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PROCEEDI NGS
(11:13 a.m)

CHI EF JUSTI CE REHNQUI ST: W' |1 hear argunent
next in Nunber 99-1792, the Director of Revenue of
M ssouri v. CoBank ACB.

M. Layton.

ORAL ARGUMENT OF JAMES R LAYTON
ON BEHALF OF THE PETI TI ONER

MR. LAYTON: M. Chief Justice and may it please
t he Court:

In 1933, when Congress authorized the
organi zati on of banks for cooperatives, it inplicitly
authorized the States to tax them That authority becane
effective for each bank when it retired the Governnent
shares. The National Bank for Cooperatives paid taxes to
M ssouri until 1995, but according to the M ssouri suprene
court the bank's tax liability ended in 1985. That court
failed to recogni ze the bank's exenption fromtaxes is and
al ways has been provided by statute, and that staute, now
12 U.S.C. 2134, exenpts fromtaxation only the bank's
not es, debentures, and other obligations, not its incone.

I n deci di ng what section 2134 neans, the
M ssouri supreme court erred in three respects. It
transforned a technical and conform ng anmendnent into a
significant change in the Farm Credit Act, it made that
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transformation by adding to the plain | anguage of the
statute, and it turned the statute into sonething that is
i ncongruous to the rest of the Farm Credit Act.

Bef ore 1985, the statute provided that CoBank
and its predecessors wuld al ways pay taxes on real and
tangi bl e personal property and, at any tine when the
Government did not own shares, they woul d pay other taxes
to State and | ocal governnents and perhaps even to the
Federal CGovernnent. The question arises here as to what
happened in 1985, and the position being taken by CoBank
is that in 1985 suddenly they were freed fromall taxes,
and yet that is not what the statute said in 1985.

There was a technical and conform ng anmendnent
that appeared in title 2 of the 1984 -- 5 act. Title 2
was the part of the act that was dedicated to naking the
Farm Credit Administration an arm s |length regulator for
the farmcredit system sonething nore akin to what we see
at the FDI C and ot her bank regulators in the Federal
system Title 1 of that act also included conform ng
anendnents. Title 1 dealt with the credit corporation
whi ch CoBank cites here as a new vehicle for investnent
into the farmcredit system

The second point that the M ssouri court erred
on is transform ng the plain | anguage by adding to it.
The plain | anguage of the statute is sinply that this
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entity is exenpt fromtaxation as to its notes, debentures
and other obligations. Ever since 1933, the entire scope
of the exenption given to the banks for cooperatives has
been contained in statutes.

The only thing that anyone can point to in the
statute today that goes beyond notes, debentures, and
obligations is the reference to this entity as a Federal
instrunmentality, but this Court has at various tines
suggested or, in fact, held that Federal instrunentality
does not have the kind of neaning that CoBank ascribes to
it.

QUESTION: It has, | take it, been described as
such by statute fromthe very begi nning.

MR. LAYTON: Fromthe very begi nning, Your
Honor, and that's significant, because even in 1933, what
rights or ablities a Federal instrunmentality had was
unclear. Certainly --

QUESTION: But don't we have -- isn't the
statute -- as | understand the statute, it used to say,
your bonds are exenpt and your incone is exenpt as |ong as
the stock's being held by the Board of Governors.

MR. LAYTON. That's right.

QUESTION:  All right. Now, they get rid of the
second part because nobody hol ds the stock any nore.

MR. LAYTON. That's right.

5
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QUESTION:  All right. So we're left with the
first part.

MR. LAYTON. That's right.

QUESTION:  And what you rather briliantly say
is, ha-ha, that neans MCul |l och clicks in.

MR, LAYTON. Well --

QUESTION:  And since McCulloch clicks in, since
it doesn't say it doesn't, they' re exenpt anyway as a
Federal instrunentality.

MR. LAYTON: Well, | think that's what they say.
That isn't what we woul d say.

QUESTION: Right. Right. That's what they say.

MR. LAYTON: We would say that they're not --

QUESTI ON:  Exactly, right.

MR. LAYTON: That's right, and this Court, and
in fact Congress has never suggested that there could be
this kind of a hybrid provision for exenption. In each of
t he i nstances where we have a financial institution that
seeks an exenption fromtaxes, Congress has either defined
t he whol e scope of that exenption, or left it blank.

QUESTION:  All right. Now, given that's their
argunent, and given we're left with the remant, why
doesn't MCulloch click in?

MR LAYTON: Wwell, first off that -- the
McCul I och -- well, MCulloch holds that a Federal

6
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instrunmentality cannot be taxed discrimnatorily and in
fact goes beyond that to say you can't inport -- inpose
certain kinds of taxes. MCulloch, however, does not
suggest that anything that m ght be | abel ed a Federal
instrunmentality qualifies.

