 U.S. 429 (1895), for the proposition that 
a federal income tax on the interest derived from munici- 
pal bonds is a tax on the power of the States to borrow 
money and thus repugnant to the Constitution. 

Although the doctrine of limits on Congress’s delegated 
powers flowing from state sovereignty and the doctrine of 
intergovernmental tax immunity have developed sepa- 
rately, they have a common source. Their source is the 
Constitution’s recognition of the separate and indepen- 
dent existence of the States. An act of Congress— 
regardless of the power employed—which would threaten 
“the utter destruction of the State[s] as sovereign po- 
litical entit[ies]” is inconsistent with the constitutional 
schema. Wirtz, 392 U.S. at 196. The importance of the 

528, 556 (1985) (discussing affirmative limits derived from struc- 
ture of Constitution) ; see also id. at 585 (O’Connor, J., dissenting) 
(discussing spirit of the Tenth Amendment) ; Fry v. United States, 
421 U.S. 542, 557 (1975) (Rehnquist, J., dissenting) (Tenth Amend- 
ment by its terms does not prohibit congressional action; it reflects 
principles of federalism). 

367 392 U.S. 183 (1968). 

368 426 U.S. 833 (1976). 

369 469 U.S. 528 (1985).
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intergovernmental tax immunity cases to contemporary 
federalism doctrine has been recognized in the recent 
decisions of the Supreme Court. See, e.g., National 
League of Cities, 426 U.S. at 843 & n.14 (intergovern- 
mental tax immunity doctrine a recognition of state 
sovereignty limits on Congress’s delegated powers) ; Gar- 
cia, 469 U.S. at 539-45 (comparing evolution of tax 
immunity and regulatory immunity doctrines) . 

The recognition by both the National League of Cities 
and the Garcia majorities of the fundamental importance 
of the intergovernmental tax immunity doctrine for the 
analysis of state immunity from regulation by Congress 
reflects the common roots of both doctrines. At bottom, 
the doctrines of state regulatory and state tax immunity 
derive from a structural analysis of the role of the States 
in our constitutional system. Put simply, the tradition 
of “Our Federalism” *° places limits on the ability of 
the federal government to regulate or to tax the States. 

Unfortunately, the precise contours of those limits are 
nowhere defined in the Constitution. The States are 
recognized in the Constitution, and the Constitution pre- 
sumes the subsistence of the States.* Yet, with very 
few exceptions, the Constitution does not touch upon the 

870 See Younger v. Harris, 401 U.S. 87, 44 (1971) (Black, J.). 

371 Thus, members of the House of Representatives shall be 
chosen by the people of the several States. U.S. Const. art. I, 82; 
cl. 1. The census shall be taken by State, art. I, §2, cl. 8, and 
representatives apportioned among the States according to the 
results of the census. Jd. The Senate shall be composed of two 
members from each State. Article I, §3, cl. 1. Each State is 
entitled to a number of Electors to select the President equal to 
the number of its Senators and Representatives. Article II, §1, 
cl. 2. A State has the power to invoke the original jurisdiction of 
the Supreme Court. Article III, §2, cl. 2. Finally, the United 
States guarantees to every State a republican form of government, 
and protects each of them against invasion, and, on application, 
against domestic violence. Article IV, § 4.
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structure of state government or the legitimate scope of 
state activities. In a document designed to constitute a 
national government, this is hardly surprising. 

The Constitution does place a few express limits on 
federal power over the States. The principal limitations 
are designed to protect the States’ territorial integrity 
and to insure their political representation in the Union. 
Thus, Article IV, § 8, cl. 1 denies Congress the power to 
join or divide States without their consent. Article V 
limits the process of amending the Constitution by pro- 
viding that “no State, without its consent, shall be de- 
prived of its equal Suffrage in the Senate.” The other 
explicit limits on federal power are: the States are re- 
served the right to appoint and train the officers of any 
militia that Congress may organize and discipline; *” 
the States cannot be taxed on their exports; ** and Con- 
gress may not discriminate among State ports in any 
regulation of commerce or revenue.** 

The language of the Tenth Amendment—“[t]he powers 
not delegated to the United States by the Constitution, 

nor prohibited by it to the States, are reserved to the 
States respectively, or to the people’—is unlike the fore- 
going provisions of the Constitution. The Tenth Amend- 
ment contains no express limitations on the power of 
Congress over the States. It declares that ours is a gov- 
ernment of delegated powers, and assumes that there are 
some powers not delegated to the federal government that 
remain in the hands of the States, or of the people. The 
drafters of the Constitution obviously believed that there 
are some powers—unspecified—that the States retain, 
and these are powers upon which the national govern- 
ment may not intrude. Thus, the Tenth Amendment re- 

  

372 U.S. Const. art. I, § 8, cl. 16. 

873 U.S. Const. art. I, § 9, cl. 5. 

374 U.S. Const. art. I, § 9, cl. 6.
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flects, amorphously, “principles of federalism” *5: “[t]he 
[Tenth] Amendment expressly declares the constitu- 
tional policy that Congress may not exercise power in a 
fashion that impairs the States’ integrity or their ability 
to function effectively in a federal system.” #7 

Throughout our history, these constitutional provisions 
have served to secure a place for the States in our system 
of government. They have been construed to require the 
national government to respect the “sovereignty” of the 
States. However, the sovereignty of the States has some- 
times been misapprehended. The States do not enjoy any 
Supremacy over the national government that permits 
them to frustrate the national government in the exer- 
cise of its delegated powers. Rather, the national gov- 
ernment is constrained to respect the autonomy and in- 
dependence of the States as governmental actors. To 
exist as independent governmental actors, the States, at, 
a minimum, must be able to raise and expend funds; to 
administer public law; to provide public services; and 
to reflect and express the popular will. All this, how- 
ever, is subject to the supremacy of the national govern- 
ment when the national government lawfully exercises 
its delegated, constitutional powers: “[t]his Constitu- 
tion, and the Laws of the United States which shall be 
made in Pursuance thereof; and all Treaties made, or 
which shall be made, under the Authority of the United 
States, shall be the supreme Law of the Land; and the 
Judges in every State shall be bound thereby, anything 
in the Constitution or Laws of any State to the Contrary 
notwithstanding.” U.S. Const. art. VI, § 2. 

37 Fry v. United States, 421 U.S. 542, 556 (1975) (Rehnquist, 
J., dissenting). 

376 Id. at 547 n.7. See Garcia, 469 U.S. at 585 (“The spirit of the 
Tenth Amendment, of course, is that the States will retain their 
integrity in a system in which the laws of the United States are 
nevertheless supreme.”) (O’Connor, J., dissenting) (emphasis in 
original) (citation omitted).
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B. The Roots of Modern Federalism Doctrine 

The Supreme Court has long interpreted the Constitu- 
tion to require respect for state sovereignty in the sense 
of the States’ political autonomy and independence. In 
Texas v. White, 74 U.S. (7 Wall.) 700, 725 (1869), 
Chief Justice Chase observed that “[t]he Constitution, 

in all its provisions, looks to an indestructible Union, 

composed of indestructible States.” More broadly, the 
Chief Justice explained: 

[T]he people of each State compose a State, having 
its own government, and endowed with all the func- 
tions essential to separate and independent existence. 

[I]n many articles of the Constitution the necessary 
existence of the States, and within their proper 
spheres, the independent authority of the States, is 
distinctly recognized. 

Lane County v. Oregon, 74 U.S. (7 Wall.) 71, 76 (1869). 

In Veazie Bank v. Fenno, 75 U.S. (8 Wall.) 533 

(1869), the Supreme Court had occasion to consider the 
limits on Congress’s power when it acted within its con- 
stitutionally delegated power to provide a national cur- 
rency. Id. at 548. To eliminate non-federal currency, 
Congress had enacted a prohibitive tax on the circula- 
tion as money of any notes not issued under its own 
authority (e.g., notes issued under state authority). The 
plaintiff, a state chartered bank, challenged Congress’s 

power to impose a tax with the effect of destroying a 
state granted franchise to issue bank notes. 

Construing the broad language of the taxing power,?” 
the Court read into this power the limitations that in- 
here in our constitutional structure: “[t]here are, indeed, 
certain virtual limitations, arising from the principles 

377 “Congress shall have power to lay and collect Taxes, Duties, 

Imports and Excises....” U.S. Const. art. I, § 8, cl. 1.



95 

of the Constitution itself. It would, undoubtedly, be an 
abuse of the power if so exercised as to impair the sepa- 
rate existence and independent self-government .. . of 
the States, or if exercised for ends inconsistent with the 
limited grants of power in the Constitution.” 75 U.S. at 
541 (citation omitted). The Court specified that this 
state sovereignty limit on Congress’s taxing power ex- 
empted certain “reserved rights” of the States from im- 
pairment by federal taxation: 

It may be admitted that the reserved rights of the 
States, such as the right to pass laws, to give effect 
to laws through executive action, to administer jus- 
tice through the courts, and to employ all necessary 
agencies for legitimate purposes of State Govern- 
ment, are not proper subjects of the taxing power 
of Congress. 

Id. at 547. Since the regulatory tax at issue in Veazie 
Bank was nothing other than an appropriate means to an 
indisputably constitutional end—the securing of a sound 
and uniform national currency—the tax was undoubtedly 
constitutional. The state granted franchise to issue bank 
notes was not within the narrowly defined “reserved” 
powers of the States. 

The national government has only infrequently acted 
to invade state sovereignty in the sense of failing to re- 
spect the autonomy and independence of the States as 
governmental entities. Coyle v. Smith, 221 U.S. 559 
(1911),°* presents an important and instructive example 
of such a failure. In Coyle, Congress had, in an enabling 
act admitting Oklahoma into the Union, attempted to fix 
the location of the new State’s capital for a seven year 
period. The Supreme Court held that the constitutional 
power of admitting new States into the Union did not 

  

378 The majority in Garcia cited Coyle v. Smith with approval as 
an example of the “affirmative limits the constitutional structure 
might impose on federal action affecting the States under the 
Commerce Clause.” Garcia, 469 U.S. at 556.
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embrace the authority to condition admission in this 
manner. Since Congress lacked authority to deprive a 
State of its ability to choose its seat of government, 2d. 
at 565, the Court reasoned that Congress could not place 
a State upon a plane of inequality with its sister States 
as a condition of admission. Jd. at 565-67. An inherent 
part of that “residuum of sovereignty not delegated to 
the United States by the Constitution itself[,]” 7d. at 

567, is “(t]he [State’s] power to locate its own seat of 
government, and to determine when and how it shall be 
changed from one place to another, and to appropriate 
its own public funds for that purpose... .” Id. at 565. 
These are, the Coyle Court affirmed, “essentially and 
peculiarly state powers.” Id. 

C. Federalism Before National League of Cities 

Until National League of Cities v. Usery, 426 U.S. 
833 (1976), our constitutional jurisprudence required no 
additional limitations of Congress’s delegated powers in 
the name of preserving state autonomy and independence. 
It cannot be gainsaid, however, that for a lengthy period, 

ending in approximately 1937, the Supreme Court gave 
a miserly construction to the scope of congressional power 

under the Commerce Clause. See generally E.E.0.C. v. 

Wyoming, 460 U.S. 226, 246-49 (1988) (Stevens, J., 
concurring) ; National League of Cities, 426 U.S. at 867- 

68 (Brennan, J., dissenting). As Justice Brennan pointed 
out, the Court usually relied upon the Due Process Clause 

to invalidate federal regulation, but occasionally resorted 
to the Tenth Amendment. The Court reasoned that, since 

the regulatory power at issue was not within the scope 

of the commerce power, it was not a power delegated to 
Congress, but instead was reserved to the States. See 
National League of Cities, 426 U.S. at 868 & n.9. The 
endpoint of this line of cases was Carter v. Carter Coal 
Co., 298 U.S. 238 (1936) (commerce power did not au- 
thorize federal regulation of hours, wages and working
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conditions of coal miners; these are internal matters re- 

served to the States) .°” 

Starting in 1937, with its epochal decision in National 
Labor Relations Board v. Jones & Laughlin Steel Corp., 
301 U.S. 1 (1937) (National Labor Relations Act a per- 

missible exercise of congressional power to protect inter- 
state commerce by preventing labor strife), the Supreme 
Court abandoned its restrictive interpretation of the Com- 
merce Clause and held that Congress can regulate intra- 
state activities that affect interstate commerce. See also 
United States v. Darby, 312 U.S. 100 (1941) (commerce 
power extends to fixing of minimum wages and maximum 
hours of employees engaged in production of goods for 
interstate commerce). The Court has subsequently held 
that “[e]ven activity that is purely intrastate in char- 
acter may be regulated by Congress, where the activity, 
combined with like conduct by others similarly situated, 
affects commerce among the States or with foreign na- 
tions.” Fry v. United States, 421 U.S. at 547 (1975). 
Such a rule obviously brings within the scope of federal 

regulatory power many purely local activities that, taken 

by themselves, have little apparent impact on interstate 

commerce. See, e.g., Perez v. United States, 402 US. 

146 (1971) (local loan shark’s activities within class of 
activities affecting interstate commerce); Katzenbach v. 

McClung, 379 U.S. 294 (1964) (race discrimination by 
local restaurant within commerce power because of im- 
pact upon interstate flow of food); Wickard v. Filburn, 
317 U.S. 111 (1942) (federal wheat marketing quota 
applicable to wheat grown wholly for on-farm consump- 

379 See also Schechter Poultry Corp. v. United States, 295 U.S. 495 

(1935) (commerce power did not authorize federal codes establish- 
ing industry wages, hours and trade practices); Hammer v. 

Dagenhart, 247 U.S. 251 (1918) (commerce power did not author- 

ize federal regulation of child labor, a local matter reserved to the 

States by the Tenth Amendment) ; United States v. E.C. Knight Co., 

156 U.S. 1 (1895) (commerce power does not allow prohibition of 

monopoly in manufacturing, a matter reserved for state control).
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tion because of impact of sum of such production on na- 

tional supply of wheat). As the Supreme Court has noted, 

“Tilf it is interstate commerce that feels the pinch, it 

does not matter how local the operation which applies the 

squeeze.” United States v. Women’s Sportswear Manu- 

facturing Association, 336 U.S. 460, 464 (1949) °° 

The revitalized commerce power has both allowed and 
stimulated an enormous expansion of the federal regula- 
tory domain. The growing sphere of federal regulatory 
activity has necessarily encroached upon the areas other- 
wise left to the States’ police powers. As early as 1825, 

Thomas Jefferson complained: 

I see... with the deepest affliction, the rapid strides 
with which the federal branch of our government is 
advancing toward the usurpation of all rights re- 

380 This more recent and expansive view of Congress’s power 

under the Commerce Clause amounted to nothing more (or less) 

than a restoration of the original understanding of Congress’s com- 

merce power as expounded by Chief Justice Marshall. In Gibbons 

v. Odgen, 22 U.S. (9 Wheat.) 1, 196-97 (1824), Chief Justice 

Marshall wrote: 

[The commerce power] is the power to regulate; that is, to 

prescribe the rule by which commerce is to be governed. This 

power, like all others vested in Congress, is complete in itself, 

may be exercised to its utmost extent, and acknowledges no 

limitations, other than are prescribed in the constitution. ... 

If, as has always been understood, the sovereignty of Congress, 

though limited to specified objects, is plenary as to those ob- 

jects, the power over commerce with foreign nations, and 

among the several States, is vested in Congress as absolutely 

as it would be in a single government, having in its constitu- 

tion the same restrictions on the exercise of the power as are 

found in the constitution of the United States. The wisdom 

and the discretion of Congress, their identity with the people, 

and the influence which their constituents possess at election, 
are, in this, as in many other instances, as that, for example, 

of declaring war, the sole restraints on which they have relied, 

to secure them from its abuse. They are the restraints on 
which the people must often rely solely, in all representative 

governments.
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served to the States, and the consolidation in itself 
of all powers, foreign and domestic; and that too, by 
constructions which, if legitimate, leave no limits to 
their power. 

Letter from T. Jefferson to W.B. Giles (1825), reprinted 
in S. Padover, Thomas Jefferson on Democracy 54 
(1961). 

The deep structural causes of expanding federal regu- 
lation—an increasingly integrated national, indeed world, 
economy in which advances in transportation and com- 
munication foster ever greater interdependence—have not 
abated. ““The last two decades have seen an unprecedented 
growth of federal regulatory activity ...” Garcia, 469 
U.S. at 587 (O’Connor, J., dissenting). An examination 
of the course of federal regulatory expansion leaves little 

basis for believing that the profound causes of that phe- 
nomenon will lessen in the foreseeable future. See gen- 
erally H. Friendly, Federalism: A Foreword, 86 Yale 
L.J. 1019 (1977) (tracing growth of federal regulatory 
power). 

An integral aspect of the post-1937 revolution that 
allowed the federal government to use the Commerce 
Clause to address national economic problems was the 
abandonment of any notion contained in the pre-1937 

jurisprudence that the Tenth Amendment set internal 
limits on the scope of Congress’s delegated powers. Thus, 
in United States v. Darby, 312 U.S. 100 (1941), the 
Court brushed aside Tenth Amendment objections to the 
Fair Labor Standards Act: 

381 In 1955, Justice Jackson observed “we have been in a cycle 

of rapid centralization, and Court opinions have sanctioned a con- 

siderable concentration of power in the Federal Government with 

a corresponding diminution in the authority and prestige of state 

governments.” R. Jackson, The Supreme Court in the American 

System of Government, 65-66 (1955), quoted in B. Schwartz, Na- 

tional League of Cities Again—R.I.P. or a Ghost That Still Walks?, 

54 Fordham L. Rev. 141, 143 (1985).
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The amendment states but a truism that all is re- 
tained which has not been surrendered. There is 
nothing in the history of its adoption to suggest that 
it was more than declaratory of the relationship be- 
tween the national and state governments as it had 
been established by the Constitution before the 
amendment or that its purpose was other than to 
allay fears that the new national government might 
seek to exercise powers not granted, and that the 
states might not be able to exercise fully their re- 
served powers. ... 

From the beginning and for many years the 
amendment has been construed as not depriving the 
national government of authority to resort to all 
means for the exercise of a granted power which 
are appropriate and plainly adapted to the permitted 
end. 

Id. at 124 (citations omitted); accord Case v. Bowles, 

327 U.S. 92, 102 (1946) (Tenth Amendment does not 

operate as a limitation upon the powers, express or im- 
plied, delegated to the national government). 

These and other cases, see e.g., Fernandez v. Wiener, 

326 U.S. 840 (1945), eliminated any claim that Con- 
gress’s regulatory powers might be limited by a domain 

in which state regulatory power was sacrosanct and sov- 

ereion. The Supreme Court’s rejection of its pre-1937 
jurisprudence, holding to the contrary, is “now univer- 
sally regarded as proper.” E.E.0.C. v. Wyoming, 460 
U.S. 226, 249 (19838) (Stevens, J., concurring). See 

Garcia, 469 U.S. at 581-84 (O’Connor, J., dissenting) 

(recognizing generous scope of modern Commerce Clause 
interpretation due to need to insure national government 
ean deal with national economic problems); E#.EH.0.C. v. 
Wyoming, 460 U.S. at 266 (Powell, J., dissenting) 

(Court properly has construed Commerce Clause to ac- 
commodate changes in transportation and communica- 

tion).
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The abandonment of this pre-1937 jurisprudence has 
had great consequences for the States. Vast spheres pre- 
viously subject only to state regulation have now come 
under federal control. Yet, no one would deny that the 
pre-1937 state sovereignty limitations on Congress’s del- 
egated powers form no part of our constitutional juris- 
prudence today: “that chapter in our judicial history 
has long been closed.” H.E.0.C. v. Wyoming, 460 USS. 
at 247-48 (Stevens, J., concurring) .*° 

The Supreme Court’s federalism decisions after 1937 

elaborated a vision in which national action was supreme, 
but always hedged about by an abiding respect for the 
autonomy and independence of the States as governmental 
actors. This meant, above all, that the three branches of 
the federal government would respect the integrity of 
state institutions and not lightly intrude upon their in- 
ternal functioning. When national imperatives required 
an intrusion upon internal state operations, the intrusion 

would be tailored to achieve national purposes without 
unnecessary controls on state operations. Justice Black 
eloquently summarized this concept of federalism in 
Younger v. Harris, 401 U.S. 87,.44 (1971) (absent bad 
faith, harassment, or other extraordinary circumstances, 
comity requires that federal courts not enjoin lawfully 
brought, pending state criminal prosecutions) : 

‘[Clomity,’ [entails] a proper respect for state func- 
tions, a recognition of the fact that the entire coun- 
try is made up of a Union of separate state govern- 
ments, and a continuance of the belief that the 
National Government will fare best if the States and 
their institutions are left free to perform their 
separate functions in their separate ways. This. . 
is referred to by many as ‘Our Federalism’[.] .. . 

382 Thus, National League of Cities relied upon no portion of this 

pre-1937 jurisprudence for its holding that the autonomy and the 

independence of the States as States placed certain external limits 
on the scope of Congress’s Commerce Clause powers.
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[Our Federalism] does not mean blind deference to 
‘States’ Rights’ any more than it means centraliza- 
tion of control over every important issue in our 
National Government and its courts. The Framers 
rejected both these courses. What the concept does 
represent is a system in which there is sensitivity to 
the legitimate interests of both State and National 
Governments, and in which the National Govern- 
ment, anxious though it may be to vindicate and 
protect federal rights and federal interests, always 
endeavors to do so in ways that will not unduly in- 
terfere with the legitimate activities of the States. 

Prior to National League of Cities, judicial review of 
congressional regulation affecting the States was limited 
to protecting the fundamental interests of States as 
States. In Maryland v. Wirtz, 392 U.S. 188 (1968) (up- 

holding extension of Fair Labor Standards Act to schools 
and hospitals operated by States and their political sub- 
divisions), the Court emphasized that the federal govern- 
ment, when acting within a delegated power, may over- 

ride countervailing state interests whether these inter- 
ests be described as “governmental” or “proprietary” in 
character. Jd. at 195. The Court also emphasized that 

the challenged legislation was nondiscriminatory. Con- 
gress had done nothing more than subject the States to 
the same restrictions imposed upon a wide range of other 
employers, including privately operated schools and _ hos- 

pitals. Jd. at 194. Finally, the Court assured the States 
that it had ample power, if needed, to prevent ‘‘the utter 

destruction of the State as a sovereign political entity.” 
Id. at 196. 

The Supreme Court’s basic approach of granting Con- 
gress broad discretion to override state autonomy in order 
to achieve national goals while, at the same time, retain- 

ing a reserve of judicial power to prevent drastic inroads 
on state autonomy and independence, was also evident in 
Fry v. United States, 421 U.S. 542 (1975) (upholding 
Economic Stabilization Act of 1970 as applied to freezing
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salaries of state and local governmental employees). The 
Court noted that the federal regulation at issue in Fry 
was even less intrusive than the statute at issue in Wirtz, 

and that the effectiveness of the federal legislation would 
have been drastically impaired if state and local govern- 
ment employees had been exempted from the wage freeze. 
However, the Court cautioned that the Constitution does 

not countenance drastic invasions of state autonomy and 
independence by Congress: ‘“[t]he [Tenth] Amendment 
expressly declares the constitutional policy that Congress 
may not exercise power in a fashion that impairs the 
States’ integrity or their ability to function effectively in 
a federal system.” Jd. at 547 n.7. 

