DEPARTMENT OF REVENUE OF KENTUCKY v. DAVIS

Like most states, Kentucky taxes its residents’ income. Kentucky’s definition of income excludes interest on bonds issued by that state or its municipalities (collectively referred to as “municipal bonds). Income derived from municipal bonds issued by other states or municipalities located in states other than Kentucky is included in Kentucky’s definition of income. The “ostensible” reason for this rule is to attract investment in Kentucky’s municipal bond market. As a general rule, municipal bonds generate a lower interest rate than privately issued, but taxable, bonds. Exempting interest from municipal bonds from taxable income approximately equalizes the playing field, and attracts investment in municipal bonds. According to statistics cited in the case, the arrangement works. “Between 1996 and 2002, Kentucky and its subdivisions issued $7.7 billion in long-term bonds to pay for spending on transportation, public safety, education, utilities, and environmental protection, among other things.” 

The practice of excluding income from municipal bonds issued by a resident’s home state is a long-standing practice, going back as far as the 17th century. Kentucky had been following such a scheme since the early 1900s. The petitioners in this case are Kentucky residents who derived income from out-of-state municipal bonds, which is taxable in Kentucky. The trial court ruled in favor of the state under the market participant doctrine. The Kentucky Court of Appeals reversed, distinguishing the market participant doctrine and case law from Ohio, upholding a similar provision of that state’s law. Excerpts from the case follow:

II

The Commerce Clause empowers Congress “[t]o regulate Commerce ... among the several States,”Art. I, § 8, cl. 3, and although its terms do not expressly restrain “the several States” in any way, we have sensed a negative implication in the provision since the early days, see, e.g.,Cooley v. Board of Wardens (Marshall, C.J.) (dictum). The modern law of what has come to be called the dormant Commerce Clause is driven by concern about “economic protectionism-that is, regulatory measures designed to benefit in-state economic interests by burdening out-of-state competitors. The point is to “effectuat[e] the Framers' purpose to ‘prevent a State from retreating into [the] economic isolation,’ that had plagued relations among the Colonies and later among the States under the Articles of Confederation.” [Internal and ending cites omitted]. 

The law has had to respect a cross purpose as well, for the Framers' distrust of economic Balkanization was limited by their federalism favoring a degree of local autonomy. Compare The Federalist Nos. 7 (A. Hamilton), 11 (A. Hamilton), and 42 (J. Madison), with The Federalist No. 51 (J. Madison); see also Garcia v. San Antonio Metropolitan Transit Authority, (“The essence of our federal system is that within the realm of authority left open to them under the Constitution, the States must be equally free to engage in any activity that their citizens choose for the common weal”).