QUESTI ON: One obvi ous reason -- one obvi ous
reason woul d be because they're not a Federal
instrunmentality. That's A

MR. LAYTON: That's A

QUESTION:  Now, is there a second argunent
| urking here, that --

MR. LAYTON:  Yes.

QUESTION: That's what |'m --

MR LAYTON: That McCulloch is restricted to an
instrunmentality of the type that this Court addressed in
t he New Mexico case, and we can see the conparison fairly
bl untly here.

The Second Bank of the United States was run by
presi dential appointees. The Federal Governnent owned 20
percent of the shares in that bank, and that bank
performed governnental functions, not just functions in
whi ch the Governnment had an interest, but it actually
i ssued currency. It did things that the Governnent itself
must do. In that sense, the Second Bank of the United
States was a little like the Red Cross that this Court
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addressed in the Departnent of Enploynent case. Again,
presi dential appointees run the Red Cross, and that entity
fulfills treaty obligations that the United States assuned
under the Geneva Conventi on.

The -- CoBank nmentions the Rural Tel ephone Bank
intheir brief. WIlIl, the Rural Tel ephone Bank has a 13-
menber board of directors. Seven of them are appointed by
the President of the United States. The Governor of the
Rural Tel ephone Bank is appointed by the Secretary of
Agriculture, and there is a direct appropriation from
Congress in a -- over a 10-year period of -- or 20-year
period of $600 billion for the Rural Tel ephone Bank.

By contrast, here we have an entity that from
t he begi nning has been controlled by a board of directors
that is appointed by its voting sharehol ders, which did
not include the United States. That is, by the borrowers.
It has always been a private entity, quite distinct from
the things that we see in MCull och.

So what's the distinction from MCul |l och?
McCul | och holds that if you have sonething that is an
instrunentality of the type that is the Second Bank of the
United States, then in fact there is, absent any
congressi onal | anguage, inmunity.

QUESTION:  Well, | guess on the side of your
opponent is the fact that these banks were created to

8
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perform an inportant governnental function by extending
reliable credit to farmers at the | owest possible cost.

MR. LAYTON: And that's certainly true.

QUESTION: Right? | nean, that was an inportant
governmental interest.

MR. LAYTON:  Yes.

QUESTION:  And by subjecting themto taxation,
it"s going to drive up that cost.

MR. LAYTON: Well, it nmay or may not drive up
that cost. It's interesting to look a little at the
hi story of what happened here. In 1933 --

QUESTI ON:  Assuming it does --

MR. LAYTON: Assuming it does, assuming that it
does drive up the cost, then that would certainly affect
the ability of these entities to fulfill that interest in
whi ch the Governnment has an interest, yes, it would.

QUESTION:  Is that enough, then, to exenpt them
fromthat interest?

MR LAYTON: No, it is not. It is not. |If that
wer e enough, then anything that Congress creates within
its power and says it has a governnental interest could be
exenpted, or inherently exenpted from State tax.

QUESTI ON: Wul d you amend your answer to say,
anyt hing the Government calls an instrunmentality?

MR LAYTON: Well, no. | don't know that the

9
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Government has to call sonething an instrumentality in
order to give it the exenption under that approach
Again, instrunentality doesn't have a neaning that is
preci se as CoBank wi shes that it did.

QUESTION: Did the statute in MCulloch say --
use the term instrunentality of the United States?

MR. LAYTON: No. There was no statute in
McCul l och that referred to a tax exenption, and that is
one of the distinctions.

QUESTION:  No, | nean, but the statute creating
t he Bank of the United States.

MR. LAYTON: As far as | know, it did not.

QUESTION: Did it call it an instrunmentality of
the United States?

MR, LAYTON:  No.

QUESTION: My recollection is that it didn't.

MR LAYTON: | -- there's no nention in the case
suggesting that it did, and that matters in the sense
that -- well, not just that it didn't use that phrase, but
there's no exenption statute at issue in MCulloch. That
is, Congress, when it created the Second Bank of the
United States, didn't say, okay, you have the follow ng
exenptions from State and | ocal taxes, but that's what
Congress at |east since 1916, when it started the farm
credit system has done consistently for the financial

10
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entities within the farmcredit system

QUESTION: M. Layton, there's a reason that the
ot her side gives for the exenption of the debt
obl i gati ons, because, they say, those obligations are held
not in the hands of CoBank but in the hands of the
| enders, so you need an exenption so that those |enders,
who are private and not governnent instrunentalities,
won't be taxed.