D. National League of Cities and Its Progeny 

National League of Cities v. Usery, 426 U.S. 83838 
(1976), sought to expand the sphere of state autonomy 
and independence from otherwise lawful congressional 
regulation. The National League of Cities Court invali- 
dated the 1974 amendments to the Fair Labor Standards 
Act (“FLSA’’) extending the Act’s coverage to virtually 
all state and local government employees. The Court 
drew a fundamental distinction between the authority of 

Congress to regulate private individuals and businesses 
necessarily subject to the “dual sovereignty” of state and 
national governments, on the one hand, and the ability of 
Congress to regulate the States as States on the other. 
Without doubting the authority of Congress under the 
Commerce Clause to extend minimum wage and maxi- 
mum hour regulations, the Supreme Court emphasized 
that the federal system of government imposes affirma- 
tive limitations upon Congress’s authority to regulate 
the States. Id. at 841-42. 

The National League of Cities Court reasoned that the 
States’ power to determine the wages and hours of those 
whom they employ to carry out their traditional govern- 
mental functions was essential to their separate and inde- 
pendent existence as States. 7d. at 845. Although the
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Court set forth the allegedly substantial cost increases 
required of the States by the federal regulation, the Court 
seemed more concerned with federal displacement of state 
policies regarding the manner in which the States would 
structure delivery of the governmental services that their 
citizens require. Id. at 847-50. The Court thus stressed 
that particularized assessments of actual impact were not 
crucial to its resolution of the case. Jd. at 851. The 
dispositive factor was the federal attempt to displace the 
States’ ability to structure employment relationships in 
areas of traditional operations of state and local govern- 
ments. 7d. at 851 & n.16. Limiting its holding to Com- 
merce Clause legislation, the Court stated that “insofar 
as the challenged amendments operate to directly dis- 
place the States’ freedom to structure integral operations 
in areas of traditional governmental functions, they are 
not within the authority granted Congress... .” Id. at 
852 & n.17. 

In Hodel v. Virginia Surface Mining and Reclamation 
Association, 452 U.S. 264 (1981), the Court clarified im- 
portant aspects of its decision in National League of 

Cities. The Hodel Court synthesized the reasoning of Na- 
tional League of Cities into a four part test and made it 
clear that invalidating congressional legislation enacted 
pursuant to the Commerce Clause required a balancing of 
the burdens imposed upon the States with the nature of 

the federal interest advanced. See 452 U.S. at 287-88 & 
n20 

383 In National League of Cities, Justice Rehnquist’s majority 

opinion did not explicitly adopt a balancing requirement; one could, 

however, infer a balancing analysis from the opinion’s failure to 

overrule Fry v. United States, 421 U.S. 542 (1975). The Court de- 

clined to overrule on the grounds that the statute in Fry was both 

less intrusive and more urgently necessary than that involved in 
National League of Cities. See 426 U.S. at 853. Most important, 
Justice Blackmun, whose concurring opinion provided the crucial 

fifth vote for the National League of Cities’ majority, explicitly 

embraced a balancing approach under which the importance of
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Another critical aspect of Hodel was its reaffirmation 
that National League of Cities applied only to regula- 
tions affecting the “States as States”; the doctrine had 
no application to a federal statute that governed “only 
the activities of coal mine operators who are private in- 
dividuals and businesses.” 452 U.S. at 288. National 
League of Cities in no way limited congressional power 
to preempt or displace state regulation of private activi- 
ties affecting interstate commerce. Jd. at 289-90. Under 
no view of the law did Congress invade state autonomy 
simply by exercising its Commerce Clause powers in a 
manner which displaced the States’ exercise of their 
police powers. Id. at 291. 

Hodel also discussed the limits of federally mandated 
federal-state regulatory cooperation. Under the Surface 
Mining Act, the States had an option to enact and en- 
force laws implementing federal surface coal mining 
standards or to withdraw from the field entirely and 
allow the federal government to shoulder the regulatory 
burden. See 452 U.S. at 268-72. Since the Act did not 
compel the States to enforce federal standards or par- 
ticipate in the federal regulatory program, the Court 
reasoned that ‘‘there can be no suggestion that the Act 
commandeers the legislative processes of the States by 

the federal interest and the necessity for state regulation would be 

weighed against the degree of intrusion upon state autonomy. See 

id. at 856. 

The Hodel Court made this balancing an integral aspect of its 

four part test. In order to succeed, a claim that legislation enacted 

pursuant to the commerce power was invalid had to show first that 

the challenged statute regulated the States as States. Second, the 

federal regulation had to address matters that were indisputably 

attributes of state sovereignty. Third, the States’ compliance with 

the federal regulation had to directly impair their ability to struc- 

ture integral operations in areas of traditional governmental func- 

tions. After having met those three requirements, there still had 

to be a fourth showing that the nature of the federal interest ad- 

vanced did not justify state submission to regulation. 452 U.S. at 

287-88 & n.29.
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directly compelling them to enact and enforce a federal 
regulatory program.” Jd. at 288 (citations omitted) .°** 

In Hodel, the Court established the parameters of the 
National League of Cities decision and developed a frame- 
work for its application in future cases. However, the 
unifying element of the doctrinal development subsequent 
to Hodel is the Supreme Court’s consistent refusal to 
apply or extend National League of Cities, culminating 
in that decision’s reversal in Garcia. 

In United Transportation Union v. Long Island Rail- 
road Co., 455 U.S. 678 (1982), the Court determined 
that National League of Cities did not require invalida- 
tion of federal regulation of a State’s passenger railroad. 
The Court reasoned that, since railroad operation is not 
among the functions traditionally performed by States, 
federal regulation could not impair the States’ ability to 
function. Jd. at 686. 

The Court’s analysis in Long Island Railroad fore- 
shadowed the conceptual difficulties that led the Garcia 
majority to abandon National League of Cities. Although 
the Court employed an historical analysis to determine 
that railroad operation was not among the functions tra- 
ditionally performed by state and local governments, the 
Court was at pains to stress that National League of 
Cities’ traditional functions test “was not meant to im- 
pose a static historical view of state functions generally 

immune from federal regulation.” Jd. at 686. The 

Court was unable, however, to suggest another method 

384 The Court contrasted the program of cooperative federalism 

embodied by the Surface Mining Act with certain Clean Air Act 

amendments which ordered the States to enact statutes and to 

establish and administer programs to enforce federal regulations 

directly against their citizens. Three Courts of Appeals had in- 

validated federal attempts to commandeer state regulatory powers, 

personnel, and resources to administer and enforce federal regu- 

latory programs against owners of motor vehicles. All of these 

cases were vacated for consideration of mootness in H#.P.A. v. 

Brown, 431 U.S. 99 (1977).
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that would separate protected, “traditional” functions 
from unprotected ones. On the contrary, the Court in- 
sisted that a tradition of federal statutory regulation in 
an area was of great importance in determining the 
applicability of National League of Cities. See id. at 
687-88. Ultimately, the Court stated that the purpose 
of the National League of Cities’ inquiry was to deter- 
mine whether the federal regulation affects basic state 
prerogatives in such a way as to hamper the state gov- 
ernment’s ability to fulfill its role in the Union and to 
endanger its “separate and independent existence.” Jd. 
at 687 (quoting National League of Cities, 426 U.S. at 
851). 

F.E.R.C. v. Mississippi, 456 U.S. 742 (1982), involved 

a challenge by Mississippi to the Public Utility Regu- 
latory Policies Act of 1978. The critical provisions of 
this Act required state public utility commissions to 
“consider” the adoption of specific regulatory standards 
regarding rate structures and the terms and conditions 
of consumer service. The Public Utility Act also directed 
state commissions to follow certain procedures in con- 
sidering the federal standards (involving public notice, 
hearing and a written statement of reasons). Although 
the Act did not prescribe penalties, it directed the States 
to consider the standards within two years and to decide 
whether to adopt the standards within three. The Public 
Utility Act did not require the States to adopt the federal 
standards, but did establish an annual reporting require- 
ment respecting the States’ ongoing consideration of the 
standards. The reporting requirement applied for ten 
years. See id. at 746-49,38 

The Court’s decision in F.E.R.C. v. Mississippi reject- 
ing the State’s challenge to this legislation is instructive. 

  

385 Congress authorized federal grants to state regulatory au- 
thorities to assist them in carrying out these provisions. See 456 
USS. at 751 n.14.
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Initially, the Supreme Court acknowledged that “having 
the power to make decisions and to set policy is what 
gives the State its sovereign nature.” 456 U.S. at 761. 
The Court inferred from that premise that the ability of 
a state legislative or administrative body to consider and 
promulgate laws and regulations of its own choosing is 
central to a State’s role in the federal system. Jd. The 
Court added that it had never explicitly sanctioned a fed- 
eral command to the States to promulgate and enforce 
laws and regulations, 7d. at 761-62, and noted that in a 

previous decision it had expressed doubt as to whether 
a state agency may be ordered to promulgate regulations 
having effect as a matter of state law. Jd. at 762 n.26 
(citing Washington v. Washington State Commercial 
Passenger Fishing Vessel Association, 443 U.S. 658, 695 
(1979) ). 

The Court eschewed a decision between competing views 
of the federal government’s power to compel state regu- 
latory activity. The Court considered this issue not pre- 
sented for resolution. In its view, Congress’s undoubted 
power entirely to preempt the States from regulating 
private utilities necessarily embraced a lesser power to 
require the States to consider proposed federal regula- 
tions as a condition of allowing continuing state regula- 
tion of the area. Jd. at 764-65. The Court viewed direct- 
ing the States to consider certain proposals to be far 
less intrusive than congressional preemption of the entire 
field. Jd. at 765. Importantly, the Public Utility Act 
did not involve the compelled exercise of the State’s 
sovereign powers, did not set a mandatory agenda to be 
considered in all events by state decision makers, and did 
not purport to authorize the imposition of general affirma- 
tive obligations on the States. Jd. at 770 & n.82. 

The Court in F.E.R.C. v. Mississippi acknowledged the 

essentially coercive nature of the choice put to the 

States: either abandoning utility regulation altogether or
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considering the federal standards.*8* The Court sanc- 
tioned imposing such a choice upon the States, in part, 
by reference to its spending power decisions. The Court 
noted that in Oklahoma v. Civil Service Commission, 330 
U.S. 127 (1947), it had upheld Congress’s power to con- 
dition state highway funding on state compliance with 
Hatch Act prohibitions on partisan political activity by 
state highway officials. The Court reasoned that, since 
the spending power cases allow the United States to con- 
dition its financial assistance even where the condition 
involves activities with which the United States is not 
concerned and has no power to regulate, id. at 766 (quot- 
ing Oklahoma v. Civil Service Commission, 330 U.S. at 
143), requiring state consideration of federal standards 
in an otherwise preemptible field is no more restrictive 
of state autonomy and independence. 

The Supreme Court supported Congress’s requirement 
that state utility commisisons follow certain notice and 
comment procedures when considering the proposed fed- 
eral standards with the same analysis, focusing upon 
Congress’s even more intrusive power to preempt state 
law. Since Congress could preempt the field entirely, 
it could certainly condition continuing state involvement 
upon state compliance with certain procedural minima 
as a State considers proposed federal regulations. Jd. at 
770-71. 

The Court’s decision in E.E£.0.C. v. Wyoming, 460 U.S. 
226 (1983), foreshadowed Garcia’s explicit return to a 
pre-National League of Cities approach to state regula- 
tory immunity. In E.E.0.C. v. Wyoming, the Court up- 

386 The Court recognized that this was particularly true where 
Congress had failed to provide an alternative regulatory scheme 
in the event of a decision by a State not to act as contemplated 
by Congress. The challenged statute—unlike the Surface Mining 
Act involved in Hodel—did not provide an alternative mechanism. 
456 U.S. at 766.
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held Congress’s extension of the Age Discrimination in 
Employment Act (“ADEA”) to the States. Although the 
ADEA’s prohibition of age discrimination by state em- 
ployers is not functionally dissimilar to the Fair Labor 
Standards Act’s wages and hours requirements at issue 
in National League of Cities, the Court held that the 
ADEA did not impair the State’s ability to structure in- 
tegral operations in areas of traditional governmental 
functions. Id. at 239. 

The Court emphasized that the purpose of the National 
League of Cities doctrine was “not to create a sacred 
province of state autonomy,” but instead to protect the 
States from federal intrusions that might threaten their 
separate and independent existence. Jd. at 236. The 
Court concluded that the degree of federal intrusion in 
applying the ban on age discrimination to the States 
was less serious than that involved in National League of 
Cities, and hence that it was unnecessary “to override 
Congress’ express choice to extend its regulatory au- 
thority to the States.” Id. at 239. 

The Court conducted a “generalized inquiry, essen- 
tially legal rather than factual, into the direct and ob- 
vious effect of the federal legislation on the ability of 
the States to allocate their resources.” Id. at 240. The 
Court found no wide ranging financial or social policy 
effects from applying the ADEA in lieu of Wyoming’s in- 
voluntary retirement statute. Jd. at 241-42. Beyond the 
immediate managerial goals inherent in the State’s re- 
tirement statute, the ADEA displaced no state policies 
or programs. Moreover, the ADEA allowed the State to 
assure the physical preparedness of its employees to per- 
form their duties—the goal of the State’s statute— 
merely by meeting a “reasonable federal standard” which 
required the State to establish that age is a “bona fide 
occupational qualification” for the position under the 
ADEA. 7d. at 240.
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E. Garcia: A Return to Constitutional Structure 

In Garcia v. San Antonio Metropolitan Transit Au- 
thority, 469 U.S. 528 (1985), the Court decided that 
the National League of Cities approach to state regula- 
tory immunity under the Commerce Clause was both un- 
workable and inconsistent with established principles of 
federalism. Jd. at 581. The Court reasoned that funda- 
mental conceptual and structural problems preclude the 
development of judicially manageable standards for ap- 
plying the National League of Cities approach to state 
regulatory immunity. Given the sterility of the National 
League of Cities approach, the Court elected to abandon 
a case-by-case elaboration of its doctrine. Instead, the 
Court overruled National League of Cities and returned 
to the mainstream of its post-1937 federalism juris- 
prudence.*8” 

State regulatory immunity under National League of 
Cities had been limited by the requirement that state 
compliance with the federal command must “directly im- 
pair [the States’] ability ‘to structure integral operations 
in areas of traditional governmental functions.’ ” Hodel, 
452 U.S. at 288 (quoting National League of Cities, 426 

U.S. at 852). The requirement that federal regulations 
interfere with traditional governmental functions was of 

critical importance: it served to delimit the sphere of 
state “sovereignty” upon which federal regulations could 

387 See section VII(C), supra. Garcia presented the Supreme 

Court with a ready alternative to overruling National League of 

Cities if the Court believed that that case had continuing vitality. 

The lower court in Garcia had concluded that municipal ownership 

and operation of a mass-transit system was a traditional govern- 

mental function and thus was exempt from the requirements of 

the Fair Labor Standards Act. This decision conflicted with the 

Court’s holding in United Transportation Union v. Long Island 

Railroad Co., 455 U.S. 678 (1982), that a state owned commuter 

railroad did not constitute a traditional governmental function. 

Thus, the Garcia Court might well have reversed the court below 

without overruling National League of Cities.
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not intrude. Yet, the Court’s extensive review in Garcia 

of lower court decisions defining traditional state func- 
tions failed to discern a rational organizing principle. 
See 469 U.S. at 588-39. The Court’s own cases recognized 
the difficulties of defining traditional state functions or 
basic state prerogatives, but had made little headway in 
resolving these difficulties. Id. at 543-44. 

The Garcia majority’s decision to pretermit further 
development of the traditional state functions test rested 
on the belief that this quest was inherently futile. The 
need to reconcile state and federal interests in the field 
of intergovernmental tax immunity demanded that state 
tax immunity not be unlimited; however, forty years of 
jurisprudence in the tax area dedicated to developing a 
principled distinction between ‘governmental’  (pro- 
tected) and “proprietary” (unprotected) state functions 
had proven unavailing. The Court disclaimed any fur- 
ther reliance on any such distinction in New York v. 
United States, 326 U.S. 572 (1946). See Garcia, 469 
U.S. at 540-43. 

The Garcia Court considered and rejected both histori- 
cal and nonhistorical approaches *** to defining those state 
functions which were immune from federal control. At 

bottom, any attempt to carve out a sphere of state regu- 

latory immunity based on important governmental func- 

tions cannot lead to consistent results. There are no 

standards by which the judiciary can evaluate the impor- 
tance of particular state functions. A State’s freedom to 
engage in particular activities should not be made to de- 

388 In addition to a purely historical approach, the Supreme Court 

also discarded functional methods based on the definition of uniquely 

governmental or necessary governmental functions. 469 U.S. at 

545-46. The same critique would apply to efforts to confine state 

regulatory immunity to “essential,” ‘non-commercial,’ “tradi- 

tional,” or “integral” state functions. The proliferation of ad- 

jectives reflects a conceptual inability to fashion a principled, 

objective distinction.
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pend upon the predilections of the federal courts. Basing 
state regulatory immunity on the importance of the func- 
tions regulated thus leads to unacceptable results: “[a]ny 
rule of state immunity that looks to the ‘traditional,’ 
‘integral,’ or ‘necessary’ nature of governmental functions 
inevitably invites an unelected federal judiciary to make 

decisions about which state policies it favors and which 
ones it dislikes.” Garcia, 469 U.S. at 546.°°° The absence 
of judicially manageable criteria for analyzing important 
state functions is not problematic because: 

[t]he genius of our government provides that, within 
the sphere of constitutional action, the people—act- 
ing not through the courts but through their elected 
legislative representatives—have the power to de- 
termine as conditions demand, what services and 
functions the public welfare requires. 

Id. (quoting Helvering v. Gerhardt, 304 U.S. 405, 427 
(1938) (Black, J., concurring) ) .*°° 

Garcia’s rejection of the National League of Cities ap- 
proach to state regulatory immunity was based on other 

389 In his concurring opinion in Helvering v. Gerhardt, 304 U.S. 

405 (1938), Justice Black made a similar point about the use of 
an essential functions test to determine state immunity from fed- 

eral taxation. “Testing taxability by judicial determination that 

State governmental functions are essential[,]” Justice Black de- 

clared, “contributes much to the existing [doctrinal] confusion.” 

Id. at 426. He added that “[c]lonceptions of ‘essential govern- 

mental functions’ vary with individual philosophies. Some believe 
that ‘essential governmental functions’ include ownership and op- 

eration of water plants, power and transportation systems, etc. 

Others deny that such ownership and operation could ever be 
‘essential governmental functions’ on the ground that such func- 

tions ‘could be carried on by private enterprise.’” Id. 

390 By way of analogy, one of the “dominant considerations” that 

renders a political question non-justiciable is “the lack of satis- 

factory criteria for a judicial determination.” Baker v. Carr, 369 

U.S. 186, 210 (1962) (quoting Coleman v. Miller, 307 U.S. 433, 

454-55 (1939) ).
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considerations besides the elusiveness of objective criteria 
for defining traditional state functions. Any effort to 
single out the underlying, unchanging elements of state 
sovereignty founder on a fundamental, structural consid- 
eration: “the sovereignty of the States is limited by the 
Constitution itself.” Jd. at 548. Although the States do 
retain a sigfinificant measure of sovereign authority, they 
do so only to the extent that the Constitution has not 
divested them of their powers and transferred these pow- 
ers to the federal government. Jd. at 549. And, as the 
Garcia Court’s discussion of the applicable constitutional 
provisions demonstrates, many sovereign powers have 
been withdrawn from the States. Since the Constitution, 

with rare exceptions, does not carve out express elements 
of state sovereignty that Congress cannot employ its dele- 
gated powers to displace, there are few defined frontiers 
beyond which federal regulatory power cannot pass. 
Id.**! Congress’s ability to use its delegated powers to 
extend its authority leaves the Court ‘no license to em- 
ploy freestanding conceptions of state sovereignty when 
measuring congressional authority under the Commerce 
Clause.” Jd. at 550. 

Garcia eschews primary reliance upon continued judi- 
cial deference to an unchanging and ill defined realm of 
state sovereignty to insure the separate and independent 
existence of the States in the federal system. Instead, the 

States’ first line of defense lies in the structure of the 
federal government itself. The representation of the 

891 Thus, as the national government employs its duly delegated 

commerce power, in conjunction with the Supremacy Clause of 

Article VI, to regulate larger and larger portions of our inter- 

dependent society, it continually displaces contrary state legis- 

lation. Yet, no member of the Court has questioned the constitu- 

tionality of this continued expansive use of the commerce power. 

But cf. Hodel, 452 U.S. at 307-13 (Rehnquist, J., concurring) 

(pointing out that commerce power is limited to activities swb- 
stantially affecting interstate commerce). See generally section 

VII(C), supra.
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States in the federal system, and the States’ role in select- 
ing the President,** afford the States systematic protec- 
tion from federal overreaching.*** 

Judicial review of claims of state immunity from fed- 
eral intrusion must henceforth be attuned to the proce- 
dural safeguards that inhere in the structure of the fed- 
eral system. Thus, any subsequent judicial restraint on 

392 See note 371, supra. 

393 The Garcia Court’s view of the efficacy of the political safe- 

guards of federalism is supported by a considerable body of legal 
scholarship. In his seminal article The Political Safeguards of 
Federalism: The Role of the States in the Composition and Selec- 
tion of the National Government, 54 Colum. L. Rev. 543 (1954), 
Professor Herbert Wechsler urged great judicial deference to con- 
gressional legislation affecting the allocation of power between the 
national and state governments. As Professor Wechsler explained, 
“(flar from a national authority that is expansionist by nature, 
the inherent tendency in our system is precisely the reverse, neces- 
sitating the widest support before intrusive measures of import- 
ance can receive significant consideration, reacting readily to 
opposition grounded in resistance within the states.” Id. at 558. 

More recent scholarship supports the Wechsler thesis. Professor 

Choper has written: “[clases that allege an excessive act by the 
central government are presented to the Court only after the act 

has attained the broad consensus that is required to overcome the 
inertia and the various negative features of the national lawmaking 
process. ... [N]Jational legislation affecting states’ rights must 
have the widespread support of those affected. Under these con- 
ditions, the need for judicial review is at its lowest ebb.” The 
Scope of National Power Vis-a-Vis the States: The Dispensability of 
Judicial Review, 86 Yale L.J. 1552, 1570 (1977). See also D. La 
Pierre, The Political Safeguards of Federalism Redux: Intergovern- 
mental Immunity and the States as Agents of the Nation, 60 Wash. 
U.L.Q. 779 (1982); Stewart, Pyramids of Sacrifice? Problems of 
Federalism in Mandating State Implementation of National En- 
vironmental Policy, 86 Yale L.J. 1196 (1977). For a recent attempt 
to reformulate the Wechsler thesis based on the notion that non- 
discriminatory legislation insures the accountability of Congress 
to legitimate state concerns, see D. La Pierre, Political Accounta- 
bility in the National Political Process—The Alternative to Judicial 
Review of Federalism Issues, 80 Nw. U.L. Rev. 577 ( 1985).
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Congress’s exercise of its Commerce Clause powers “must 

be tailored to compensate for possible failings in the na- 
tional political process rather than to dictate a ‘sacred 

province of state autonomy.’” Id. at 554 (quoting 

E.E.0.C. v. Wyoming, 460 U.S. at 236). 

