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DAVIS V. MICHIGAN AND ITS IMPACT ON STATE FINANCES

Douglas L. Sbertoli

The fiscal and political shockwaves have been
particularly severe for Virginia, the state with the
highest percentage of retired federal employees
In Davis v. Michigan, the United States Supreme in its population. The cost to Virginia alone was
Court invalidated a state tax system that favored initially estimated to be $150 million annually if
retired state and local government employees over tax revenues from federal retirees were foregone
al together. All affected
retired federal and military
states may collectively lose
pensioners. The invaliThe revenue loss
over $400 million in annual
dated system imposed a
to state budgets resulting from the tax revenue if full tax relief
discriminatory tax upon
federal retirement benefits Davis decision will almost certainly is extended to the retirement income of federal
by exempting the pension
be felt for the next several years,
income of state and local
pensioners, and the total
and may prompt state income tax
government workers from
price tag could easily exincreases to recoup the loss.
ceed $1 billion over the next
taxation.
Tremors from the
few years if all federal reDavis decision have shaken state governments tirees in the United States are entitled to a tax reacross the country. Nearly half of the states taxed fund of unlawfully collected money.
government retirement benefits in a way similar
Faced with such huge potential costs, state
to the method declared unlawful by the Supreme legislatures have struggled to find a politically acCourt. Consequently, each affected jurisdiction ceptable solution that minimizes the fiscal damfaced the loss of tax revenues unlawfully collected age to their budgets. This News Letter reviews the
from federal retirees. To further complicate circumstances of the Davis case and traces its rematters, affected jurisdictions may also have to percussions up to the present, when the Supreme
refund tax money collected from retired federal Court is preparing to render another important
decision that will address the tax refund issue.
employees in the past.

Mr. Sbertoli is an attorney with the firm of Williams, Mullen,
Christian & Dobbins in Richmond, Virginia.
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Davis v. Michigan

Virginia has the
highest relative share
of federal retirees
among the twentyfour states affected
by Davis.

...

The multi-million dollar impact
of the Davis decision contrasts
with its humble beginnings and
the relatively meager financial
benefits it bestowed upon the
original litigant. Paul S. Davis,
a retired Securities and Exchange
Commission attorney and administrative la w judge, initiated the
litigation on his own behalf in
1984, after Michigan denied his
tax refund request for each of the
years 1979 through 1984. Five
years-later, his victory in the
United States Supreme Court
entitled Davis to a tax refund of
$4,299 and may ultimately save
him an estimated $800 a year in
state income taxes.

Background
Davis paid state income tax on his
federal retirement benefits according to the applicable provisions of the Michigan Income Tax
Act. 1 The Michigan tax system
exempted from taxation all retirement benefits paid by Michigan
or its political subdivisions to retired government employees
without extending similar treatment to retired federal workers.
Davis argued that the inconsistent
tax treatment of retirement benefits violated federal law. Davis
looked to the Public Salary Tax
Act of 1939 to support his position. The operative provision
cited was 4 U.S.C. §111, which
permits other jurisdictions to tax
federal employees, but only if
"the taxation does not discriminate against the officer or employee because of the source of
payor compensation."2
Davis also attacked the
Michigan taxation scheme on
constitutional grounds, arguing

Mich. Compo Laws Ann. §206.30(1)(D
(Supp. 1988).

3 160Mich.

Ch. 59, §4.53 Stat. 575, Codified as
Amended, at 4 U.S.C. §111.

