
South Carolina v. Baker: Taxing Taxfree
Bonds

I. INTRODUCTION

In South Carolina v. Baker,' the United States Supreme Court upheld
the validity of section 310(b)(1) of the Tax Equity and Fiscal Responsi-
bility Act of 1982 (TEFRA).2 The Court held section 310(b)(1) constitu-
tional under both a tenth amendment and intergovernmental immunities
analysis,3 thus establishing Congress' right to tax interest earned on unre-
gistered state bonds.4 In its first extensive treatment of state sovereignty
and the tenth amendment since Garcia v. San Antonio Metropolitan
Transit Authority,s the Court reaffirmed the principle that the political
process is the primary protector of state sovereignty rather than specific
constitutional guarantees.' In the course of its opinion, the Court ex-
pressly overruled the emasculated intergovernmental immunities tax doc-
trine of Pollock v. Farmers' Loan & Trust Co.,7 which in theory contin-
ued to protect state bond interest from federal taxation after the passage
of the sixteenth amendment. s By holding that Congress may extend its
taxing power to interest derived from state bonds, the Court reaffirmed

1. 108 S. Ct. 1355 (1988).
2. Pub. L. No. 97-248, § 310(b)(1), 96 Stat. 324, 596 (1982) (codified at 26 U.S.C. § 103(j)

(1982)). For simplicity, this Note adopts the Court's terminology referring to state and local
governments collectively as "states" and to publicly offered long-term bonds as "bonds." 108
S. Ct. at 1538. 26 U.S.C. § 103(j) provides in pertinent part: "(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 Federal income tax for
interest on any. registration-required obligation unless the obligation is in registered form."
26 U.S.C. § 103(b)(1) (1982). Note that TEFRA also applies to private corporations and the
federal government and does not discriminate against the states. 108 S. Ct. at 1359, 1366.

3. 108 S. Ct. at 1368-69.
4. id.
5. 469 U.S. 528 (1985).
6. 108 S. Ct. at 1361.
7. 157 U.S. 429 (1985), on rehearing, 158 U.S. 601 (1985).
8. 108 S. Ct. at 1367. See U.S. CONST. amend. X ("The Congress shall have 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. art. I § 8
("The Congress shall have Power To lay and collect Taxes, Duties, Imposts and Excises, to
pay the Debts and provide for common Defense and General Welfare of the United States
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its reasoning in Garcia that a federal law making it more expensive for
states to exercise their sovereign power to borrow is not an affirmative
constitutional limit.'

In South Carolina v. Regan,10 the Court granted South Carolina leave
to file a complaint against then Secretary of the Treasury, Donald Regan,
under the Court's original jurisdiction." The case's title was later
changed to South Carolina v. Baker"' to reflect James A. Baker's ap-
pointment as Secretary of the Treasury. The Court appointed a Special
Master to develop a record of the pertinent facts and the applicable law.13
After extensive hearings, the Special Master found that section 310(b)(1)
was constitutional and that the Court should enter judgment for the Sec-
retary of the Treasury. 4 The National Governors' Association (NGA), as
an intervenor, and South Carolina filed exceptions, alleging that section
310(b)(1) is unconstitutional under the tenth amendment and the doc-
trine of intergovernmental tax immunity.1'

II. BACKGROUND

A. Intergovernmental Tax Immunity Doctrine

The origin and subsequent evolution of the intergovernmental tax im-
munity doctrine began with McCulloch v. Maryland." McCulloch ad-
dressed the immunity of the federal government from state taxation. The
Court found that the supremacy clause of the Constitution prevented
Maryland from taxing the Bank of the United States. The Court reasoned
that such a tax would be unconstitutional because "the power to tax the
bank could be used to destroy it, thereby undermining the constitution-
ally guaranteed supremacy of the Federal Government.""7

It was not until the close of the nineteenth century and the beginning
of the twentieth century that the doctrine of state immunity from federal
taxation began to materialize and broaden in a series of decisions begin-

9. 105 U.S. at 1020 n.21.
10. 465 U.S. 367 (1984).
11. Id. at 382.
12. 108 S. Ct. 1355 (1988).
13. 465 U.S. at 382.
14. 108 S. Ct. at 1360.
15. Id.; see also Rotunda, Intergovernmental Tax Immunity And Tax Free Municipals

After Garcia, 57 U. COLO. L. REV. 849; J. CHOPER, JUDICIAL REVIEW AND THE NATIONAL POLIT-
ICAL PROCESS 175-80 (1980); Weschsler, the Political Safeguards of Federalism: The Role of
the States in the Composition and Selection of the National Government, 54 COLuM. L.
REv, 543 (1954).

16. 4 Wheat. 316 (1819).
17. Id. at 425-37.
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ning with Collector v. Day.' Day dealt directly with whether the federal
government could constitutionally tax the salary of a state judicial of-
ficer."' The Court reasoned that a state judicial officer "was a means or
instrumentality employed for carrying into effect ... the legitimate pow-
ers of the [state] government" and that "the salary or compensation con-
nected with the office" being directly derived from the state was exempt
from federal taxation. "

In 1895, Pollock v. Farmer's Loan & Trust Co. 2' broadened this theory
when the Court reasoned that a tax on the interest income derived from
any state bond was a direct tax on the state and thus unconstitutional.2 2

The Court in Pollock cited Day for the proposition that "Congress had no
power, even by an act taxing all income, to levy a tax upon the salaries of
judicial officers of a State,"23 and held there was a similar want of Con-
gressional power to levy a nondiscriminatory income tax upon the interest
earned by a state's lenders,2 4 Chief Justice Marshall explained the reason
for congressional lack of power in Weston v. City Council of Charleston 2

in which he stated:

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 in-
fluence on the contract. The extent of this influence depends on the will
of a distinct government. To any extent, however inconsiderable, it is a
burden 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.2 0

In Pollock, the Court applied Justice Marshall's reasoning to state bonds
and held that a tax on the bond interest "would operate on the power to
borrow before it is exercised and would have a sensible influence on the
[state's) contract. 2 7 Such a tax "is a tax on the power of the States and
their instrumentalities to borrow money, and consequently repugnant to
the Constitution.