Applying this more deferential standard of review to 
the facts before it, the Garcia Court perceived nothing 
troubling in compelling San Antonio’s mass transit au- 
thority to comply with the minimum wage and overtime 
requirements of the Fair Labor Standards Act. The 
FLSA in no way discriminated against the States. More- 
over, although federal financial assistance to state mass 
transit systems was not deemed of controlling importance, 
the massive amounts of federal transit aid to the States 
reinforced the Court’s conviction that the national polit- 
ical process amply protects the States. Jd. at 555-56 & 

N21, 

Consistent with the Supreme Court’s pre-National 
League of Cities approach to state regulatory immunity, 
Garcia was careful to retain a reserve of judicial power 
in order to insure the special position of the States in our 
constitutional system. Garcia did not require the Court 
“to identify or define what affirmative limits the consti- 
tutional structure might impose on federal action affect- 
ing the States under the Commerce Clause.” Jd. at 556. 
The Court felt no need to go beyond what was required 

for a reasoned disposition of the application of the FLSA 
to the States since, on the facts presented, the internal 

safeguards of the national political process had obviously 
performed as intended. Garcia departs from pre-National 
League of Cities jurisprudence only in its emphasis that 
judicial review must be tailored to compensate for the 
possible failure of the national political process adequately 
to represent the States.** 

394 The Special Master does not interpret Garcia as abdicating 

all judicial review of Commerce Clause legislation affecting the
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VIII. THE TEFRA REGISTRATION REQUIREMENT 

DOES NOT INVADE THE SEPARATE AND INDE- 

PENDENT EXISTENCE OF THE STATES. 

The Supreme Court decided Garcia v. San Antonio 
Metropolitan Transit Authority in February, 1985—sub- 

sequent to its decision to grant South Carolina leave to 
file its complaint in this matter. Garcia altered the land- 
scape of federalism jurisprudence, but left the judicial 
mapping of the new terrain of federalism to future cases. 
The registration requirement of Section 310(b) (1) of 
TEFRA—requiring the States to issue their bonds in reg- 
istered form or forfeit the tax-exempt status of the inter- 

est they pay thereon—provides an occasion to survey the 
new terrain. However, the facts established during the 
hearing indicate that adjudication of the federalism ques- 
tions presented here does not, in the opinion of the Spe- 
cial Master, require an extensive probe of uncharted 
areas. Under well established principles, TEFRA’s regis- 
tration requirement is a permissible exercise of federal 
regulatory power over the States. 

autonomy and independence of the States. But see B. Schwartz, 

National League of Cities Again—R.JI.P. or a Ghost That Still 

Walks?, 54 Fordham L. Rev. 141 (1985); W. Van Alstyne, The 

Second Death of Federalism, 83 Mich. L. Rev. 1709 (1985). Garcia 

merely suggests that the courts view the national political process 

with deference, and deploy the shield of the Constitution sparingly, 

in a field notable for its absence of well defined judicial standards. 

Nothing in Garcia suggests that Congress is free to legislate with- 

out considering the legitimate interests of the States. Neither 

does Garcia suggest that judicial intervention will not be forth- 

coming in an appropriate instance: the extraordinary case in which 

the national political process fails to respect the autonomy and 

independence of the States. Such an approach is consistent with 

the “great delicacy and difficulty” of the judicial role in preserving 

the balance between the national and state governments. South 

Carolina v. United States, 199 U.S. 487, 448 (1905).
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A. The Limited Impact of the Registration Require- 

ment on the States 

1. The Burdens of TEFRA: An Overview 

Unlike prior congressional regulation of municipal in- 
dustrial development bonds and arbitrage financing prac- 
tices,°* the registration requirement has not had any 
substantive effect on the ability of States and localities 
to raise debt capital.°* Nor has TEFRA limited the 
States in their ability to choose the purposes to which 
they will dedicate the proceeds of their tax-exempt bor- 
rowing.*** Finally, TEFRA has had no effect on the 
political processes by which a State decides to issue 
debt.*°* In short, TEFRA has not changed how much the 
States borrow, for what purposes they borrow, how they 
decide to borrow, or any other obviously important aspect 
of the borrowing process. 

What is more, the foregoing is undisputed. No state 
official or other witness testified that any particular debt 
issuance had been impeded by TEFRA—even during the 
transition period during which TEFRA became effective. 

395 See notes 13-19, swpra, and accompanying text. 

396 See notes 130-131, swpra, and accompanying text. 

397 This contrasts markedly with congressional regulation of 

municipal industrial development bonds. These bonds constituted 

more than 50% of the municipal bond market in 1982. See note 

17, supra, and accompanying text. In regard to IDBs, Congress 

has specified which state activities may benefit from tax-exempt 

financing and which may not. See 26 U.S.C. § 103 (b) (4). 

398 By contrast, Congress has required the States to gain public 

approval prior to issuing tax-exempt industrial development bonds 

and has specified that public approval requires approval by an 

appropriate elected government representative after a public hear- 

ing following reasonable notice or an actual voter referendum in 

the relevant governmental unit. See 26 U.S.C. § 103(k) (2) (A) and 

(B). Cf. F.E.R.C. v. Mississippi, 456 U.S. 742 (1982) (upholding 

statute mandating consideration of federal proposals and prescrib- 

ing procedures for their consideration).
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The post-TEFRA ability of municipal bond issuers to 
raise debt capital is precisely what it was prior to 
TEFRA. 

What has changed is that States and localities, desiring 
to preserve the tax-exempt status of their bonds, no 
longer issue their bonds in bearer form. TEFRA does not 
even dictate how municipal bonds are to be registered, 

leaving the decision how to accomplish registration to the 
States.*°° Thus, the post-TEFRA municipal bond environ- 
ment is largely identical to the pre-TEFRA environment, 
with one exception: States and localities (or their 
agents) must, in some form or another, maintain a list 

of the owners of their bonds. 

The States allege that the change to registered bonds 
has forced them to incur five categories of costs. Of 

these, two categories—the legislative and administrative 
time and energy needed to effect the change to registra- 
tion—have already been fully expended. There is no evi- 
dence of ongoing federal expropriation of state legislative 
or administrative resources. 

Two more categories of cost—increased bond transac- 
tion costs and an alleged interest rate differential—are 
purely financial in nature. Plaintiffs failed to establish 
that the allegedly increased administrative and interest 
costs were of such a magnitude as to threaten the States’ 
“separate and independent existence.” Coyle v. Smith, 
221 U.S. 559, 580 (1911) (quoting Lane County v. Ore- 
gon, 74 U.S. (7 Wall.) 71, 76 (1869) ). 

The final category of burden alleged—“sovereignty 
costs’ —dealt with the States’ diminished capacity to 
make decisions independent of federal regulation. How- 
ever, plaintiffs did not demonstrate any connection be- 

399 See notes 80-84, supra, and accompanying text for a discussion 
of the options available to the States in effecting registration.
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tween the decision to issue bonds in bearer form and any 

aspect of state autonomy or independence; indeed, there 

was nothing in the record to suggest that, from the stand- 

point of the States, the form of municipal bonds is any- 

thing other than a technical detail designed to facilitate 

bond sales and accommodate the desires of the market. 

States continue to sell their bonds without impediment 

after TEFRA. Since municipal bond form does not af- 

fect the States’ revenue raising function in any material 

way, and since bond form does not appear to be linked 

to any other important aspect of state governmental op- 

erations, the Special Master cannot conclude that federal 

control over the form of municipal bonds threatens to 

impair state autonomy and integrity in any meaningful 

sense. 

2. The Legal Significance of Plaintiffs’ Cost Con- 

tentions 

Before analyzing each of plaintiffs’ five categories of 

cost contentions in more detail, it is appropriate to de- 

termine the legal significance of particularized cost con- 

tentions in light of the Court’s holding in Garcia. Garcia 

heralds a return to deferential judicial review—at least 

where the States brandish the shield of the Constitution— 

of congressional regulation under the commerce power.*” 

400 Plaintiffs assert that Congress is entitled to less judicial 

deference when, as here, it acts pursuant to the taxing power 

rather than the commerce power. To the extent this contention 

has force, it can only be because the exercise of the taxing power 

runs afoul of the intergovernmental tax immunity doctrine or some 

other limitation on the national taxing power. See, e.g., Haynes v. 

United States, 390 U.S. 85 (1968) (registration component of 

firearms tax statute violates Fifth Amendment); Marchetti v. 

United States, 390 U.S. 39 (1968) (registration component of 

gambling tax statute violates Fifth Amendment). Plaintiffs’ con- 

tentions that Section 310(b) (1) of TEFRA violates intergovern- 

mental tax immunity and is also an impermissible regulatory tax 

are examined infra in Sections IX(B) and IX(D). Unless those 

contentions afford plaintiffs some independent grounds for relief, 
there is nothing in the mere fact that Congress has used its taxing
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This more deferential approach required by Garcia is 
best illustrated by contrasting the Garcia Court’s ap- 
proach to the burdens imposed on the States by the Fair 
Labor Standards Act with that taken in National League 
of Cities. 

Even in National League of Cities, the Court eschewed 
measuring the lawfulness of congressional legislation by 
a quantitative evaluation of the costs imposed on the 
States. Noting the disagreement between the parties as 
to the actual effects of the FLSA’s wages and hours re- 
quirements,*" the Court stated that “particularized as- 
sessments of actual impact are [not] crucial to resolu- 

tion of the issue presented .. .” 426 U.S. at 851. The 
Court focused upon the qualitative impact of the statute 
upon the States’ ability to choose the manner in which 
they would structure delivery of vital services. Id. at 
847. Nattonal League of Cities took pains to spell out 
“a virtual chain reaction of substantial and almost cer- 

power, instead of its commerce power, to regulate the States that 
would justify a more searching review of Congress’s action. See 
New York v. United States, 8326 U.S. 572, 578 (1946) (“Surely the 
power of Congress to lay taxes has impliedly no less a reach than 
the power of Congress to regulate commerce.”) Cf. Fullilove v. 
Klutznick, 448 U.S. 448, 474-75 (1980) (Burger, C.J., plurality 
opinion) (since Congress’s spending power is at least as broad 
as its regulatory power under the Commerce Clause, Congress can 
use spending power to accomplish regulatory objectives otherwise 
lawful under the Commerce Clause). See also La Pierre, supra, 
60 Wash. U.L.Q. at 878-92 (criticizing arbitrary linedrawing based 
on particular congressional power exercised). A challenge to con- 
gressional regulation allegedly impairing state autonomy and inde- 
pendence must be measured against the standards of Garcia, and 
Garcia does not suggest that the particular power pursuant to 
which Congress has chosen to act is relevant as a matter of law 
to analyzing whether the challenged action does impair autonomy 
and independence. 

401 It should be recalled that National League of Cities came to 
the Supreme Court on an appeal from a successful motion to dis- 
miss. See 426 U.S. at 839.
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tainly unintended consequential effects on state decision- 

making.” E.E.0.C. v. Wyoming, 460 U.S. at 240. The 

progeny of National League of Cities always maintained 

that mere financial burdens or ultimate economic effects 

on the States could not be determinative. F.E.R.C. v. 

Mississippi, 456 U.S. at 770 n.83; Hodel, 452 U.S. at 292 

n.33. See E.E.0.C. v. Wyoming, 460 U.S at 240 (focusing 

on ability of States to allocate their resources) 

In Garcia, adjudicating the application of the FLSA 

to a public mass transit system was deemed not to re- 

quire an extensive analysis of qualitative or quantitative 

effects. The financial burdens of minimum wage and 

overtime compensation and the costs inherent in the re- 

ordering of state decisions concerning the methods of 

providing governmental services—even if they might be 

considerable—were deemed insubstantial as a matter of 

law. The Court perceived “nothing in the overtime and 

minimum-wage requirements of the FLSA, as applied 

to [the transit authority], that is destructive of state 

sovereignty or violative of any constitutional provision.” 

Garcia, 469 U.S. at 554. 

Garcia provides the benchmark against which subse- 
quent federal regulation affecting the States must be 

measured. Clearly, congressional legislation imposing 

burdens or costs less substantial than mandated mini- 
mum wage and overtime expenses for state employees 
must be viewed with great deference. More important, 
inroads on autonomous state decision making less ex- 
tensive than those made by the FLSA—which limited the 
States’ ability to structure employment relationships in 
areas of vital governmental functions—cannot be the 
basis of a successful constitutional challenge. In short, 
Garcia indicates that judicial redress is unavailable un- 
less the challenged regulation substantially impairs the 
autonomy and independence of the States as governmental 
actors. Minimum wage and overtime requirements fall 
far short of compromising the States’ independent ex-
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istence, and thus are held by Garcia to be immune from 
judicial review. 

3. The Minimal Costs of Registration 

With one exception, none of plaintiffs five particular- 
ized cost contentions purport to demonstrate such a qual- 
itative impact on state autonomy and independence as 
to require judicial intervention under Garcia. With re- 
gard to the purely quantitative effects of the registration 
requirement, the Secretary is clearly on firm ground in 
arguing that “if Congress may directly regulate the 
wage and salary expenses incurred by the States in pro- 
viding key governmental services .. . Congress may 
surely impose the far less significant compliance costs 
incurred by the States in issuing their bonds in regis- 
tered form.” Brief For the Defendant at 41. 

Plaintiffs argue, however, that the “sovereignty costs” 
of the registration requirement are so great as to offend 
principles of constitutional federalism. This “sovereignty 
costs” argument, as one of plaintiffs’ counsel stated at 
oral argument,*” is extremely difficult to define. But see 
Coyle v. Smith, 221 U.S. 559 (1911) (Congress may not 
prescribe location of state capital). The core of plain- 
tiffs’ argument here appears to be that TEFRA invades 
a uniquely and peculiarly sovereign function—the rais- 
ing of revenue—and does so without achieving its in- 
tended national purpose of facilitating federal tax com- 
pliance.*™ 

402 “We talked about the affront to Government. This is really 
what we’ve been talking about throughout this argument. And I 
don’t know how to describe it, but it is a separate burden... .” 
Oral Argument, Tr. at 37. 

403 Plaintiffs also assert that their sovereignty is impaired due 
to federal commandeering of their legislative and administrative 
resources. This is not, however, an impairment of their sovereignty 
in any way distinct from their argument about legislative and ad- 
ministrative costs of compliance. The Special Master considers 
that argument infra at 128-130.
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Plaintiffs’ challenge to federal regulation of their rev- 
enue raising function misses the point. Revenue genera- 
tion is undoubtedly critical to state autonomy and in- 
dependence, but the intrinsic importance of the function 
being regulated does not, without more, create a ju- 

dicially cognizable infringement on state autonomy.* 
Here, plaintiffs acknowledge that their ability to borrow 
by selling bonds continues undiminished; indeed, the 
record establishes that municipal borrowing increased 
rapidly after passage of TEFRA.*® Moreover, there is 
no suggestion that control over the form of their bonds 
was of any intrinsic significance to the States. Control 
over municipal bond form has none of the symbolic 
resonance for state autonomy that, for example, con- 
trolling the location of the state capital has. See Coyle 
v. Smith, 221 U.S. at 565. 

Absent the federal registration requirement, States 
would choose the form of their bonds solely according to 
considerations of efficiency and market demand.* Even 
under a National League of Cities level of scrutiny, these 
facts would militate against judicial intervention. See 
E.E.O.C. v. Wyoming, 460 U.S. at 238 n.11 (“we are not 
to be understood to suggest that every state employment 
decision aimed simply at advancing a generalized inter- 
est in efficient management—even the efficient manage- 

ment of traditional state functions—should be considered 
to be an exercise of an ‘undoubted attribute of state 
sovereignty.’ ’’). 

The other aspect of plaintiffs’ sovereignty cost argu- 
ment contends that the registration requirement does not 
further an important national purpose, and thus any 

404 Cf. Case v. Bowles, 827 U.S. 92, 101 (1946) (State’s authority 

to raise revenue for public education by selling timber on public 

lands held subject to congressional power to fix timber prices). 

405 See supra at 20. 

406 See supra at 35-36.
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diminution of state independence and autonomy is un- 
justifiable. Plaintiffs argue that bearer municipal bonds 
do not pose a significant problem for federal tax com- 
pliance and, even if they did, that registration would not 
rectify the problem. 

The Special Master has previously examined the fac- 
tual foundations of these contentions, and found them to 
be without adequate support.*” In any event, moreover, 
the judiciary is not empowered to undertake a free 
wheeling inquiry into the adequacy of the evidence before 
Congress or its political motives in passing legislation.*® 
In Maryland v. Wirtz, 392 U.S. 183 (1968), the States 
argued that there was no factual predicate for extend- 
ing the FLSA to state schools and hospitals. The Court 
summarily rejected this contention: “[wle are not con- 
cerned with the manner in which Congress reached its 
factual conclusions.” Jd. at 190 n.13. Cf. Katzenbach 
v. McClung, 379 U.S. at 304 (judicial inquiry limited to 
whether Congress had rational basis for finding regula- 
tory scheme necessary to protecting commerce); Heart 

of Atlanta Motel, Inc. v. United States, 379 U.S. at 262 
(court should do no more than assure that means chosen 
by Congress are reasonably adapted to end permitted by 
Constitution). As the Hodel Court cautioned, “the effec- 
tiveness of existing laws in dealing with a problem iden- 

407 See supra at 83-88. 

408 Plaintiffs suggest that the registration requirement may 

have been motivated primarily by a desire to benefit the securities 

industry. Brief of the NGA at 61 n.*. The record does not sup- 

port such a finding. See note 44, supra. In any event, the 

Supreme Court has declined to void otherwise valid legislation on 
the grounds that a wrongful motive lay behind congressional ac- 

tion, even where the allegedly illicit motive was the infringement 

of expression protected under the First Amendment. See United 

States v. O’Brien, 391 U.S. 367, 383-84 (1968). After Garcia, it 
would be anomalous in the extreme to apply more rigorous scrutiny 

to a State’s regulatory immunity claim. See United States v. 
Carolene Products Co., 804 U.S. 144, 152 n.4 (1938).
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tified by Congress is ordinarily a matter committed to 
legislative judgment.” Hodel, 452 U.S. at 288. Nothing 
in the record suggests to the Special Master that this 
is a case in which judicial review of Congress’s factual 
predicate for TEFRA’s registration requirement is ap- 
propriate or required. In short, the Special Master be- 
lieves that both a failure of proof and the judicial def- 
erence required in reviewing the efficacy of congressional 
action combine to produce a conclusion that plaintiffs’ 
sovereignty costs arguments should be rejected. 

Plaintiffs’ sovereignty costs contention also rests on 
a mistaken premise: that TEFRA coerces the States 
into surrendering their sovereign ability to decide the 
form of their bonds. Even if the ability to decide to issue 
bearer bonds was critical to maintaining state autonomy, 
TEFRA leaves the States free to issue bearer bonds; 

TEFRA merely alters the economic calculus underlying 
that decision.*” If a State chooses to issue its bonds in 
bearer form, it must forego the benefits attendant the 
ability to pay tax-free interest on those bonds. Unless 
the tax-exempt status of municipal bond interest is sac- 
rosanct and entirely beyond the authority of Congress,‘ 

the Supreme Court’s Spending Clause cases provide a 
powerful analogy supporting the congressional regulation 

as not restricting state autonomy or independence. 

Cases arising under the spending power have long 

recognized that Congress may fix the terms on which 
it disburses federal funds to the States. Pennhurst 
State School & Hospital v. Halderman, 451 U.S. 1, 17 

409 The Special Master notes that the Tax Reform Act of 1986 

has reduced the marginal tax rates for both individual and cor- 

porate taxpayers. This reduction in rate will presumably reduce 

the economic value of tax-exempt interest to municipal bond 

holders and increase the interest costs required for municipal 
bonds, thus reducing the economic value to the States of the ability 
to issue tax-exempt bonds. 

410 This is discussed infra at 142.
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(1981) ; Fullilove v. Klutznick, 448 U.S. 448, 474 (1980). 
In return for receiving the benefit of federal funds, the 
States agree to comply with federally imposed condi- 
tions. The cases do require that the federal government 
impose the conditions explicitly and unambiguously. The 
requirement that Congress clearly state the conditions 
of its funding insures that the States understand the 
burdens of their participation and are able to make an 
informed choice. Pennhurst, 451 U.S. at 17. 

The spending power cases recognize that Congress may 
use its ability to place conditions on its subsidies to the 
States in order to enlist the States in effecting legitimate 
national goals—even where Congress could not accom- 
plish those goals directly by regulation. In Oklahoma v. 
Civil Service Commission, 330 U.S. 127 (1947), the 
United States sought to achieve better public service in 
the administration of funds for national needs. It thus 
conditioned federal grants-in-aid to the States on the 
abstention from partisan political activity of state and 
local officials employed in activities financed by those 
grants. The Supreme Court upheld the condition although 
“the United States is not concerned and has no power 
to regulate local political activities as such of state offi- 
cials, .. .” Id. at 143. The condition was permissible 
because it was “plainly adapted” to a “permitted end”: 
improved administration of funds supplied by the federal 
government, Id. *™ 

In TEFRA, Congress has offered the States a choice, 
albeit an unpalatable one, either to issue bonds in reg- 
istered form or to forego certain tax benefits. The legis- 

411 There are limits on Congress’s power to impose conditions on 

the States pursuant to the spending power. See Pennhurst, 451 

U.S. at 17 n.13; Lau v. Nichols, 414 U.S. 568, 569 (1974). Con- 

gress could not, for example, use its spending power to induce a 

State to violate the constitutional rights of its citizens or to move 

its capital to a federally selected location. Cf. Coyle v. Smith, 221 

U.S. 559 (1911).
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lative history of TEFRA demonstrates that Congress 

could have concluded that the movement of bearer bonds 

in interstate commerce facilitates tax evasion and the 

transportation of illegally earned, untaxed income.*” 

Had Congress chosen to do so, it could have invoked the 

Commerce Clause to prohibit the movement of bearer 

bonds in interstate commerce. See United States v. 

Darby, 312 U.S. 100, 114 (1941) (Congress may exclude 

from interstate commerce articles injurious to public wel- 

fare). Instead, Congress has chosen a less intrusive 

course to induce the States not to issue bearer municipal 

bonds by continuing to offer a tax benefit for refraining 

from doing so. As indicated, unless the tax benefit enjoys 

constitutional protection on other grounds, the spending 

power cases sanction such a procedure. Like Oklahoma 

in Oklahoma v. Civil Service Commission, the States re- 

main free to adopt the “ ‘simple expedient’ of not yield- 

ing” to what they may view as federal coercion. 330 

U.S. at 143. Surely, the States cannot be heard to com- 

plain that Congress offered even a modest choice, when 

Congress was not required to extend any at all. 