4

1

2

that the doctrine of intergovern- only if the tax satisfies certain conmental tax immunity rendered ditions previously articulated by
the state's discriminatory tax the Supreme Court, including the
treatment of federal retirement requirement that the tax does not
benefits unconstitutional.
discriminate against interstate
Both the Michigan Court of commerce. s
Claims and the' Michigan Court
On its face, the Michigan
of Appeals rejected these argu- tax statute discriminated against
ments. The Michigan courts rea- income earned by retired federal
soned that 4 U.S.C. §111 applies employees in the course of interonly to federal "employees" and state commerce. However, it has
that Davis was an "annuitant" never been clear whether the prorather than an "employee" since hibition against state taxes that
he had retired from government discriminate against interstate
service. The Michigan Court of commerce is absolute, or whether
Appeals It-imately -oficluded -it perm-it-s taxe that are diseiimi- - that §111 "has no application to natory but designed to promote
[Davis], since [he] cannot be legitimate state goals.
considered an employee within
Davis appealed the decithe meaning of that act.,,3
sion of the Michigan Court of
The Michigan Court of Ap- A ppeals to the United States
peals likewise refused to accept Supreme Court, arguing that the
the contention that the constitu- discriminatory impact of the tax
tional doctrine of intergovern- statute upon retired federal emmental tax immunity invalidated ployees violated the principle of
the state's discriminatory treat- intergovernmental tax immunity
ment of government retirement implicit within the United States
benefits. The court determined Constitution. The Court acknowthat the state's interest in "attract- ledged the presence of the constiing and retaining ... qualified em- tutional issues Davis raised by
ployees" was a "legitimate state agreeing to review the Michigan
objective which is rationally decision.
achieved by a retirement plan
offering economic ind ucement.,,4
Supreme Court Decision
The Michigan statute was declared constitutional based upon On March 28, 1989, the United
this reasoning.
States Supreme Court delivered
its opinion in the Davis case. 6 The
Constitutional Challenge
Court reversed the judgment of
to State Tax Laws
the Michigan Court of Appeals
with an eight-to-one decision.
A state's ability to levy taxes on The majority opinion, written by
income is limited by the Com- Justice Kennedy, concluded that
merce Clause of the United States the Michigan tax was unlawfully
Constitution (Article I, Section 8). discriminatory. The majority
Under a restriction sometimes re- chose to invalidate the tax statferred to as the "dormant com- ute based upon principles of
merce clause principle," state tax intergovernmental tax immunity,
statutes that interfere with inter- rather than the anti-discriminastate commerce may be declared tion prong of the Commerce
unconstitutional. States are per- Clause test that is typically used
mitted to tax interstate commerce to analyze state taxation systems.

2

App. 98 at 104,408 N.W.2d

433 at 435.

Id. at 105, 408 N.W.2nd at 436.

5

Complete Auto Transit v. Brady, 430

u.s. 274, 179(1977).
6

489 U.S. ~ 103 L.Ed 2d-891 (1989).
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The Court first add ressed
the statutory basis for Davis's
claim. The majority opinion
summarily rejected Michigan's
contention that 4 U .S.C. §111
applies only to current federal
employees and not retired federal
workers. Suggesting that Michigan was advancing a strained and
tortured reading of an unambiguous federal statute, the Court had
no difficulty concluding that
federal retirement benefits constitute deferred corn pensation
from actual past years of governme servic and t a suc i come was earned as a federal
employee and subject to the clear
language of §111.
However, the Court concluded that the applicability of
§111 to federal retirement benefits
was not necessarily the decisive
issue in determining the validity
of the Michigan tax. According
to the Davis Court, the scope of
the immunity granted or retained
by the statutory nondiscrimination clause must be resolved by
reference to the constitutional
doctrine of intergovernmental tax
immunity. In its contemporary
form, this doctrine bars taxes that
are imposed directly on one
sovereign government by another, or that discriminate against
a sovereign government or those
with whom it deals. The Davis
Court cone uded that the retention of immunity in §111 is
coextensive with the prohibition
against discriminatory taxes
embodied in the modern constitutional doctrine of intergovernmental tax immunity.

Arguments in the Case
Michigan's tax system indisputably discriminated against retired
federal employees by favoring
retired state and local government workers with a tax exemption for retirement benefits that
was denied federal pensioners.