MR. LAYTON: Well, it's curious that they nmake
that claimin a brief where they also cite the Menphis
case in section 742 of, | beileve it's title 31, which, if
this entity is part of the United States, that is, if this
bank of cooperatives has the inherent authority that they
ascribe to it, then 742 would cover them and this
provi sion woul d be superfluous in 2134. But it doesn't
cover them because they are not an instrunmentality of
this sort, and Congress has defined the scope of their
authority.

In 1928, this Court in the Shaw v. G bson-
Zahniser Ol case, just a few years before the 1933 act
that created the Bank for Cooperatives, pointed out that
there are instrunmentalities of the United States that do
not have exenptions unless Congress gives them an
exenption, and then 5 years later Congress in this
i nstance defines what the exenption is, and what CoBank

11
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and what the M ssouri suprene court have done is to say,
well, that definition by Congress doesn't really matter.

The third point that |I nentioned was that it
turns the statute into sonmething in Congress with the rest
of the Farm Credit Act. That is, in each instance in the
Farm Credit Act, where Congress has created an entity that
is even -- that is analogous to this particular one,
Congress has said, okay, here is the kind of exmeption
that you have from State and | ocal taxes. It always is a
conprehensi ve statenent, and does not | eave room for sone
kind of an argument that there is an additional exenption
based on sone kind of inherent immunity, and in each
instance it permts taxation of real property and in nmany
i nstances taxation of tangi ble personal property.

And one of the differences that occurred in
1985, according to CoBank, is all of a sudden the statute
changed fromallowi ng State and | ocal governnments to tax
tangi bl e personal property to including only a real
property exenption which they ascribe back to the dicta in
McCul | och.

In fact, there nmay be a problemw th tangible
personal property. |'mnot sure how much of that CoBank
woul d be likely to forecl ose upon, but the same statutory
| anguage is used for the production credit associations,
and it is easily understood that there would be tractors

12
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and ot her equi pnent that they would forecl ose upon that
woul d justify the need for a provision for taxation on
tangi bl e I ocal -- tangi ble personal property.

QUESTION: Do we have sone cases that say that
if you call it a technical anmendnment, then we can go back
behind the intention of the Congress as, treat it as
sonething of a different order than a straight-out
repeal er ?

MR. LAYTON: No. There are a couple of cases
cited in our brief that stand for the proposition that we
don't expect Congress to use technical amendnents to make
this kind of a change, but neither of themactually says,
yes, we can then go back behind the |anguage to determ ne
what Congress did.

But here you don't have to go behind the
| anguage to comrittee reports or sonething like that.

Just | ook at what the |anguage was. |[|f Congress wanted to
do what CoBank now says they did, all they had to do was
elimnate the | ast sentence in the prior statute. That

is, the sentence that said, okay, here's the point at
which the State's authority to tax begins.

| f that had been the scope of the -- of
Congress' action, just elimnating that | ast sentence,

t hen except for the tangi ble personal property question
CoBank woul d have today exactly what they wanted, but that
13
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sent ence says, okay, the exenption that we are giving you
in the prior sentence -- that is, you don't have one until
we give it to you. The exenption we are giving you in the
prior sentence is going to apply only to a certain point.

And when Congress acted here, they took out not
just the, okay, it applies at a certain point, but
exenption that they had given, and so today there is no
exenption in the statute, and the banks for cooperatives
are responsi ble for paying taxes to State and | ocal
gover nnent s.

If there are no further questions, |I'll reserve
the rest of nmy tine for rebuttal.

QUESTION: We'll hear fromyou now, M.

Frederi ck.
ORAL ARGUMENT OF DAVI D C. FREDERI CK
ON BEHALF OF THE UNI TED STATES, AS AM CUS CURI AE,
SUPPORTI NG THE PETI TI ONER

MR. FREDERI CK:  Thank you, M. Chief Justice,
and may it please the Court:

Qur position is that banks for cooperatives
under the Farm Credit Act are not exenpt from State incone
taxes for two reasons. W think the Court should confine
its decision to an analsyis of the text of the Farm Credit
Act, and not go beyond it to discuss or address the
constitutional issues relating to Federa

14
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instrunmentalities.

Under the text of the act itself there are two
reasons why banks for cooperatives are not exenpt from
State inconme taxes. First, as the State counsel noted, at
section 2134, the first sentence itself just addresses an
exenption for notes, debentures, and obligations. That
provi sion contrasts with two other provisions of the Farm
Credit Act that specifically give State incone tax
exenptions for other entities of the farmcredit system
12 U. S.C. 2023 provides an exenption from State i ncone
taxes for farmcredit banks and provi des expressly that
Congress intended for those entities to be exenpt from
State inconme taxes.

