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SHOULD CONGRESS AUTHORIZE STATES TO CONTINUE 
GIVING TAX BREAKS TO BUSINESSES?

By Michael Mazerov

Summary

Last year, the federal Sixth Circuit Court of Appeals ruled 
that the investment tax credit granted against Ohio’s 
corporate income tax violates the Commerce Clause of the 
U.S. Constitution.  Cuno v. DaimlerChrysler was the latest in a 
long line of court decisions holding that state tax laws that 
provide tax advantages to in-state business activity 
sometimes illegally discriminate against interstate commerce.  
The Court agreed that the credit unfairly “coerce[s] 
businesses already subject to the Ohio [income] tax to 
expand locally rather than out-of-state.”  The decision was 
explicitly based on a comprehensive legal theory of 
discriminatory state aid to businesses set forth in a law 
review article co-authored by the leading expert on the 
impact of the Constitution on state taxation, Professor 
Walter Hellerstein of the University of Georgia.

Cuno is now on appeal to the U.S. Supreme Court.  
However, identical bills have been introduced in the Senate 
and House to short-circuit the appeals process, reverse 
Cuno, and affirmatively authorize state and local 
governments to continue granting a wide array of economic 
development-oriented tax incentives to businesses.  The 
legislation is the “Economic Development Act of 2005” (S. 
1066/H.R. 2471), sponsored by Ohio Senator George 
Voinovich and Ohio Representative Patrick Tiberi.  

KEY FINDINGS

 The Cuno decision declared 
unconstitutional many of the most 
costly, ineffective, and 
unaccountable business tax breaks 
granted by states and localities.

 Such tax breaks chiefly shift jobs 
among states while impairing the 
states’ ability to fund education 
and transportation services that do
enhance job growth and national 
productivity.

 The proposed “Economic 
Development Act” would reverse 
Cuno, thereby preserving such 
unproductive incentives.

 Enacting the “Economic 
Development Act” also could 
open a “Pandora’s Box” of new 
forms of state tax discrimination 
against interstate commerce.
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The Economic Development Act is structured as a statement that explicitly protects 
from a Commerce Clause challenge all state and local tax incentives, followed by seven 
exceptions to that protection.  These exceptions are complex and ambiguous; for 
example, one provides that the bill does not protect a “tax incentive earned with respect 
to one tax [that] can only be used to reduce a tax burden for or provide a tax benefit 
against any other tax that is not imposed on apportioned interstate activities.”

Complexity aside, enactment of the Economic Development Act would not be in the 
national interest for the following reasons:

 It encourages a zero-sum game.  A substantial economics literature finds that the kinds 
of tax incentives voided by Cuno have at most a small, marginal impact on business 
investment decisions.  Indeed, the federal government abandoned its investment 
tax credit nearly 20 years ago because policymakers realized it was stimulating more 
real-estate tax shelters than productive investment.  To the extent that state 
corporate tax credits affect business decision-making at all, they chiefly affect 
where jobs are located rather than the number of jobs created.  This is close to a 
“zero-sum game” for the country as a whole, and the states collectively would be 
better off if all states were prohibited from offering these kinds of credits.  

 It harms national productivity by impairing education funding.  Giving tax breaks to 
businesses to attract investments and jobs from other states is actually worse than a 
zero-sum game with respect to the national interest.  The kinds of tax credits 
disallowed by Cuno have seriously eroded the state corporate income tax as a source 
of revenue.  In turn, the loss of revenue is impairing the ability of states to fund 
education, infrastructure improvements, worker retraining, and other public 
services that make a vital contribution to healthy state economies and a productive 
national economy.  At a time when there is growing evidence that the educational 
attainment of foreign nations is gaining on or surpassing that of the United States 
— particularly in scientific and technical fields — and when states are struggling to 
meet their commitments under the No Child Left Behind Act, it is difficult to 
understand why federal policymakers would wish to enable states to give away their 
limited tax bases in an effort to steal jobs from their neighbors.

 It blocks an effective curb on the “race to the bottom.”  It is extremely difficult for individual 
states or localities to stop offering corporate tax credits unilaterally; elected officials 
do not want to be vulnerable to charges that they did not do everything in their 
power to attract and retain jobs in their states.  Many public officials state quite 
openly that they believe that granting tax incentives is not a cost-effective economic 
development strategy but feel they have no choice but to offer them so long as 
other jurisdictions do.  While “state sovereignty” in tax policy is generally desirable 
as a matter of principle, states are not sovereign in any meaningful sense when 
corporations are able to pit them against each other in ever-more-costly bidding 
wars for the latest auto or computer assembly plant.

 It discourages across-the-board tax cuts for businesses.  Many free market-oriented 
economists oppose efforts by states and localities to lure or retain companies with 
tax incentives.  Rather than picking “winners and losers,” these economists 
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encourage states to keep their taxes on businesses as low as possible for all
businesses.  If all states were foreclosed from offering corporate income tax credits 
as a result of U.S. Supreme Court affirmation of Cuno, some states might well 
follow this course of action.  As observed by a spokesperson for the conservative 
National Taxpayers Union, “The one silver lining in this [Cuno] ruling might be that 
states might be encouraged to have more broad-based, low-tax systems rather than 
taking piecemeal approaches to lure firms.”

 It opens a “Pandora’s Box” of additional discrimination against interstate commerce.  There is 
substantial potential for federal legislation reversing Cuno to make the problem of 
discriminatory interstate tax competition worse.  States have a long history of
deliberately using their tax systems to give in-state businesses an unfair competitive 
advantage over out-of-state businesses.  A healthy national marketplace demands 
that a line be drawn somewhere between state tax policies that discriminate against 
interstate commerce and those that do not.  The Economic Development Act
draws that line in a way that would seem to sanction new forms of discrimination.  
Under the bill it appears that a state could — as just one example — provide a 
corporate income tax deduction for wages paid to employees working within the 
state while denying such a deduction for employees working outside the state.  
Such a law would almost surely be unconstitutional in the absence of an enacted S. 
1066/H.R. 2471.  While this legislation was drafted much more carefully than a 
version introduced last year, it still has left open numerous opportunities for states 
to discriminate against interstate commerce in ways that would be widely 
recognized as both unfair and economically damaging. 