that Michigan had a rational basis
for imposing such a tax.
Michigan also took the position that the differences in the
value of the retirement benefits
paid to the two classes of taxpayers justified the inconsistent tax
treatment imposed upon them.
The Court acknowledged that in
certain instances federal retirement benefits were more generous than those granted to state
and local government retirees.
However, the Court held that the
purported economic difference
was not significant enoug to
justify the discriminatory tax exemption to state and local government workers, since tax relief
truly intended to account for
differences in retirement benefits
would do so on the basis of the
amount of benefits received,
rather than the source of the
income.
Based upon this reasoning,
the Court held that the Michigan Income Tax Act violated principles of intergovernmental tax
immunity by favoring retired
state and local government
employees over retired federal
employees. Michigan conceded
that Davis was entitled to a tax
refund if the Court determined
the tax was invalid, but remained
silent as to the impact such a
decision would have on other
taxpayers.
The response to the judicial
mandate for equal treatment was
left to Michigan, since it is not the
role of the judicial branch to
impose remedies for unlawful
statutes upon the states. However, the Court noted that equality can be realized by the
withdrawal of benefits from the
favored class as well as by extension of benefits to the excluded
class. Consequently, states
affected by the Davis decision can
7 See, Phillips, 361 U.S. at 387; Memresolve the constitutional issue by
phis Bank & Trust Co. v. Garner, 459 u.s.
392, 397, and n. 7 (1983); Moses Lake
extending the tax benefits availHomes, Inc. v. Grant County, 365 U.s.
able to retired state and local
744 (1961); Dobbins v. Commissioners of
governmen t workers to retired
Erie County, 16 Pet. 435 (1842).

However, Michigan argued that
its tax statu te could not be invalidated based upon the constitutionallaw principle of intergovernmental tax immunity because:
(1) federal employees are not
entitled to claim the protection of
the intergovernmental tax immunity doctrine; and (2) the inconsistent tax treatment of federal
and state government employees
is justified by meaningful differences between the two classes of
taxpayers.
Michigan correctly argued
at the primary purpose of t e
intergovernmental tax immunity
doctrine is to protect sovereign
governments, not individuals.
However, the Supreme Court
held that this fact alone does not
preclude individuals who are
subjected to discriminatory taxation as a result of their dealings
with the federal government from
receiving the protection of the
doctrine. The Court declined to
depart from long-standing precedent supporting this position?
The Court likewise rejected
Michigan's justifications for the
discriminatory tax treatment of
retired federal workers. The "significant differences" between the
two classes of taxpayers offered
by Michigan to justify its discriminatory tax system were not persuasive to the Court. Michigan
argued that the tax exemption for
state retirement benefits helped
the state attract and retain quality employees. However, the
Court reasoned that the mere
presence of a state interest in
adopting a discriminatory tax, no
matter how substantial, does
nothing to demonstrate that there
are significant differences between the two classes of taxpayers, although it does demonstrate

3
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In 1990 a worsening
state budget situation prompted the
General Assembly to
eliminate some of the
tax benefits it had
extended to retirees
less than one year
earlier.

federal employees (or all retired
employees), by eliminating the
tax benefit formerly extended to
retired state and local government workers, or by selecting a
co:qtpromise position between
these extremes.

Impact of Davis on State
Finances
A report released by the National
Conference of State Legislatures
on August 9, 1989, indicated that
twenty fGur states were affected
by the Davis decision. 8 Although
Davis took many of those states
by surprise, by now almost all of
them have passed legislation to
conform their tax systems to the
judicial mandate.
The legislatures of these
states have been forced to wrestle
with financial and budgetary issues arising in connection with
the unanticipated loss of future
tax revenues from federal retirees. States may even be obligated
to refund tax money unlawfully
collected from federal retirees in
pas t years. Sta tes affected by
Davis may potentially forego an
aggregate amount estimated to
exceed $400 million ann ually in
lost future tax revenues as a result of the decision. Elected officials in all the affected states
have been faced with the political ramifications of the Davis
mandate as well, since a tax
change that extends relief to one
group of taxpayers will result in
a revenue loss that must be absorbed at the expense of other
groups, either in the form of
higher taxes or fewer services
provided by the state.
Alaoama, Arizona, Arkansas, Colorado, Georgia, Iowa, Kentucky, Louisiana, Michigan, Mississippi, Missouri,
Montana, New Mexico, New York,
North Carolina, North Dakota, Oklahoma, Oregon, Rhode Island, South
Carolina, Utah, Virginia, West Virginia,
Wisconsin.

8

4

The impact of Davis upon
the affected states varied substantially, depending upon several
demographic and economic
variables. The number of retired
federal workers within the population of each state is a significant
factor in the impact analysis,
along with the relative value and
importance of the tax revenues involved to state finance. The
National Conference of State
Legislatures report indicated that
fifteen of the affected states have
a federal retirement population
at or above the national average
of 14 per 1,000. Ironically, Michigan has the lowest relative share
of any affected state, with 5 federal retirees per 1,000; it anticipates a possible annual revenue
loss of only $5 to $8 million from
the decision. On the opposite end
of the spectrum, Virginia, with 33
per 1,000, has the highest relative
share of federal retirees.