Having disposed of plaintiffs’ sovereignty costs con- 

tention, the factual findings make it unnecessary to tarry 

long over plaintiffs’ remaining contentions as to burdens. 
Plaintiffs’ legislative and administrative transition costs 
contentions *!? complain of the legislative and administra- 
tive time and resources needed to effect the change to a 
registered system. Plaintiffs failed to show, however, 
that these costs—by definition already fully expended— 
detracted from the States’ ability to perform any signifi- 
cant governmental functions, much less from achieving 
critical priorities of the States or any of their political 
subdivisions. If there was any adverse impact on state- 
local governmental performance during the TEFRA 

412 See supra at 11-19, 83-88. 

413 See supra at 36-40.
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transition period, it cannot be discerned from the present 
record. 

Plaintiffs attempt to compare the legislative and ad- 
ministrative transition costs generated by the need to 
comply with TEFRA to a concern expressed, but not 
resolved, by the Court in F.E.R.C. v. Mississippi: the 
constitutionally permissible scope of federal authority to 
compel state regulatory activity. See 456 U.S. at 764. 
In F.E.R.C., the federal government required the States 
to consider certain federal proposals as a condition to 
permitting continued state regulation in the field. Since 
total federal preemption was possible, and was deemed 
by the Supreme Court to be more intrusive than a re- 
quirement merely to consider federal proposals, the Court 
deemed it unnecessary to determine the permissible scope 
of federal power to compel state regulatory activity. The 
Court did note, however, that it had never “sanctioned 
explicitly a federal command to the States to promulgate 
and enforce laws and regulations ...” Id. at 762 (cit- 
ing E.P.A. v. Brown, 481 U.S. 99 (1977) ). 

The concerns expressed by the Court in F.E.R.C. have 
no proper application here. As in Hodel, “there can be 
no suggestion that the Act commandeers the legislative 
processes of the States by directly compelling them to 
enact and enforce a federal regulatory program.” 452 
U.S. at 288. Instead, TEFRA gives the States a choice 
either to take the necessary steps to issue bonds in reg- 
istered form or to relinquish the tax-exempt status of 
the interest paid thereon. State legislatures and agencies 
took steps to accomplish registration, but there was no 
federal control over legislative/administrative agendas. 
The States were not compelled to take any action. 

To preserve their tax benefits, the States legislated in 
their own fashion and developed administrative methods 
of their own choosing to issue registered bonds. The time 
and funds expended in connection with these legislative
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and administrative activities were one-time costs; there 

is no ongoing requirement that the States expend their 

limited time and resources to implement a federal regu- 

latory scheme. Most important, there was no evidence 

produced at the hearing which suggested that the time 

and energy required impaired any State or locality’s abil- 

ity to address any state or local problem or perform any 

other functions efficiently and effectively. 

Beyond these purely transitional burdens, plaintiffs 
complain of two categories of continuing costs: in- 
creased administrative transaction costs and an alleged 
5 to 15 basis point interest rate increment in the cost 
of registered bonds as compared to bearer bonds. Prob- 
lems of proof aside, see pages 40 to 77, supra, these 
burdens are purely financial in nature. Plaintiffs made 
no effort to demonstrate that the economic effects of the 
registration requirement, such as they may be, have had 
or will have any consequential or “ripple” effects on any 
State or locality that are legally cognizable.*** Of them- 
selves, increased costs traceable to federal regulation are 
insufficient to establish a threat to state autonomy and 
independence.*” 

414 Cf, National League of Cities, 426 U.S. at 847-50 (emphasiz- 

ing impact of increased costs on state policies and state-local 

decisionmaking). 

415 The Supreme Court’s decisions subsequent to National League 

of Cities stressed that the nature of the federal action and its 

impact on the States’ abilities to allocate their resources—not the 

immediate economic effects of the federal action—were determina- 
tive. See supra at 121-22. The Court’s Commerce Clause decisions 

have recognized that “when Congress does act, it may place new 

or even enormous fiscal burdens on the States.” Employees of Dep’t 

of Pub. Health & Welfare v. Dep’t of Pub. Health & Welfare, 411 

U.S. 279, 284 (19738). At oral argument, one of plaintiffs’ counsel 

doubted that the interest rate increment, standing alone, would 

be a sufficient basis for invalidating the registration requirement. 

See Oral Argument, Tr. at 38-39.
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Although the original issuance costs of registered bonds 
do not differ significantly from bearer bonds,‘* plaintiffs 
did establish that the ongoing administrative costs for 
registered bonds are higher for issues under $10 million 
in size. The cost differential is greatest for the smallest 
issues—those of $1 million or less.‘17 However, plaintiffs 
did not demonstrate any qualitative impact of any kind 
resulting from these increased costs. This lack of proof 
may stem from the fact that the aggregate increase in 
costs for a typical $1 million registered bond issue is, 
at most, $3,300 and is paid out over a twenty year 
period.*** Under these circumstances, plaintiffs’ inability 
to produce a single example of a qualitatively injured 
small issuer is not surprising. 

With regard to the interest rate differential, plain- 
tiffs failed to carry their burden of proving a 5 to 15 
basis point increment for registered bonds.*!® Nonethe- 
less, even if their statistical studies had carried the day 
on this issue of fact, plaintiffs should not prevail. As- 
suming arguendo that plaintiffs had shown that, on av- 
erage, registered bond issues comparable in all other 
respects to bearer bond issues carry a 10 basis point 
differential, increased interest costs for registered bonds 
are as likely as not a result of a preference for bearer 
securities by tax evaders and those seeking to conceal 
proceeds of illegal activities in anonymous, interest bear- 
ing instruments.*” Plaintiffs cannot be heard to complain 
that TEFRA deprived them of their modest share of the 
benefits of the very unlawful activities that Congress 
sought to minimize. 

Plaintiffs presented no plausible theory explaining in- 
vestors’ alleged preference for bearer bonds. Their lim- 

*16 See notes 156-57, supra, and accompanying text. 

417 See notes 162-64, supra, and accompanying text. 

418 See note 164, supra, and accompanying text. 

419 See notes 177-302, supra, and accompanying text. 

#20 See note 193, supra, and accompanying text.
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ited testimony on this point suggested only that certain 

categories of individual investors prefer clipping and pre- 

senting bond coupons to having interest checks mailed to 

them or electronically credited to their accounts.“* On 

the other hand, Congress believed—and the legislative 

history of TEFRA and the testimony at the hearing be- 

fore the Special Master supports that belief—that a not 

insubstantial number of investors prefer bearer bonds 

because they facilitate tax evasion and concealment of 

illegal income. If the statistical studies had indicated 
a market preference for bearer bonds resulting in lower 

interest costs to issuers, that preference could just as 

easily have resulted from the demand for bearer bonds 
by the portion of the investing community attempting to 

evade taxes or conceal income than from any lawfully 

motivated, individual investor preference for coupon 

clipping. 

In short, the record does not support a generalized 
investor preference for bearer bonds. If it did, however, 
the evidence suggests that the illegal users of those bonds 
are the most likely source of any such preference. It is 
surely no infringement of state autonomy or independ- 

ence to deny the States any interest benefits that may 
accrue to them from unlawful investor use of or demand 
for their bearer debt securities. Congress’s power to pre- 
vent such abuses cannot be diminished by the incidental 
fiscal impact on state and local issuers.*”? 

In summary, the registration requirement’s impact on 
the States and localities would appear to be minimal. 

421 Cf. notes 89-94, supra, and accompanying text with note 180, 

supra, and accompanying text. 

422 Research did not disclose any case law directly addressing 

whether a State has a constitutionally protected sovereignty in- 
terest in the cost savings which might result from facilitating 

either federal tax evasion or concealment of the proceeds of crimi- 
nal ventures. However, the mere statement of this proposition 

suggests its lack of merit.
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Plaintiffs’ proof of TEFRA’s costs and burdens does not 
indicate a threat to the States’ separate and independent 
existence, or any danger to their ability to fulfill their 
role in the federal system. Nor, as shall be discussed 
below, is there any reason to believe that the political 
process failed to heed or respect vital state interests. 

B. The Federal Political Process Has Not Failed to 

Protect Legitimate State Interests 

In analyzing the legal significance of the registration 
requirement, Garcia instructs us to look beyond the im- 
mediate impact of the requirement to its political con- 
text. This is not to suggest that Garcia requires an 
empirical examination of the actual workings of the 
political process, the adequacy of the evidence for con- 
gressional fact findings, or Congress’s motives in passing 
the legislation. See note 408, supra, and accompanying 
text. Garcia merely suggests that judicial review must 
be attuned to possible failings in the national political 
process. See Garcia, 469 U.S. at 554. 

In this case, putting questions of burden to one side, 
there are a number of aspects of the legislative process 
eventuating in Section 310(b) (1) of TEFRA that indi- 
cate that the process did not fail to protect legitimate 
state interests. First, Congress unequivocally expressed 
its intent to regulate the form of municipal bonds. Sec- 
ond, there is a history of state acceptance of federal reg- 
ulation of municipal bonds, including regulation that is 
more substantial than that challenged here. Third, the 
federal regulation does not discriminate against munici- 
pal bond issuers; it reaches essentially all issuers of pub- 
licly sold debt securities with maturities of more than 
one year. 

Congress clearly stated its intent to require registra- 
tion of municipal bonds early in the legislative process.*” 
State and local officials had ample opportunity to testify 

  

423 See supra at 15-16.
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against registration before Congress and to make their 

opposition known to Treasury Department officials.” 

Garcia places primary reliance on state participation in 

the political process to protect state interests. Congress’s 

early and explicit statement that it intended to pass leg- 

islation requiring registration of securities and affecting 

the States insured the States ample opportunity to re- 

sort to the political process to protect their vital inter- 

ests. 

Arguing that Garcia requires that legislation affect- 
ing the States must contain an explicit statement to 
that effect, Judge Higginbotham has pointed out that 
only such a clear statement will insure that the States 

are aware of intrusive legislation and able to draw their 

political weapons; silent or ambiguous legislation risks 
sidestepping Garcia’s protections and sandbagging the 
States. See Welch v. State Dept. of Highways & Public 
Transp., 780 F.2d 1268, 1275-76 (5th Cir. 1986) (en 
bane) (Higginbotham, J., concurring), cert. granted, 

US. , 107 S.Ct. 58 (1986).*° In the present     

424 See supra at 12-15. 

425 In a variety of contexts, the Supreme Court has insisted that 

Congress clearly state its purpose to affect the States before allow- 

ing regulation altering the federal-state balance. In United States 

v. Bass, 404 U.S. 336 (1971) (construing federal criminal statute 

narrowly to avoid defining as a federal crime conduct readily de- 

nounced as criminal by the States), the Court declared: “unless 

Congress conveys its purpose clearly, it will not be deemed to have 

significantly changed the federal-state balance.” Id. at 349. Justice 

Marshall observed that the requirement of a clear statement as- 

sures that the legislature has faced, and intended to bring into 

issue, the sensitive and critical matters involved. 

Similarly, in Parker v. Brown, 317 U.S. 341 (1948) (holding 

Sherman Act inapplicable to the States), the Court stated ‘fan un- 

expressed purpose to nullify a state’s control over its officers and 

agents is not lightly to be attributed to Congress.” Jd. at 351. See 

also Atascadero State Hospital v. Scanlon, 473 U.S. 234 (1985) 

(Congress does not abrogate States’ Eleventh Amendment immunity 

from suits by individuals in federal court unless it explicitly says
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case, Congress’s unequivocal action easily satisfies any 
clear statement requirement and Congress’s express 
choice to regulate the States heightens the inference that 
the political process worked as intended. 

Moreover, there is a history of federal regulation in 
this field. Congress began regulating municipal indus- 
trial development bonds in 1968. Congressional regula- 
tion—extended in 1969 to municipal arbitrage financing 
practices—has entailed intricate and complex substan- 
tive restrictions on the ability of States and localities to 
issue debt securities the interest on which is free of 
federal income tax.*?° These federal restrictions are 
demonstrably more intrusive upon the States’ ability to 
raise revenue in the amounts and for the purposes that 
they see fit than TEFRA’s registration requirement.‘ 
Yet, until South Carolina’s original complaint in this 
action in February, 1983, the States had not challenged 

federal regulation in this area. Seemingly, the States 
accepted these federal regulations as the price of their 
ability to minimize their own interest costs by issuing 
federal tax-exempt bonds. 

so). See generally L. Tribe, Intergovernmental Immunities in Liti- 
gation, Taxation, and Regulation: Separation of Powers Issues in 
Controversies About Federalism, 89 Harv. L. Rev. 682, 695 (1976) 
(rule requiring clear statement by Congress of intent to affect the 

States, by ensuring that attempts to limit state power are un- 
mistakable, would structure legislative process to allow Congress 
the greatest opportunity to protect state interests). 

426 Of course, the States remain free to issue bonds that do not 
comply with the restrictions on industrial development bonds and 
arbitrage financing practices; however, such non-compliant issues 
would not afford their purchasers tax-exempt interest. Similarly, 
the States may also issue bearer bonds after TEFRA, if they wish. 
It is the additional interest costs the States would have to pay 
lenders to compensate them for the loss of the tax-exempt status 
of their interest that prevents the States from doing so. 

427 See notes 18-19, supra, and accompanying text.



136 

The history of state acquiescence weakens the States’ 
contention that requiring registration is destructive of 
their sovereignty, and that the political process failed to 
perform as intended. In United Transportation Union v. 
Long Island Railroad Co., 455 U.S. 678 (1982), the 

Court analyzed whether application of the Railway 
Labor Act to a state owned railroad was consistent with 
state sovereignty. When the State purchased the rail- 
road, it had acknowledged that it was subject to federal 
regulation and, in an initial response to the union’s suit, 
acknowledged that the Railway Labor Act applied.** 
The Court found this history of decisive importance: 

The State knew of and accepted the federal regu- 
lation; moreover, it operated under federal regula- 
tion for 18 years without claiming any impairment 
of its traditional sovereignty... . It can thus hardly 
be maintained that application of the Act to the 
State’s operation of the Railroad is likely to impair 
the State’s ability to fulfill its role in the Union or 
to endanger the ‘separate and independent exist- 
ence’ referred to in National League of Cities v. 
Usery, 426 U.S. at 851... 

Id. at 690. Cf. Willeuts v. Bunn, 282 U.S. 216, 232-33 
(1931) (constitutionality of a tax burdening the States 
supported, in part, by history of state acquiescence in 
the tax). 

The States, of course, have never accepted the TEFRA 
registration requirement. However, they have accepted 

428 In Long Island Railroad Co., the Court applied the four part 

test of Hodel v. Virginia Surface Mining & Reclamation Ass’n, Inc., 

452 U.S. 264 (1981), which, in turn, was derived from National 

League of Cities v. Usery. See Long Island Railroad Co., 455 U.S. 
at 684 & n.9. This does not detract from the relevance of the prior 

history of regulation. Indeed, to the extent that Garcia signals 
greater judicial deference to the political process, a history of state 
acceptance of later challenged federal regulation greatly strengthens 

the case for finding that regulation consistent with the fundamental 

aspects of state sovereignty.
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without challenge 15 years of far more intrusive con- 
gressional regulation of analogous aspects of their debt 
issuance functions. Thus, there is little reason to sus- 

pect that the TEFRA registration requirement resulted 
from some extraordinary political process failure re- 
quiring judicial intervention. 

The case against judicial intervention is further weak- 
ened by the fact that TEFRA’s registration requirement 
is even handed: it applies to all issuers of long term, 
publicly sold securities, including the United States.*” 
In light of Garcia’s focus on “possible failings in the 
national political process” as the key to judicial protec- 
tion of state sovereignty, 469 U.S. at 554, the fact that 
TEFRA requires registration of bonds issued by pri- 
vate corporations and by the United States takes on un- 
deniable importance. 

If Congress singles out the States for special regula- 
tory burdens that are not imposed on other constituen- 
cies, the inference that the national political process has 
failed to protect state sovereign interests is heightened. 
However, where Congress—in pursuit of a general regu- 
latory objective—legislates universally and fails to ex- 
empt the States, it is far more difficult to contend that 
the political process has failed to protect vital state in- 
terests.%° Thus, after emphasizing that the national po- 

429 See supra note 46 and infra 182-84. 

430 This is not to say that all nondiscriminatory federal regula- 

tion affecting the States is per se permissible. It is possible to 

imagine a federal regulation neutral in its application to various 
constituencies that—because of the special status of the States— 

would have a disproportionate impact on their separate and in- 

dependent existence. Cf. New York v. United States, 326 U.S. 572, 

587 (1946) (‘a federal tax which is not discriminatory as to the 

subject matter may nevertheless so affect the State, merely because 

it is a State that is being taxed, as to interfere unduly with the
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litical process is the first line of defense for state inter- 

ests, the Court in Garcia considered the nondiscrimina- 

tory nature of the congressional legislation of especial 

importance: “[the transit authority] faces nothing more 

than the same minimum-wage and overtime obligations 

that hundreds of thousands of other employers, public as 

well as private, have to meet.” 469 U.S. at 554. 

The Garcia Court’s emphasis on the political process 

as the basic guarantor of the States’ integrity militates 

in favor of judicial deference to nondiscriminatory con- 

gressional legislation. Nondiscriminatory legislation 

(i.e., legislation of broad or universal application) mini- 

mizes the possibility of arbitrary federal action designed 

to impair the functioning of the States as States. Such 

legislation also insures that the States were not isolated 

in the national political process culminating in the legis- 

lation. While legislation aimed at the States alone risks 

the isolation of state actors in the national political proc- 

ess and a possible sacrifice of state institutional inter- 

ests, broad legislation insures that state lobbyists and 
interests will not be deprived of allies in resisting bur- 
densome measures. Justice Jackson’s explanation of this 

point in the context of equal protection doctrine is as 

relevant to the States as it is to individual political ac- 

tors: 

The framers of the Constitution knew, and we should 
not forget today, that there is no more effective 
practical guaranty against arbitrary and unreason- 
able government than to require that the principles 
of law which officials would impose upon a minority 
must be imposed generally. Conversely, nothing 
opens the door to arbitrary action so effectively as 
to allow those officials to pick and choose only a few 
to whom they will apply legislation and thus to 

State’s performance of its sovereign functions of government.”) 

(Stone, C.J., concurring).
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escape the political retribution that might be visited 
upon them if larger numbers were affected. Courts 
can take no better measure to assure that laws will 
be just than to require that laws be equal in opera- 
tion. 

Railway Express Agency, Inc. v. New York, 336 U.S. 
106, 112-18 (1949) (Jackson, J., concurring). 

This is not to suggest that the States as political ac- 
tors can be compared to individuals or individual entities 
in the national political process. “[T]he composition of 
the Federal Government was designed in large part to 
protect the States from overreaching by Congress.” Gar- 
cia, 469 U.S. at 550-51 (footnote omitted). The pre- 
sumption that Garcia establishes that the political proc- 
ess is adequate to protect vital state interests is at its 
strongest where Congress has legislated broadly and has 
affected state and non-state actors equally. 

The clarity of Congress’s intent to regulate the States, 
the political history of prior substantive congressional 
regulation of municipal bond issuance, and the breadth 
of application of the TEFRA registration requirement 
leave little room for an inference that TEFRA’s munici- 
pal bond registration requirement is a product of the 
federal political process’s failure to heed or safeguard 
vital state interests. In addition to these general char- 
acteristics of the legislation, two specific aspects of 
TEFRA’s implementation strongly suggest that the po- 
litical process heeded the legitimate interests and con- 
cerns of the States. 

First, Congress did not attempt to dictate to the States 
regarding the manner in which they should comply with 
the registration requirement. Section 310(b) (1) of 
TEFRA specifically sanctioned the use of book entry 
methods of recording ownership and transfers—a new 
and more efficient method of keeping this information
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than the transfer-of-certificates method.**! The statute’s 

recognition of this option reflects a solicitude for the 

States’ interests in minimizing the costs of registration ; 

leaving to the States the choice of means to comply with 

registration reflects a proper respect for state autonomy. 

That this was Congress’s choice provides further evi- 

dence that the political safeguards of federalism func- 
tioned properly here. Given the federal mandate of reg- 
istration, the States were left free to fashion a response 
which would minimize the costs and disruption attend- 

ant the change. 

Second, when the time Congress initially alloted the 
States to comply with the registration requirement 
proved to be inadequate, Congress promptly responded to 
state requests for additional time by postponing the ef- 
fective date of the municipal bond registration require- 
ment six months.*? As far as the record shows, no mu- 

nicipal bond issuer sacrificed the tax-exempt status of 
any bond because of its inability to meet the require- 
ments of TEFRA. This provides further support for the 
conclusion that the federal political process was attuned 
to the needs of the States. 

In summary, an examination of both the general struc- 
tural features of the legislation and the specific aspects 
of its implementation confirm that the political process 
performed as intended. This analysis of the political 
process confirms and corroborates the Special Master’s 
analysis of TEFRA’s minimal impact on the States. 
Both analyses converge to support the conclusion that, 
in adopting the registration requirement, Congress ac- 
corded appropriate respect for the States’ legitimate in- 

terests in their autonomy and independence. 

  

431 See supra at 15, 25-26. 

432 See supra at 19.
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IX. CONGRESS’S EXERCISE OF ITS TAXING POWER 
TO ENFORCE THE REGISTRATION REQUIRE- 
MENT IS CONSISTENT WITH THE CONSTITU- 
TION. 

A. Introduction 

Plaintiffs challenge the constitutionality of Section 
310(b) (1) of TEFRA on grounds in addition to the al- 
leged illegitimacy of the goal of registration. Congress 
has offered the States a draconian choice: issue bonds in 
registered form or suffer the loss of federal tax exemp- 
tion on the interest paid on non-conforming securities. 
Since the forfeiture of tax-exempt status would increase 
the interest that states and localities have to pay on their 
obligations by some 28% to 35%,** “[als a practical 
matter, this requirement will force [the States] to issue 
[their] bonds in registered form.” South Carolina v. 
Regan, 465 U.S. 367, 404 (1984) (Stevens, J., concur- 
ring in part and dissenting in part). See id. at 384 
(Congress’s acknowledged purpose in enacting § 310(b) 
(1) of TEFRA was to encourage States to issue regis- 
tered securities.) (Blackmun, J., concurring). 

While there can be no doubt that Congress’s purpose 
was to regulate the form in which the States sold debt 
obligations rather than to raise revenue, Congress chose 
to implement its regulatory scheme by using its taxing 
power. The linchpin of the statutory scheme thus is the 
threatened tax on the interest income paid by municipal 
bonds. Congress’s choice of means to implement. its 
goals—a tax sanction—presents separate constitutional 
questions. 

The States present three arguments suggesting that a 
regulatory scheme anchored by a tax on the interest gen- 
erated by municipal bonds violates the Constitution. 
First, the States argue that the tax sanction violates the 
doctrine of intergovernmental tax immunity. Second, 

483 See note 3, supra, and accompanying text; see also note 409, 
supra.
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the States contend that the ancillary costs and burdens 

of complying with TEFRA are an impermissible tax laid 

directly upon the States. These two arguments are in- 

terrelated. Third, the States assert that the tax sanc- 

tion is an impermissible regulatory tax. Each of these 

contentions will be treated in turn. 