Moreover, 12 U.S.C. 2098 provides an express
exenption from State incone taxes for Federal |and bank
associations. |It's clear, therefore, that when Congress
enacted this statute, and it anmended it over a 50-year
period, it knew precisely howto give the kind of
exenption from State i ncone taxes being asserted by
respondents in this case and chose not to do so.

Secondly, the history behind this provision, as
the Stte counsel nade perfectly clear, does not support
respondent’'s position. Between 1933 and 1985, the text
itself provided for the exenption from State incone taxes
only in any part of a year in which the Governnment owned

15
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stock. That ended in 1968. From a period between 1965
and 1968, the Governnent retired all of its shares of
stock in banks for cooperatives.

So as of 1968, and this is reflected in the Farm
Credit Admi nistration's annual report, banks for
cooperatives were not exenpt from Federal and State incone
taxes. Wen Congress made its anendnent nearly two
decades later, in the 1985 Farm Credit Amendments Act,
there was no Governnent ownership in any banks for
cooperatives. These were conpletely privately owned for-
profit entities and, as such, would have been subject to
State incone taxes throughout the entire period.

Now, the last point that I'd like to nake is
that the Court should not reach out to opine about
instrunmentality status generally. This -- the Court
consistently under the Farm Credit Act has | ooked at the
text of the act to determ ne the scope of exenptions from
taxation, and that's true in all of the cases that have
been cited by the parties under the Farm Credit Act. It
shoul d not use this case to opine broadly about what
instrunmentalitiy status nmeans for several reasons.

First, Congress uses the term instrunmentality,
in a broader range of contexts, and even in this case and
inthis statute itself, has used it to describe not only
the organi zations that are being used to facilitate

16
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Congress' purpose, but also the financial instrunments
t hensel ves. Section 2023, which is the Farm Credit Bank
tax exenption provision, describes the notes thensel ves as
the instrunentalities of the United States, and so by
maki ng a deci si on about what instrunentality status neans,
the Court could end up having -- could create unintended
consequences that woul d affect the taxable status of
instrunmentalities throughout the Governnent.

QUESTION: Wl |, maybe Congress has al ready
created that confusion by using the terminconsistently.

MR. FREDERI CK: M. Chief Justice, that is
certainly an area that Congress would certainly want to
address. The question, though, is, by using that term
and | would give a second reason, and that's that Congress
i nposes certain obligations on agencies and
instrunmentalities that are apart fromtax questions,
reporting obligations for data to the Secretary of
Comer ce, encouragi ng --

QUESTION:  Yes, but M. Frederick, isn't it true
that for purposes of deciding this case, if we have to
-- if we rule in your favor and the favor of the
petitioner, we nmust decide that the nere fact that it's
| abel ed an instrunmentality is not sufficient to give a tax
exenption?

MR. FREDERI CK: No, Justice Stevens. What the

17



© 00 N oo o B~ W N P

N NN N NN R R R R R R R R R R
gag A W N P O © 0o N oo 0o M W N+ O

Court would say is that use of the instrunentality

| anguage by itself would not render the rest of the tax
exenption | anguage in the Farm Credit Act surplusage, and
the Court would say that Congress defined the scope of the
tax exenpt status of these particular instrunentalities by
expressly dealing with tax exenpt status, and that's how
the court did it in the First Agricultural Bank case in
1968, when it addressed a very simlar question for the
nati onal banks, and there the Court said, we're going to

| ook at the text of the statute to determ ne the scope of
t he exenption and not reach --

QUESTION:  Well, we would at |east have to say
that the nmere fact they have used the terminstrunmentality
is not sufficient to overcone the statutory argunent.

MR. FREDERI CK: That's correct, where there is
express tax-exenpt |anguage given by Congress. | nean,
even in McCulloch itself the Court said that it was up to
Congress to decide howit wanted to exercise its powers
under the Necessary and Proper C ause.

QUESTION:  So is it your principal submnm ssion
that we should look at the act in its pre-1985 status?

MR. FREDERI CK: Well, we think that the '85
| anguage which is present here is, in and of itself,
sufficient, but it is also supported by the history of the
statutory evolution from 1933, which makes perfectly clear

18



Congress did not intend for these entities to be tax-
exenpt when the Governnment did not own shares in them

| f the Court has no further questions, | have
not hi ng further.

QUESTI ON: Thank you, M. Frederick.

M. Hanson, we'll hear fromyou

ORAL ARGUMENT OF RI CHARD A. HANSON
ON BEHALF OF THE RESPONDENT

QUESTI ON: Your opponent said that your client
continued to pay taxes to the State of M ssouri from
what, 1985 to 1995, is that correct?