Under the resulting protocol for dormant Commerce Clause analysis, we ask whether a challenged law discriminates against interstate commerce. A discriminatory law is “virtually per se invalid,”    and will survive only if it “advances a legitimate local purpose that cannot be adequately served by reasonable nondiscriminatory alternatives.” Absent discrimination for the forbidden purpose, however, the law “will be upheld unless the burden imposed on [interstate] commerce is clearly excessive in relation to the putative local benefits.”  State laws frequently survive this Pike scrutiny, see, e.g.,United Haulers Assn., Inc. v. Oneida-Herkimer Solid Waste Management Authority, though not always, as in Pike itself. [Internal cites omitted].
Some cases run a different course, however, and an exception covers States that go beyond regulation and themselves “participat[e] in the market” so as to “exercis[e] the right to favor [their] own citizens over others.”    Alexandria Scrap, This “market-participant” exception reflects a “basic distinction ... between States as market participants and States as market regulators, [t]here [being] no indication of a constitutional plan to limit the ability of the States themselves to operate freely in the free market.” Thus, in Alexandria Scrap, we found that a state law authorizing state payments to processors of automobile hulks validly burdened out-of-state processors with more onerous documentation requirements than their in-state counterparts. Likewise, Reeves [v. Stake] accepted South Dakota's policy of giving in-state customers first dibs on cement produced by a state-owned plant, and White held that a Boston executive order requiring half the workers on city-financed construction projects to be city residents passed muster. [Internal cites omitted].
Our most recent look at the reach of the dormant Commerce Clause came just last Term, in a case decided independently of the market participation precedents. United Haulers, supra, upheld a “flow control” ordinance requiring trash haulers to deliver solid waste to a processing plant owned and operated by a public authority in New York State. We found “[c]ompelling reasons” for “treating [the ordinance] differently from laws favoring particular private businesses over their competitors.”   State and local governments that provide public goods and services on their own, unlike private businesses, are “vested with the responsibility of protecting the health, safety, and welfare of [their] citizens,” and laws favoring such States and their subdivisions may “be directed toward any number of legitimate goals unrelated to protectionism.”   That was true in United Haulers, where the ordinance addressed waste disposal, “both typically and traditionally a local government function.”  [Cite omitted]. And if more had been needed to show that New York's object was consequently different from forbidden protectionism, we pointed out that “the most palpable harm imposed by the ordinances-more expensive trash removal-[was] likely to fall upon the very people who voted for the laws,” rather than out-of-state interests.   Being concerned that a “contrary approach ... would lead to unprecedented and unbounded interference by the courts with state and local government,” we held that the ordinance did “not discriminate against interstate commerce for purposes of the dormant  Commerce Clause,” FN8
FN8.  In so holding, we distinguished our decision in C & A Carbone, Inc. v. Clarkstown, 511 U.S. 383, 114 S.Ct. 1677, 128 L.Ed.2d 399 (1994), which struck down a very similar ordinance on Commerce Clause grounds. The Carbone ordinance, however, benefited a private processing facility, and we found “this difference constitutionally significant” for the reasons adverted to in the main text. Although the Carbone dissent argued that the private facility was “essentially a municipal facility,”  United Haulers relied on the apparent view of the Carbone majority that the facility was properly characterized as private. [Internal cites omitted]. 
III

A

It follows a fortiori from United Haulers that Kentucky must prevail. In United Haulers, we explained that a government function is not susceptible to standard dormant Commerce Clause scrutiny owing to its likely motivation by legitimate objectives distinct from the simple economic protectionism the Clause abhors.   This logic applies with even greater force to laws favoring a State's municipal bonds, given that the issuance of debt securities to pay for public projects is a quintessentially public function, This logic applies with even greater force to laws favoring a State's municipal bonds, given that the issuance of debt securities to pay for public projects is a quintessentially public function…

In fact, this emphasis on the public character of the enterprise supported by the tax preference is just a step in addressing a fundamental element of dormant Commerce Clause jurisprudence, the principle that “any notion of discrimination assumes a comparison of substantially similar entities.”   Viewed through this lens, the Kentucky tax scheme parallels the ordinance upheld in United Haulers:   it “benefit[s] a clearly public [issuer, that is, Kentucky], while treating all private [issuers] exactly the same.”    There is no forbidden discrimination because Kentucky, as a public entity, does not have to treat itself as being “substantially similar” to the other bond issuers in the market.  
Thus, United Haulers provides a firm basis for reversal. Just like the ordinances upheld there, Kentucky's tax exemption favors a traditional government function without any differential treatment favoring local entities over substantially similar out-of-state interests. This type of law does “not ‘discriminate against interstate commerce’ for purposes of the dormant Commerce Clause.”  

B

This case, like United Haulers, may also be seen under the broader rubric of the market participation doctrine, although the Davises say that market participant cases are inapposite here. In their view, we may not characterize state action under the Kentucky statutes as market activity for public purposes, because this would ignore a fact absent in United Haulers but central here: this is a case about differential taxation, and a difference that amounts to a heavier tax burden on interstate activity is forbidden, see, e.g.,Camps Newfound/Owatonna, Inc. v. Town of Harrison, (invalidating statute exempting charities from real estate and personal property taxes unless conducted or operated principally for the benefit of out-of-state residents. [Cites omitted].