2 8

18. 78 U.S. (11 Wall.) 113 (1871).
19. Id. at 122.
20. Id. at 122-23.
21. 157 U.S. 429 (1895).
22. Id. at 586.
23. Id. at 584.
24. Id. at 585-86.
25. 2 Pet. 449 (1829).
26. Id. at 468.
27. 157 U.S. at 586.
28. Id. Later decisions further expounded the intergovernmental tax immunity theory
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In South Carolina v. Regan, Justice Stevens described the rationale
employed in Pollock as the "'intergovernmental burden' theory: even
though a tax is not laid directly upon another government, if it has a
sensible influence on the costs incurred by government, it must fall.""
Until the Baker decision, the Court had not re-examined the application
of the Pollock rationale to federal taxation of interest on state bonds
since the passage of the sixteenth amendment because the federal govern-
ment had always exempted them from taxation.

B. Section 310(b)(1)

In 1973, the Internal Revenue Service estimated that unreported in-
come ranged from $31.1 to $32.2 billion."0 By 1981, Congress became in-
creasingly concerned that tax evasion was rampant throughout the
United States with unreported income now between $93.3 and $97 billion,
a three hundred percent jump in only eight years."1 Congress searched for
a method of deterring tax evasion without placing a heavy burden on the
states. In 1982, Congress enacted TEFReA to reduce the Federal deficit by
encouraging compliance with the tax laws, 2 and increasing the state's
cost of borrowing by a mere one-fourth of one percent. 33

Section 310(b)(1) requires a bond to be in registered form for it to be
tax-exempt under the Internal Revenue Code.3

4 Bonds are generally one
of two types, registered or bearer."' When a bond is registered, records of
ownership are easily maintained on a central list, and interest payments
are automatically sent to the owner of record, who is always ascertaina-
ble." With bearer bonds, however, possession dictates ownership and
presentation of bond coupons gives the right to receive interest.37 Bearer
bonds promote tax evasion and hidden income because the absence of a

advanced by Pollock & Collector v. Day. See Burnet v. Coronado Oil, 285 U.S. 393 (1932)
(held unconstitutional to tax a lessee on income derived from lands leased from a state);
Indian Motorcycle Co. v. United States, 283 U.S. 570 (1931) (held unconstitutional sales tax
imposed on proceeds a vendor derived from selling a product to a state agency); Dobbins v.
Commissioners of Erie County, 16 Pet. 435 (1842) (held federal employee immune from
state tax on salary).

29. 465 U.S. at 406 (Stevens, J., dissenting).
30. 108 S. Ct. at 1358. See generally Compliance Gap: Hearing before the Subcommittee

on Oversight of the Internal Revenue Service of the Senate Committee on Finance, 97th
Cong., 2d Seas., 126 (1982).

31. 108 S. Ct. at 1358.
32. Id.
33. 465 U.S. at 415.
34. 108 S. Ct. at 1358. See 26 U.S.C. § 103(b)(1) (1982).
35. 108 S. Ct. at 1358.
36. Id.
37. id.
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record prevents the IRS from tracing ownership.38 The Senate Finance
Committee Report indicates that section 310(b)(1) was necessary to pre-
vent tax evasion and achieve an efficient system of reporting tax informa-
tion.3 9 The scope of section 310 encompasses bonds issued by the United
States and private corporations, as well as state bonds."

III. THE UNITED STATES SUPREME COURT'S OPINION IN SOUTH CAROLINA

v. BAKER

A. Tenth Amendment Issue

Writing for the Court, Justice Brennan first addressed the claim that
TEFRA section 310(b)(1) violates the tenth amendment.4 ' For purposes
of tenth amendment analysis, Justice Brennan adopted South Carolina's
and the NGA's contention that section 310(b)(1) directly regulates states
by prohibiting the issuance of bearer bonds.42 The Court found that even
under this hypothetical analysis, section 310(b)(1) survives constitutional
muster. The Court strongly reaffirmed its holding in Garcia "that the
limits are structural, not substantive-i.e., that States must find their
protection from congressional regulation through the national political
process, not through judicially defined spheres of unregulable state
activity.

4 3

South Carolina contended that the political process had failed in this
case because Congress had "no concrete evidence quantifying the tax eva-

38. Id. at 1359.
39. Id. The Senate Report evidences the belief that bearer bonds were a significant tool

for tax evasion:
The committee believes that a fair and efficient system of informationi 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 obligations while requiring
the creation of ownership records that can produce useful information reports
with respect to both the payment on interest and the sale of obligations prior to
maturity through brokers. Furthermore, Registration will reduce the ability of
noncompliant taxpayers to conceal income and property from the reach of the
income, estate, and gift taxes. Finally, the registration requirement may reduce
the volume of readily negotiable substitutes for cash available to persons engaged
in illegal activities.