 It is not a permanent solution.  Given the vast array of state tax laws and the 
determination of economic development officials to manipulate their states’ tax 
policies in ways that advantage in-state business interests, it is unlikely that any 
federal law can draw the line between discriminatory and non-discriminatory tax 
incentives in a way that will be sustainable for a significant period of time.  
Congress is likely to have to constantly revisit and update any legislation it enacts to 
address this issue once it decides to intervene.  Moreover, such legislation is 
unlikely to suppress litigation against tax incentives to a significant degree since 
there are ample state law grounds for such litigation in many states.  

Corporations have become adept at pitting states against each other to obtain large 
reductions in their tax obligations by raising the possibility of in-state investments or 
hinting that they are contemplating downsizing or leaving a state.  Interstate tax 
competition has reached the point where it has become a quintessential “tragedy of the 
commons” phenomenon.  It is damaging to the interests of society as a whole because it 
is seriously eroding the revenues state and local governments need to fund education, 
infrastructure, and other public services that actually do make them attractive places to 
do business and that also enhance national productivity.  At the same time, granting 
economic development tax incentives is perceived by policymakers in individual
jurisdictions to be either in their self-interest, or at least something that they dare not 
refrain from doing.  
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The Cuno decision will by no means eliminate interstate economic development 
competition, or indeed even interstate tax competition.  Nor should it; competition that 
takes the form of offering all businesses the greatest value of public services for their 
tax dollars is appropriate and provides incentives to improve the efficiency of 
government for businesses and individuals alike.  Cuno has the potential to channel 
interstate competition in such a productive direction by removing from the states’ 
economic competition arsenals a set of weapons — corporate income tax credits —
that provide almost no “bang for the buck” with respect to job creation.  

If the Supreme Court ultimately sees fit to allow the Cuno decision to stand, there are 
strong policy grounds for Congress doing so as well.  At the very least, the enactment of 
the Economic Development Act seems ill-advised until such time as the Court takes 
final action on the case.  Supreme Court affirmation of Cuno could potentially delineate 
the line between legal and illegal interstate tax competition with greater clarity than will 
the complex and ambiguous provisions of S. 1066/H.R. 2471.

The Cuno Decision and the Legislative Response

In October 2004, a three-judge panel of the federal Sixth Circuit Court of Appeals 
ruled that the investment tax credit granted against Ohio’s corporate income tax violates
the Commerce Clause of the U.S. Constitution.  Cuno v. DaimlerChrysler was the latest in 
a long line of court decisions holding that state tax laws that provide tax advantages to 
in-state business activity sometimes illegally discriminate against interstate commerce.  
The Court agreed with the plaintiffs’ argument that the credit unfairly “coerce[s] 
businesses already subject to the Ohio [income] tax to expand locally rather than out-of-
state.”1  

Although the decision voided only Ohio’s investment tax credit (ITC), its reasoning 
would apply as well to many other credits granted against state corporate income taxes, 
such as those aimed at rewarding corporations for conducting research in-state.  
However, other kinds of state and local tax incentives, such as sales tax exemptions for 
materials used to construct an in-state plant, would not be invalidated by the court’s 
analysis.  Indeed, the court explicitly upheld the constitutionality of local property tax 
abatements that were granted to DaimlerChrysler’s Toledo Jeep plant along with the 
voided ITCs.

DaimlerChrysler and the other defendants — which include the state of Ohio and the 
city of Toledo — petitioned for a rehearing of the case by the full Sixth Circuit court.  
That petition was denied in January, 2005, and Ohio and DaimlerChrysler are now 
seeking review of Cuno by the U.S. Supreme Court.  The plaintiffs in the case are also 
seeking Supreme Court review of the Sixth Circuit Court’s holding that the property tax 
abatements were not barred by the Commerce Clause.  The Supreme Court is likely to 
announce whether it will hear the case shortly after it reconvenes this October; oral 
argument would likely occur in January or February 2006 if the Court does accept an 
appeal.
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Meanwhile, on May 18, 2005, legislation was reintroduced in both the House and the 
Senate to nullify Cuno and explicitly authorize states and localities to continue offering a 
wide array of economic development tax incentives.  This year’s version of the bill is the 
“Economic Development Act of 2005”; Ohio Senator George W. Voinovich is lead 
sponsor of the Senate bill (S. 1066), and Ohio Representative Patrick J. Tiberi is the lead 
sponsor of the identical House counterpart (H.R. 2471).  A joint oversight hearing on 
the issues raised by the Cuno decision was held by two House Judiciary Committee 
subcommittees on May 24th.  Whether an additional hearing will be held on the bill 
itself prior to mark-up is unclear.

The validity of the legal analysis underpinning the Cuno decision will be determined by 
the Supreme Court.  If the Supreme Court declines to review the case, Cuno will remain
binding legal precedent in the four Sixth Circuit states — Kentucky, Michigan, Ohio 
and Tennessee.  If the high Court accepts review, its decision in the case obviously will 
determine the applicability of Cuno on a nationwide basis.  

The introduction of federal legislation that would short-circuit the Supreme Court’s 
consideration of the case, however, raises the question of whether barring states from 
granting corporate tax credits is good public policy.2  There is substantial evidence that 
such incentives are not a cost-effective means of stimulating investment and job 
creation.  Eliminating them could improve state tax and economic development policy
by freeing-up billions of dollars that could be used more productively for some 
combination of general tax cuts, worker education and training, and infrastructure 
improvements.  For this reason alone, reversal of the Cuno decision would not be in the 
national interest.  Moreover, the enactment of the Economic Development Act holds 
substantial potential to make the longstanding problem of state tax discrimination 
against out-of-state businesses significantly worse.

Cuno: Modest “Arms Control” in the Interstate War for Jobs

Assessing the pros and cons of reversing Cuno legislatively necessarily requires an 
understanding of its potential impact on the ability of states and localities to continue 
providing tax incentives and other economic development assistance to businesses.  
That impact has been significantly exaggerated, as has the allegedly path-breaking 
character of the decision itself (see the text box on p. 6). 

In reality, the Cuno decision is quite limited in scope.  Its reasoning only voids tax 
incentives

 that are structured as tax credits against state and local corporate income taxes (and, 
by logical extension, personal income taxes);
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Cuno:  A “Leap of Legal Logic”?