Virginia's Response
It is not surprising that Virginia
was one of the first states to respond to Davis, due to the magnitude of the impact of the Supreme
Court's decision on state finances.
Virginia has an estimated 112,500
federal government retirees and
approximately 80,177 retired military personnel residing within its
borders. 9 The Commonwealth's
tax treatment of government
retirement benefits was in many
ways similar to the Michigan
statute that was declared unlawful by the Supreme Court.
The discriminatory Virginia tax
statute had been in place for
nearly half a century. Before
legislative action was undertaken
in response to Davis, Virginia law
exempted the retirement income
of officers and employees of the
Commonwealth from state
9

Washington Post, Mar. 29, 1989.

taxation, without extending similar tax benefits to federal or
military retirees. IO
Virginia officials initially
estimated that if federal retirement benefits were exempted
entirely from state taxation, the
revenue loss to the state treasury
would be approximately $150
million annually. Subsequent
studies placed the figure between
$90 and $110 million. This total
would balloon by an additional
amount, initially estimated to be
as high as $370 million, if Virginia
is 0 b iga e to re un axes 0 lected from retired federal employees during each of the years
1985 through 1988, the three-year
statute of limitations for tax refund claims. Current estimates
place the potential cost of the
refund obligation at $400 million.

1989 Special Legislative Session
On April 3, 1989, shortly after the
Davis decision was rendered,
then -Governor Gerald L. Baliles
called the Virginia General Assembly into an emergency special
session to address the finance
issues raised by Davis. State lawmakers were faced with a difficult
and unenviable choice: either tax
the pension income of state and
local retirees, or exempt federal
benefits from state tax. Alternatively, the General Assembly
could take on the equally arduous
task of formulating a compromise
solution that was both fiscally and
politically palpable.
State la wmakers at the
special session addressed a wide
range of options to resolve the
Davis issues. Virginia could have
avoided any future tax reven ue
loss altogether by fully taxing the
pensions of state and local
government employees. However, the General Assembly has
historically been reI uctant to
10 Va. Code §58.1-322(c)(3) (Supp.
1988).
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impose taxes on state and local during the following three years.
retirees, since their compensation The first-year cost was estimated
and employment benefits are less to be approximately $70 million,
generous than those received by with an anticipated total cost of
their federal counterparts. Al- $165 million over the next two
though it was suggested that an fiscal years.
increase in the retirement benefits
1990 Regular Legislative Session
available to state and local retirees
would address this historic concern, imposing a full tax on such In 1990 a worsening state budget
individuals was not politically situation prompted the General
feasible during an election year Assembly to eliminate some of
in which the governorship and the tax benefits it had extended
all seats in the legislature were to retirees less than one year
earlier. The two-year cost of the
open.
T e a l sse
y was 1989 Ie islation, initially estilikewise unwilling to swallow the mated at $165 million, had balhole in the state budget that looned in subsequent estimates
would result from completely ex- to $235 million. Six bills were
cluding federal retirement bene- introd uced in the 1990 regular
fits from state tax. Bestowing a session to change the tax treattax benefit on one class of taxpay- ment of retirement income, and
ers creates a politically sensitive ultimately two were adopted
situation by appearing to favor (House Bill No. 1116 and Senate
one group at the expense of Bill No. 250). Through these bills,
others. In a scene that was to be lawmakers cut approximately
repeated in other state capitols $116 million from the tax break
across the country, lobbyists and extended to retirees during the
special interest groups converged special session.
on Virginia lawmakers to proThe pension tax exemption,
mote their respective positions as modified by the 1990 General
regarding the proposed changes Assembly, still provides some
to the Old Dominion's tax system. state tax relief to those on fixed
Given the political dynam- retirement incomes. Under the
ics surrounding the issues, it is new plan, all taxpayers age 65 and
not surprising that the legislators older are now entitled to exclude
reached a compromise. The Gen- $12,000 of retirement income
eral Assembly established a par- from state tax, regardless of its
tial state ta exclusion for all re- source. However, social security
tirees in bot the private and the and railroad retirement income
public sector, and eliminated dis- will no longer be excludable.
criminatory provisions in other Retirees age 62 to 64 are still
state tax statutes.
entitled to a $6,000 exemption
This legislation, effective under the new legislation, but the
January 1, 1989, provided equal tax break was eliminated altotreatment of pension income for gether for retirees younger than
all public or private retirees age 62. This tax system is effective
55 or older. A full exclusion was for tax years beginning on or after
to be allowed for pension income January 1, 1990.
less than $16,000, excluding SoProponents of the reduccial Security benefits. For pen- tion argued that it was a necession income ranging from $16,001
sary reactio n to the decrease in
to $40,000, the exclusion was anticipated revenue in the next
based on a sliding scale provision, two years. Fear of softening ecodecreasing by $1 for each $3 in- nomic conditions and projections
crease in pension income. The that state revenue may fall some
program was set to be phased in $267 million short for the coming