B. The Tax Sanction of TEFRA’s Registration Re- 

quirement Does Not Violate the Doctrine of Inter- 

governmental Tax Immunity 

1. Plaintiffs’ Argument and the Actual Contours 

of the Question Presented 

Plaintiffs’ fundamental contention is that the holding 

of Pollock v. Farmers Loan and Trust Co., 157 U.S. 429 

(1895), prohibits any burden or limitation whatsoever 

upon the States’ right to issue bonds the interest upon 

which is free of federal income taxation. In its Com- 

plaint, South Carolina claimed that Congress “has no 

power whatsoever to impose an income tax upon the in- 

terest” that the States pay to the holders of their debt 

obligations. Complaint, 1.9. Plaintiffs tried this case 

consistently with that theory. Although the States cre- 

ated a substantial record concerning the burdens of mu- 

nicipal bond registration, plaintiffs presented no evi- 

dence concerning the burdens that a tax on municipal 

bond interest would create for the States.*** This tactical 

choice is consistent with the underlying statutory reality: 

“there can be no serious argument that the disposition 

of South Carolina’s claim will have much effect, if any 

at all, upon federal tax revenues. If South Carolina 
loses, it will register its securities.” 465 U.S. at 383 
(Blackmun, J., concurring). 

434 The States did present estimates of the amount of interest 

savings that the federal tax exemption affords them. See note 3, 

supra. However, the States presented no testimony concerning the 

impact the elimination of this exemption would have on their 

ability to borrow or on their ability, more generally, to function 

as governmental entities.
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This does not mean, as the Secretary contends, that 

“the question whether Congress can constitutionally tax 
municipal bond interest is here a purely hypothetical 
ne.” Brief for the Defendant at 14. It does mean, how- 

ever, that the question presented for resolution is more 
narrow than whether Congress can, consistent with the 
Constitution, abolish the federal tax exemption for mu- 
nicipal bond interest for all purposes. Congress has not 
taken that action, and the question whether the Consti- 
tution forbids such action is not presented in this case. 
The more narrow issue presented is whether the inter- 
governmental tax immunity doctrine requires Congress 
to maintain the exemption for municipal bond interest 
intact and sacrosanct—regardless of the burden (or lack 
thereof) imposed upon the States by the use, as a regu- 
latory incentive, of the threatened loss of that exemp- 
tion. 

South Carolina’s argument *** is consistent with this 
view of the nature of the question presented. “From the 
outset, South Carolina has contended that the sanction, 
rather than registration itself, is the fatal flaw of Sec- 
tion 310(b)(1).” Brief of Plaintiff at 24. Plaintiffs 
argue that Congress violates the intergovernmental tax 
immunity doctrine simply by asserting “the power to 
impose a sanction of taxability as to municipal bond 
interest... .” Reply Brief of Plaintiff at 2. Consistent 
with this theory, plaintiffs argue “that no assessment of 
burden or gauging of the degree of interference [with 
the States] is necessary where the tax is imposed on the 
sovereign’s contract in pursuance of its borrowing 
power... .” Brief of Plaintiff at 15. 

The argument that the tax sanction violates the Con- 
stitution without regard to its impact upon the States 

435 Plaintiff South Carolina assumed principal responsibility for 
briefing and arguing the intergovernmental tax immunity issues; 
the NGA, as plaintiff-in-intervention, briefed and argued the regula- 
tory immunity issues.
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rests on plaintiffs’ fundamental contention that the twen- 

tieth century development of the intergovernmental tax 

immunity doctrine has left unchanged that aspect of 

Pollock’s reasoning. Plaintiffs’ challenge to Congress’s 

choice of means to enforce the registration requirement 

rests upon the continuing vitality not of the Pollock 

holding—an issue not presented by this case—but upon 

an aspect of Pollock’s rationale. As summarized by South 

Carolina, for plaintiffs to prevail they must show that 

“the inability of either sovereign to tax the interest paid 

on obligations issued by the other results from the lack 

of power (or sovereignty) in that respect; for that rea- 

son, the attempt, without more, by either sovereign to 

use such a taxing power [impermissibly] burdens the 

other.” Brief of Plaintiff at 21. 

The development of contemporary intergovernmental 

tax immunity doctrine does not present a clear answer 

to the question whether Congress may exercise its taxing 

power to impose an unconditional, revenue raising tax on 

the interest that States and localities pay on their munic- 

ipal bonds. The resolution of that issue might well re- 

quire the development of a full factual record concern- 

ing the impact of such a tax on the States’ ability to 

raise revenue and maintain their separate and independ- 

ent existence. This case and this record, however, pre- 

sent a far narrower question: whether Congress may 

seek to strengthen federal income tax compliance by con- 

ditioning the tax exemption of municipal bond interest 

on State compliance with a registration requirement. 

2. An Initial Summary 

Simultaneously with the passage of the Sixteenth 
Amendment *** in 1918, Congress provided—in the first 
modern federal income tax law—an explicit exemption 

436 “The Congress shall have the power to lay and collect taxes 

on incomes, from whatever source derived, without apportionment 

among the several States, and without regard to any census or 

enumeration.” U.S. Const. amend. XVI.
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from federal income tax for the interest upon state and 
local bonds.**7 This general exemption for the interest 
paid by municipal bonds has continued in force without 
interruption since that time.** Thus, the Supreme Court 
has had no occasion which would have required it to 
reconsider the holding in Pollock that a general federal 
income tax of two percent on the net profits of a com- 
pany, which profits included the income it derived from 
certain municipal bonds, was unconstitutional as applied 
to such income. 

However, much has changed in the analysis of inter- 
governmental tax immunities since Pollock. The Supreme 
Court’s cases applying the implied doctrine of state im- 
munity from federal taxation have abandoned the sweep- 
ing abstractions and grand formalisms that character- 
ized the doctrine in the heyday of Pollock and its prog- 
eny. The Court will no longer invalidate a federal tax 
as a per se infringement of state sovereignty in the ab- 
sence of an analysis of the specific burdens the tax im- 
poses upon the States and the impact of those burdens 

#7 The Act of October 3, 1918, ch. 16, §II(B), 88 Stat. 114, 168 
provided in pertinent part: “That in computing net income under 
this section there shall be excluded the interest upon the obliga- 
tions of a State or any political subdivision thereof... .” 

#38 For a discussion of the limitations Congress has placed upon 
the States’ and localities’ ability to use the tax exemption for so- 
called private purpose or industrial development bonds, see 8-9, 
supra. For a discussion of the limits Congress has placed on their 
ability to use tax-exempt bonds for arbitrage purposes, see 9, 
supra. The Special Master knows of no constitutional challenge 
to Congress’s power so to circumscribe the exemption. 

There have been a number of unsuccessful attempts to repeal the 
general exemption for municipal bond interest. Indeed, one survey 
catalogued no less than 11 unsuccessful attempts to repeal the 
exemption (through 1981). See A. Goldberg, A Call to Action: 
State Sovereignty, Deregulation and the World of Municipal Bonds, 
13 Urb. Law. 258, 259 n.14 (two proposed constitutional amend- 
ments, in 1924 and 1983, and nine attempts at statutory repeal).
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on the States’ ability to function as autonomous govern- 

mental entities.*® Instead, absent a tax discriminating 

either against state functions or against those receiving 

income from the States, the crux of the decision to af- 

ford the States immunity is the “actual and substantial” 

burdens of the tax, and the concrete “protection which 

[immunity] affords to the continued existence of the 

State.” Helvering v. Gerhardt, 304 U.S. 405, 421 

(1938) .*# Judicial review is designed to ensure that a 

federal tax “neither precludes nor threatens unreason- 

ably to obstruct any function essential to the continued 

existence of the state government.” Jd. at 424. Nothing 

in the development of the intergovernmental tax immu- 

nity doctrine subsequent to Helvering v. Gerhardt de- 

tracts from that conclusion. And the Supreme Court’s 

439 A plurality of four Justices in Massachusetts v. United States, 

435 U.S. 444 (1978), appeared, implicitly at least, to question “the 

present vitality of the doctrine of state tax immunity... .” Id. 

at 454. See Brock v. Washington Metropolitan Area Transit Au- 

thority, 796 F.2d 481, 484 & n.6 (D.C. Cir. 1986) (present vitality 

of state tax immunity unsettled and open to question). However, 

no Supreme Court holding suggests that the doctrine would not be 

applied in appropriate circumstances to invalidate a federal tax 

that impinged upon the States’ separate and independent existence. 

440 The abandonment of abstract intergovernmental immunity 

analysis described in the text does not mean that contemporary 

tax immunity doctrine would sustain federal taxes that cripple 

State autonomy, not by imposing a fiscal burden, but rather by 

depriving the States of their dignity as independent governmental 

entities. Cf. Coyle v. Oklahoma, 221 U.S. 559 (1911) (Congress 

may not fix the location of State capital). Thus, a federal tax 

levied upon the process of promulgating state laws or judicial 

decisions would doubtless be repugnant to the Constitution— 

regardless of its fiscal burden upon the States. The prohibition 

of discriminatory taxation in the modern doctrine would suffice 

to capture such measures. 

This category of per se unconstitutional federal taxes upon the 

States is doubtless quite narrow. And, as the absence of progeny 

of Coyle v. Oklahoma attests, Congress does not often adopt legisla- 

tion of that kind.
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decision in Garcia, to the extent it may be deemed rele- 
vant, can only reinforce the view that the question pre- 
sented under the more recent intergovernmental tax 
immunity cases is the nature and extent of the burden 
of the tax, not the mere fact of the tax per se. 

This development of the intergovernmental tax immu- 
nity doctrine undercuts plaintiffs’ challenge to the tax 
sanction that underlies Section 310(b) (1) of TEFRA. 
Congress has not revoked the tax-exempt status of mu- 
nicipal bonds, and the Special Master has no record upon 
which to judge the consequences for the States and their 
political subdivisions were Congress to do so. Instead, 
Congress merely has conditioned its grant of a tax ex- 
emption upon State acquiescence in a requirement de- 
signed to insure that the grant of tax exemption does not 
otherwise impair federal tax compliance. The burdens of 
the registration requirement have been considered at 
length,*' and are not such as to threaten the States’ 
separate and independent existence..**? Unless the doc- 
trine of intergovernmental tax immunity renders Con- 
gress powerless to affect the exemption for municipal 
bond interest in any way and without regard to the mag- 
nitude of the burdens imposed upon the States, Con- 
gress’s resort to a tax sanction to enforce the TEFRA 
registration requirement is within its constitutional pow- 
ers.“ The Special Master believes that the modern doc- 

441 See supra at 34-78. 

442 See supra at 123-33. 

“43 The Special Master notes that Congress has hitherto sub- 
stantively limited its grant of tax-exempt status for municipal bond 
interest. Congress does not allow the proceeds of tax-exempt issues 
to be used for many purposes it deems private; it prohibits the 
States from engaging in arbitrage with tax-exempt proceeds; and 
it also provides detailed procedures for the States to follow in issu- 
ing private purpose, tax-exempt securities. Sce 8-9, 118, supra. 
If Congress lacks all power to regulate or tax the interest income 
from State and local bonds, all these measures would be presump- 
tively unconstitutional.
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trine of intergovernmental tax immunity does not ren- 

der Congress powerless and thus admits of no conclusion 

other than the constitutionality of the TEFRA registra- 

tion requirement.** 

3. Predecessors and Progeny of Pollock v. Farmers 

Loan and Trust: Abstract Formalism in the 

Analysis of Intergovernmental Tax Immunity 

The doctrine of intergovernmental tax immunity 

derives from M’Culloch v. Maryland, 17 U.S. (4 Wheat.) 

316 (1819). M’Culloch dealt not with state immunity 

from federal taxation, but with federal immunity from 

state taxation. The State of Maryland sought to impose 

a tax directly on the Baltimore branch of the Bank of 

the United States.*#® The Supreme Court, in its classic 

opinion written by Chief Justice Marshall, first held that 

the Bank of the United States was a lawful means of 

carrying into execution the powers vested by the Con- 
stitution in the United States. More importantly, for 
present purposes, the Court also held that the States had 
no power whatsoever to tax the Bank, a governmental 
entity created to carry out the powers of the United 

States. 

444 The fact that no State or locality has issued a registration- 

required obligation in bearer form does not, as the Secretary con- 

tends, make the constitutionality of the tax sanction a purely 

hypothetical question. The statutory sanction is real and exercises 

a powerful effect upon the States. If Congress is not entitled to 

wield that sanction because the Constitution prohibits any inter- 
ference with the tax exemption for municipal bond interest, then 
Congress must find another method of requiring registration. Con- 

gress’s choice of means—no less than its chosen ends—must comport 

with the Constitution. 

445 The tax was, in fact, discriminatory in that it applied only 

to “banks or branches thereof ... not chartered by the [Maryland] 

legislature.” 17 U.S. at 820. Only the Baltimore branch of the 

Bank of the United States, chartered by Congress in 1816, met 

the statutory description.
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Two strands of M’Culloch’s reasoning figure impor- 
tantly in the evolution of the intergovernmental tax im- 
munity doctrine. Chief Justice Marshall’s emphasis on 
the Supremacy Clause as the source of federal tax im- 
munity, and on the political safeguards preventing exces- 
sive federal taxation of the States, evolved over time into 
important elements in the contemporary approach to 
intergovernmental tax immunities. At the same time, 

M’Culloch’s abstract analysis of the awesome nature of 
the governmental taxing power—captured for all time in 
Chief Justice Marshall’s dictum that “the power to tax 
involves the power to destroy’—provided the conceptual 
foundation for an expansive interpretation not only of 
federal immunity from state taxation, but also of state 
immunity from federal taxation. This expansive inter- 
pretation, which swept aside the limiting principles in- 
herent in M’Culloch, soon emerged dominant, and did not 
give way until well into the Great Depression of the 
1930’s. 

In M’Culloch, the Court began by recognizing that no 
express provision of the Constitution requires, by its 
terms, federal immunity from state taxation. Federal 
immunity derives from the “great principle” that “the 
Constitution and the laws made in pursuance thereof are 
supreme; that they control the Constitution and laws of 
the respective states, and cannot be controlled by them.” 
17 U.S. at 426. Federal supremacy necessarily implies 
that the sovereignty of the States, in regard to taxation, 
is subordinate to and controlled by the United States 
Constitution. Jd. Federal supremacy, the M’Culloch 
Court declared, removes all obstacles to federal action 
within the government’s sphere, and thus modifies every 
power vested in the States as may be necessary to ex- 
empt federal operations from State control. Id. at 427. 

The State of Maryland argued in M’Culloch that, al- 
though it could not directly resist a law of Congress, 
it remained free to exercise its original and acknowledged
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power of taxation so as to affect federal legislation. The 
Supreme Court rejected this assertion. The Court rea- 
soned that the political checks against erroneous and op- 
pressive taxation by a State of its citizens are absent 
when a State attempts to tax the federal government or 
its instrumentalities. In the typical case, the Court ex- 
plained, security against the abuse of the taxing power 
is found in the structure of the government itself. In 
imposing a tax, a legislature acts upon its constituents; 
the influence of the constituents over their representa- 
tives is “in general a sufficient security against erroneous 
and oppressive taxation.” Jd. at 428. However, the na- 
tional government and its instrumentalities are not rep- 
resented in the legislatures of the individual States and 
accordingly have no such security against oppressive 
taxation by the legislatures of particular States. See id. 

The national government and its instrumentalities are 
created by the people of all the States for the benefit of 
all the States; therefore, they can be subject to taxation 
only by that government which belongs to all the people. 
Id. at 429. According to the M’Culloch Court, the na- 
tional government alone can levy taxes upon the means 
created by the national government to execute its 

powers: 

In the legislature of the Union alone, are all repre- 
sented. The legislature of the Union alone, there- 
fore, can be trusted by the people with the power of 
controlling measures which concern all, in the con- 
fidence that it will not be abused. 

Id. at 481. 

From this analysis of sovereignty and the restraints 
of representation, Chief Justice Marshall inferred that 

the sovereignty of a State cannot extend to those means 
which are employed by Congress to execute powers con- 
ferred upon Congress by the people of the entire nation. 
The people of a single State cannot confer a sovereignty
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which would extend over the powers given by the people 
of the United States to a government whose laws they 
have declared to be supreme. Jd. at 429. Measuring the 
power of taxation residing in a State by the extent of 
sovereignty which the people of a single State can pos- 
sess, the Court found an absolute want of power on the 
part of the States to tax the federal government. Id. at 
429-30. 

M’Culloch’s argument for federal tax immunity based 
on political structure had obvious implications concern- 
ing the extent to which state immunity from federal 
taxation differed from federal immunity from state taxa- 
tion. These implications became explicit when the Su- 
preme Court rejected Maryland’s argument that a State’s 
right to tax the Bank of the United States was the 
reciprocal of the United States’ right to tax state char- 
tered banks. The M’Culloch Court distinguished the two 
cases easily: 

The people of all the states have created the gen- 
eral government, and have conferred upon it the 
general power of taxation. The people of all the 
states, and the states themselves, are represented in 
Congress, and, by their representatives, exercise this 
power. When they tax the chartered institutions of 
the states, they tax their constituents; and these 
taxes must be uniform. But, when a state taxes the 
operations of the government of the United States, it 
acts upon institutions created, not by their own 
constituents, but by people over whom they claim no 
control . ... The difference is that which always 
exists, and always must exist, between the actions of 
the whole on a part, and the action of a part on the 
whole—between the laws of a government declared 
to be supreme, and those of a government which, 
when in opposition to those laws, is not supreme. 

Id. at 435-36. Whatever the scope of state immunity 
from federal taxation, M’Culloch emphasized that state 
immunity rested on different principles from federal im-
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munity, and could not be derived as a mere reciprocal of 

federal immunity. 

The M’Culloch opinion carefully limited the extent of 
its holding. The States remained free, the Supreme 
Court declared, to tax the real property of the Bank of 
the United States in common with other real property 
within the state. Jd. at 436. Importantly, the States 
also remained free to impose a tax on the interests 
which their citizens might hold in the Bank of the United 
States, as long as the tax was part of a general tax on 
property of the same description throughout the state. 
Id.4*° 

Despite these limitations, other aspects of M’Culloch 
planted the seeds of a broad theory of reciprocal state 
and federal tax immunities. First, Chief Justice Mar- 
shall’s abstract view of the illimitable nature of the tax- 
ing power militated in favor of the broadest possible 

construction of tax immunity. The Chief Justice’s 
apodictic declarations concerning the nature of the tax- 
ing power *” lay the foundations of a broad conception 

446 The subsequent expansion and generalization of the tax im- 
munities established in M’Culloch ignored these limitations on the 
M’Culloch holding. See United States v. New Mewico, 455 U.S. 

720, 731 (1982). 

447 “That the power to tax involves the power to destroy; that 
the power to destroy may defeat and render useless the power to 

create; that there is a plain repugnance, in conferring on one 

government a power to control the Constitutional measures of 
another, which other, with respect to those very measures, is de- 

clared to be supreme over that which exerts the control, are prop- 

ositions not to be denied.” M’Culloch v. Maryland, 17 U.S. at 481. 

As soon as the States were deemed to enjoy a sphere over which 

they reigned supreme, see, e.g., Abelman v. Booth, 62 U.S. (21 

How.) 506, 516 (1859), it was inevitable that the assertedly 

illimitable aspect of the taxing power would require that the States 

be deemed to enjoy a reciprocal immunity from federal taxation 

as broad as that enjoyed by the federal government from state 

taxation.
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of state immunity from national taxation. Second, the 
M’Culloch Court expressed a profound skepticism con- 
cerning the ability of judicial review to keep the taxing 
power within bounds. This also militated in favor of 
an absolutist conception of immunity, since such a bright 
line would allow the courts to avoid “the perplexing in- 
quiry, so unfit for the judicial department, what degree 
of taxation is the legitimate use, and what degree may 
amount to the abuse of the power.” Jd. at 480. 

Ten years later, in Weston v. City Council of Charles- 
ton, 27 U.S. (2 Pet.) 449 (1829), the Supreme Court, 
again in an opinion authored by Chief Justice Marshall, 
built upon the more abstract aspects of M’Culloch to ex- 
pand the sphere of federal tax immunity. Weston in- 
volved the claim of a private individual that his owner- 
ship of 6 and 7 percent stock of the United States was 
exempt from taxation by the City of Charleston.*#® Al- 
though the tax was to be paid by the private citizen 
owners of the United States stock, the Weston majority— 
almost unreflectively—extended the United States’ im- 
munity to its lenders: “The tax in question is a tax upon 
the contract subsisting between the government and the 
individual .... The power operates upon the contract 
the instant it is framed, and must imply a right to affect 
that contract.” Id. at 465.4#° 

448 The tax involved payment of 25 cents upon every $100 of 

bonds, notes, insurance stock, 6 and 7 percent stock of the United 
States, or other obligations upon which interest was paid over and 
above the interest paid out by the taxpayer. Id. at 450. The stock 
of the United States referred to in the statute was evidence of a 
federal debt created by federal borrowing. Jd. at 465. 

#49 The notion that a tax upon the recipient of income from deal- 
ings with the government—because assertedly a tax on a govern- 
ment contract—was a tax on the government itself was a vital 
aspect of the subsequent expansion of intergovernmental tax im- 
munities, both state and federal. Under this theory, any tax upon 
income derived from the government, regardless of the actual 
burden the tax imposed upon the government, was an impermissible 
attempt to tax the government directly. The modern theory of
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Chief Justice Marshall’s majority opinion in Weston 

applied M’Culloch’s view of the illimitable nature of the 

taxing power to the assumption that a tax on the income 

received from the government is a tax on the government 

itself. If any state power to tax United States’ con- 

tracts to borrow money could be admitted, the State 

might destroy entirely the United States’ power to bor- 

row. Id. at 466-67. The supremacy of the United States 

could not countenance such a result. Id. at 466. 

Weston expanded the limited holding of M’Culloch into 

a general theory of tax immunity which itself was of al- 

most unlimited scope. Under that general theory, any 

tax upon one dealing with the government, which tax 

increased the government’s cost of doing business, might 

be invalidated. As the Court explained, 

The right to tax the contract to any extent, when 

made, must operate upon the power to borrow before 

it is exercised, and have a sensible influence on the 

contract. The extent of the influence depends on the 

will of a distinct government. To any extent, how- 

ever inconsiderable, it is a burden on the operations 

of government. It may be carried to an extent which 
shall arrest them entirely. 

Id. at 468 (emphasis supplied). One need only substitute 

for the phrase “the power to borrow,” the phrases “the 

power to hire employees, to purchase goods, to lease 

lands’, etc., to have created a survey of the future course 

of the development of the doctrine of federal tax 

immunity.*? 

intergovernmental tax immunity repudiates this notion entirely: 

“The theory, which once won a qualified approval, that a tax on 

income is legally or economically a tax on its source, is no longer 

tenable... .” Graves v. New York ex rel. O’Keefe, 306 U.S. 466, 

480 (1939). 

450 “Tf the right to impose the tax exists, it is a right which in 

its nature acknowledges no limits.” 27 U.S. at 466. 

451 The Court did attempt to distinguish the power to tax debt 

securities from the power to tax government land sales. When
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The Weston decision swept aside M’Culloch’s sugges- 
tion that governmental functions could be adequately 
protected by a tax immunity that merely required state 
taxes to treat government property identically to simi- 
larly situated private property, and that allowed private 
interests in government entities to be taxed equally with 
similarly situated, purely private property. Even if in- 
come earned on government loans and private loans were 
taxed in a nondiscriminatory fashion, “[t]he tax on 
government stock is thought by this court to be a tax on 
the contract, a tax on the power to borrow money on the 
credit of the United States, and consequently to be 
repugnant to the Constitution.” Id. at 469.4%? 

lands are sold, the Court reasoned, no connection remains between 
government and purchaser. Once sold, the lands become a part of 
the general mass of property with no implied exemption from 
taxation—in a fashion similar to the fully repaid principal of a 
government loan. Taxing interest paid on government debt still 
due a lender, however, involves a continuing burden on the govern- 
ment’s borrowing power. See id. at 468-69. 