Some opponents of Cuno have expressed shock about the decision and criticized it for being based on a 
dubious, illogical legal theory.  In fact, corporate taxpayers and their legal representatives have long known that 
the kinds of tax incentives voided by Cuno were highly vulnerable to a Commerce Clause challenge:  

 Articles began appearing immediately after the U.S. Supreme Court’s 1984 Westinghouse decision questioning 
whether state corporate income tax credits remained constitutional.1  

 Anticipating a decision like Cuno and wishing to preserve corporate tax credits, two leading state tax 
attorneys published a law review article in 1986 propounding an alternative approach to drawing a line 
between state tax laws that do and do not discriminate against interstate commerce.2

 The lead attorney representing the plaintiffs in Cuno, Northeastern University Law Professor Peter Enrich, 
published an article in the prestigious Harvard Law Review in 1996 explaining in detail why the U.S. Supreme 
Court’s previous state tax discrimination decisions led almost inevitably to the conclusion that state 
corporate income tax credits were unconstitutional.3  

 University of Georgia Law School Professor Walter Hellerstein, perhaps the leading expert on the 
constitutionality of state tax policies, co-authored another law review article in that same year making a 
similar argument.4

In short, the Cuno decision came as no surprise to anyone who has studied the U.S. Supreme Court’s 
jurisprudence on state tax discrimination.  Far from being a “leap of legal logic,” it was a logical extension of 
earlier Supreme Court decisions.  This was confirmed by Professor Hellerstein in recent congressional testimony 
on the Cuno case: 

[W]as Cuno a judicial aberration inconsistent with preexisting dormant Commerce Clause Doctrine[?]. . . I 
believe the short answer is “No.”  I could hardly say anything different, because the Cuno court explicitly relied 
on the analysis that Professor Coenen and I set forth in our Cornell Law Review article in reaching its 
conclusion.5

________________________

1  See, for example:  Joel Michael, “The Constitutionality of Minnesota’s Business Tax Credits After Westinghouse 
Electric Corp.,” Journal of State Taxation,” 1985; W. Eugene Seago and Wayne M. Schell, “Tax Credits and the 
Commerce Clause After Westinghouse Electric Corporation,” Journal of State Taxation, 1984.

2  Philip M. Tatarowicz and Rebecca F. Mims-Velarde, “An Analytical Approach to State Tax Discrimination 
Under the Commerce Clause,” Vanderbilt Law Review, 1986.

3  Peter D. Enrich, “Saving the States from Themselves: Commerce Clause Constraints on State Tax Incentives 
for Business,” Harvard Law Review, 1996.

4  Walter Hellerstein and Dan T. Coenen, “Commerce Clause Restraints on State Business Development 
Incentives,” Cornell Law Review, 1996.

5  Walter Hellerstein, testimony before the Subcommittee on the Constitution and the Subcommittee on 
Administrative and Commercial Law, House Committee on the Judiciary, May 24, 2005.
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 that are conditioned upon the conduct of favored activities (for example, investment, research 
and development, job creation) at an in-state location; and

 that can be used to offset the pre-existing tax liability of a claimant.  

As noted above, the decision explicitly rejected a parallel claim that the property tax abatements 
Toledo and local school districts provided to the new DaimlerChrysler plant also discriminated 
against interstate commerce.3  

Even if the Cuno decision were ultimately upheld and applied nationwide, states and localities 
would still be free to — and no doubt would — engage in vigorous competition for business 
investment and jobs: 

 Many tax incentives would still be legal.  State and local governments throughout the U.S. would 
remain free under Cuno to use a wide array of tax incentives under their property, sales, and 
excise taxes in an attempt to attract businesses.  Thus, it is a gross exaggeration to imply — as 
do some proponents of federal legislation reversing Cuno — that the court’s decision bars the 
state from adopting any tax incentives. 

 Across-the-board tax cuts for business would still be legal.  If state and local officials believe that 
business tax reductions are an effective means of competing for business investment and 
encouraging job creation and retention, the decision also leaves them free to compete with 
across-the-board tax reductions (such as cuts in the tax rate) that benefit all businesses, not just 
those making new investments in the state or engaging in particular, favored activities.  
Economists from across the political spectrum have long urged just such a course on states and 
localities as an alternative to tax incentives:  

For example, a “Joint Resolution on State Economic Development Policy” issued by a 
group of conservative economists and policy analysts in September 1995 stated: “[S]tate 
governments should terminate targeted business assistance such as . . . selective tax 
incentives and abatement programs and adopt a comprehensive economic development 
strategy based on statewide tax relief for all businesses and citizens, a ‘fair field with no 
favors’ approach. . .”4

An economist with the Tax Foundation recently concurred: “[T]he special tax package game 
is often a futile approach. . . . States are better advised to keep taxes low and simple.  It’s fair 
to existing business, it prevents boondoggles, and it works.”5  

A spokesperson for a conservative, anti-tax group, the National Taxpayers Union, 
acknowledged that eliminating the authority of states and localities to grant targeted 
corporate income tax incentives actually might encourage them instead to focus on general 
business tax reform: “The one silver lining in this [Cuno] ruling might be that states might be 
encouraged to have more broad-based, low-tax systems rather than taking piecemeal 
approaches to lure firms.”6

Commenting on Cuno, an economist for the non-partisan research office of the Minnesota 
House of Representatives recently observed: “Some level of tax competition among states is 
positive for many of the same reasons that market economies are much better than the 
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alternatives.  But the competition should take the form of competing on tax 
rates, overall levels of taxes, and the quality of the government services financed 
with the taxes, rather than special preferences for local businesses.”7

 Direct assistance to businesses is unaffected by the decision.  The Cuno decision also leaves 
state and local governments free to encourage and subsidize economic 
development and business location with direct assistance programs.8  The latter
include donated land, infrastructure improvements (such as road and sewer 
extensions), low-interest loans, venture capital investments, specialized worker 
training, and similar in-kind goods and services.  Of course, states and localities 
also can continue to stimulate economic development through the provision of 
high-quality public services that benefit all businesses, such as police and fire 
protection and community colleges.