biennium generated bipartisan
interest in belt-tightening measures. In fact, voter recognition
of the state budget concerns permitted lawmakers from districts
with sizable populations of
federal pensioners to support the
change with a minimum of
opposition.

State Responses Nationwide
Nearly all of the states affected
by Davis have acted to comply
with the Supreme Court's adate for equal tax treatment of
retired government employees.
The swiftness of the response depended upon the extent of the
decision's impact on the state
budget and the ease with which
lawmakers could be brought together to discuss the issues. According to the National Conference of State Legislatures report,
most of the states that had acted
prior to the release of that report
on August 9, 1989, did not choose
to excl ude federal retiree income
fully from taxation, but instead
chose to adjust or repeal the tax
preferences previously in place
for retired state and local government workers.
Michigan, New York,
North Dakota, West Virginia, and
Wisconsin responded to Davis by
extending existing tax preferences to federal retirees. Arizona,
Georgia, North Carolina, Oregon,
South Carolina, and Utah repealed their tax exclusions for
state retirement benefits, but
increased the benefits available
to state pensioners. The removal
of the tax exem ption for state and
local government workers has
spawned litigation in North
Carolina, where a class action suit
was commenced in February
1990, arguing that this tax change
constituted a breach of contract
between the state and its em ployees. In Oregon, a citizens group
successfully circulated a petition
tha t will require a referendum on

5

THE UNIVERSITY OF VIRGINIA NEWS LETTER

the pension tax legislation in the
November 1990 general election.
Colorado, Iowa, Missouri,
Oklahoma, and Virginia revised
their tax codes to provide a limited exclusion for all retired government workers. Most of the
other states have likewise taken
a compromise position establishing a partial exclusion for both
state and federal retirees.

Tax Refunds to Federal Retirees

6

Although almost all of the affected states have already acted
legislatively to cure the tax system defects identified by Davis,
the issue of retroactive relief to
federal retirees has, for the most
part, been left unresolved. Once
a state tax is struck down on
constitutional principles, it is
unclear what remedies are available to injured taxpayers.
Retired federal employees
have responded to Davis by actively seeking a tax refund from
states that collected money from
them in the past in the manner
proscribed by the Supreme Court
as unlawfully discriminatory.
The National Association of Retired Federal Employees, the
union representing the in terests
of retired federal employees,
launched a publicity campaign
about the refund rights that may
be available to the affected federaI retirees. In Virginia, thousands of federal retirees have filed
amended tax returns seeking
refunds for the years 1985-1988.
The total refund liability of
each state is limited by its statute of limitations. Even though
state tax refund claims are generall y limited to the previous
three to seven tax years, depending upon the jurisdiction, the cost
of such a refund obligation would
nevertheless be substantial. In
Virginia it was initially estimated
that the payment of tax refunds
to federal retirees for money