MR. HANSON: Perhaps | could clear that up, Your
Honor. In the first place, the bank was not forned until
1989, so that we obviously didn't have any liability prior
to that date.

QUESTI ON:  How about from 1989 to 19957

MR. HANSON: The bank did, in fact, pay tax, and
fairly pronptly, beginning with the year 1991 filed refund
clainms to recover that tax. | would submt that to the
extent that they were slow in making those clains, it
m ght have had sonmething to do with the fact that the
entire farmcredit system had nore serious problens to
worry about in the late 1980's which was, frankly, its
survi val

One point that all parties seemto agree upon,
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and certainly the Court's opinions nmake this clear, is
that the question of whether or not an entity is entitled
to immunity as a Federal instrunmentality is up to
Congress. The Court said that in the New Mexico, the --
M ssouri said that in their briefs, the Solicitor General,
of course, said the sane thing.

What we now have here, we would submt, is a
case where congressional designation as a Federal
instrunmentality sonehow carries |ess weight than a
judicial determ nation of Federal instrunentality.

QUESTION: Well, the question is was there
real ly any congressional determ nation, considering that
when one thing we know for sure from'68 to '85, Congress
nmeant these entities to be subject to incone tax, and they
were. \What happened in '85? Wat Congress neant is far
fromcl ear.

MR. HANSON: Well, let nme go through the history
briefly of the banks for cooperatives, because | think
t hat answers your question. They were fornmed in 1933. At
that time, if you | ook at decisions |ike Janes v. Dravo
Corporation, to be a Federal instrunmentality nmeant -- and
| don't think there woul d have been any dispute, that you
were exenpt from Federal income tax absent an affirmative
aut hori zation. The banks were, and the Farm Credit Act
was then in 1971 conpletely recodi fied and Congress again

20
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affirmatively, not nerely carry-over, but affirmatively
said, the bakns for cooperatives are -- continue to be
federally-chartered instrunentalities of the United
States. That's 1971. They did that at a tinme when the
Federal Governnment owned no stock in that entity, and they
said the resaon --

QUESTION: But there was still a provision for
t he Governnment to conme back and use --

MR. HANSON: To invest in the stock.

QUESTI ON:  Yes.

MR. HANSON: What changed in 1985 is that the
form of potential Governnment investnment changed, and it
changed not because of sone sense of a difference in the
structure of these entities, it changed because Congress
determ ned that a centralized entity, the Farm Credit
Capital Corporation, could serve a nunber of warehousing
and centralized financing functions, and it would then
beconme the entry point for Federal investnent.

So what we have is, in effect, instead of the
noney going directly to the bank for cooperatives, it
woul d go to the Capital Corporation, which would then
provide it to the banks for cooperatives, and I would
submt that that's --

QUESTION:  The infusion would be a | oan type --

MR. HANSON: It would be a loan, and if you | ook
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at the statute, it's a subordinated loan. It's
subordinated to all of the debt of the system It's
subordinated to the capital provided by the nmenbers.

QUESTION:  It's still not up --

MR. HANSON: It's still not equity, | would
agree, but if you -- | nean, if you were trying to val ue
t he debt versus the equity and conpare their security and
their clains on the assets, | think you would find that
there very little distinction.

QUESTION:  You only tax the incone-earned

equity, don't you? | mean, basically the inconme of the
bank is -- the inconme goes to the equity hol der, doesn't
it?

MR. HANSON: The inconme goes -- the incone of
the bank is used for four purposes, and these are provided
in the statute. The first purpose is to -- and I'Il do
this in the context of 1991, which is the first year
before the Court. The first use is to rebuild the capital
of the bank, because you can't function as a | ender
wi thout capital to provide security to your bond hol ders.

The second use -- and this is all set out in
section 2132 with respect to BC's. The second use is to
rebuild | oss reserves, or to nmake sure that | oss reserves
are adequate. These are both things that are necessary
for the bank to function.
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The third use, of course, in these years is to
pay back the Governnent | oan and, as we indicated in our
brief, the Bank for Cooperatives National Bank and its
successor, CoBank, paid back sonmething like $300 mllion.

None of those things actually affect earnings.

QUESTION:  No, but | nean, ny point is sinply,
if I owm your bank -- you mght be very nice -- | would
expect the State to tax the incone, but if the Governnent
owns the bank, probably it wouldn't, and that's what the
statute seened to say. And then in '85 the Governnent
doesn't own the bank any nore. It |lends noney to the
bank. Well, so, why would you expect the State not to be

able to tax the income? It isn't the Governnent's any

nor e.