In sum, the Cuno decision leaves states and localities free to compete for business 
location with many types of property, sales, and excise tax breaks, a virtually unlimited 
array of direct subsidies (such as targeted infrastructure improvements and low-interest 
financing), and across-the-board tax cuts.  In light of this, it is simply not credible to 
argue (as the United Auto Workers union did in a friend-of-the-court brief filed in 
support of DaimlerChrysler’s petition for rehearing) that the decision creates an “un-
level playing field” among the states because “some of the tools [that states use “in their 
efforts to convince businesses to invest locally”] are more available in one state than 
another.”  There is no state that can only offer corporate income tax credits to attract 
business because its infrastructure is so good and its workforce is so skilled that it has 
no cost reductions to offer to businesses in those two areas.  Even with corporate tax 
credits disallowed, every state would have plenty of tools left in its economic 
development toolkit with which to compete against other states.  A dollar of cost 
reduction for a business is a dollar of cost reduction, whether it comes through a more 
productive employee, a less-congested road network, a below-market-rate loan, a tax 
break, or some other form of assistance.

Cuno’s Contribution to Rational State/Local Tax and Economic Development 
Policy

Although the upholding of Cuno by the courts would not put an end either to 
interstate competition for business investment and jobs or to the use of tax incentives 
in that competition, it would still have a positive impact on state/local tax and 
economic development policy.

Eliminating Costly and Ineffective Tax Incentives

Corporate tax incentives of the type barred by the Cuno decision are among the most 
costly, wasteful, and ineffective economic development policies implemented by state 
and local governments:
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 Corporate income tax credits are quite costly and have played a major role in the 
erosion of the state corporate income tax over the past several decades.  According 
to a study by University of Iowa economist Peter Fisher, the effective corporate tax 
rate on manufacturing companies in the 20 states he studied fell by 30 percent 
between 1990 and 1998 alone.9  Tax incentives offset 10 percent of corporate tax 
liability in these states in 1990; by 1998 that had risen to 30 percent.  Ohio’s 
investment tax credit alone has cost the state more than $400 million in forgone 
corporate income tax revenue since 1997. 10  North Carolina’s “Lee Act” credits 
granted against its corporate income and franchise taxes have cost the state more 
than $200 million since 1996, with potential additional costs of $947 million from 
credits that can be carried forward to future years.11  

 The erosion of the state corporate income tax is impairing the ability of state and 
local governments to finance high-quality public services and infrastructure. An 
advisor to business on site selection has discussed the critical role that public
services play in attracting business investment and jobs to a jurisdiction:

[T]he “services” side of taxes is also carefully measured — what the company 
will receive for its tax dollars in the way of services, such as police protection, 
education capabilities, and the like.  For our clients, education has been found to 
be the single most important service, greatly exceeding the value of all other 
services combined.  A distant second is highway adequacy, followed by public 
safety and then infrastructure.  The value of education and highways should be 
self-evident but the ranking of public safety may be surprising.  The companies’ 
concern is not only the effect that crime levels have on the safety and security of 
people and property, but also the effect on insurance rates.  Effective crime 
prevention is important to companies considering locations.12

 Numerous studies have found that state corporate income tax incentives are not a 
cost-effective means of stimulating business investment, R&D, and other desired 
corporate behavior:  

Summarizing a number of analyses, a 2002 study of California’s Manufacturers’ 
Investment Credit by the state’s Legislative Analyst’s Office (LAO) stated: “In 
general, the empirical evidence suggests that while taxes do influence economic 
activity, state-level investment tax credits have little impact on business decisions 
relative to other factors.”13

A 2004 analysis of “Lee Act” credits granted against North Carolina’s corporate 
income and franchise taxes (which include investment, employment, and R&D 
credits) employed a simulation model to conclude that approximately 4 percent 
of the jobs created by companies receiving the credits were actually induced by 
the credits.  For all credits in all regions of the state, the cost per new induced 
job was almost $150,000.  (The cost was lower for some credits, and in the more 
distressed counties.)14

An evaluation by two Federal Reserve Bank of Dallas economists of the 
advisability of Texas adopting an R&D credit concluded that “Even when state 

The erosion of 
the state 
corporate 
income tax is 
impairing the 
ability of state 
and local 
governments to 
finance high-
quality public 
services and 
infrastructure.



10

R&D subsidies increase nationwide research, not enough of the spillover 
benefits may accrue to an individual state to warrant the revenue loss of the 
credit.”15

 One important reason that state and local tax incentives are usually not cost-
effective as a means of stimulating economic development is that approximately 
one-third of the tax revenue forgone simply flows to the federal treasury.  State and 
local tax payments are deductible against the 35 percent federal corporate income 
tax, so reduced tax payments to states and localities resulting from tax incentives 
are partially offset by higher corporate tax payments to the federal government.

 It is not surprising that studies of state investment tax credits have found them to 
be largely ineffective in stimulating investment; the federal investment tax credit,
abandoned in 1986, had a similarly disappointing track record.  A 1994 study of the 
federal ITC by economist Thomas Karier concluded that “investments were not 
significantly higher when the credit was in force than during periods when it was 
not.  While the credit may have increased the rate of return on equipment 
investments, additional tests fail to find an increase in investment spending due to 
this particular incentive.  The results also suggest that only a small fraction of 
additional corporate income generated by the credit was likely to have been spent 
on investment.”16 If the generous federal ITC granted against a federal corporate 
income tax levied at rates between 46 and 52 percent “did not have a perceptible 
impact on . . . the growth in real equipment expenditures,” it is highly unlikely that 
usually smaller state ITCs granted against state corporate tax rates typically in the 8-
10 percent range will attract significant investment to a state.

Steering Away from Tax Break Entitlements and Toward More Accountable 
Mechanisms

Many of the investment, R&D, employment and enterprise zone tax credits that 
could be barred by Cuno take the form of entitlements that any business undertaking the 
tax-favored activities can claim.  In offering such credits, states end up forgoing 
substantial tax revenues in connection with investments that would have been made 
even had the credits not been available.  In contrast, when a state or locality negotiates a 
property tax abatement or some type of direct assistance to a business (such as a 
specialized training program in a local community college), it can sometimes compel the 
business to demonstrate that the investment would not have been made in the state 
“but for” the aid.  As noted by economist Tim Bartik:

[E]ntitlement tax breaks, compared to discretionary tax breaks, do not allow the 
advantages of being selective, such as selecting projects in which the assistance is more 
likely to tip the location decision, or selecting projects in which various qualitative 
evidence suggests the project will have greater social benefits.17