collected within the state's threeyear statute of limitations could
cost as much as $370 million. The
estimated cost to Virginia has
subsequently increased to $400
million. No other state is subject
to a financial burden of this
magnitude. In the aggregate,
however, a refund to -all of the
910,000 federal retirees in the U.S.
would cost an estimated $1 billion or more.
Because of this enormous
impact of refund obligations on
state budgets, lawmakers and tax
officials have been reluctant to
recognize the refund claims. The
majority of the affected states,
including Virginia, have taken the
position that they are not liable
for retroactive tax refunds. In his
speech to the special session of
the General Assembly on April
24, 1989, Governor Baliles argued
that Virginia taxpayers should
not be penalized for relying upon
the constitutionality of a state income tax structure that had been
in place and unchallenged for
nearly half a century. The reasoning of the other states appears
likewise premised on the theory
that any relief from unconstitutional taxation by state governments should be prospective only
and not retroactive.
To challenge this stance,
litigation initiated by federal retirees has proliferated in the state
court systems. Missouri was the
first state subject to a judicial obligation to issue retroactive refunds to federal retirees as the
result of a May 25, 1989, Missouri
Supreme Court decision. ll The
Missouri justices concluded by a
six-to-one margin that monetary
retribution must be made to the
state's approximately 65,000
federal retirees for taxes levied
from 1985 through 1988. This
obligation will cost Missouri an
estimated $160 million and will
11 Hackman v. Revenue Commission, 771
S.W. 2d 77 (1989).

cover the three-year period stipulated in its tax refund statute of
limitations. A petition prepared
by Missouri requesting the
United States Supreme Court to
review this decision was denied. 12
Federal annuitants in Missouri
have already begun to receive
refunds.
In another case, an Arizona
state tax court held that federal
annuitants were entitled to a refund on taxes determined to be
unlawful by the United State Supreme Court. 13 However, the
amoun 0
is
u
r
in
in dispute. An Arkansas state
court has also required tax refunds to be distributed to federal
retirees. 14 The cost of the Arkansas refund obligation is anticipated to total over $8 million. The
issue is pending before other state
courts as well.

Virginia Tax Refund Litigation
On May 31,1989, a consolidated
suit was filed in the state circuit
court in Richmond on behalf of
250 federal annuitants seeking a
tax refund from the Commonwealth. The case was ultimately
heard in the Alexandria Circuit
Court on February 2, 1990. The
Virginia Department of Taxation,
represented by the State Attorney
General's Office, argued that even
though the tax levied was unconstitutional, the Davis decision
should be applied prospectively
rather than retroactively. Alternately, the Commonwealth argued that even if Davis is applied
retroactively, the availability of
refunds is discretionary, not
mandatory.

Missouri Director of Revenue v. Hackman, U.S. Sup.Ct., No. 89-433, Jan. 8,
1990.
13 Hohn v. Arizona Department of Revenue, Ariz. Tx.Ct. No. TX 89-DOO50, Aug.
14, 1989.
12

Bosnic v. PLedger, Pulaski County
Chancery, No. 89-1451, Nov. 1, 1989.
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The circuit court ruled in
favor of the Commonwealth on
February 12, 1990, making Virginia the first state affected by the
Davis decision to prevail in a case
regarding the availability of refunds to federal retirees. The circuit court judge reasoned that
because the tax complained of
was neither erroneous nor improper at the time it was assessed,
the Virginia tax law provision
permitting tax refunds did not
apply. The federal retirees have
appealed the decision.

u.s. Supreme Court
and the Tax Refund Issue
The refund issue may ultimately
be decided by the United States
Supreme Court in connection
with a case currently pending on
its docket. Oral argument for the
American Trucking Associations v.
Gray case was heard in October
1989. 15 This dispute arose in connection with an Arkansas state tax
invalidated by the Supreme Court
because it discriminated against
out-of-state trucking com panies.
In a similar case, likewise before
the Supreme Court, a corporation
is seeking a tax refund in connection with the invalidation of a
Florida tax that favored alcoholic
beverages made with Florida
sugar cane and citrus. 16 Although
these disput s are on appeal from
the suprern courts of Arkansas
and Florida, respectively, both
cases have been consolidated before the Supreme Court for argument and decision since the legal issues are identical.
In several recent cases in
which state taxes were found to
unconstitutionally discriminate
against interstate commerce, the
Su preme Court has declined to
15

295 Ark. 43, 746 5.W.2d 377.

Division of Alcoholic Beverages and
Tobacco, Department of Business Regulation of Florida, et al., v. McKesson Corporation, et al., 524 So. 2d 1000 (1988).

