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Supreme Court Asked To Address State Taxation Of Bonds Issued By Other States

The United States Supreme Court has been asked to hear
a case dealing with the manner in which states impose
their income tax on bonds issued by other states or instru-
mentalities of other states. Depending upon the outcome,
the case could impact the state tax liability of a substantial
number of taxpayers. The State of Kentucky does not
impose its income tax on the interest income from bonds
issued by Kentucky or its political subdivisions, but does
tax interest income on bonds issued by other states or their
political subdivisions. This is a pattern followed by virtually
all states that impose an income tax, including California
and New York.

In Davis v. Kentucky, the Kentucky Court of Appeals held
that exempting interest income from its own bonds but
taxing the interest income from bonds issued by sister
states is prohibited by the Commerce Clause of the United
States Constitution (Article |, Section 8). The Commerce
Clause gives the Congress the exclusive power to regulate
commerce among the states. It has also been interpreted
as prohibiting the states from enacting laws, including tax
laws, that discriminate against interstate commerce. This
aspect is referred to as the “dormant” commerce clause
and as applied to state taxation, means that a state may
not tax a transaction in interstate commerce more heavily
than it would tax the same transaction if it occurred entirely
within the state’s borders.

The Kentucky Supreme Court declined to review the case
so the Kentucky Department of Revenue filed a petition for
certiorari, in which it has asked the United States Supreme
Court to review the case. Because a Court of Appeals

in Ohio has previously held that exempting interest from
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their bonds but taxing interest on another state’s bonds is
permitted under the Commerce Clause, there is a good
chance that the Supreme Court will accept the case to
resolve the conflict.

If the Supreme Court determines that this system of taxa-
tion does violate the Commerce Clause, taxpayers in many
states may be entitled to receive refunds of state taxes
paid in prior years, for those years that are still open under
the applicable statute of limitations. In California the stat-
ute of limitations for individuals seeking a refund of taxes
paid is the latest of: i) four years from the original due of
the return without extensions; ii) four years from the date
the return was actually filed if filed by the due date with ex-
tensions; or iii) one year from the date the tax was actually
paid. In New York it is the latest of: i) three years from the
original due date of the return without extensions; ii) three
years from the date the return was actually filed if filed by
the due date with extensions; or iii) two years from the date
the tax was actually paid.

What Should You Do?

The statute of limitations for an individual claiming a refund
in California for taxes paid attributable to the 2002 tax year,
and in New York for the 2003 tax year, will close as early
as April 17, 2007 for those individuals who filed on time

or early. If you paid significant state income tax in these
years attributable to bonds issued by other states or their
political subdivisions, you should consider having your
accountant file a protective refund claim before April 17, or
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the date otherwise determined to be applicable. You will
have time to address subsequent years after the Court
issues it decision.

Other types of taxpayers and taxpayers on a fiscal year
may have different dates by which a claim for refund must
be filed. Regular corporations (C corporations) in Califor-
nia and New York must pay tax on all of their state bond
income, so this is not an issue for them.

A finding by the Court that the tax system is unconstitu-
tional could be a mixed result for taxpayers. One way for
states to cure the problem would be to impose tax on the
interest income from their own bonds as well. Of course,
this will increase the state’s cost of issuing bonds. In Cali-
fornia, the prohibition against imposing tax on California
bonds is contained in the state’s constitution so a constitu-
tional amendment would be required in order for California
to impose income tax on its own bonds.

We will publish another Client Alert when this issue is
resolved. In the interim, please do not hesitate to contact
us should you have any questions.

If you received this alert from someone else and would like to
be added to the distribution list, please send an email to
alerts@loeb.com and we will be happy to include you in the
distribution of future reports.

This alert is a publication of Loeb & Loeb and is intended to provide

information on recent legal developments. This alert does not create
or continue an attorney client relationship nor should it be construed
as legal advice or an opinion on specific situations.

Circular 230 Disclosure: To ensure compliance with Treasury
Department rules governing tax practice, we inform you that
any advice contained herein (including any attachments) (1)
was not written and is not intended to be used, and cannot be
used, for the purpose of avoiding any federal tax penalty that
may be imposed on the taxpayer; and (2) may not be used

in connection with promoting, marketing or recommending to
another person any transaction or matter addressed herein.
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