Even if the Cuno decision were upheld by the courts and became applicable on a 
nationwide basis, it might not reduce the total costs to the states of targeted economic 
development assistance to firms because states would still be free to provide such aid in 
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the form of still-legal tax incentives (like property tax abatements) and direct subsidies (such as
company-specific training programs in community colleges).  But even that scenario does not mean 
that the decision would not be beneficial.  Unlike most of the disallowed credits, the granting of 
property tax abatements and direct subsidies generally is publicly-available information, with the 
beneficiaries and cost of the assistance known and with on-the-record votes to provide it usually 
taken by elected officials.  The public, assisted by the media, can hold both the companies and the 
officials accountable for the quantity and quality of promised investment and jobs.18  The public 
visibility of the types of economic development assistance that would remain available to states were 
Cuno upheld — and the potential accountability for results of the corporations receiving the aid —
are key reasons that the corporate community is working so aggressively to overturn the decision.19   
Businesses apparently prefer open-ended tax incentives whose costs and beneficiaries are shielded 
from public view by corporate tax return confidentiality laws.  

Finally, the Cuno decision also might channel interstate tax competition in directions consistent 
with the principles of good tax policy.  For example, to the extent that states were motivated to 
provide sales tax exemptions as an alternative to the types of corporate tax credits voided by the 
decision, they would be adopting tax policies that would be widely supported by public finance 
economists.  Most economists agree that the extensive taxation of goods and services purchased by 
businesses is a significant flaw in most state sales tax structures.  Granting economic development 
incentives in the form of new sales tax exemptions for business purchases would be widely 
applauded and arguably would have a number of positive effects, including enhancing the 
transparency of sales tax burdens and eliminating artificial incentives for businesses to engage in 
“vertical integration.”20

Would Nullifying Cuno with Federal Legislation Be in the National Interest?

As noted above, federal legislation has been introduced that would permanently reverse the Cuno
decision and authorize states to offer investment tax credits and a wide array of tax incentives aimed 
at economic development.  The “Economic Development Act of 2005” (S. 1066/H.R. 2471) has 
been endorsed by organizations representing both businesses (such as the National Association of 
Manufacturers) and state and local officials (such as the National Governors’ Association and the 
U.S. Conference of Mayors).

It is not surprising that organizations representing business interests would support the Economic 
Development Act; it preserves tax breaks that save businesses billions of dollars of corporate 
income tax payments each year.  It is understandable that organizations representing state and local 
elected officials would support the legislation as well; elected officials reap significant political credit 
for bringing jobs to their jurisdictions and can always credibly claim that a tax break awarded to a 
new or expanded facility was responsible for that investment.  

Notwithstanding such support, significant questions can be raised as to whether the enactment of 
legislation reversing Cuno would be in the national interest: 

 Why would Congress facilitate largely zero-sum interstate shifting of jobs?  All state and local taxes 
combined represent less than two percent of corporate expenses, and state corporate income 
taxes constitute less than 10 percent of that two percent.21  Even assuming that reducing such a
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relatively insignificant expense through tax credits has any impact on corporate behavior, it is 
likely that the overwhelming impact of the type of credits voided by Cuno is simply to shift the 
location of investments from one state to another rather than to stimulate net new corporate 
investment.  

Certainly that was the case in this instance, where DaimlerChrysler had clearly decided to 
expand its Jeep production capacity and the only question was whether it would do so near its 
existing Toledo Jeep plant or at some other location.  If corporate tax incentives chiefly affect 
the location of investment within the U.S. — a largely zero-sum game — it is not clear why it 
would be in the national interest for Congress to enact legislation permanently allowing states to 
grant the types of credits voided by the decision.  

 Why would Congress encourage states and localities to impair education and infrastructure funding? The 
credits at issue in Cuno either reduce the state revenues available to fund education, 
infrastructure, and other state services vital to a healthy U.S. economy or necessitate higher 
taxes on other, less favored businesses and individuals.  If these are the consequences of the 
disallowed credits and no significant net gain in overall U.S. employment results from them, it is 
difficult to understand why Congress would want to foreclose the possibility that a U.S. 
Supreme Court upholding of Cuno would disallow the credits uniformly throughout the United 
States.  

Numerous studies have indicated that the United States is falling further and further behind a 
large number of industrialized nations in both general educational attainment and the 
production of engineers and scientists in particular.22  States are struggling to achieve the 
requirements established by the No Child Left Behind Act and are likely to confront substantial 
financial burdens in closing achievement gaps in future years.23  Reports continue to show that 
U.S. productivity is being impaired by overcrowded roadways — to name just one category of 
inadequate infrastructure that is largely the responsibility of state and local governments.24  
Under these circumstances, why would Congress enact legislation that would ensure that states 
and localities would continue to give away to corporations revenue that could be used more 
productively for investments in education and transportation?

National Governors’ Association Executive Director: Education Trumps Tax Giveaways

In a recent interview, Raymond Scheppach, Executive Director of the National Governors’ Association, 
stated: 

The old state policy to give a tax credit to a manufacturing plant to relocate to a state is archaic.  
Today it is all about knowledge workers. . . . First, to compete in today’s high-tech global marketplace, 
we must have the best-educated and most highly trained workers in the world.  Second, states must 
build strong “clusters of innovation” to drive job creation and attract employers.  The two long-run 
job creation strategies are not independent, but rather they are complementary.  For example, in 
enhancing the education and training of the labor force, it is critical to ensure that it is tied to the 
labor force needs of the existing clusters in the state.

Source: Frank Shafroth, “Interview: NGA’s Raymond Scheppach on Taxing Issues,” State Tax Notes, March 
28, 2005.   
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 Do state and local tax incentives really keep U.S. jobs from going abroad?  One argument frequently
offered in favor of Congress’ authorizing states to continue providing the types of corporate 
income tax credits voided by Cuno is that the credits might have a significant positive impact on 
overall U.S. job creation by attracting or retaining investments and jobs that would otherwise be 
located abroad.25  

No credible evidence has been offered in support of this argument, however, and it rests on a 
dubious premise.  As documented above, the state corporate income tax is an almost
insignificant expense for corporations.  Accordingly, it is not credible to claim that the types of 
economic development credits granted against the corporate tax that are disallowed by Cuno are 
sufficiently large to tip corporate location decisions from a foreign location to a domestic U.S. 
location.26  International differences in the costs of making the items and transporting them to 
customers would far outweigh any trivial incentive to locate production in the U.S. that might 
arise from the tax savings provided by state corporate income tax credits.  This is particularly 
true in light of the fact (also noted above) that roughly one-third of any such savings is wiped 
out by higher federal corporate income tax liability.