S. Rep. No. 494, 97th Cong., 242 (1982), reprinted in 1982 U.S. CODE CONG. & ADMIN. NEWS
781,995.

40. 108 S. Ct. at 1359.
41. Id. at 1360. See U.S. CONST. amend. X. ("The 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.").

42. 108 S. Ct. at 1360.
43. Id.
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sion attributable to unregistered state bonds and relied instead on antido-
tal evidence that taxpayers have concealed taxable income using bearer
bonds.",4 It also argued that Congress chose an ineffective remedy be-
cause brokers who are required to file information reports handle most
bond transactions and because beneficial ownership of registered bonds
need not necessarily be recorded. 40

The Court began its analysis of South Carolina's tenth amendment
claim by mentioning that "[a]lthough Garcia left open the possibility that
some extraordinary defects in the national political process might render
congressional regulation of state activities under the Tenth Amendment"
invalid, it did not and does not now seek to identify or define the de-
fects." Justice Brennan adopted the reasoning of United States v.
Carolene Products Co.,47 that South Carolina failed to allege "that it was
deprived of any right to participate in the national political process or
that it was singled out in a way that left it politically isolated and power-
less."4 The Court rejected South Carolina's argument that the political
process fails when a statute is "'imposed by the vote of an uninformed
Congress relying upon incomplete information.' ,,49 In refusing to investi-
gate whether Congress had developed an adequate rationale for TEFRA
section 310(b)(1), the Court declared that "nothing in Garcia or the
Tenth Amendment authorizes courts to second-guess the substantive ba-
sis for congressional legislation."50

44. Id. Justice Stevens noted that South Carolina estimated that its interest costs would
rise approximately .25% if it were required to issue its bonds in registered form. South
Carolina v. Regan, 465 U.S. at 415 (Stevens, J. dissenting). Justice Stevens concluded that
the burden on South Carolina is far from crushing in light of the federal governments sub-
stantial interest in encouraging states to issue bonds in registered form. Id. at 416.

45. 108 S. Ct. at 1360.
46. Id. at 1360-61.
47. 304 U.S. 144, 152 n.4 (1938).
48. 108 S. Ct. at 1361.
49. Id. (quoting Exceptions of the State of South Carolina to the Report of the Special

Master and Brief in Support Thereof at 101, Baker (No. 94 Original)).
50. Id. To support the Court's position, Justice Brennan relied on Minnesota v. Clover

Leaf Creamery Co., 449 U.S. 456 (1981). In Clover Leaf Creamery, the Court found that the
respondent produced substantial evidence to demonstrate that there was no "rational rela-
tion" between the legislatures legitimate goals of conserving resources and easing solid waste
disposal, and banning plastic nonreturnable containers. Id. at 463-64. The Court held that
legislatures are ". . . not required to convince the courts of the correctness of their legisla-
tive judgments. Rather, those challenging the legislative judgment must convince the court
that the legislative facts . . . could not reasonably be conceived to be true by the govern-
mental decisionmaker." Id. at 464 (quoting Vance v. Bradley, 440 U.S. 93, 111 (1979)). A
party is entitled to introduce evidence that the legislative enactment is irrational. They,
however, cannot prevail if "'it is evident from all considerations presented to [the legisla-
ture], and those which we may take judicial notice, that the question is at least debatable.'"
Id. (quoting United States v. Carolene Prods. Co., 304 U.S. 144, 153-54 (1938)).
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Next, the Court turned to the NGA's claim that section 310(b)(1) vio-
lates the tenth amendment because it commandeers the state legislative
and administrative process by coercing states "into enacting legislation
authorizing bond registration and into administering the registration
scheme."" The NGA relied on FERC v. Mississippi2 which left open the
possibility "that the Tenth Amendment might set some limits on Con-
gress' power to compel states to regulate on behalf of federal interests."5 3

The federal statute at issue in FERC required, inter alia, that the state
utility commissions consider adopting certain federal standards or cease
regulating public utilities.54 The Court first noted that the question posed
by the statute in FERC was not as in National League of Cities v.
Usery,55 "'attempts to use state regulatory machinery to advance federal
goals.' "56 Justice Brennan found that the Court in FERC left unanswered
the question of Congress' power to control the manner in which the states
exercise their authority to regulate private parties by upholding the fed-
eral regulation on the grounds that "Congress had, the power to require
that state adjudicative bodies adjudicate federal issues and to require
that States regulating a pre-emptible field consider suggested federal
standards and follow federally mandated procedures. 5 7

Justice Brennan then returned to the hypothesis that section 310(b)(1)
prohibits issuing unregistered bonds, concluding that section 310(b)(1)
presents the very situation FERC distinguished: "the extent to which the
tenth amendment 'shields the States from generally applicable federal
regulations.' "5 Section 310(b)(1) does not seek to control the manner in
which states regulate private parties, it only regulates state activities.5

The Court concluded that adoption of the NGA's argument that section
310(b)(1) commandeers the legislative process because it forces states to
make legislative and administrative changes to issue registered bonds ig-
nores the crucial distinction drawn in FERC-the very decision on which
it relies.6 0 In rejecting the NGA's argument that section 310(b)(1) imper-
missibly commandeers state legislative and administrative processes, Jus-
tice Brennan concluded that the NGA ignores the commonplace reality
that an inevitable consequence of any federal regulation is that the regu-
lation may require states to act both legislatively or administratively to