This distinction between completed sales contracts and continuing 
contracts (loans, leases, employment arrangements) persisted into 
the 1930's. See, e.g., Group No. 1 Oil Corp. v. Bass, 283 U.S. 279, 
282-83 (1931) (federal tax on sale of oil and gas produced under 
state leases upheld because state law, upon execution of leases, 
deemed the oil and gas in place to be “sold” to its lessee). The 
Bass decision makes transparent the purely formal nature of the 
distinction made in Weston, a distinction which was completely 
unrelated to the economic reality of the burdens imposed by the 
tax on the government’s ability to function. Contemporary inter- 
governmental tax immunity doctrine focuses on concrete burdens 
on government and ignores such formalistic distinctions. See dis- 
cussion at 164-81, infra. 

#52 Both dissenters in Weston sharply criticized the majority for 
ignoring M’Culloch’s “anti-discrimination principle,” which limited 
the scope of tax immunity for private dealings with the government 
to discriminatory taxes. See id. at 473 (Johnson, J., dissenting) 
(“Why should not the stock of the United States, when it becomes 
mixed up with the capital of its citizens, become subject to taxation 
in common with other capital?”); id. at 480 (Thompson, J., dis-
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Dobbins v. Commissioners of Erie County, 41 USS. 

(16 Pet.) 485 (1842), completes the trilogy of federal 

immunity decisions underlying Pollock. In Dobbins, the 

Supreme Court invalidated a county tax on the “office” 

of the captain of a federal revenue cutter, which tax was 

based on the captain’s compensation. Id. at 444-45. Since 

a federal officer or employee was a means of carrying 

into effect the powers of the United States, the county 

tax was an unconstitutional attempt to lay a tax upon 

the means chosen by the United States to execute its 

powers. Id. at 449. There was, in the Court’s view, no 

distinction between a tax upon the income paid a citizen 

and a tax upon the office, or “means,” of the United 

States. See id. at 445-46. 

In Collector v. Day, 78 U.S. (11 Wall.) 113 (1871), 

the Supreme Court took the critical next step in the 

development of the intergovernmental tax immunity doc- 

trine.*? The Court had under review a United States 

tax on the salary of a Massachusetts probate and in- 

solvency judge, i.e., the converse of Dobbins, and the 

Court applied an identical analysis to invalidate the tax. 

The critical assumption of Collector v. Day and its 

progeny, including Pollock, is that state immunity from 

federal taxation corresponds precisely—in the nature of 

a reciprocal—to state immunity from federal taxation.** 

senting) (“considering that the tax in question is a general tax 

upon the interest of money on loan, I cannot think it is a violation 

of the Constitution ... to include therein interest accruing from 

stock of the United States.’’). 

453 Collector v. Day was overruled in Graves v. New York ex rel. 

O’ Keefe, 806 U.S. 466 (1939). 

454 See 78 U.S. at 124 (“upon the same construction of [the 

Constitution as in Dobbins], and for like reasons, [the United 

States] is prohibited from taxing the salary of the judicial officer 

of a state.”) ; Id. at 127 (“[a]nd if the means and instrumentalities 

employed by [the United States] to carry into operation the powers 

granted to it are necessarily, and, for the sake of self-preservation,
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The reasoning of Collector v. Day inexplicably ignored 
one of the two grounds the M’Culloch decision recognized 
as the twin bases of federal tax immunity. First, federal 
immunity was necessary because none of the political 
checks preventing oppressive taxation operated on a state 
legislature when it taxed all the people, 7.e., the national 
government or its instrumentalities. Second, immunity 

was necessary because the power to tax was by its nature 
illimitable (and certainly illimitable by the judiciary) ; 
allowing any state taxation could destroy the federal 
government. Collector v. Day, by focusing upon the il- 
limitable nature of the taxing power in the abstract, 
elevated state tax immunity to the same plane as federal 
tax immunity.*©® 

The Collector Court reasoned that a state judicial of- 
ficer was a means of carrying out the State’s judicial 
functions. Id. at 126. Without considering the impact 
of a nondiscriminatory federal income tax on the salary 
of all citizens, including state employees, the Court de- 
clared that the State’s means must be left free and un- 
impaired, not liable to be “defeated by the taxing power 
of another government, which power acknowledges no 

exempt from taxation by the States, why are not those of the 
states, depending upon their reserved powers, for like reasons 
equally exempt from Federal taxation?”). 

#55 The Collector opinion did not so much as acknowledge M’Cul- 
loch’s statement that federal immunity from state taxation stemmed 
from the Supremacy Clause. U.S. Const. art. 6, §2. Instead, noting 
the reciprocal absence in the Constitution of express prohibitions 
of intergovernmental taxation, Justice Nelson declared that “Tijn 
both cases the exemption rests upon necessary implication, and is 
upheld by the great law of self-preservation; ...” Id. at 127. 

Contemporary intergovernmental tax immunity doctrine recog- 
nizes that state and federal tax immunity rest on entirely different 
footings; federal immunity from state taxation is a function of 
the Constitution’s explicit declaration of federal Supremacy. See, 
é.g., West v. Oklahoma Tax Comm'n, 334 U.S. 717, 723 (1948); 
S.R.A., Inc. v. Minnesota, 327 U.S. 558, 561 (1946).



158 

limits but the will of the legislative body imposing the 

tax.” Id. at 125-26. Thus, according to the reasoning 

used in Collector, the federal tax could not stand.*° 

The reasoning and holding of Collector v. Day sup- 

plied the basis for the holding in Pollock v. Farmers Loan 

& Trust Co., 157 U.S. 429 (1895), upon which plaintiffs 

principally rely. In Pollock, the Supreme Court reviewed 

a challenge to a two percent federal tax on the income 

derived by a corporation from, inter alia, municipal 

bonds.*°7 Once again, the Court did not find it necessary 

to analyze the impact of the federal tax on the ability of 

States and localities to issue debt or otherwise to raise 

revenue. Instead, the Court began its analysis with the 

conclusion of Collector v. Day: just as the States cannot 

tax the powers, operations, or property of the United 

States, reciprocally, the United States cannot tax the 

instrumentalities or property of a State. Id. at 584 (cit- 

ing Collector v. Day, 78 U.S. (11 Wall.) 118 (1871) ). 

The Pollock Court, consistent with the approach taken 

in Weston and Collector, refused to recognize a distinc- 

456In dissent, Justice Bradley vainly pointed out that state and 

federal immunities were not at all reciprocal: the United States 

“ig the common government of all alike; and every citizen is pre- 

sumed to trust his own government in the matter of taxation.” Id. 

at 128. While political representation in the national legislature 
protected the States from abuse, the converse was not true: 

“TState] taxation [of the federal government] involves an inter- 

ference with the powers of a government in which other states 

and their citizens are equally interested with the state which im- 

poses the taxation.” Jd. at 128-29. 

457In the interim between Collector v. Day (1871) and Pollock 

(1895), the Supreme Court had held that a municipal corporation 

was a state instrumentality for the purposes of intergovernmental 

tax immunity. United States v. Baltimore & Ohio R.R. Co., 84 U.S. 
(17 Wall.) 322, 332 (1872) (revenues of municipal corporation im- 

mune from federal income tax). The Court had also found state and 

local bonds to be means for implementing governmental functions 

and thus their issuance immune from federal taxation. Mercantile 

National Bank v. City of New York, 121 U.S. 138, 162 (1887).
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tion between a tax on the properties or revenues of the 
States and their instrumentalities, on the one hand, and 
a tax on the income derived by private individuals from 
state and local securities, on the other. Jd. at 585. The 
Court found that “the same want of power to tax the 
property or revenues of the states or their instrumentali- 
ties exists in relation to a tax on the income from their 
securities, and for the same reason[s] ... given by 
Chief Justice Marshall in Weston v. City Council, [27 
U.S.] (2 Pet.) 449, 468 ....” Jd. at 585-86. The 
Court applied the Weston holding literally, finding it 
“obvious” that taxation on the interest from municipal 
securities “would operate on the power to borrow before 
it is exercised, and would have a sensible influence on 
the contract, and that the tax in question is a tax on 
the power of the states and their instrumentalities to 
borrow money, and consequently repugnant to the Con- 
stitution.” Jd. at 586. 

The Pollock decision, then, rests on two foundations. 
First, that the immunity of States and localities from 
federal taxation is coextensive with the immunity of the 
federal government from state taxation. Second, that 
any burden on the operation of state government, “how- 
ever inconsiderable,” is impermissible because it depends 
on the will of a different government and may be carried 
to an extent which could cripple the state government 

458 The Court then quoted Weston: 

The right to tax the contract to any extent, when made, must 
operate upon the power to borrow before it is exercised, and 
have a sensible influence on the contract. The extent of this 
influence depends on the will of a distinct government. To any 
extent, however inconsiderable, it is a burthen [sic] on the 
operations of government. It may be carried to an extent 
which shall arrest them entirely ... The tax on government 
stock is thought by this Court to be a tax on the contract, a 
tax on the power to borrow money on the credit of the United 
States, and consequently to be repugnant to the constitution. 

157 U.S. at 586 (quoting Weston v. City Council).
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entirely. Hence, the Pollock Court reasoned, the im- 

permissibility of a federal tax on municipal bond interest 

is absolute and does not depend upon the extent of the 

burden which the federal tax would impose on State 

and local operations. 

These twin pillars, in turn, rest upon an even more 

basic foundation: Chief Justice Marshall’s abstract as- 

sumption that the power to tax involves the power to 

destroy. The notion of an inherently illimitable taxing 

power—invulnerable to judicial limitation—drove the 

judiciary to assimilate federal immunity from state tax- 

ation with state immunity from federal taxation in an 

effort to preserve the States from destruction by federal 

taxation. It also moved the judiciary to regard any 

consideration of actual burdens imposed by a tax as 

unnecessary: even if the burden of a tax was slight, 

sanctioning the tax could serve only to open the flood- 

gates. Finally, the abstraction of an illimitable taxing 

power caused the Supreme Court to erase the distinc- 

tion between the immunity of the government itself and 

the immunity of recipients of income from the govern- 

ment. Viewed abstractly, an unrestrained taxing power 

could so burden those dealing with the government as 

to eliminate the government’s ability to carry on those 

operations entirely.*” 

The sweeping abstractions of Weston, Collector and 

Pollock served to invalidate a wide range of federal, as 

well as state, taxes until well into the 1930’s. In 

Ambrosini v. United States, 187 U.S. 1 (1902), for 

example, the Supreme Court decided that state surety 

bonds required of those licensed to sell intoxicating li- 

quors were means and instrumentalities by which the 
state exercised its police powers and hence those taking 

459 Only such an assumption can explain the Court’s conclusion 

that the salaries that a state pays its employees, for example, must 

be deemed “inseparably connected” with the State itself. See Col- 

lector v. Day, 78 U.S. at 122.
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out the bonds must be deemed immune from federal 

taxation. Id. at 7.*% 

In Panhandle Oil Co. v. Mississippi ex rel. Knox, 277 
U.S. 218 (1928), a divided Court held that a state tax 
upon a vendor’s sale of gasoline to the United States 
infringed the constitutional independence of the United 
States in respect of such purchases.* Jd. at 222. With- 
out regard to the actual burden on the United States, a 
state “may not lay any tax upon transactions by which 
the United States secures the things desired for its gov- 
ernmental purposes.” Jd. at 221. 

In a vigorous dissent, Justice Holmes (joined by Jus- 
tices Brandeis and Stone) argued in Panhandle Oil that 
the interference with the federal government occasioned 
by the tax on the gasoline vendor was altogether too 
remote to warrant judicial intervention. Jd. at 225. 
More importantly, for present purposes, Justice Holmes 
recognized the distorting effect of Chief Justice Marshall’s 
dictum concerning the taxing power. “[T]his Court,” 
Justice Holmes declared, “can defeat an attempt to dis- 
criminate or otherwise go too far without wholly abol- 
ishing the power to tax. The power to tax is not the 
power to destroy while this Court sits.” Id. at 223. 

Justice Holmes’ view, however, was not to prevail for 
another decade. In Indian Motocycle Co. v. United States, 
283 U.S. 570 (1931), the Court applied Panhandle Oil 
to invalidate a federal tax upon the sale of motorcycles 
to a state agency. A state agency’s purchase of equip- 
ment to carry out its governmental functions enjoyed 
the same immunity from federal taxation as did a fed- 
eral agency’s from state taxation. Id. at 579. The deci- 

460 The Court technically resolved Ambrosini on statutory, rather 
than constiutional, grounds by construing a statutory exemption 
for state governmental functions to include private citizens paying 
for state required surety bonds. See id. at 8. 

461 Panhandle Oil was overruled in Alabama v. King & Boozer, 
314 U.S. 1 (1941).
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sion rested, in part, on the “established principle” that 

state and federal immunities were equal and reciprocal. 

Id. at 575. The Indian Motocycle Court also observed 

that, where immunity applies, “it is not affected by the 

amount of the particular tax or the extent of the result- 

ing interference, but is absolute.” Id. See also Burnet 

v. Coronado Oil & Gas Co., 285 U.S. 393 (1932) (invali- 

dating federal tax on income from property leased from 

State on grounds that it would constitute a tax on state 

lease, impermissibly burdening state performance of gov- 

ernmental functions) .*” 

Concluding the analysis of the intergovernmental tax 

immunity jurisprudence of this period, the Special Mas- 

ter need only observe that the passage of the Sixteenth 

Amendment in 1913—when the abstract, formal approach 
to intergovernmental tax immunities reigned unchal- 

lenged—had no limiting effect upon the scope of state 

immunity from federal taxation. The language in the 
Amendment that Congress shall have power to tax in- 
come “from whatever source derived,’ without appor- 
tionment or enumeration, worked no expansion in the 
scope of the federal taxing power as applied to the States. 
In Brushaber v. Union Pacific Railroad Co., 240 U.S. 1 
(1916), the Court surveyed the background of the Six- 
teenth Amendment and declared: 

It is clear on the face of the text... that the whole 
purpose of the Amendment was to relieve all income 
taxes when imposed from apportionment from a con- 
sideration of the source whence the income was 
derived . . . [T]he Amendment provides that in- 
come taxes, from whatever source the income may 
be derived, shall not be subject to the regulation of 

apportionment. 

Id. at 17-18. Accord Peck & Co. v. Lowe, 247 US. 
165, 172 (1918). See also Metcalf & Eddy v. Mitchell, 
  

462 Burnet v. Coronado Oil & Gas was overruled in Helvering v. 

Mountain Producers Corp., 303 U.S. 376 (1938).



163 

269 U.S. 514, 521 (1926) (collecting cases holding that 
the Sixteenth Amendment did not extend the federal tax- 
ing power to any new class of subjects) .*% 

The turn away from abstraction in the analysis of 
intergovernmental tax immunity was a gradual and un- 
even process. It was accomplished over several decades 
and, as is discussed in the following section, involved 
several decisions touching upon the tax-exempt status of 
municipal bonds. By 1989 the judicial rejection of un- 
bending abstraction was, for all intents and purposes, 
complete. Although the decisions involving state tax im- 
munity since 1939 cannot be distilled into a single test 
or standard, they leave no doubt that the abstract and 
complete immunity upon which plaintiffs must perforce 
rely is gone, a vestige of a bygone era of constitutional 
analysis. 

#63 It is also the case that the principal sponsors of the Sixteenth 
Amendment took pains to assure the Congress that passage of the 
Sixteenth Amendment would not, in and of itself, authorize federal 
taxation of municipal bonds. See 45 Conc. REC. 1694-98 (Feb. 
10, 1910) (statement of Sen. Borah); 45 Conc. REC. 2245-47 
(Feb. 23, 1910) (statement of Sen. Brown). Senator Brown, for 
example, stated: “The amendment does not alter or modify the 
relation today existing between the States and the Federal Govern- 
ment .... It is conceded by all that the Government cannot under 
the present Constitution tax state securities or state instrumentali- 
ties.” Id. at 2246. 

Contrary to the assertions of plaintiffs and certain amici, the 
understanding of the sponsors of the Sixteenth Amendment con- 
cerning the constitutional stature of the immunity of municipal 
bond interest from federal taxation offers no support for plaintiffs’ 
position in this case. As discussed in the text above, the Sixteenth 
Amendment did not purport to address the scope of the federal 
taxing power as applied to activities of the States. That the spon- 
sors of this constitutional amendment shared the then prevailing 
view of the scope of intergovernmental tax immunity is not sur- 
prising; however, their endorsement of that interpretation can 
neither transform the Sixteenth Amendment into an adoption of 
that interpretation, given the wholly unrelated purpose of the 
Amendment, nor detract from the contemporary cases limiting the 
scope of intergovernmental tax immunity.
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4. The Emergence of Modern Intergovernmental 

Tax Immunity Doctrine: The Importance of 

Concrete Burdens and Political Safeguards. 

Metcalf & Eddy v. Mitchell, 269 U.S. 514 (1926), 
represented the Supreme Court’s initial, albeit tentative, 

step toward the reconceptualization of intergovernmental 

tax immunities. In Metcalf & Eddy, the Court sustained 

a federal income tax on the funds paid to independent 

contractors employed by a State. The Court’s reasoning 

reflected an uneasy coexistence between conflicting ap- 

proaches to tax immunity. 

- The Court in Metcalf began by cataloguing its re- 

peated holdings that the instrumentalities through which 

the state and federal governments directly exercise their 
governmental powers are absolutely immune from taxa- 

tion. Id. at 522. The immunity of such instrumentalities 
extends also to income they may provide to private per- 
sons. Id. (citing, inter alia, Pollock). However, the Met- 
calf Court cautioned, not every person who uses his 
property in conjunction with or derives a profit in deal- 
ings with the government may avail himself of govern- 
mental tax immunity. Id. at 522-23. 

In attempting to distinguish taxable recipients of gov- 
ernment income from those possessing immunity from 
taxation, the Supreme Court drew back from an exclu- 
sive focus upon “the effect of the tax upon the functions 
of the government alleged to be affected by it... .” Id. 
at 524. Instead, some instrumentalities (such as public 
employees and debt securities) are of such a character, 
or are so intimately connected with the exercise of gov- 
ernmental powers, that any taxation of them would be 
deemed per se impermissible. 7d. The independent con- 
tractors asserting immunity in Metcalf & Eddy, however, 
were not such instrumentalities: 

[H]ere the tax is imposed on the income of one who 
is neither an officer nor an employee of government
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and whose only relation to it is that of contract, 
under which there is an obligation to furnish service, 
for practical purposes not unlike a contract to sell 
and deliver a commodity. The tax is imposed with- 
out discrimination upon income whether derived 
from services rendered to the state or services ren- 
dered to private individuals. In such a situation it 
cannot be said that the tax is imposed upon an 
agency of government in any technical sense, and the 
tax itself cannot be deemed to be an interference 
with government, or an impairment of the efficiency 
of its agencies in any substantial way. 

Id. at 524-25. 

Despite Metcalf’s retention of residual categories of 
abstract tax immunity—immunity not based upon an 
analysis of the burdens or effects of the challenged tax— 
three novel elements of its approach to the resolution of 
tax immunity issues signaled the eclipse of the abstract 
and formal approach. First, the Supreme Court empha- 
sized the importance of nondiscriminatory taxation of 
state and private services. Second, the Court recognized 
that giving unbridled scope to the doctrine of intergov- 
ernmental immunity threatened to impair the legitimate 
exercise of the taxing government’s power. See id. at 
523-24. Finally, with the above mentioned categorical 
exceptions, the Court stated that a tax would be sus- 
tained absent a showing of substantial impairment of 
governmental functions. See id. at 526. 

The ferment in the Supreme Court’s evolving approach 
to intergovernmental tax immunity, while not reaching 
the holding of Pollock, did not leave the tax immunity of 
municipal bonds unscathed. In Greiner v. Lewellyn, 258 
U.S. 384 (1922), the Court held that Congress could tax 
the value of municipal bonds transferred upon the hold- 
er’s death. Id. at 387. Greiner manifested no concern 
for any possible diminution in the value of municipal 
bonds or increase in the cost of municipal borrowing re- 
sulting from the application of federal estate taxes.
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More important, Willeuts v. Bunn, 282 U.S. 216 (19381), 

upheld a federal tax on the capital gains derived from 

the sale of municipal bonds, notwithstanding the tax’s 

potential impact on the value of the bonds. Building on 

Metcalf & Eddy, Chief Justice Hughes explained that 
careful limitation of the intergovernmental tax immu- 
nity principle is important to the success of our system 

of dual governments: 

The power to tax is no less essential than the 
power to borrow money, and, in preserving the lat- 
ter, it is not necessary to cripple the former by 
extending the constitutional exemption from taxa- 
tion to those subjects which fall within the general 

application of nondiscriminatory laws, and where 

no direct burden is laid upon the governmental in- 

strumentality, and there is only a remote, if any, 

influence upon the exercise of the functions of gov- 

ernment. 

Id. at 225.4% 

Willeuts distinguished the absolute immunity of the 

interest paid on municipal bonds from the taxability of 

sales thereof by resorting to several formalistic, non- 

substantive distinctions. First, the Court reasoned, the 

sale of bonds is a transaction distinct from the contracts 

made by the government with respect to the bonds them- 

selves. Id. at 227. Second, the tax upon interest is levied 

upon the return which comes to the owner of the bond 

without any further transactions on his part. The tax 
upon profits from sales is an excise upon the result of 

the combination of several factors, including capital in- 

vestment, sagacity and skill. Jd. at 227-28. The connec- 

464In excepting from intergovernmental tax immunity nondis- 

criminatory taxes of general application, the Willeuts Court resusci- 

tated M’Culloch’s exclusion from immunity of nondiscriminatory 

taxes on government agencies’ property or citizen holdings therein. 

See id. at 226 (citing M’Culloch, 17 U.S. (4 Wheat.) at 436).
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tion between these distinctions and protecting a State’s 
ability to borrow was not explained by Willcuts. 

All that remained of substance was the Willcuts Court’s 
(somewhat abstract) insistence that government could 
not tax income “inseparably connected with the exercise 
of the borrowing power of the State.” Jd. at 228.4% 
Greiner’s holding that Congress could tax the testamen- 
tary transfer of municipal bonds, however, would seem to 

have laid to rest any contention that the sale of such 
bonds must be deemed “inseparably connected” to munici- 
pal borrowing. See id. at 229-30. 

Noting that the Taxing Clause certainly authorized the 
capital gains tax at issue, the Supreme Court in Willcuts 
stated that it would not restrict the federal taxing power 
unless it “clearly appear[s] that a substantial burden 
upon the borrowing power of the State would actually be 
imposed.” Jd. at 231. However, not unlike the incidental 
compliance burdens required to avoid the TEFRA tax 
sanction,** “[N]o facts as to actual consequences are 

brought to our attention, either by the record or by 
argument, showing that the inclusion in the federal tax 
of profits on sales of state and municipal bonds casts 
any appreciable burden on the State’s borrowing power.” 
Id at 230.4% 

#65 The Willcuts Court did not cite Collector v. Day in this regard, 
but its analysis clearly echoed that decision. See note 459, supra. 