In sum, proponents of the Economic Development Act have not made a compelling case that the 
nation as a whole would benefit from its enactment.  The opposite effect seems more likely. By 
ensuring that efforts of states to steal jobs from each other with costly business tax breaks continue, 
such legislation is likely to impair state and local financing of education and infrastructure and thus
harm the future competitiveness and productivity of the U.S. economy.

Opening a “Pandora’s Box” of New Forms of State Tax Discrimination

The business community is quite aware that explicit congressional approval of any and all features
of state/local tax laws that could be deemed “economic development incentives” would risk voiding
numerous court decisions that have held state/local tax practices to be unconstitutionally 
discriminatory.  In turn, this could open a “Pandora’s Box” of new forms of state and local tax 
discrimination against interstate commerce.  Accordingly — and unlike predecessor bills in the 
108th Congress — the Economic Development Act was carefully drafted in an attempt to preserve 
most of these earlier court decisions while also authorizing the types of corporate income tax credits 
voided by Cuno.  (The Act also was drafted to foreclose future legal challenges to other common 
state/local tax incentives, such as property tax abatements.)

After broadly authorizing “any State to provide to any person for economic development 
purposes tax incentives that otherwise would be the cause or source of discrimination against 
interstate commerce under the Commerce Clause of the United States Constitution,” the Economic 
Development Act describe seven categories of tax incentives that will not receive such statutory 
protection from Commerce Clause-based legal challenges.  Most of these categories or “exceptions”
are intended to maintain the illegality of certain state tax practices established by earlier court cases.  
For example, one provision denies legal protection to tax incentives that are “dependent upon State . 
. . of . . . residence of an individual.” This language is intended to preserve a recent U.S. Supreme 
Court decision that voided a Maine property tax exemption because it could only be claimed by
Maine non-profit organizations whose facilities primarily served Maine residents.  



14

Notwithstanding the months of drafting work that went into it, the Economic Development Act 
still contains some major loopholes.  States could take advantage of these loopholes to provide tax 
advantages to in-state businesses at the expense of their out-of-state competitors in ways that 
members of Congress might well consider unfair and economically harmful.  For example:

 Under the Act, it appears that a state could eliminate deductions from its corporate income tax 
for wages paid to employees working outside the state while preserving the current wage 
deduction only for workers employed within the state.  Indeed, there appears to be nothing in 
the bill that would prevent a state from using the revenue thereby gained to offer a double
deduction for in-state wages.  Such a policy might well eliminate corporate income tax liability 
for many in-state corporations — effectively rendering the corporate income tax a tariff on out-
of-state corporations.

 Under the Act, it appears that a state could allow corporations to deduct from their income 
taxes the full value of new, in-state investments in the year in which they are made (that is, to 
“expense” them), while requiring the value of out-of-state investments to be deducted over an 
extended period of time (that is, to be “depreciated”).  Two state courts have already held that 
providing more generous depreciation allowances to in-state investments than to out-of-state 
investments is barred by the Commerce Clause.27  S.1066/H.R. 2471 would apparently reverse 
these decisions.  By making depreciation allowances for out-of-state investments less generous 
than under current law, states would gain revenue.  That revenue gain might well substantially 
or completely offset the revenue loss that would result from allowing expensing of in-state 
investments.  In other words, states not only could discriminate against out-of-state investments 
legally under the Act, but they could do so in a manner that could be almost completely costless 
to their treasuries.

 S. 1066/H.R. 2471 does not protect from a Commerce Clause-based challenge any tax 
incentives that “require the recipient of the tax incentive to acquire . . . property produced . . . in 
the state.”  This “exception” is intended to ensure that tax laws that might be modeled on a 
Hawaii law voided in a 1984 Supreme Court case would remain unconstitutional.  The 
overturned Hawaii law provided an exemption from the state’s alcohol tax for wine produced 
from Hawaii-grown pineapples but not for wine produced from pineapples grown elsewhere.  

Such an “exception” for laws explicitly linking a tax incentive to in-state production of the tax-
favored item underestimates the creativity of state economic development officials, whose job it 
is to provide a leg-up to in-state businesses using every legal tool at their disposal.  For example, 
while this “exception” would bar a coal-producing state from exempting from its sales tax 
electricity produced from in-state coal, the same result could probably be achieved by limiting 
the exemption to electricity produced from coal meeting technical specifications closely 
corresponding to those of in-state coal (in terms of BTU output, sulfur content, and so forth).28  

 As just noted, the Economic Development Act does not protect from a Commerce Clause-
based challenge any tax incentives that “require the recipient of the tax incentive to acquire . . . 
property produced . . . in the state.”  The word “require” would seem to bar a state from 
conditioning the availability of an investment tax credit like that voided by Cuno on the 
equipment being produced in the state.  It does not, however, seem to prevent a state from 
giving a larger investment tax credit for equipment produced in-state than for equipment 
produced out-of-state.  Of course, providing a one-dollar ITC for a $1 million piece of 
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equipment produced out-of-state and a $50,000 ITC for the same piece of 
equipment manufactured in-state would be tantamount to conditioning the 
availability of the ITC on in-state production of the equipment.  Nonetheless, if the 
current language of the Economic Development Act were enacted, a business that 
wanted to be free to purchase its equipment out-of-state yet still claim the large
ITC arguably would have to litigate to establish that such a discriminatory ITC was 
not authorized by the Act.      

In sum, a credible case can be made that S. 1066/H.R. 2471 would “green-light” new 
forms of state tax discrimination against interstate commerce; these new “incentives”
might themselves generate additional litigation aimed at demonstrating they were not 
intended to be protected by the legislation.

“Economic Development” or Unfair Discrimination?  Should Congress or the 
Courts Decide?