16

consider the payment of refunds
to taxpayers. 17 However, the
refund issue must be squarely
addressed in American Trucking,
and a decision is expected to be
announced this month. Virginia,
along with certain other states
challenging the availability of a
retroactive refund in connection
with the Davis decision, has
joined the Supreme Court pleadings in American Trucking by filing
a brief in su pport of the position
taken by the states litigating the
issue.
e
·ngofa f
cision by state lawmakers or the
Supreme Court will be financially
significant. Most affected jurisdictions, including Virginia, must
pay interest on all money refunded to taxpayers for the period during which the state unlawfully held the funds. The state
financial obligation to federal retirees may thus be increasing
daily. Consequently, jurisdictions that challenge the right of
taxpayers to a refund and litigate
the issue risk the loss of additional
dollars from the state treasury.

Impact of Refund Obligation on
State Finances
If the Supreme Court determines
that states must refund tax money
collected pursuant to an unconstitutional statute, such a decision
could cause major disruptions in
the Virginia biennial budget. Virginia is not alone in its predicament, though. A decision against
the states would further exacerbate the crisis for their finances
created by the Davis decision and
again leave lawmakers scrambling to accommodate diverging
interests in the budgetary process. As mentioned earlier, such
See American Trucking Association v.
Scheiner, No. 86-357, slip. op. at 25 (US.
June 23, 1987); Tyler Pipe Industries, Inc.
v. Department of Revenue, Nos. 85-1963
and 85-2006, slip. op. at 25 (US. June
17

23, 1987).

a judicial decision will have a tremendous effect on the budgets of
the affected jurisdictions, with
more than $1 billion in refunds
at stake across the nation.
The uncertainty regarding
the state tax refund obligations
under Davis has created concern
for affected jurisdictions in the
credit markets as well. States
have tremendous borrowing
needs, and the interest rate they
pay on debts is based upon their
perceived creditworthiness. Credit rating agencies like Moodys
an
a ar & oors ave· dicated that potential tax refund
obligations must be taken into
account in analyzing the ability
of a state to pay its debts as they
become due.
In those instances where
refund liability under Davis
looms large, credit rating agencies may choose to downgrade
the rating of state borrowers. As
credit ratings are lowered, the
cost of borrowing by state governments increases in response to
the perceived increase in risk to
the lenders. Consequently, states
with potentially large tax refund
liabilities under Davis may shoulder increased interest costs. Although Virginia continues to
retain the highest credit rating
available from Moodys and Standard & Poors, recent credit downgrades of other state debt issuers
indicate that state borrowers
cannot take their credit ratings for
granted.

Current estimates
place the potential
cost to Virginia
of the refund
obligation at $400
million.

Conclusion
In Davis v. Michigan, the United
States Supreme Court invalidated
a discriminatory state tax system
that favored retired state and
local government employees over
federal retirees. The Court held
that the discriminatory tax
violated constitutional law principles of intergovernmental immunity. The Davis decision had

7
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a tremendous im pact on state
finances across the country, since
nearly half the states had tax la ws
analogous to the Michigan statute
that was struck down. Legislatures in these states were forced
to address the constitutional defects in their tax systems and the
threatened revenue loss to their
treasuries.
In addition to the budgetary crisis it created for affected
jurisdictions, the Davis decision
created political controversy as
well. Special interest groups converg d on tat lawma ers to p 0mote their views about changes
in the tax system. Legislators
across the nation struggled to
reach a compromise that would

~

*

"*

1111

*

both red uce the fiscal damage to
state budgets and appear politically acceptable to voters. Nevertheless, the majority of state
legislatures that acted in response
to Davis, including Virginia,
sought the most politically acceptable solution to the issue and
established a partial tax exclusion
for the retirement income of both
state and federal workers.
The final cost of the Davis
decision to the affected states

cannot be calculated until the
issue of retroactive tax refund
relief to federal retirees has been
resolved. Once again, the fate of
many state budgets across the
country rests in the hands of the
Supreme Court. The revenue loss
to state budgets resulting from
the Davis decision will almost
certainly be felt for the next
several years, and may prompt
state income tax increases to
recoup the loss.
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