51. 108 S. Ct. at 1361.
52. 456 U.S. 742 (1982).
53. 108 S. Ct. at 1361 (citing FERC v. Mississippi, 456 U.S. at 761-64).
54. Id.
55. 426 U.S. 833 (1976).
56. 108 S. Ct. at 1361 (citing FERC v. Mississippi, 456 U.S. at 759).
57. Id.
58. Id. (quoting FERC v. Mississippi, 456 U.S. at 759).
59. Id.
60. Id. at 1362.
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comply with the federal standard.'
The NGA's claim, indeed, is suspect even under a pre-Garcia line of

cases "recognizfing] that Congress could constitutionally impose federal
requirements on States that States could meet only by amending their
statutes."" The Court found that the NGA's "commandeering" theory
would render Garcia a nullity and restrict federal regulation of state ac-
tivities even further than the overruled National League of Cities.3

Under a National League of Cities analysis, the Court used several fac-
tors in considering whether a federal regulation invaded state autonomy:
(1) "[T]here must be a showing that the challenged statute regulates the
'states as states;'" (2) "[T]he federal regulation must address matters
that are indisputably 'attribute[s] of state sovereignty;'" (3) "[It must be
apparent that the states' compliance with the federal law would directly
impair their ability 'to structure integral operations in areas of traditional
governmental function;'" and (4) The intrusion upon state autonomy
must not be outweighed by the interest served by the federal statute.6'

Section 310(b)(1) is obviously directed at state as states. Governmental
borrowing for governmental purposes is an important attribute of state
sovereignty. The issues here would concern the extent to which the de
facto bond registration requirement burdens the states and the signifi-
cance of the benefits flowing to the federal government from the regula-
tion. The Special Master found that

the registration requirements have had no substantive effect on the abili-
ties of States to raise debt capital, on the political processes by which
States decide to issue debt, or on the power of the States to choose the
purposes to which they will dedicate the proceeds of their tax-exempt
borrowing."

Even under the National League of Cities balancing test, section

61. Id. After Garcia, several states and municipalities had to act both legislatively and
administratively to comply with the Federal Labor Standards Act, ch. 676, 52 Stat. 160
(codified as amended at 29 U.S.C. §§ 201-219 (1982)). See, e.g., The Impact of the Supreme
Court's Garcia Decision Upon States and Their Political Subdivisions: Hearings Before the
Subcommittee on Economic Goals and Intergovernmental Policy of the Joint Economic
Committee Congress of the United States, 99th Cong., 1st Sess. (1985).

62. 108 S. Ct. at 1362. See, e.g., EEOC v. Wyoming, 460 U.S. 226 (1983). The Court held
that the Age Discrimination in Employment Act, Pub. L. No. 90-202, 80 Stat. 602 (1967)
(codified as amended at 29 U.S.C. §§ 621-634) prohibited Wyoming from acting pursuant to
state law that authorized termination of employment at age 55. Federal law required Wyo-
ming to amend both its statute and administrative standards to comply with the applicable
federal regulations. Id.

63. 108 S. Ct. at 1362.
64. Hodel v. Virginia Surface Mining & Reclamation Ass'n, 452 U.S. 264, 287-88 & n.29

(1981). See 108 S. Ct. at 1361-62.
65. 108 S. Ct. at 1369-70 (Rehnquist, C.J., concurring).
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310(b)(1) does not operate to displace the states freedom to structure in-
tegral operations, and the substantial interest of the federal government
in promoting compliance with the tax laws outweighs the de minimis im-
pact of taxing interest on unregistered bonds."

B. Intergovernmental Tax Immunity Issue

After its determination that section 310(b)(1) does not violate the tenth
amendment, the Court focused on whether this section violates the doc-
trine of intergovernmental tax immunity by taxing the interest earned on
unregistered state bonds. South Carolina asserted that section 310(b)(1)
was inconsistent with Pollock, which held that interest earned on a state
bond was immune from federal taxation.67

The Court decided Pollock in 1895 from the prevailing precedent "that
neither the federal nor the state governments could tax income an indi-
vidual directly derived from any contract with another government.""8

Justice Brennan began his analysis by tracing the Court's rationale in
Pollock to the reasoning of Justice Marshall in Westone that although a
tax might be collected from a private individual contracting with a state,
"the tax was considered to be 'on' the [state] because the tax burden
might be passed on to it through the contract."'0 Justice Brennan noted
that "the sources of the state and federal immunities are, of course differ-
ent: the state immunity arises from the constitutional structure and a
concern for protecting state sovereignty whereas the federal immunity
arises from the Supremacy Clause." 1 Next, the Court turned to Indian

66. Id. at 1370 (Rehnquist, C.J., concurring). The Special Master concluded that South
Carolina failed to "demonstrate any connection between the decision to issue bonds in
bearer form and any aspect of state autonomy or independence." Report of Special Master
at 119. The Special Master found that because the form of the municipal bond does not
affect 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 operations, section
310(b)(1) does not threaten to impair state autonomy in any meaningful sense, and does not
implicate the tenth amendment. Report of Special Master at 191-92.

67. 108 S. Ct. at 1362. The Secretary and the Master argued that section 310(b)(1) does
not abolish the tax exemption for state bond interest entirely but merely abolishes it when
the bonds are not issued in registered form thus Pollock need not be explicitly overruled in
order for section 310(b)(1) to be constitutional. The Court, however, rejected this argument
and chose instead to closely re-examine the Pollock rational, stating the "[the United
States cannot convert an unconstitutional tax into a constitutional one simply by making
the tax conditional." 108 S. Ct. at 1362.