There is a long history of states enacting tax laws that clearly were intended to 
provide an economic advantage to in-state businesses over their out-of-state 
competitors.29  Indeed, rampant interstate economic warfare using discriminatory taxes 
and tariffs was a major reason that the Articles of Confederation were replaced with a 
Constitution that gave Congress the explicit authority to regulate interstate commerce.  
Interstate tax discrimination did not end in the 1780s, however.  Two of the U.S. 
Supreme Court decisions Cuno drew upon heavily in its reasoning involved tax 
exemptions enacted relatively recently by Hawaii and New York to assist their 
agricultural producers and stock exchanges, respectively, at the expense of out-of-state 
counterparts. 30

Congress Versus the Courts

Considerable damage to the economy could ensue if states were given a green light to 
enact any and all tax laws aimed at selectively reducing the tax burdens of in-state
businesses or adding to the tax burdens of out-of-state businesses.  Accordingly, it is 
clear that a line must be drawn somewhere between state tax policies that discriminate 
against interstate commerce and those that do not.  Admittedly, that is not an easy line 
to draw, which is why there has been a significant Supreme Court case on the issue 
every 5-10 years or so.  Nonetheless, the courts have been wrestling with these issues 
carefully for a long time; Congress has not.  

As discussed in the preceding section, S. 1066/H.R. 2471 arguably still contains 
significant loopholes that would authorize new forms of tax discrimination against out-
of-state companies and interstate commerce despite several months of drafting work 
and substantial input from state business taxation experts.  State economic development 
officials will have considerable legal expertise at their disposal to uncover even more 
loopholes and tremendous motivation to do so.  It is their responsibility to maximize in-
state investment and job creation at a minimum cost to their state — which means 
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denying equivalent tax savings to out-of-state businesses to the greatest extent possible consistent 
with applicable law. 

All this suggests that continued case-by-case adjudication may well be superior to federal 
legislation in delineating legitimate actions states may take to improve their economies for the 
benefit of their residents while not unfairly discriminating against out-of-state businesses.  

Incentive-related Litigation Will Continue with or without the Economic Development Act

Members of Congress should have no illusions that a single statute on this matter will substantially 
eliminate the “uncertainty” and litigation businesses are confronting on the legality of state and local 
tax incentives — notwithstanding claims to this effect made by Economic Development Act
proponents.  Congress is likely to find itself repeatedly called upon by the business community to 
amend the statute as state economic development officials identify new, discriminatory ways to 
advantage in-state businesses that are green-lighted by the Act.  More importantly, litigation on tax 
incentives is likely to continue unabated:

 The legislation itself contains substantial ambiguity that is likely to generate continued 
uncertainty for businesses and litigation to clarify the law.31  Several examples were cited above; 
one more is offered here.  Buildings are often eligible for state investment tax credits.  S. 
1066/H.R. 2471 does not protect from Commerce Clause challenge any tax incentives that 
“requires the recipient . . . to use . . . property . . . assembled in the state.”  Of course, buildings 
are usually assembled on-site.  Does that mean that litigants like those that challenged the tax 
credits Ohio granted to DaimlerChrysler’s equipment could challenge investment tax credits for 
a factory building notwithstanding enactment of this legislation?  The courts will be called upon 
to decide.  

 There are ample grounds under state statutes and state constitutions to challenge many state 
and local tax incentives in court.  In fact, it appears that all of the recent legal challenges to tax 
incentives that incorporate a federal constitutional challenge based on Cuno also include state-
law arguments.32  There is no denying that depriving plaintiffs of a Commerce Clause-based 
argument in such litigation will increase the likelihood that the legality of the tax incentives will 
be sustained.  Nonetheless, taking away one argument is unlikely to have a significant impact on 
the amount of litigation or the “uncertainty” for business about the legality of tax incentives.  
These challenges will continue to be brought because the political process at the state and local 
level has proven to be incapable of curbing ever-more-expensive giveaways demanded by ever-
more-aggressive corporations.33

 It appears that an entire new front in legal challenges to state tax incentives may be on the verge 
of opening up — challenges brought by foreign governments under the rules of the World 
Trade Organization (WTO).  Such a challenge is being explored in response to a targeted tax 
incentive package enacted by the Kansas legislature in April to assist a cellophane 
manufacturing plant there.34  On May 31, 2005, the European Union filed a countersuit in its 
long-running dispute with the United States regarding subsidies to Airbus and Boeing charging 
(among other things) that tax incentives granted by the state of Washington to Boeing are illegal 
under WTO rules.35  Other state economic development tax incentives also have been identified 
as being vulnerable to a WTO-based challenge.36      
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U.S. history from the founding of the nation right to the present day37 demonstrates 
that in the name of “economic development” states and localities will seek to provide 
unfair advantages to in-state businesses vis-à-vis their out-of-state competitors.  It is 
therefore essential that a line be maintained between legitimate and illegitimate forms of 
state economic competition if the benefits of free-flowing interstate commerce are to be 
preserved.  Months of work by leading legal and business tax policy experts went into 
the drafting of S. 1066/H.R. 2471, which is an attempt to draw that line statutorily.  
Nonetheless, the legislation still allows some forms of arguably unfair interstate tax 
discrimination to continue; more loopholes in the law are likely to be found by state 
economic development officials and their attorneys as time goes on.  These loopholes 
are likely to result in the business community repeatedly coming to Congress for 
amendments to the law aimed at closing them.  Meanwhile, a number of ambiguous 
provisions of the law itself seem likely to generate litigation, even as legal challenges to 
state tax incentives based on state laws and WTO rules continue.  

Given this scenario, it seems that allowing the courts to continue to adjudicate the 
line between fair and discriminatory state tax competition would be preferable to 
enacting S. 1066/H.R. 2471.  At the very least, the enactment of S. 1066/H.R. 2471 
seems ill-advised until such time as the U.S. Supreme Court takes final action on the 
Cuno case itself.  A Supreme Court decision in the case could potentially delineate the 
line between legal and illegal tax competition with greater clarity than will the complex 
and ambiguous provisions of the legislation itself. 

Congress Could Affirm Cuno

If Congress is determined to intervene in this area, a very different course of action 
than the one under consideration could be taken.  Congress could take the Sixth Circuit 
Court’s reasoning to heart, exercise its responsibility under the Constitution to prevent 
state tax discrimination against interstate commerce, and bar all states from offering 
corporate income tax credits that are based on the location of the activities generating 
the credits.  

This is not to say that such a step would be advisable; as discussed above, 
congressional intervention in this area risks making the problem of unfair interstate tax 
competition worse.  More importantly, it can be difficult to determine whether or not a 
provision of state/local tax law is an “economic development incentive.”  But if 
Congress is determined to intervene, barring state tax incentives is an option that is also 
available.  