The Davises make a fair point to the extent that they argue that Kentucky acts in two roles at once, issuing bonds and setting taxes, and if looked at as a taxing authority it seems to invite dormant Commerce Clause scrutiny of its regulatory activity.
But there is no ignoring the fact that imposing the differential tax scheme makes sense only because Kentucky is also a bond issuer. The Commonwealth has entered the market for debt securities, just as Maryland entered the market for automobile hulks [in Alexandria Scrap] and South Dakota entered the cement market [in Reeves].It simply blinks this reality to disaggregate the Commonwealth's two roles and pretend that in exempting the income from its securities, Kentucky is independently regulating or regulating in the garden variety way that has made a State vulnerable to the dormant Commerce Clause. States that regulated the price of milk, [See West Lynn Creamery] did not keep herds of cows or compete against dairy producers for the dollars of milk drinkers. But when Kentucky exempts its bond interest, it is competing in the market for limited investment dollars, alongside private bond issuers and its sister States, and its tax structure is one of the tools of competition. 
The failure to appreciate that regulation by taxation here goes hand in hand with market participation by selling bonds allows the Davises to advocate the error of focusing exclusively on the Commonwealth as regulator and ignoring the Commonwealth as bond seller, just as the state court did in saying that “ ‘when a state chooses to tax its citizens, it is acting as a market regulator[,]’ not as a market participant.” To indulge in this single vision, however, would require overruling most, if not all, of the cases on point decided since Alexandria Scrap [including White, in which the Mayor of Boston issued an order that looked like a regulation: companies working on projects funded with city money had to employ a certain percentage of Boston residents on the project] . 

United Haulers, though not placed under the market participant umbrella, may be seen as another example. Not only did the public authority acting in that case process trash, but its governmental superiors forbade trash haulers to deal with any other processors. This latter fact did not determine the outcome, however; the dispositive fact was the government's own activity in processing trash. We upheld the government's decision to shut down the old market for trash processing only because it created a new one all by itself, and thereby became a participant in a market with just one supplier of a necessary service. If instead the government had created a monopoly in favor of a private hauler, we would have struck down the law just as we did in [Carbone]. United Haulers accordingly turned on our decision to give paramount consideration to the public function in actively dealing in the trash market; if the Davises had their way, United Haulers would be overruled and the market participation doctrine would describe a null set…

In each of these cases the commercial activities by the governments and their regulatory efforts complemented each other in some way, and in each of them the fact of tying the regulation to the public object of the foray into the market was understood to give the regulation a civic objective different from the discrimination traditionally held to be unlawful: in the paradigm of unconstitutional discrimination the law chills interstate activity by creating a commercial advantage for goods or services marketed by local private actors, not by governments and those they employ to fulfill their civic objectives….The Kentucky tax scheme falls outside the forbidden paradigm because the Commonwealth's direct participation favors, not local private entrepreneurs, but the Commonwealth and local governments. The Commonwealth enacted its tax code with an eye toward making some or all of its bonds more marketable. When it issues them for sale in the bond market, it relies on that tax code, and seller and purchaser treat the bonds and the tax rate as joined just as intimately, say, as the work force requirements and city construction contracts were in Boston. Issuing bonds must therefore have the same significance under the dormant Commerce Clause as government trash processing, junk car disposal, or construction; and United Haulers, Alexandria Scrap, and White can be followed only by rejecting the Davises' argument that Kentucky's regulatory activity should be viewed in isolation as Commerce Clause discrimination…
In sum, the differential tax scheme is critical to the operation of an identifiable segment of the municipal financial market as it currently functions, and this fact alone demonstrates that the unanimous desire of the States to preserve the tax feature is a far cry from the private protectionism that has driven the development of the dormant Commerce Clause. It is also fatal to the Davises' backup argument that this case should be remanded for analysis under the rule in [Pike].
IV

Concluding that a state law does not amount to forbidden discrimination against interstate commerce is not the death knell of all dormant Commerce Clause challenges, for we generally leave the courtroom door open to plaintiffs invoking the rule in Pike, that even nondiscriminatory burdens on commerce may be struck down on a showing that those burdens clearly outweigh the benefits of a state or local practice.  The Kentucky courts made no Pike enquiry, and the Davises ask us to remand for one now.

The Davises' request for Pike balancing assumes an answer to an open question: whether Pike even applies to a case of this sort. United Haulers included a Pike analysis, but our cases applying the market participant exception have not, see, e.g.,[White and Alexandria Scrap].   We need not decide this question today, however, for Kentucky has not argued that Pike is irrelevant, and even on the assumption that a Pike examination might generally be in order in this type of case, the current record and scholarly material convince us that the Judicial Branch is not institutionally suited to draw reliable conclusions of the kind that would be necessary for the Davises to satisfy a Pike burden in this particular case.