MR HANSON: But it's not the bank's inconeg,
ei t her.

QUESTION:  Whose is it?

MR. HANSON: It is the nenbers' incone.

QUESTION:. Al right.

MR. HANSON: That's the very nature of a
cooperative. | nean, a cooperative is --

QUESTI ON:  What was the fourth purpose? You
said there were four -- four things that --

MR. HANSON: The fourth would be, and this is
because we are a cooperative, would be a distribution to
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our menber borrowers according to the business they did

wi th the bank, not according to their capital, and as this
Court pointed out in Kiowa County, the purpose for that
distribution is not a purpose to return an investnent to
the borrower. It's to reduce the cost of his |oan,
because one of the fundanmental m ssions of the farmcredit
system again as this Court has recognized, is to provide
| oans for farmers at the | owest possible cost.

QUESTION:  If your client had never been
financed by the Federal Governnent, the fact that it had
those priorities for distribution wouldn't entitle it to
any sort of a tax exenption, would it?

MR. HANSON: No, but | think they make the point
that the bank itself is not a for-profit entity. It is a
cooperati ve.

QUESTI ON: Way does that bear on its tax
i mmunity?

MR. HANSON: Well, it bears on why Congress
woul d give the bank a designation as a federally-chartered
instrunmentality of the United States. The m ssion of the
farmcredit system-- it's set out in the statute, it's
been recogni zed in your cases, is to provide secure and
adequate lending to agricultural borrowers at the |owest
possi bl e cost.

QUESTION:  All right, but the | owest possible
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cost argument woul d not have washed before the '85
anendnent, because before the '85 anmendnent it was very --
as | understand the statute it was very explicit. That
even t hough you could reduce the cost by rendering the
bank nontaxabl e, you would only -- or the bank's incone,
you would only do that if the United States was in part an
owner .

MR. HANSON: Ri ght.

QUESTION:  And once the United States dropped
out, we didn't care whether it nade the | oans nore
expensive. Wy would there be a different policy in
effect now fromthe policy in effect then? Wy did we
become -- why did Congress becone nore sensitive to cheap
| oans after '85 than before?

MR. HANSON: Well, | don't think Congress was
any less sensitive. |If you go back to 1933, when the
banks were forned, it was obviously the Depression, and
Congress did what the Court acknow edges that it does. It
bal anced the interests of a Federal programto provide
secure and adequate and i nexpensive financing to farners
with the fact that the States were also suffering fromthe
Depression, and so the conprom se that was struck in
Depression conditions was, you can't tax these entities as
long as there's a Federal investnment, but we will let you
tax them when that investnment is retired.

25



© 00 N oo o B~ W N P

N NN N NN R R R R R R R R R R
gag A W N P O © 0o N oo 0o M W N+ O

As Mssouri itself put it inits brief, they

said, you know, if the Federal Governnent has an

i nvestnent in the bank -- an i nvestment here cannot

realistically turn on whether it is equity or debt.

mean, in either case, as | suggested earlier, the terns

are such that it's a Federal claim They said the States

ought to be understood to have to stand aside until that's

pai d back.

What changed in 1985 is, Congress recapitalized

the system

QUESTI ON: Okay, but Congress was sayi ng before

1985, as long as we are an owner, our interest cones

before the State interest.

policy.

MR, HANSON:  Yes.
QUESTION:  That isn't necessarily a cheap | oan
It's a favor-the-United States policy.

After 1985, the United States says, we're not

going to be owners any nore. Therefore, there's no need

to favor the United States, and therefore there's no need

to provide a nontaxable policy. At each tine, before '85

and after

"85, the United States' policy with respect to

the effect of the cost of borrowi ng on borrowers, on this

anal ysi s,

woul d be exactly the sane.

MR. HANSON: Ri ght.

QUESTION: The only thing that's changed is, we
26
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don't have the United States in an equity position to
favor any nore, therefore there's no need to provide for
nont axabi lity.

MR. HANSON: Well, | mean, certainly there's
nothing in the legislative history that suggests that that
anal ysis was undertaken. |'mnot saying that Congress
m ght not have thought it through that way, but goi ng back
to what Justice Breyer was asking ne about the profits and
i ncome of a bank, there is no source to pay back the
United States, except the incone.

QUESTION:  No, ny question is actually the sane
as Justice Souter's, that --

QUESTI ON: No, go ahead.

QUESTION:  |'m probably just going to put it in
a slightly different way, but -- you have three sentences
in this statute.

MR. HANSON: Ri ght.