Many experts and observers have long urged Congress to put an end to the 
“economic war between the states”.38  As the Des Moines Register recently editorialized:

Nationally the bidding war between the states is a zero-sum game. It adds nothing to 
the economy; it merely relocates operations.  To the extent that market forces are 
distorted by state incentives, they might actually harm the economy.  That’s why the 
federal government should impose a moratorium on state incentives that affect 
interstate commerce.39
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Conclusion

Uniform national application of the Cuno decision through a U.S. Supreme Court decision 
upholding it would eliminate many of the most costly, ineffective, and unaccountable tax incentives 
granted by states and localities in their interstate war for economic development.  Allowing Cuno to 
take corporate income tax credits out of their arsenals would help state and local governments 
afford improvements to their education systems and infrastructure, which in the long run will make 
a substantially greater contribution to the health of their economies and the productivity of the 
national economy than will a largely zero-sum effort to attract footloose corporations.  Given this, 
and given the substantial potential for harm from legislation reversing the Cuno decision, the best 
course of action by Congress would appear to be to allow Cuno to proceed to final resolution by the 
courts before contemplating any legislation to reverse it.  
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Appendix:
Does Cuno Create a “Competitive Disadvantage” for the Sixth Circuit States?

At present, all of the Senate sponsors of the Economic Development Act are from the four Sixth 
Circuit states of Ohio, Indiana, Michigan and Tennessee.  Seventeen of the 35 House cosponsors are 
from Sixth Circuit states as well.  It seems likely that the introduction of the Act was motivated in 
substantial part by concern that the Sixth Circuit states could be at a competitive disadvantage in 
attracting investment and jobs if Cuno prohibited them from offering corporate income tax credits 
while all other states remained legally free to provide such incentives.  This concern is unwarranted, 
for several reasons:  

 The Sixth Circuit Court of Appeals stayed implementation of the Cuno decision until such time 
as the U.S. Supreme Court disposes of the case (either by denying review or issuing a decision 
after accepting review.)  While the stay is in effect, Ohio is free to permit corporations to claim 
Ohio investment tax credits on their tax returns — and it is doing so.40

 Even if the U.S. Supreme Court were to decide not to review the decision, Ohio would not be at 
a significant disadvantage in competing with other states for investment.  A number of factors 
support this conclusion:  

Even under Cuno, Ohio would remain free to offer businesses a wide array of direct 
subsidies, as well as tax breaks not taking the form of the voided investment tax credits.  
Since the Cuno decision was issued, Ohio’s Governor has continued to announce economic 
development deals providing an array of tax and non-tax subsidies to the corporations 
investing in the state; there is no indication that Cuno has significantly tied his hands.41

Approximately one-third of the states with corporate income taxes already have seen fit not 
to offer any type of ITC; California allowed its ITC for manufacturers to lapse at the end of 
2003 because it had proven ineffective in preserving jobs.42  Ohio’s inability to offer an ITC 
obviously does not put it at a disadvantage vis-à-vis states that have chosen not to offer one.

With its own ITC found to be unconstitutional, Ohio “would unquestionably be a proper 
party to bring a suit challenging the constitutionality of . . . [another] state’s [investment tax] 
credit” on the grounds that Ohio was being economically harmed by the other state’s tax 
discrimination.43  The filing of one or two such suits would throw a cloud over the legality of 
ITCs throughout the country, sharply decreasing the likelihood that businesses either would 
make location decisions on the basis of ITCs still on the books or would seek ITCs when 
they negotiated location deals with states. 

 Were Cuno to be denied U.S. Supreme Court review, the other three Sixth Circuit states —
Kentucky, Michigan, and Tennessee — really would not be in a significantly different position 
than any other state in the country.  Cuno would not prevent them from offering ITCs and 
other corporate tax credits; only a specific legal challenge to those credits could do that.  
Indeed, subsequent to the Cuno decision, at least two of the three have continued to offer 
corporate tax credits for new business investment.44  Moreover, these three states have already 
publicly asserted that their corporate tax incentives are “distinguishable from Ohio’s 
investment tax credit (‘ITC’) in numerous respects.”45  None of these facts are consistent with a 
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claim that Kentucky, Michigan, and Tennessee are at a particular disadvantage in competing 
with other states for investment as a result of the Cuno decision.46

 If the U.S. Supreme Court were to decide not to hear the Cuno appeal, all 50 states would be on 
notice that a federal appeals court considered a commonly-offered type of state corporate 
income tax credit to be unconstitutional and that the Supreme Court was not troubled enough 
by that outcome to want to review it.  That would put substantial pressure on states to seriously 
consider repealing many of their corporate income tax credits.  Failure to do so would open the 
door for their corporate taxpayers to begin asserting a right to claim investment tax credits for 
investments and R&D they undertook outside the state — a potentially costly and clearly 
wasteful outcome.  (Recall that the Cuno ruling rests on the fact that Ohio’s ITC is only granted 
for in-state investment; if businesses could claim Ohio ITCs for out-of-state investments, there 
would be no discrimination.)  It seems likely that many state legislators and governors would 
not want to run the risk of being forced in the future to forgo revenues to subsidize out-of-state 
investment and would seek to repeal their corporate income tax credits — eliminating any 
hypothetical “competitive disadvantage” for Ohio or any other Sixth Circuit state.
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S. 1066/H.R. 2471 belies the claim of proponents of this legislation that it will forestall widespread litigation that Cuno is 
(allegedly) likely to generate.
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eliminate “uncertainty” that impairs business’ ability to make investment decisions and thereby harms the economy.  Such 
claims are not credible; except where such legislation addresses a very narrow matter, history has shown that federal regulation 
of state and local tax practices is itself likely to generate substantial litigation.  Numerous court cases on the meaning of two 
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discriminatory under the Commerce Clause.  See: In the Matter of the Appeals of CIG Field Services Company from Orders of the Director 
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38 See: Melvin Burnstein and Arthur J. Rolnick, “Congress Should End the Economic War Between the States,” The Region, 
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of a Kentucky plant manufacturing stainless steel products; the plant will be assisted with industrial revenue bonds issued by the 
state).  See also: “Governor Fletcher and Belcan Announce New Engineering Design Center in Lexington,” press release on the 
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