68. 108 S. Ct. at 1363.
69. Id.
70. Id. at 1364. See Weston, 2 Pet. at 467-68. See, e.g., Coronado Oil, 285 U.S. at 400-01.

"Here the lease ... was an instrumentality of the State .... To tax the income of the
lessee arising there from would amount to an imposition upon the lease itself."

71. 108 S. Ct. at 1364 n.10. See, e.g., Gillespie v. Oklahoma, 257 U.S. 501, 505-06 (1922)

19891 1463
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Motorcycle Co. v. United States72 for a comprehensive analysis of the
"commonality" of reasoning in the cases discussing tax immunity with
respect to government contracts. The Court in Indian Motorcycle sum-
marized the status of the post-Pollock intergovernmental tax immunity
doctrine by stating that "bonds of the United States issued to raise
money for governmental purposes, and the interest thereon, [were] im-
mune from state taxation, because such a tax. . . would burden the exer-
cise by the United States of its power to borrow money."73 Additionally,
the salary of a state or federal officer may not be taxed because the salary
is the "means by which his services are procured and retained" and taxa-
tion by a state would burden the government's power to obtain employ-
ees' services.74 Similarly, the sales tax imposed on a vendor selling to a
state agency was unconstitutional because it burdened the transaction."

Justice Brennan noted, however, that the Court had thoroughly eroded
both the precedent upon which Pollock was based as well as its rationale.
The sixteen amendment, ratified in 1913, made the precedential value of
Pollock doubtful from the start.7 The Court cited Pollock last in 1938,

("'A tax upon the leases is a tax upon the power to make them .... ') (quoting Indian
Territory Illuminating Oil Co. v. Oklahoma, 240 U.S. 522, 530 (1916)).

72. 283 U.S. 570 (1931). The Court held that the sale of motorcycles to a state agency,
such as a municipal corporation, for use in its police service is not subject to taxation by the
United States. Id. at 576-78.

73. Id. at 576-78. See Weston, 2 Pet. at 449, 468 ("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 burden on the operations
of government."); The Banks v. The Mayor, 7 Wall. 16 (1868); Home Say. Bank v. Des
Moines, 205 U.S. 503, 513 (1907); Northern Ins. Co. v. Wisconsin, 275 U.S. 136, 140 (1927);
see also Farmers & Mechanics Say. Bank v. Minnesota, 232 U.S. 516 (1914).

74. 283 U.S. at 577 (quoting Dobbins v. Commissioners of Erie County, 16 Pet. 435, 448
(1842)).

75. Panhandle Oil Co. v. Knox, 277 U.S. 218 (1928). The Court determined that a sales
tax could not be imposed on a gasoline dealer when sales were made to the United States to
be used by the coast guard and a veteran's hospital. The court concluded that the state may
tax the dealer except on sales made to the United States for "governmental purposes" and
that:

It is immaterial that the seller and not the purchaser is required to report and
make payment to the State. Sale and purchase constitute a transaction by which
the tax is measured and on which the burden rests .... To use the number of
gallons sold the United States as a measure of the privilege tax is in substance and
legal effect to tax the sale .... And that is to tax the United States-to exact
tribute on its transaction and apply the same to the support of the State.

Id. at 222.
76. 465 U.S. at 406 (Stevens, J. dissenting). The sixteenth amendment states: "that Con-

gress shall have the power to lay and collect taxes on incomes, from whatever source de-
rived, without apportionment among the several states, and without regard to any census or
enumeration." U.S. CONST. amend. XVI. The language makes it clear that whether income is
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and since then, the Court has rejected its rationale in subsequent cases at
every available opportunity.77 In Graves v. New York ex rel O'Keefe 7

8

the Court held that the theory "that a tax on income is legally or econom-
ically a tax on its source, is no longer tenable."' 9 The Court reasoned that:

So much of the burden of a non-discriminatory general tax upon the in-
comes 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 materials, is but the normal incident of the organi-
zation within the same territory of two governments, each possessing the
taxing power. The burden, so far as it can be said to exist or to affect the
government in any indirect or incidental way, is one which the Constitu-
tion presupposes .... 80

The Court then pointed to Alabama v. King & Boozer" as a clear ex-
ample of the rejection of the Pollock rationale. In King & Boozer, the
Court upheld a state sales tax imposed on a government contractor de-
spite the fact that the federal government, through a cost-plus contract,
was responsible for the financial burden of the tax.82 The Court
explained:

So far as such a nondiscriminatory state tax upon the contractor enters
into the cost of the materials to the government, that is but a normal
incident of the organization within the same territory of two independent
taxing sovereignties. The asserted right of the one to be free of taxation
by the other does not spell immunity from paying the added costs, at-
tributable to the taxation of those who furnish supplies to the Govern-
ment and who have been granted no tax immunity. So far as a different
view has prevailed, we think it no longer tenable.'3

Justice Brennan noted that beginning with King & Boozer subsequent
cases have reaffirmed the principle that "nondiscriminatory taxes" col-
lected from parties who contract with state or federal governments are
indeed constitutional despite the fact that the financial burden of the tax
falls on one of the governments."

derived from interest on state or local bonds is irrelevant.
77. See, e.g., Graves v. New York ex rel O'Keefe, 306 U.S. 466 (1938); Alabama v. King

& Boozer, 314 U.S. 1 (1941); Helvering v. Gerhardt, 304 U.S. 405 (1938).
78. 306 U.S. 466 (1938).
79. d. at 487.
80. Id.; see also James v. Dravo Contracting Co., 302 U.S. 134, 160 (1937) (the fact that a

tax on a government contractor 'may increase the cost to the government . . . would not
invalidate the tax'); Helvering v. Gerhardt, 304 U.S. 405, 424 (1938).