QUESTION: The first sentence that says no, no
tax on bonds, all right. The second said, no tax on
income, and the third one said, sentence 2 applies only
when we're -- the Government's an investor.

MR. HANSON: Ri ght.

QUESTION:  All right. Now, just out of
curiosity, let's suppose that was still the statute.

W're back in '84. Wiy can the State tax a bank's incone
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even where the Governnent doesn't have an investnent?

MR. HANSON: They clearly could under the
statute, because --

QUESTION:  No. Wat do you nean, it clearly
could -- wait --

MR. HANSON:. | apol ogi ze, Your Honor.

QUESTION: That's -- the point is, the statute
doesn't say, it can't. The statute nowhere says that it
can or it can't. Wat the statute says is, it can't as
| ong as the Governnent has an interest. |t doesn't say
what happens when the Governnent interest disappears. Al
it says is that the precedi ng sentence exenption doesn't
apply when the Governnent interest disappears. That's
what ny version says. It says, the exenption provided in
t he precedi ng sentence shall apply only when the
Government i s an owner.

MR. HANSON: That's correct. That's what it
says.

QUESTION:  All right. Now the Governnent isn't
an owner. Therefore the precedi ng sentence doesn't apply.
Why doesn't McCul | och apply?

MR HANSON: Well, and the answer is that the
| egislative history from 1933 --

QUESTI ON:  Fi ne.

MR. HANSON: -- makes it very clear.
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QUESTION:  What you're saying, there's a
negative inplication.

MR. HANSON: That Congress was very clear about
t hat .

QUESTION:  Fine. Now, once you say there was a
negative inplication before, why doesn't that sane
negative inplication exist after '85, fromthe first
sentence, unless there's sonething in that '85 history
that shows that what they wanted to do was restore
McCul l och, and ny reading is there isn't a word on that,
but you're prepared to say it wasn't the statute before
that w ped out MCul |l och.

You' re saying what w ped out MCull och before
was a negative inplication fromthe statute, and so ny
guestion is sinply, why isn't that negative inplication
still there, just as strong as it ever was, unless, of
course, you can point to a reason? Now do you see ny --
you see where |'m goi ng?

MR. HANSON: | understand where you're going.

QUESTION: Yes. That's what I'd like the answer
to.

MR. HANSON: Well, and let nme qualify part of ny
answer, is that the statute has been understood by -- it's
never been construed by this Court, but it's been
understood by a nunber of State courts and -- consistent
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wi th what Congress said. They said, what we are witing
with that third sentence is, not that we -- we won't tel
you what happens when there's no ownership, but we are
telling you affirmatively that you becone taxabl e.

Now, was it artful |anguage? Perhaps not. So |
don't think it's fair to say that the exenption -- that
the taxability previously existed by negative inplication.
| think it was statutory and, of course, the answer, what
happened in 1985 was, the statute was repeal ed. Now, both
the exenption, | agree, and the negative inplication.

One thing here that | think the Court needs to

focus on, and it's a nmgjor point made by the State and by

the Solicitor General, is they -- citing Rosello and cases
like that, they say, well, the farmcredit banks have an
exenption, and the farm-- the Federal |and bank

associ ati ons have an exenption, and you don't have an
exenption therefore, and | grant that that's a perfectly
valid rule of statutory construction.

But | think it's fair to say that someone ought
to at least offer a reason why it nakes sense that
Congress woul d discrimnate against -- differentiate.
They're not discrimnating -- differentiate between a bank
for cooperatives which nakes | oans to an agricul tural
cooperative or production credit association which nmakes a
loan to a farmer. |It's also a property, but it's
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ot herwi se identical, and a Federal |and bank associ ation
makes the sane | oan, and they've clearly granted a
statutory exenption in the one case but not the other.

Now, you know - -

QUESTION:  Well, why doesn't that text take care
of it? |If you take the position that there's no inherent
exenption for this kind of organization, that you have
three organi zations, and for two of them Congress has
provi ded expressly your inconme is exenpt, and for one of
themit hasn't, so why isn't the assunption just fromthe
text that two of themhave it and one of them doesn't?

MR. HANSON: Well, | mean, | think Congress is
normal Iy presuned to legislate on a rational basis and
have a reason for what it's doing. M point is, and
particularly from--

QUESTION: | thought in the tax area Congress
could shed its grace where it wll.

(Laughter.)

MR. HANSON: Well, | certainly agree with Your
Honor on that point, but 1985 -- and there is this change,
and we pointed it out in our brief, that when the banks
formed in 1933 and through 1971, in effect they were a
stand-al one elenment in the farmcredit system They
i ssued their own bonds. They nmade their own |oans. They
were liable only for their own bonds and for their own
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oper at i ons.