466 See 185-87, infra. 

467 The Supreme Court’s concern that the expanding sphere of 
State activities might vitiate the federal taxing power caused it to 
restrict state tax immunity in another fashion. In a series of 
decisions beginning in 1905, the Supreme Court confined state im- 
munity from federal taxation—even taxes laid directly upon the 
State and payable out of the State treasury—to “strictly” govern- 
mental functions, excluding instrumentalities “used by the State 
in the carrying on of an ordinary private business.” South Carolina 
v. United States, 199 U.S. 487, 461 (1905) (upholding federal tax 
on state sales of liquor). Accord Allen v. Regents of University of
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A series of Supreme Court decisions in the period 1937 

through 1941 establish beyond doubt that no category of 

recipients of state income (e.g., employees, lessees, hold- 

ers of bonds) retain per se immunity from federal taxa- 

tion. These decisions hold that tax immunity for such 

‘“instrumentalities” of government, if it is to be found to 

exist, requires a showing that taxation of the instru- 

mentality would actually and substantially impair the 

performance of governmental functions essential to the 

State’s continued existence. In that regard, the Supreme 

Court stressed that purely economic burdens—even a 

showing that the State might bear the full brunt of the 

tax—would not invalidate a tax. 

The first of these decisions is James v. Dravo Contract- 

ing Co., 302 U.S. 184 (1937). In Dravo, the Supreme 

Court upheld a nondiscriminatory state tax upon the 

gross receipts of an independent contractor doing busi- 

Georgia, 304 U.S. 439 (1938) (sustaining federal tax on admissions 

to state university athletic events) ; Helvering v. Powers, 293 U.S. 

214 (1934) (approving tax on state railroad) ; Ohio v. Helvering, 

292 U.S. 360 (1934) (tax on state liquor production, distribution 

and sales monopoly constitutional) ; Flint v. Stone Tracy Co., 220 

U.S. 107, 172 (1911) (suggesting that federal government might 

lawfully tax state provision of transportation, illumination and 

water). 

This line of precedent, although it evolved independently of 

Metcalf & Eddy and Willcuts, also weakened the hitherto prevailing 
wisdom that intergovernmental tax immunity involved bright lines 

and absolute distinctions, rather than considerations of degree. 

Unable to delineate precisely which state activities required im- 
munity and which could be taxed, the Supreme Court decided “not, 

by an attempt to formulate any general test, [to] risk embarrassing 

the decision of cases in respect of municipal activities of a different 
kind which may arise in the future.” Brush v. Commissioner, 300 

U.S. 352, 365 (1937) (holding municipal water supply a govern- 

mental function immune from federal taxation). Thus, even if 

federal taxes might be laid directly upon the States, the States 

would have to rely upon case-by-case adjudication for their pro- 

tection.



169 

ness with the United States. Following the “practical 
criterion” of Metcalf & Eddy v. Mitchell,‘ the Court 
held that the tax did “not interfere in any substantial 
way with the performance of federal functions. . . .” 
Id. at 157, 161. 

Dravo was important less for its holding, which fol- 
lowed closely from Metcalf & Eddy, than for its reason- 
ing. Dravo questioned the “close distinctions” that prior 
intergovernmental immunity analysis had required in 
order “to maintain the essential freedom of government?’ 
to perform its functions without unduly limiting the 
“equally essential” taxing powers of the state and fed- 
eral governments. Jd. at 150. As an example, Dravo 
specifically pointed to the distinction between interest in- 
come from governmental securities (exempt) and profits 
from the sale of such securities (taxable). Jd. 

In analyzing the specific question presented, the 
Dravo Court applied the practical test of Metcalf & 
Eddy and thus determined whether the challenged tax 
worked a substantial impairment of the taxed govern- 
ment function. Nonetheless, in discussing the immunity 
of municipal bond interest income, Chief Justice Hughes 
continued to believe that this aspect of immunity rested 
upon the “direct effect of a tax which ‘would operate on 
the power to borrow before it is exercised,’ and which 
would directly affect the government’s obligation as a 
continuing security.” Jd. at 153 (quoting Pollock, 157 
U.S. at 586). 

In Helvering v. Mountain Producers Corp., 303 U.S. 
376 (1938), the Supreme Court, again in an opinion 
written by Chief Justice Hughes, continued its recon- 
struction of intergovernmental tax immunity doctrine. 
Mountain Producers held that a private corporation was 
subject to federal income tax on the income it received 

  

468 269 U.S. 514 (1926) (sustaining federal tax upon independent 
contractors with a State).
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from an oil and gas lease from the State of Wyoming. 
Id. at 387. In so holding, the Supreme Court extended 
the “practical criterion” of Metcalf-Willcuts-Dravo to an- 
other category of recipients of state income hitherto ab- 
solutely immune, 7.e., the lessees of state lands.*® This 
analysis required the Mountain Producers Court to over- 
rule two cases the holdings of which rested upon the 
abstract, per se approach to intergovernmental immunity: 
Burnet v. Coronado Oil & Gas Co., 285 U.S. 393 (1932) 
(income derived from lease of school lands exempt from 
federal tax); and Gillespie v. Oklahoma, 257 U.S. 501 
(1922) (income derived from lease of restricted Indian 
lands exempt from state tax) .47° 

Surveying the broad range of tax immunity decisions, 
Chief Justice Hughes synthesized them into “the con- 
trolling view”’: 

immunity from nondiscriminatory taxation sought 
by a private person for his property or gains be- 
cause he is engaged in operations under a govern- 
ment contract or lease cannot be supported by merely 
theoretical conceptions of interference with the func- 
tions of government. Regard must be had to sub- 
stance and direct effects. And, where it merely ap- 
pears that one operating under a government con- 
tract or lease is subjected to a tax with respect to 
his profits on the same basis as others who are en- 
gaged in similar businesses, there is no sufficient 
ground for holding that the effect upon the govern- 
ment is other than indirect and remote. 

Id. at 386-87. 

#69 Tt made no difference to the analysis that the State’s receipts 
from its share of the income produced under the lease were devoted 
to the support of public education, the lands in question being 
“school lands.” See id. at 382. 

470 The intergovernmental tax immunity analysis followed in 

both Gillespie and Burnet differed in no material respect from that 
employed in Pollock.
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The import of this “controlling view” is as plain as 
the breadth of its application. A private person cannot 
prevail upon a claim of derivative, governmental tax im- 
munity without a factual demonstration that the tax 
would have a substantial and direct effect upon govern- 
mental functioning. Mountain Producers eliminated one 
category of per se immunity (that belonging to recipients 
of income from state leases), and, by undermining their 
conceptual foundation, promised to eliminate the remain- 
ing categories. 

The at least partial fulfillment of Mountain Producers’ 
promise was not long in coming. In Helvering v. Ger- 
hardt, 304 U.S. 405 (1988), the Supreme Court upheld 
a federal income tax on the salaries of employees of the 
Port of New York Authority, a bi-state corporation cre- 
ated by a compact between New York and New Jersey. 
Although the Court did not expressly overrule Collector 
v. Day,** it left Collector an empty shell. See id. at 424. 

Much of Gerhardt’s analysis was dedicated to explain- 
ing the differences between federal immunity from state 
taxation and state immunity from federal taxation. See 
id. at 411-13 and nn. 1-3. Denying the premise of recip- 
rocal tax immunities, Gerhardt revived M’Culloch’s em- 
phasis upon the political restraints preventing oppressive 
federal taxation of the States—restraints absent when a 
State undertakes to tax the federal government. Jd. at 
A412, 416. 

In attempting to delimit the scope of state immunity 
from federal taxation, Gerhardt declared that the ani- 
mating principle of that implied immunity was “the 
continued existence of the states as governmental entities, 
and their preservation from destruction by the national 
taxing power.” Jd. at 414. Presumably, the parameters 
of this implied immunity should be no wider than neces- 

471 This task was accomplished during the Court’s next term in 
Graves v. New York ex rel. O’Keefe, 306 U.S. 466 (1939).
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sary to protect those state governmental functions “essen- 
tial to [the States’] continued existence.” Jd.* From 
this basic principle, the Supreme Court in Gerhardt de- 
rived two “guiding principles” of limitation to confine 
state tax immunity to its proper function. The first prin- 
ciple excludes from immunity activities deemed inessen- 
tial to the preservation of state governments, even if the 
tax be collected directly from State coffers. Jd. at 419.4” 
The second principle, applicable where a tax laid on pri- 
vate individuals affects the State only insofar as the 
private individuals shift the tax’s burden to the State, 
prohibits immunity where the burden on the State is 
speculative and uncertain. Id. at 419-20. 

Applying this latter principle to taxation of state em- 
ployees’ salaries, the Supreme Court reasoned that a non- 
discriminatory tax laid on net income, in common with 
the income of private sector employees, could, “by no 
reasonable probability,” preclude the performance of state 
functions: 

Even though, to some unascertainable extent, the 
tax deprives the states of the advantage of paying 
less than the standard rate for the services which 
they engage, it does not curtail any of those func- 
tions which have been though hitherto to be essen- 
tial to their continued existence as states. At most 
it may be said to increase somewhat the cost of the 
state governments.... 

Id. at 420. Thus, the Gerhardt Court concluded, a tax 
immunity “devised for protection of the states as govern- 

472 The resonance of these principles of state tax immunity with 

the analysis of state regulatory immunity in Garcia v. San Antonio 

Metropolitan Transit Authority are worth noting. See generally 

Section VII, supra. What is striking is Gerhardt’s anticipation of 

Garcia’s political safeguards thesis in its discussion of the “cogent 

reasons” for a narrow construction of state tax immunity. See 

Gerhardt, 304 U.S. at 416. 

473 See cases collected at note 467, supra.
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mental entities” cannot shelter the income of state em- 
ployees. Jd. at 421. 

In Graves v. New York ex rel. O’Keefe, 306 U.S. 466 
(1939), the Supreme Court sustained a state income tax 
on an employee of a United States corporate instru- 
mentality. In reaching its decision, the Court recognized 
the differing source, nature and extent of federal and 
state tax immunities. Jd. at 478. Nonetheless, Graves 
represented a simple extrapolation from Gerhardt since 
“[t]he burden on government of a nondiscriminatory in- 
come tax applied to the salary of the employee of a gov- 
ernment or its instrumentality is the same, whether a 
state or national government is concerned.” Jd. at 485.474 

The trilogy of Metcalf & Eddy, Mountain Producers 
and Gerhardt withdrew the per se protection of inter- 
governmental tax immunity from state government inde- 
pendent contractors, state government lessees and state 
government employees. After Graves, it was law that, 
in order to invalidate a federal tax on the income derived 
by private parties from dealings with the States, the 
Supreme Court would require a specific demonstration 
that the federal tax would jeopardize the performance of 
the functions of state government. In Alabama v. King & 

474 The Graves decision in no way departed from Gerhardt’s 
emphasis on the underlying functional justification of state tax 
immunity—the preservation of the separate and independent 
existence of the States. See id. at 484. Thus, the concluding 
dictum in Graves that 

[s]o much of the burden of a nondiscriminatory general tax 
upon the income of employees of a government, state or 
national, as may be passed on economically to that government, 
through the effect of the tax on the price level of labor or ma- 
terials, is but the normal incident of the organization within 
the same territory of two governments, each possessing the 
taxing power 

id. at 487, cannot be fairly interpreted as dispensing with the 
requirement, in an appropriate case, of an empirical analysis of 
the concrete burdens imposed by a particular tax measure.



174 

Boozer, 314 U.S. 1 (1941), the Court also withdrew the 

protection of tax immunity from vendors selling goods 

to the federal government. The Supreme Court held that 

a state sales tax levied on a cost-plus contractor with the 

federal government did not infringe the government’s 

constitutional ‘> tax immunity, even though, under the 

terms of the contract, the economic incidence of the tax 

fell entirely on the United States. See id. at 8-10. Neither 

federal immunity from state taxation nor state immunity 

from federal taxation implies “immunity from paying the 

added costs, attributable to the [nondiscriminatory] taxa- 

tion of those who furnish supplies to the Government 

and who have been granted no tax immunity.” Jd. at 9. 

See also Massachusetts v. United States, 485 U.S. 444, 

461 (1978) (plurality opinion) (‘an economic burden 

on traditional state functions without more is not a suffi- 

cient basis for sustaining a claim of immunity.’’) 

Nothing in the post-World War II development of the 
intergovernmental tax immunity doctrine detracts from 
the force of these principles as they relate to plaintiffs’ 

claim that the tax sanction of Section 3810(b) (1) of 

TEFRA violates the doctrine of intergovernmental tax 
immunity. Indeed, the parties’ briefs and the Special 
Master’s research reveal a paucity of recent cases brought 
by the States challenging federal taxation under the in- 
tergovernmental tax immunity doctrine.*’* The dearth of 

such challenges may reflect Congress’s restraint in im- 
posing burdensome taxation on the States. Doubtless, 
  

475 Congress had declined to pass legislation, under the Supremacy 

Clause, immunizing its cost-plus contractors from state taxation. 

See 314 US. at 8. 

476 See Massachusetts v. United States, 485 U.S. 444 (1978) 

(upholding federal user fee applied to state aircraft); New York 

v. United States, 326 U.S. 572 (1946) (upholding federal excise 

tax on state sale of mineral waters); see also Wilmette Park 

Dist. v. Campbell, 8838 U.S. 411 (1949) (upholding federal admis- 

sions tax imposed on park district’s beach patrons).
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however, this phenomenon also reflects the crystallization 
of doctrinal principles: a State’s challenge to federal 
taxation can prevail only upon a showing that the tax 
discriminates against the States or poses a threat to the 
States’ continued existence. 

In New York v. United States, 326 U.S. 572 (1946), 
the Supreme Court sustained a federal excise tax on the 
State’s sale of mineral waters. The majority opinions 
declined to decide the case solely on the narrow ground 
that the Constitution does not proseribe direct taxation 
of the States when the States engage in commercial activ- 
ities or perform proprietary functions.‘77 Jd. at 574-75 
(Frankfurter, J.); id. at 586 (Stone, J., concurring). 
The distinction between governmental and proprietary 
functions was deemed “untenable,” id. at 586 ( Stone, J.), 
and “too shifting a basis for determining constitutional 
power and too entangled in expediency to serve as a de- 
pendable legal criterion.” Id. at 580 (Frankfurter, J.) 

Prior to New York v. United States, the Supreme 
Court had analyzed direct federal taxes on the States 
solely in terms of the governmental/proprietary distinc- 
tion, and had originally analyzed taxes on private par- 
ties dealing with the States separately, under different 
standards.*% In New York v. United States, the Su- 
preme Court sought to unify the intergovernmental tax 
immunity doctrine, at least with regard to federal taxes 
on the States, by establishing a general test. Although 
the majority could not agree on a single test, all the 
Justices agreed that a tax that discriminated against the 
States or against state functions must fail. Out of con- 
cern that a standard formulated only in terms of a ban 
on discriminatory taxation might allow the federal gov- 

  

477 For a survey of decisions involving commercial activities or 
proprietary functions, see note 467, supra. 

478 See note 467, supra.
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ernment to tax “sovereign” state functions, the concur- 
ring Justices insisted that the Court retain a reserve of 
power to deal with nondiscriminatory federal taxes that 
would “interfere unduly with the State’s performance 
of its sovereign functions of government.” Jd. at 587. 

Justice Frankfurter, in an opinion joined by Justice 
Rutledge, began with the proposition that “for Congress 
to tax State activities while leaving untaxed the same 
activities pursued by private persons would do violence 
to the presuppositions derived from the fact that we are 
a Nation composed of States.” Jd. at 575-76. Justice 
Frankfurter also believed that there was no judicially 
manageable standards with which to adjudicate claims 
by the States of immunity from federal taxation other 
than a rule against discrimination.” Thus, Justice 
Frankfurter would allow the federal government to levy 
taxes—even if their economic and legal incidence falls on 
a State—‘‘so long as Congress generally taps a source 
of revenue by whomsoever earned and not uniquely capa- 
ble of being earned only by a State,...” Jd. at 582. 

479 Justice Frankfurter’s concern with the justiciability of state 
claims of tax immunity parallels that expressed by the Supreme 

Court in Garcia with regard to state claims of regulatory immunity. 

Justice Frankfurter stated that 

[recent cases] also indicate an awareness of the limited role 

of courts in assessing the relative weight of the factors upon 

which immunity is based. Any implied limitation upon the 

supremacy of the federal power to levy a tax like that now 

before us, in the absence of discrimination against State activi- 

ties, brings fiscal and political factors into play. The problem 

cannot escape issues that do not lend themselves to judgment 

by criteria and methods of reasoning that are within the 

professional training and special competence of judges. In- 

deed the claim of implied immunity by States from federal 

taxation raises questions not wholly unlike provisions of the 

Constitution, such as that of Art. IV, § 4, guaranteeing States 

a republican form of government, ... which this Court has 

deemed not within its duty to adjudicate. 

Id. at 581-82 (citation omitted).
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Justice Frankfurter’s opinion in New York v. United 
States recognized that there are state activities and state 
property, such as obtaining income through taxation and 
maintaining a state capitol, that “partake of uniqueness 
from the point of view of intergovernmental relations.” 
Id. at 582. Regarding these activities to be of the es- 
sence of government, Justice Frankfurter believed that 
such activities could not be included for purposes of fed- 
eral taxation in any abstract category of taxpayers with- 

out engaging in the presumptively impermissible act of 

“taxing the State as a State.” Id. 

Justice Stone, for the plurality of four concurring 
Justices, pointed out that a simple ban on discriminatory 
federal taxation did not solve the problem of judicially 
manageable standards. Under a test that prevented only 
discriminatory taxes, a State’s capitol or tax revenues 
might lawfully be included, respectively, in a general, 
nondiscriminatory real estate tax or an income tax laid 
upon all alike—a result that all Justices agreed was 
constitutionally impermissible. Id. at 587. According to 
the plurality in New York v. United States, “a federal 
tax which is not discriminatory as to the subject matter 

may nevertheless so affect the State, merely because it 
is a State that is being taxed, as to interfere unduly 
with the State’s performance of its sovereign functions 
of government.” Jd. Thus, the Supreme Court must re- 
tain the ability to invalidate even a nondiscriminatory 

tax that unduly interferes with the performance of the 
State’s functions of government. Id. at 588.4% 

Massachusetts v. United States, 485 U.S. 444 (1978), 
provides the only other substantial, recent discussion of 

480 To Justice Frankfurter’s justiciability concerns, Justice Stone 

replied that “[t]he problem is not one to be solved by a formula,” 

id. at 589, but by “a practical construction which permits both 

[governments] to function with the minimum of interference each 

with the other ....” Id. (quoting Metcalf & Eddy v. Mitchell, 269 
U.S. at 524).
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the principles governing state immunity from federal 
taxation. This case, like New York v. United States, 
involved a direct tax upon the State, rather than a tax 
on private persons with indirect impact upon the State. 
The United States imposed a nondiscriminatory registra- 

tion tax or user fee on all civil aircraft, including its 
own, to help defray the cost of the national airway and 
airport system.**t The Supreme Court held that a State 
enjoys no constitutional immunity from a nondiscrimina- 
tory revenue measure which operates so as to ensure that 
all members of a class of beneficiaries of a federal pro- 
gram pay a fair approximation of their share of its cost. 
Id. at 454. The majority reasoned that, where a user 
fee does not discriminate against state functions, is based 
on a fair approximation of system use, and is structured 
so as to yield revenues not in excess of total federal 

costs, there was no possibility that the fee would “control, 
unduly interfere with, or destroy a State’s ability to per- 
form essential services.” Id. at 467. 

In a portion of the opinion joined by four members 
of the Court, Justice Brennan in Massachusetts v. United 

States outlined the general contours of state tax im- 
munity. The plurality’s discussion found cogent reasons 
for narrowly limiting state immunity. Since any state 
immunity impairs the national taxing power, enlarging 
that immunity beyond that needed to protect the States’ 
continuing ability to function burdens the federal gov- 
ernment without promoting constitutionally protected 
values. Id. at 456. Morever, recalling M’Culloch’s po- 
litical safeguards thesis, Justice Brennan pointed out 
that the national political process provides an inherent 
check against abusive federal taxation of the States. 
The States’ representation in that process made it 
“uniquely adapted” to balance national revenue demands 

481 Congress exempted the States from aircraft fuel, tire and 

tube taxes, which taxes would have imposed a heavier burden than 

the registration tax. See 485 U.S. at 450 n.8, 452.
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and the need to preserve the independence of the States. 
Id. 

Surveying the Supreme Court’s decisions restricting 
the scope of state immunity, the plurality highlighted 
the absence of discrimination against the States in the 
tax measures found to be constitutional. The insistence 
that taxes levied be nondiscriminatory is common both 
to the decisions upholding federal taxation of state reve- 
nue generating activities similar to those traditionally 
engaged in by private persons, and to the cases sustain- 
ing federal taxation of private persons earning income 
derived from activities associated with state govern- 
ments. See id. at 457-59. Besides heightening the abil- 
ity of the political process to protect the States, broad 
and nondiscriminatory taxation ensures that the “reve- 
nue measures could never seriously threaten the con- 
tinued functioning of the States... .” Jd. at 460. The 
States are not immune from such revenue measures be- 
cause the purpose of immunity is not to reduce state 
costs but “solely to protect the States from undue in- 
terference with their traditional governmental functions.” 
Id. at 459. 

The bulk of the Supreme Court’s more recent decisions 
in the intergovernmental tax immunity field deal with 
the federal government’s immunity from state taxation. 
As discussed, the sources and scope of federal immunity 

differ from those of state immunity.**? However, the 

Supreme Court’s recent teaching concerning the deriva- 
tive tax immunity of those dealing with the federal gov- 
ernment sheds considerable light on a State’s assertion 
of immunity on behalf of those dealing with it. 

482 The Supremacy Clause has long been held to require an 

absolute prohibition of state taxes laid directly upon the United 

States. See United States v. New Mewico, 455 U.S. 720, 733 (1982). 

Federal immunity transcends a mere prohibition of discriminatory 

state taxation. Id. The implied immunity of the States has not 
been construed to require a similarly absolute immunity from 

direct taxation.
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The principal focus of the Supreme Court’s federal 
immunity jurisprudence is insuring the nondiscrimina- 
tory treatment of those deriving income from the federal 
government. In Memphis Bank & Trust Co. v. Garner, 
459 U.S. 392, 397 (1983), the Supreme Court stated: 
“where ... the economic but not the legal incidence of 
the tax falls on the Federal Government, such a tax gen- 
erally does not violate the constitutional immunity if it 
does not discriminate against holders of federal property 
or those with whom the Federal Government deals.” See 
United States v. City of Detroit, 355 U.S. 466, 473 
(1958) (tax invalid, although not falling directly on the 
United States, where it operates so as to discriminate 
against the government or those with whom it deals). 
Thus, in Garner the Supreme Court invalidated a state 
tax on bank earnings which discriminated against fed- 
eral obligations by including interest paid on federal 
obligations in the tax base while excluding income from 
otherwise comparable state and local obligations. Id. at 
398. 