81. 314 U.S. 1 (1941).
82. Id. at 8-9.
83. 108 S. Ct. at 1365 (quoting Alabama v. King & Boozer, 314 U.S. 1, 8-9 (1941)).
84. Id. See Washington v. United States, 460 U.S. 536, 540 (1983); United States v. New
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With the rationale advocated by Pollock effectively rejected, the Court
eliminated the general tax immunity of government contracts on a case
by case basis.88 In Helvering v. Gerhardt," the Court upheld a federal tax
on the salaries of state employees involved in state construction projects
and confined Collectors v. Day to its facts.87 In Graves v. New York ex
rel. O'Keefe," the Court explicitly overruled Collector v. Day,89 Pollock's
foundational case. Justice Brennan concluded that the Court's failure to
overrule Pollock can be "explained not by any distinction between the
income derived from government bonds and the income derived from
other government contracts, but by the historical fact that Congress has
always exempted state bond interest from taxation by statute, beginning
with the very first federal income tax statute." 0

The Court summarized the current intergovernmental tax immunity
doctrine, stating that states may not directly tax the federal government
"but can tax any private parties with whom it does business" provided
the tax does not discriminate against the federal government or those
with whom it deals, and despite the fact that the federal government
bears the financial burden of the tax."' A direct tax for purposes of inter-
governmental tax immunity is a tax on "an agency or instrumentality so
closely connected to the government that the two cannot realistically be
viewed as separate entities."'" Justice Brennan could find no constitu-
tional reason for treating state bond interest any differently than other
government contracts.' 3 The mere fact that the economic burden of a tax
falls squarely on the states does not render the tax unconstitutional if the
tax falls in a nondiscriminatory manner." TEFRA section 310(b)(1) does

Mexico, 455 U.S. 720, 734 (1982); United States v. County of Fresno, 429 U.S. 452, 460-62 &
n.9 (1977); United States v. City of Detroit, 355 U.S. 466, 469 (1958).

85. 108 S. Ct. at 1365. Overruling Burnett v. Coronado Oil, 285 U.S. 393 (1932) and
Gillespie v. Oklahoma, 257 U.S. 501 (1922), the Court upheld the constitutionality of a fed-
eral tax on the net income a corporation derived from a state lease in Helvering v. Mountain
Producers Corp., 303 U.S. 376 (1937); see also Oklahoma Tax Comm'n v. Texas Co., 336
U.S. 342 (1949) (upholding a federal tax on gross income derived from state lease).

86. 304 U.S. 405 (1938).
87. 108 S. Ct. at 1366 n.11.
88. 306 U.S. 466 (1938).
89. 78 U.S. (11 Wall) 113 (1871).
90. 108 S. Ct. at 1366 (referring to the Act of Oct. 3, 1913, ch. 16 § 11 (B), 38 Stat. 168).
91. Id. See Washington, 460 U.S. at 540; County of Fresno, 429 U.S. at 460-63; City of

Detroit, 355 U.S. at 473; Oklahoma Tax Comm'n, 336 U.S. at 359-64.
92. 108 S. Ct. at 1366 (quoting United States v. New Mexico, 455 U.S. at 735).
93. Id. at 1367.
94. 459 U.S. at 397. See 108 S. Ct. at 1367-68; see also Memphis Bank & Trust Co. v.

Garner, 459 U.S. 392 (1983) (in effect acknowledging that a holder of federal bond interest
may constitutionally be taxed on the interest by a state).
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not directly tax the states, but merely taxes the bondholder.9 Thus, any
increased costs to the states in "implementing the registration system are
not 'taxes' within the meaning of the tax immunity doctrine."' Addition-
ally, section 310(b)(1)'s nondiscriminatory character is bolstered in that it
applies to all bonds: federal, state, or private." With Pollock effectively
overruled by subsequent case law, Justice Brennan concluded that the
removal of the federal tax exemption for unregistered state bonds does
not violate the intergovernmental tax immunity doctrine.'s

C. Concurrences and Dissent

Although concurring with the majority's opinion, Justice Stevens re-
ferred to his opinion in South Carolina v. Regan," in which the Court
decided to exercise its original jurisdiction, as being dispositive well
before Garcia was decided."0 In Regan, Stevens disposed of the intergov-
ernmental immunity issue by pointing out that the sixteenth amendment
clearly gives Congress the power to lay taxes from whatever source. 1' He
cited prior cases that also rejected the theory that Congress cannot tax
interest earned on state bonds. 2 In New York v. United States,1s the
Court utilized a test under which the determinative issue was whether
"'a non-discriminatory tax unduly interferes with the performance of the
State's functions of government.' "1" In SRA, Inc. v. Minnesota,'01 the
Court held that governmental immunity does not exist when the federal
government taxes a private party and incremental costs fall on the
state.106 Justice Stevens compared the burden on the state with the bene-
fits flowing to the federal government. 1'0 He concluded that section
310(b)(1) did not directly tax South Carolina and that the state's in-
creased costs amounted to only a mere one-fourth of one percent increase

95. 26 U.S.C. § 103(b)(1) (1982).
96. 108 S. Ct. at 1368. See generally United States v. Mississippi Tax Comm'n, 421

U.S. 599, 606 (1975) (describing tax as an enforced contribution for the support of
government).