The institutional difficulty is manifest in the very train of disadvantages that the Davises' counsel attributes to the current differential tax scheme:

“First, it harms out-of-state issuers (i.e., other States and their subdivisions) by blocking their access to investment dollars in Kentucky. Second, it similarly harms out-of-state private sellers (e.g., underwriters, individuals, and investment funds) who wish to sell their bonds in Kentucky. Third, it Even if each of these drawbacks does to some degree eventuate from the system, it must be apparent to anyone that weighing or quantifying them for a cost-benefit analysis would be a very subtle exercise. It is striking, after all, that most of the harms allegedly flowing directly or indirectly to Kentucky's sister States and their citizens have failed to dissuade even a single State from supporting the current system; every one of them, including States with no income tax, have lined up with Kentucky in this case.

The prospect for reliable Pike comparison dims even further when we turn to the benign function of the current system flagged a moment ago. Is any court in a position to evaluate the advantage of the current market for bonds issued by the smaller municipalities, the ones with no ready access to any other bond market than single-state funds? Consider that any attempt to place a definite value on this feature of the existing system would have to confront the what-if questions. If termination of the differential tax scheme jeopardized or eliminated most single-state funds (as the cited authorities predict) would some new source of capital take their place? Would the interstate markets accommodate the small issuers (as no cited authorities predict), or would the financing in question be replaced by current local taxation for long-term projects (unlikely, considering that financially weaker borrowers are involved), or would state governments assume responsibility through their own bonds or by state taxation? Or would capital to some degree simply dry up, eliminating a class of municipal improvements?   And if some new source or sources of capital became available for these improvements in a given State, how likely is it that the new scheme would produce measurable net benefits to other States seeking capital, and how perceptibly would it produce a freer flow of funds? Money spent up front on increased local or state taxation is no more available for out-of-state investment than money invested in local bonds; sinking funds would be obviated, but what would the effect be on interstate capital flows?

While it is not our business to suggest that the current system be reconsidered, if it is to be placed in question a congressional forum has two advantages. Congress has some hope of acquiring more complete information than adversary trials may produce, and an elected legislature is the preferable institution for incurring the economic risks of any alteration in the way things have traditionally been done. And risk is the essence of what the Davises are urging here. It would miss the mark to think that the Kentucky courts, and ultimately this Court, are being invited merely to tinker with details of a tax scheme; we are being asked to apply a federal rule to throw out the system of financing municipal improvements throughout most of the United States, and the rule in Pike was never intended to authorize a court to expose the States to the uncertainties of the economic experimentation the Davises request. 
Justice Stevens concurred. “[The] state action that motivates the State's taxpayers to lend money to the State is simply not the sort of ‘burden’ on interstate commerce  that is implicated by our dormant Commerce Clause jurisprudence.”

Roberts concurred, but on the basis that United Haulers controls.

Scalia concurred, but on the basis that the dormant commerce clause should apply only when stare decisis compels such a result, and there is no precedent for such an application, therefore, the dormant commerce clause is not implicated here.  Scalia refuses to join in Souter’s discussion about the Pike balancing test, because the former would hold that Pike should never be applied: whether the benefit of a state’s regulation outweighs its burden on commerce should be left up to Congress, never the courts.

Kennedy and Alito dissented. They would have held that this is a clearly discriminatory enactment which promotes protectionism, and threatens the existence of the union as one economic entity. The majority’s language (“police power” “governmental function”) creates an overbroad and sweeping exception to dormant commerce clause jurisprudence  and runs counter to the fundamental principle that states cannot enact tax laws that to erect local barriers to out-of-state commerce, citing a variety of Supreme Court tax cases, in which out-of-state commercial activity is taxed at a higher rate than similar in-state activity.

Differential taxation favoring local trade over interstate commerce poses serious threats to the national free market because the taxing power is at once so flexible and so potent. The Court's differential tax cases are mentioned here at the outset because taxation is the issue; and discriminatory tax schemes are relatively rare, if only because they resemble tariffs-the “paradigmatic ... law[s] discriminating against interstate commerce,” [West Lynn]   (“[T]ariffs against the products of other States are so patently unconstitutional that our cases reveal not a single attempt by any State to enact one. Instead, the cases are filled with state laws that aspire to reap some of the benefits of tariffs by other means”).