The Supreme Court’s decision in United States v. 
County of Fresno, 429 U.S. 452 (1977), elucidated the 
political underpinnings of the emphasis in federal im- 
munity doctrine on preventing discrimination. Recount- 
ing that the state tax in M’Culloch v. Maryland discrimi- 
nated against the United States, the Supreme Court 
pointed out that the inherent political safeguards ordi- 
narily operative against abusive taxation are absent when 
the State’s tax measure operates only against the federal 
government. Jd. at 458-59. Generally, confining deriva- 
tive tax immunity for private parties dealing with the 
federal government to cases where the tax is discrimina- 
tory, 2.¢., is not imposed equally on others similarly situ- 
ated, reinforces those political safeguards and adequately 
protects federal interests.*** As Justice White explained, 

  

483 The Court in County of Fresno used concrete examples to 
illustrate the relationship between the presence of political safe- 
guards and the absence of discrimination:
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“The political check against abuse of the taxing power 

found lacking in M’Culloch . . . is present where the 
State imposes a nondiscriminatory tax only on its con- 
stituents or their artificially owned entities; ...” Id. at 

468. 

In the present case, plaintiffs challenge the tax sanc- 
tion underlying the TEFRA registration requirement. 
Modern intergovernmental tax immunity doctrine teaches 
that plaintiffs cannot prevail merely by showing some 
burden, or a speculative burden, resulting from the 
threatened tax. Nor does the current state of the case 
law sanction invalidating a tax measure on the now 
discredited grounds that certain categories of taxpayers 
deriving income from a State enjoy absolute immunity 
regardless of the burdens imposed on the State. 

To prevail on their claim that the tax sanction violates 
the State’s constitutional tax immunity, plaintiffs must 
show that the sanction operates to discriminate against 
the States. Failing that, plaintiffs might still prevail if 
they could demonstrate that the actual impact of the 
sanction threatens the continued existence of the States 
or inerferes unduly with their ability to perform essen- 
tial government functions. 

5. The Analysis Applied: The TEFRA Tax Sanc- 
tion Does Not Violate Intergovernmental Tax 

Immunity 

Since plaintiffs have shown neither discrimination 

against the States nor a danger to the States’ continued 

A tax on the income of federal employees, or a tax on the 

possessory interest of federal employees in Government houses, 

if imposed only on them, could be escalated by a State so as to 

destroy the federal function performed by them either by mak- 

ing the Federal Government unable to hire anyone or by caus- 

ing the Federal Government to pay prohibitively high salaries. 

This danger would never arise, however, if the tax is also 

imposed on the income and property interests of all other 

residents and voters of the State. 

429 US. at 463 n.11.
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existence as a result of the TEFRA tax sanction, their 

challenge to Congress’s choice of means to implement the 
registration requirement fails. Contrary to plaintiffs’ 
contention, the bare holding of Pollock, whatever its pres- 

ent vitality, offers them no support. 

Plaintiffs do not contend that the tax sanction itself 
threatens the continued existence of the States. They do 
argue that the economic burdens of compliance with the 
registration requirement—the “price” that the States 
must pay to avoid the tax sanction—constitute an im- 

permissible direct tax upon the States. These compliance 
costs, however, fall far short of threatening the continued 

existence of the States as governmental entities.** 

Even if the TEFRA tax sanction does not cripple a 
State’s ability to perform its governmental functions, 
Section 310(b) (1) of TEFRA would still violate the doc- 
trine of intergovernmental tax immunity if the registra- 
tion requirement discriminated against the States. How- 
ever, the argument that the sanction is discriminatory is 
entirely unpersuasive. 

In enacting TEFRA, Congress sought to insure that 
all publicly sold debt obligations with a maturity (at 
issue) of more than one year would be issued in regis- 
tered form. Section 310(a) of TEFRA, 96 Stat. 595, 31 
U.S.C. § 3121(g) (1982), requires that all such obligations 
of the United States be issued in registered form. Sec- 
tions 310(b) (2)-(b) (6) of TEFRA, 96 Stat. 596-99, en- 

acts a comprehensive system of bond issuer and bond 
holder penalties that insures that all publicly sold, private 
corporate debt obligations with maturities at issue of 
more than one year are issued in registered form. In 
short, Congress applied the registration requirement to all 
issuers of debt obligations without discrimination.‘ 

  

484 This argument is considered in Section IX(C), infra. 

#85 South Carolina contends that the United States and many 
private issuers already issued their bonds in registered form. 
Even if true, this does not demonstrate that the requirement
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Nor is the TEFRA sanction applied against the States 
and localities discriminatory as compared to the sanctions 

applied to other types of bond issuers. To insure that 

municipal bonds are registered, Congress adopted a stern 

sanction against the holders of unregistered bonds: the 
loss of the tax exemption on their interest. To insure 

that private corporate bonds are registered, Congress 

adopted a number of equally severe sanctions against 

both the holders and the issuers of bearer corporate 

bonds. In addition to denying corporate issuers of bearer 

bonds a deduction for the interest they pay on such ob- 

ligations, Section 310(b) (2) of TEFRA, 96 Stat. 596, 

26 U.S.C. § 163(f), Congress denied corporate issuers an 
adjustment on their earnings and profits for such in- 
terest, Section 310(b) (3) of TEFRA, 96 Stat. 597, 26 
U.S.C. § 312, and imposed an excise tax on bearer bond 
issuance. Section 310(b) (4) of TEFRA, 96 Stat. 597- 

98, 26 U.S.C. § 4701. Holders of unregistered corporate 
obligations are denied deductions for their losses, Section 

310(b) (5) of TEFRA, 96 Stat. 598, 26 U.S.C. § 165(j), 
and capital gains treatment for their gains. Section 310 

(b) (6) of TEFRA, 96 Stat. 599, 26 U.S.C. § 1232(c). 

These sanctions, although varying according to the 
type of issuer, are equally well adapted to their intended 
task of enforcing the universal registration requirement 
adopted in TEFRA. In fact, the sanctions enforcing the 
registration requirement for corporate bonds, taken to- 
gether, are probably more severe than those for munici- 
pal bonds. And, Congress has asked no more of the States 

than it has required of its own Treasury Department. 

operates discriminatorily. Plaintiffs did not show that any charac- 

teristics of municipal securities make them peculiarly difficult or 

expensive to register such that a registration requirement in- 

herently discriminates against municipal bonds.
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The Special Master finds no evidence of discrimination in 
Congress’s tax sanction as applied to the States. 

In short, plaintiffs’ intergovernmental tax immunity 
contention rests upon a slender reed: the contention that 
the Pollock holding continues to preclude any burden upon 
the right established in Pollock to issue municipal bonds 
free of federal taxation upon their interest. The doc- 
trinal evolution subsequent to Pollock undermines that 
contention.**® Since tax immunity for their bond holders 
cannot be regarded as abstract and complete, as it was 
when Pollock was decided, the States are required to 
show that the tax sanction was discriminatory or destruc- 
tive of their independent existence. They have not car- 
ried that burden. 

The Special Master turns next to the States’ claim that 
their costs incurred in avoiding the tax sanction consti- 
tute an impermissible direct tax. 

#86 The Special Master’s disposition makes unnecessary an 
analysis of the continuing vitality of Pollock’s holding that the 
federal government may not, under any circumstances, impose a tax 
directly upon the interest income generated by municipal bonds. 
The Special Master notes, however, that the constitutionality of 
an unconditional tax on municipal bond interest income would 
depend, absent a showing of some kind of discrimination, upon an 
assessment of the actual burdens such a tax would impose on the 
States’ ability to borrow. Although more costly borrowing would 
surely result, increased costs would not alone require invalidation 
of the tax. However, the States would be free to attempt to show 
that increased costs, combined with excessive demand for loan 
capital, overcrowded and unstable financial markets, and any other 
relevant factors, might cripple their ability to borrow without 
the tax exemption. Although this may seem an unlikely scenario, 
the question is factual and not capable of resolution abstractly. 
The ability of the States to survive without the municipal bond 
interest exemption cannot be deduced abstractly from their now 
demonstrated ability to withstand the withdrawal of the tax-exempt 
status of their employees, lessees, and independent contractors.
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C. The Compliance Burdens of TEFRA Do Not Con- 
stitute An Impermissible Tax Imposed Directly 

Upon the States 

Plaintiffs argue that the compliance costs #87 associated 
with issuing registered bonds in and of themselves con- 
stitute a tax levied directly upon the States.*88 South 
Carolina concedes, as it must, that “higher costs do not 
themselves ordinarily constitute a tax,” but argues that 
these costs become a tax “when they are incurred because 
the alternative is an explicit tax so severe that it forces 
the issuer to comply.” 48° 

South Carolina is correct in the limited sense that the 
costs of complying with federal regulation are not, and 
have never been, conceived of as a direct tax upon the 
States. A tax is an “ ‘enforced contribution to provide 
for the support of government[,]’” United States v. 
State Tax Commission of Mississippi, 421 U.S. 599, 606 
(1975) (quoting United States v. La Franca, 282 U.S. 
568, 572 (1931)). See United States v. Baltimore & 
Ohio Railroad Co., 84 U.S. (17 Wall.) 322, 326 (1872) 
(tax is a charge or pecuniary burden for the support of 
government). If the compliance costs of TEFRA are 
viewed as a direct tax upon the States, then any number 
of federal regulatory statutes that impose such costs upon 
the States must be viewed as tax measures. The Supreme 
Court has never viewed the costs of statutory compliance 
or the regulatory statutes themselves in that light. See, 
e.g., E.L.0.C. v. Wyoming, 460 U.S. 226 (1983) (com- 
pliance costs of Age Discrimination in Employment Act 
not analyzed as a direct tax); F.E.R.C. v. Mississippi, 
456 U.S. 742 (1982) (compliance costs of Public Utilities 
Regulatory Policies Act of 1978 not analyzed as a direct 
tax). Indeed, viewing state regulatory compliance costs 

487 See 36-77, supra. 

488 See Brief of the NGA at 76; Brief of Plaintiff at 22-23. 

489 Brief of Plaintiff at 23.
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as direct taxes—a step for which plaintiffs have cited no 
precedent—could call into question an enormous amount 
of hitherto unchallenged federal legislation.** 

The States did incur regulatory compliance costs as an 
alternative to absorbing the impact of a more severe tax 
sanction. To some extent, then, plaintiffs’ argument 
would appear to boil down to the contention, considered 
and rejected in Section VIII, supra, that the costs of the 
registration requirement threaten the separate and inde- 
pendent existence of the States. Otherwise, plaintiffs’ ar- 
gument would appear to be an assertion that, because the 
costs of statutory compliance result from Congress’s exer- 
cise of its taxing powers, these costs must perforce be a 
direct tax upon the States. However, as the Secretary 
points out, Congress routinely imposes administrative 
and regulatory costs upon the States in order to bolster 
federal income tax compliance. Thus, the States must 
withhold federal income taxes from their employees and 
remit those taxes to the Treasury; *' they must process 
W-4 and W-2 forms for their employees; ** and they 
must report state and local income tax refunds to the 
Internal Revenue Service and to their residents.*** There 
is no basis for regarding these costs of assisting federal 
income tax collection and compliance as anything other 
than the incidental burdens of governmental coexistence. 
As long as these costs do not rise to a level that threatens 
the States’ separate and independent existence—and there 
has been no showing that they do—there is no basis for 

490 Although the Supremacy Clause prohibits any direct taxation 

of the federal government by the States, see note 482, supra, 

there is no equivalent prohibition in the implied doctrine of state 

tax immunity. The constitutionality of a direct tax upon the States 

depends upon the state function taxed and the impact of the tax 

on the States’ ability to execute that function. 

491 See 26 U.S.C. §§ 3402 (a), 3404 (1982). 

492 See 26 U.S.C. §§ 3402 (f),.6051(a) (1982). 

493 See 26 U.S.C. § 6050E (1982).
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considering them an impermissible direct tax upon the 
States. 

D. The Tax Sanction Is Not An Impermissible Regula- 

tory Tax 

Plaintiffs also contend that Section 310(b) (1) of 
TEFRA is an unconstitutional regulatory tax because it 
raises no revenue, but instead imposes a penalty on ac- 
tivities not subject to federal regulatory power. If re- 
quiring municipal bonds to be issued solely in registered 
form were otherwise beyond Congress’s power, plaintiffs’ 
contention would have force. Thus, as plaintiffs point 
out, “[plenalty provisions in tax statutes added for 
breach of a regulation concerning activities in themselves 
subject only to state regulation have caused this Court to 
declare the enactments invalid.” United States v. Kah- 
riger, 845 U.S. 22, 31 (1953), overruled on other 

grounds, Marchetti v. United States, 390 U.S. 39 (1968). 

The problem with plaintiffs’ regulatory tax contention 
is the absence of a vital predicate: the area Congress 
seeks to regulate is not otherwise beyond Congress’s 
power. The Constitution does not prohibit so-called “reg- 
ulatory taxes” merely because a tax has a regulatory 

effect; indeed, all taxes—by burdening the activities upon 
which they are levied—inevitably have some ancillary 
regulatory effect (discouraging the taxed activity or en- 
couraging a substitutable, untaxed activity). As the Su- 

preme Court explained in Sonzinsky v. United States, 300 

U.S. 506, 513 (1937), “a tax is not any less a tax because 

it has a regulatory effect.” 

The Court in Kahriger upheld a tax on those accepting 
wagers, with an ancillary requirement that the taxpayers 

file their names, addresses and places of business with 
the government, against an allegation that Congress had 
infringed police powers reserved to the States. Kahriger 
argued that Congress, under the pretense of exercising 
its power to tax, had attempted to penalize illegal intra-
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state gambling, an area supposedly within the exclusive 
domain of the States. The Supreme Court recognized 
that, if a federal tax measure is a mere pretext for ex- 
tending regulatory power to areas not authorized by the 
Constitution, it is an invalid “regulatory” tax: 

Should Congress, in the execution of its powers, 
adopt measures which are prohibited by the Consti- 
tution; or should Congress, under the pretext of 
executing its powers, pass laws for the accomplish- 
ment of objects not entrusted to the government, it 
would become the painful duty of this tribunal, 
should a case requiring such a decision to come 
before it, to say that such an act was not the law 
of the land. 

M’Culloch v. Maryland, 17 U.S. (4 Wheat.) 316, 423 
(1819), quoted in Kahriger, 345 U.S. at 29. 

In Kahriger, however, there was no need to address the 
scope of federal power to regulate intrastate gambling. 
Regardless of the possible federal motive to discourage 
gambling, the statute was defensible because it generated 

not insubstantial revenue.*** “Unless there are provisions, 
extraneous to any tax need, courts are without authority 
to limit the exercise of the taxing power. All the provisions 
of this excise are adapted to the collection of a valid 
tax. ... All that is required is the filing of names, ad- 
dresses, and places of business. . . . Such data are di- 
rectly and intimately related to the collection of the tax 
and are ‘obviously supportable as in aid of a revenue 

purpose.” Kahriger, 345 U.S. at 31-32 (quoting Son- 
zinsky, 300 U.S. at 513). 

All parties to the present litigation agree that Section 
310(b) (1) of TEFRA is calculated to raise, and will 

raise, no federal revenue whatsoever. Contrary to plain- 
tiffs’ contention, however, a tax that is purely regulatory 
in purpose and effect is not, for that reason alone, un- 

  

494 See Kahriger, 345 U.S. at 28 n. 4 ($4.8 million in annual 

revenue).
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constitutional. The tax is invalid only if the regulatory 
goal sought to be fostered is otherwise beyond Congress’s 
power.*?? In Veazie Bank v. Fenno, 75 U.S. (8 Wall.) 
533 (1869), the Supreme Court upheld a prohibitive ten 
percent tax on currency issued by state banks although 
the sole purpose and effect of the federal tax was to drive 
non-federal bank notes out of circulation.*%® The Veazie 
Bank Court reasoned that, since Congress had “undis- 
puted constitutional powers” to provide for a national 
currency under Article I, § 8 of the Constitution, “it can- 
not be questioned that Congress may, constitutionally, 

secure the benefit of [a national currency] to the people 
by appropriate legislation.” Jd. at 549. A tax driving 
out of circulation all non-federal currency was ‘‘necessary 
and proper for carrying into Execution” Congress’s un- 

disputed power to establish a national currency. U.S. 
Const. art. I, § 8, cl. 18. Thus, a purely regulatory tax 

can be sustained as a means of implementing another 
power delegated to Congress by the Constitution. 

Minor v. United States, 396 U.S. 87 (1969), also in- 
dicates that a regulatory tax can be sustained if Congress 
could have achieved the same regulatory objectives under 
another power such as, in Minor, the commerce power. 
The Minor Court sustained a provision of a narcotics regu- 
lation statute that required dealers to pay an occupational 
tax, purchase tax stamps, and make all narcotics trans- 

fers pursuant to a written order form. The Court noted 

that “[a] statute does not cease to be a valid tax meas- 
ure because it deters the activity taxed, because the reve- 
nue obtained is negligible, or because the activity is other- 
wise illegal.” Jd. at 98 n. 18. Rejecting the argument 
that the order form requirement could not be enforced 
as a part of a revenue measure, the Court declared: 
“Kven viewing [the requirement] as little more than a 

495 See L. Tribe, American Constitutional Law § 5-9 (1978). 

496 Like the tax at issue here, the tax in Veazie Bank was so 

“excessive” as to insure that it would raise no revenue whatsoever.
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flat ban on certain [heroin] sales, it is sustainable under 
the power granted Congress in art. I, § 8.” Jd. (citing, 

inter alia, United States v. Darby, 312 U.S. 100 (1941) ). 

Section 310(b) (1) of TEFRA can be sustained as a 
permissible exercise of Congressional regulatory power. 
As discussed,*®7 Congress could have invoked its Com- 

merce Clause powers to prohibit all movement of bearer 
bonds in interstate commerce.*®® Thus, it is well within 
Congress’s powers to employ a tax sanction to achieve the 
identical result, albeit in a less coercive manner. 

Moreover, Section 310(b) (1) can be sustained as a 

necessary and proper means of protecting the national 

taxing power. Congress found that bearer bonds weak- 
ened compliance with the federal income tax laws. Con- 
gress also found that requiring registered bonds would 
bolster estate, gift and capital gains tax reporting while 
eliminating a convenient mechanism for the concealment 
of unreported income from both legal and illegal sources. 
Congress’s exercise of its taxing power to strengthen in- 
come tax compliance and prevent tax evasion is clearly a 

necessary and proper means of carrying into execution its 
power to lay and collect taxes. U.S. Const. art. I, § 8. 

As such, it is a permissible regulatory tax. See Doremus 

497 See supra at 127-28. 

498 It is possible that there might be some small difference in 

the scope of Congress’s power to require bond registration when 

using the Commerce Clause as opposed to the Taxing Clause. 

Conceivably, some very minor portion of the municipal bond market 

consists of purely local bond issues that neither move in, nor— 

when aggregated with the totality of other purely local bond 

issues—have any significant impact upon interstate commerce. 

However, there is no evidence of any such bond issue in the 

record, and plaintiffs have not argued that Congress’s power in 

this area is limited by any purely local aspect of the municipal 

bond market. Moreover, the TEFRA registration reqirement applies 

only to bonds of a type offered to the public, further diminishing 
the possibility that purely intrastate activities or local bonds have 

been caught up in TEFRA.
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v. United States, 249 U.S. 86, 93 (1919) (legislation 
cannot be invalidated if it bears “some reasonable rela- 

tion to the exercise of the taxing authority conferred by 
the Constitution. ...’’) 

X. CONCLUSIONS AND RECOMMENDATIONS. 

In requiring the States to issue their bonds in regis- 

tered form, Congress sought to eliminate a ready means 
of federal tax evasion without imposing undue costs upon 
the States. Congressional regulation of tax-exempt mu- 
nicipal bonds in order to protect the federal tax base 
is not without precedent. Indeed, the TEFRA registra- 
tion requirement, when viewed against the backdrop of 
federal restrictions on the States’ ability to provide a tax 
exemption for private purpose and arbitrage financing, 
would appear to be the least significant aspect of Con- 
gress’s legislation in this field. 

The form in which municipal bonds are issued, 7.e., 
bearer or registered, is a purely technical aspect of the 
States’ borrowing function. The States’ interest in the 

form of their bonds does not transcend a desire to accom- 
modate the demands of the marketplace. Yet, the market 
has welcomed registered municipal bonds. It is not simply 

that the municipal bond market has flourished in the all 

registered environment produced by TEFRA; market 
participants credit the registration requirement with fa- 

cilitating the market’s growth. 

The burdens of establishing and maintaining a system 
of registered municipal bonds do not weigh heavily upon 
the States. The required legislative and administrative 
changes necessary to implement TEFRA were neither 

qualitatively nor quantitatively extraordinary. The only 
increase in ongoing State administrative costs attribut- 
able to registration pertains to a category of small issues. 
These cost increases are not substantial, may be avoidable 

and, in any event, were not shown to have any qualitative 
impact on the ability of any municipal issuer to borrow.
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The parties devoted much time and energy to plaintiffs’ 
contention that market preferences for bearer bonds have 

caused plaintiffs’ borrowing costs to rise by 5 to 15 basis 
points in an all registered environment. The econometric 
studies brought to bear on this question proved inconclu- 

sive, however. More important, plaintiffs failed to prove 

that any market preference for bearer bonds that may 
exist is not a result of the same untoward uses of bearer 
bonds that Congress seeks to eradicate. If this is true, 
and it may well be, plaintiffs cannot be heard to assert 
a constitutional right to a share in the market demand 
generated by a desire of a limited segment of the market 
to use bearer bonds for unsavory purposes. 

The registration requirement does not violate any fed- 
eralism restraints on national regulatory power. The 

truly limited impact of requiring States and localities to 
issue registered bonds indicates that Section 310(b) (1) 
of TEFRA would not have warranted judicial interven- 
tion even under the standards of National League of 
Cities v. Usery. Under the more deferential review of 
congressional power mandated by Garcia v. San Antonio 
Metropolitan Transit Authority, the constitutionality of 
the registration requirement seems beyond peradventure. 
Moreover, Congress’s evident solicitude for the States’ 
legitimate concerns in implementing the registration re- 

quirement confirms that the political process functioned 

properly here. 

Congress’s choice of means for enforcing the registra- 

tion requirement—the tax sanction—does not violate any 
other constitutional requirement. The modern intergov- 

ernmental tax immunity doctrine does not require that 
the exemption for municipal bond interest income be pre- 
served inviolate. The minimal burdens imposed by the 

TEFRA registration requirement upon the States’ ability 
to issue tax-exempt bonds is not a cause for concern 

under that doctrine. Finally, since the goal of requiring 
registration is not otherwise beyond Congress’s power, the
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tax sanction does not constitute an impermissible regula- 

tory tax. 
RECOMMENDATIONS 

Based upon the foregoing findings of fact and legal 
analysis, the Special Master RECOMMENDS that the 
Supreme Court enter an order granting judgment for the 
DEFENDANT. 

This report is respectfully submitted. 

SAMUEL J. ROBERTS 
Special Master 

Court House 

Erie, Pennsylvania 16501 

January 22, 1987