97. 108 S. Ct. at 1368 (citing 26 U.S.C. § 103 (1982)).
98. Id.
99. 465 U.S. 367, 403 (Stevens, J., concurring in part & dissenting in part).

100. 108 S. Ct. at 1369 (Stevens, J., concurring).
101. 465 U.S. at 406.
102. Id. at 412-14. See New York v. United States, 326 U.S. 572 (1946); SRA, Inc. v.

Minnesota, 327 U.S. 558 (1946).
103. 326 U.S. 572 (1946).
104. 465 U.S. at 413 (quoting New York v. United States, 326 U.S. at 588).
105. 327 U.S. 558 (1946).
106. 465 U.S. at 413-14 (citing SRA, Inc., 327 U.S. at 570).
107. Id. at 415-17.
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in interest paid.108 This inconsequential burden on the state stands in
sharp contrast to the substantial benefits that flow to the federal govern-
ment.109 Stevens also noted that the federal government bears the same
burden that it imposes on the states.110 Since the Constitution gives Con-
gress the power to lay taxes,"1 the tenth amendment, therefore, is not
applicable to this case because it only applies to powers not given to the
United States by the Constitution." 2

Justice Scalia concurred in the Court's judgment and in its opinion,
except to disagree with the majority's opinion on the tenth amendment
issue.1 3 Scalia was concerned that the Court's opinion cast unnecessary
doubt on FERC.11" The majority, however, distinguished FERC from the
instant case.'1 The Court found FERC inapplicable to section 310(b)(1)
because FERC involved a federal statute in a pre-emptible field that
sought to "influence the manner in which states regulate private parties"
as opposed to section 310(b)(1) that does not affect the state's relation
with private parties."' Justice Scalia also believed the Court misde-
scribed Garcia by holding that the state's only protection lies in the polit-
ical process.'1 7 Instead, he found that Garcia did not identify "'what af-
firmative limits the constitutional structure might impose on federal
action affecting the states . , "118

Chief Justice Rehnquist concurred only in the judgment, believing that
the Court had addressed unnecessary issues. " According to Rehnquist,
the Court should have first inquired into the Act's effect on the state.2 If
the impact is de minimis, then the Court should not even consider the
merits of the case.12' Rehnquist relied on the Special Master's Report'22

to find that section 310(b)(1) would not substantially affect the state's
borrowing power.1 2

3 He relied on National League of Cities' in which
the Court held that Congressional action is misused only if it "directly

108. Id. at 415.
109. Id. at 416-17. See supra note 22.
110. 465 U.S. at 417.
111. U.S. CONST. art. I, § 8; U.S. CoNsT. amend. XVI.
112. 465 U.S. at 418.
113. 108 S. Ct. at 1369.
114. Id.
115. Id. at 1361.
116. Id.
117. Id. at 1369.
118. Id. (quoting Garcia, 469 U.S. at 556) (emphasis added).
119. Id. at 1369-70.
120. Id. at 1370.
121. Id.
122. Report of Special Master at 118.
123. 108 S. Ct. at 1370.
124. 426 U.S. at 833.
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displace[s] States' freedom to structure integral operations in areas of
traditional government functions.""' According to Rehnquist, the Court's
analysis of the tenth amendment and FERC was inappropriate because
the states are only incidentally affected by the federal government's taxa-
tion of privately held bearer bonds.' 2

Justice O'Connor was the sole dissenter.' Dissenting from the Court's
decision to overrule Pollock," Justice O'Connor argued forcefully that
the tenth amendment and the principles of federalism inherent in the
Constitution render section 310(b)(1) unconstitutional. "  Justice
O'Connor perceived the Court as a protector of the legitimate state inter-
ests from actions by the federal government. 30 In her opinion, the Court
failed in its role because it refused to inquire into the possibility of sub-
stantial adverse consequences to the states.' Justice O'Connor found
that section 310(b)(1) results in the states paying twenty-eight to thirty-
five percent more interest on taxed bonds.13 2 The majority opinion, how-
ever, explained that the states will pay the increased interest only if they
continue to issue bearer bonds.' As Justice Rehnquist pointed out, if
states issue registered bonds, the effect is insignificant.134 Agreeing with
Justice Rehnquist, Justice O'Connor believed that the determinative test
should be whether the intrusion on governmental immunity substantially
affects government operations, but she, unlike Justice Rehnquist, inter-
preted the Special Master Report to show section 310(b)(1) has a sub-
stantial affect on the state's ability to borrow money."' She did not agree
with the Court that a tax does not violate the intergovernmental immu-
nity doctrine if it is merely nondiscriminatory and is not imposed directly
on the states. " Outraged over the Court's failure "to enforce the consti-
tutional safeguards of state autonomy and self-sufficiency that may be
found in the Tenth Amendment and Guarantee Clause as well as in the
principles of federalism implicit in the Constitution," Justice O'Connor
saw section 310(b)(1) as a threat to the future of state sovereignty.1 37

125. 108 S. Ct. at 1370 (quoting National League of Cities, 426 U.S. at 852).
126. Id.
127. Id. (O'Connor, J., dissenting).
128. Id. at 1362.
129. Id. at 1370.
130. Id. at 1371.
131. Id.
132. Id.
133. Id. at 1360.
134. Id. at 1370.
135. Id. at 1371.
136. Id. at 1371-72.
137. Id. at 1372.
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IV. ANALYSIS

A. Tenth Amendment

In the ninety-three year period following the decision in Pollock, the
shape of the American political landscape has changed dramatically. The
Court in Garcia implicitly recognized that the burgeoning federal govern-
ment could not be restrained from regulating state activity in areas tradi-
tionally reserved for states "through judicially defined spheres of unregul-
able state activity. '" 8 The Court envisioned a political dialogue when it
held that the tenth amendment provides structural, not substantive, lim-
its upon congressional authority and that states must seek shelter from
congressional regulation in the national political process.3 9

Access to the political process is the principal internal safeguard that
"ensures that laws that unduly burden the States will not be promul-
gated."1 0 Justice Brennan, however, left open the possibility that "some
defect," which the Court has yet to define, "in the national political pro-
cess might render Congressional regulation invalid under the Tenth
Amendment" ' and force Congress to adequately consider the substan-
tive basis for its legislation. 2 Even though the Court failed to articulate
what constitutes a breakdown in the political process, it implied the nec-
essary nexus hinges on the state being singled out so that it is "politically
isolated and powerless. 1 4 3 The Court in Baker justifiably relied on the
principle that the structure of our federalist system supplies the states
with an adequate remedy through the constitutionally created political
process.144 Indeed, as a result of the Court's decision in Garcia, the demo-
cratic process moved Congress to modify the offensive law.' 5

The Baker majority correctly repudiated South Carolina's allegation
that "[t]he Congress of the United States has no power whatsoever to
impose an income tax upon interest paid by South Carolina to its lend-

138. Id. at 1360.
139. Id.
140. 469 U.S. at 556.
141. 108 S. Ct. at 1360.
142. Id.
143. Id. at 1361. Cf. United States v. Carolene Prods. Co., 304 U.S. 144 (1938). ".

prejudice against discrete and insular minorities may be a special condition, which tends
seriously to curtail the operation of those political processes ordinarily to be relied upon to
protect minorities and which may call for a correspondingly more searching judicial in-
quiry." Id. at 152 n.4.

144. See generally J. CHOPER, JUDICIAL REVIEW AND THE NATIONAL POLITICAL PROCESS
175-80 (1980); Wechsler, The Political Safeguards of Federalism: The Role of the States in
the Composition and Selection of the National Government, 54 COLum. L. REV. 543 (1954).

145. See Fair Labor Standards Amendment of 1985, Pub. L. 99-150, 99 Stat. 787 (1985)
(codified as amended at 29 U.S.C. § 207 (1985)).
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ers"'"e as inconsistent with the explicit language of the Constitution. Arti-
cle I, section 8 of the Constitution commissions Congress with the "Power
to lay and collect Taxes," and the sixteenth amendment removes any am-
biguity as to the power's plenary nature. 7 Both South Carolina's charge
that Congress had acted on insufficient and unsupported evidence and
the NGA's novel argument that section 310(b)(1) impermissably com-
mandeers the state government's administrative and legislative processes
withered under a rationality analysis. 48 Justice Brennan perhaps too per-
functorily noted "... . nothing in Garcia or the Tenth Amendment autho-
rizes courts to second-guess the substantive basis for Congressional legis-
lation.."' 4 An inevitable consequence of any federal regulation, however,
is that the regulation may require the state to act both legislatively and
administratively in complying with the standard. 150

B. Intergovernmental Tax Immunity

At this point it is helpful to summarize the current state of the modern
intergovernmental immunity doctrine. First, a tax cannot be directly lev-
ied upon the states."' The Court affirmed its rejection of the theory that
a tax on income is a tax on its source."2 Section 310(b)(1) imposes a tax
directly on the state bond holders and any increased cost to the state is
but a normal incident of carrying out its operations." The fact that state
governments indirectly bear the full financial burden of the tax does not
bring the registration requirement within the scope of the tax immunity
doctrine.'" The Court's logic justifiably rests on its inability to distin-
guish between increased costs to the state resulting from a tax placed on
the income of state government contractors'" or state officials,'" and
government bond holders.

The second requirement of the modern intergovernmental immunity is
that the tax not discriminate against those doing business with the state
or federal government."17 A tax on those contracting with another govern-
ment is constitutional even though that government bears the full eco-

146. Complaint 9.
147. 465 U.S. at 418 (Stevens, J., concurring in part & dissenting in part).
148. 108 S, Ct. at, 1361.
149. Id.
150. See generally EEOC v. Wyoming, 460 U.S. 226, 253-54 & n.2 (1983).
151. 108 S. Ct. at 1366.
152. Id. at 1365.
153. Id.
154. Id. at 1368.
155. James v. Dravo Contracting Co., 302 U.S. 134 (1937).
156. Graves v. New York ex rel. O'Keefe, 306 U.S. 466 (1938).
157. 108 S. Ct. at 1365.
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nomic costs of taxation.1 8 Section 310(b)(1) does not discriminate against
the states. The principal aim of section 310(b)(1) was to have all state,
federal, and private long term bonds issued in registered form.1" By re-
pealing the exemption for interest earned on unregistered state bonds,
Congress merely removed the inequality between state and corporate
bond interest. 160

V. CONCLUSION

The Court should not have reached the tenth amendment question be-
cause of section 310(b)(1)'s de minimis impact upon the purpose for
which states borrow funds and the ability of states to raise capital.' The
Court should have limited its decision to the intergovernmental tax im-
munity analysis by holding that passage of the sixteenth amendment and
subsequent case law effectively overruled the Pollock burden theory.
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158. Id.
159. Id. at 1368.
160. Id.
161. Id. at 1369-70.
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