From 1975 through 1985 the entire system becane
interlocking in ternms of issuance of bonds and liability
therefore, and the operation of all the banks, so --

QUESTION:  You say the entire system \What are
you referring to?

MR. HANSON: Well, I'mtal king about the major
|l egs of the farmcredit system the -- what were
originally the Federal |and banks and are now the farm
credit banks, the production credit associations, and the

banks for cooperatives. Those have al ways been the three

| enders.

But in 1985 CoBank is -- or, National Bank for
Cooperatives -- I"'msorry, 1989 -- is no |longer sinply
liable for its own operations. It doesn't issue its own

bonds. Its taxability doesn't affect only it. Nowit
affects everybody el se, because if Mssouri can tax it, it
has | ess income to put into the pool to pay back the

Gover nnent .

QUESTION: That's all true, but are there sone
ot her kinds of banks that are very simlar that M ssour
can't tax? You're not saying there's sone other very
rel ated kind of bank that M ssouri cannot tax?

MR. HANSON: | don't believe so.

QUESTI ON: No.
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MR. HANSON: | mean, the national banks, which,
of course, have al ways been viewed and desi gnated as
Federal instrunentalities, the statute nowtells you what
to do. The other types of lending institutions, you know,
inthe first place they' re not designated as federally-
chartered instrunentalities. Again --

QUESTION: Well, isn't the obvious answer to
your question, what -- you say, well, the Governnent's
t hought was, while we're the owner, M ssouri can't tax us,
but once we're no |onger the owner, because we don't own
stock, then it can, and if that raises the price of
credit, so beit. | mean, isn't -- that's what it seens
to say.

MR. HANSON: Well, then | guess | would --
that's one way of looking at it, but it seens frankly
i npl ausible to me. | nean --

QUESTI ON:  What about the other two --

MR. HANSON:. -- because the Governnment -- |I'm
sorry, Justice Scalia.

QUESTION: | thought you were done. Finish it.

MR. HANSON:. The Governnent -- and again,
this -- part of the problemthat we have with this is, we
recogni ze that there were distinctions made between the
banks. The Federal |and banks, which were originally
capitalized --
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QUESTION: It seens inplausible -- you were
finishing your answer. It seens inplausible to you
because?

MR. HANSON: That Congress woul d nake that
determ nation with respect to the banks for cooperatives,
but it wouldn't nake that determ nation with respect to
t he ot her banks.

QUESTION:  Are the other banks -- this was ny
guestion. Does the Governnment own stock in the other
ones?

MR. HANSON: It does not own stock in the other
banks. It originally capitalized the Federal |and banks,
whi ch had been before this Court nunerous tinmes. But --

QUESTION: So you could not explain the
di fference on the ground that the Governnment is a
participating investor in the others --

MR. HANSON: No, and --

QUESTION: -- in a fornal sense, whereas it is
not here.

MR. HANSON: Those statutes -- their statutory
exenption continued after the Governnent's stock was
retired. It was not made conditional, as the banks for
cooperatives exenption was, as it appears to us, because
when the banks were formed in 1933, that was a political
cal cul ation that Congress made. They said, the States are
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desperate for revenue, and while we need to acconplish
this program we're willing to make this accommodati on

QUESTION:  But the accommopdation didn't kick in
for 35 years.

MR. HANSON: That's right. It did not kick in
until the late 1960's, and that accommodation --

QUESTION:  Kind of one-sided conprom se.

MR. HANSON: Well -- | nean, partly that goes to
the nature of farmng. You offered to buy the bank, and I
suspect | have nmenbers who woul d happily sell it to you.
But --

QUESTION: But it does show t he Governnment was
willing to treat CoBank differently then, and there's no
resaon to believe tht Governnment isn't willing to treat it
differently now, just as then you say the other
instrunmentalities, even though the Governnment was no
| onger a participating investor, would continue to have
their exenption, that was not the case for CoBank.

MR HANSON: That's correct.

QUESTION: So it's always been treated
differently for --

MR. HANSON: There is that differentiation. But
it cones -- it all conmes down to 1985, and did Congress
change the rules, and we suggest that the | aw before 1985
was, we are exenpt as long as the Federal Governnent has

35



© 00 N oo o B~ W N P

N NN N NN R R R R R R R R R R
gag A W N P O © 0o N oo 0o M W N+ O

an investnment, and technically in the stock of the bank,
and | understand that.

In 1985, Congress says, we have to provide a
line of credit to this entire systemto keep it from
falling. It managed in 2 years to |ose 40 percent of the
capital it had accunul ated over 7 years.

And not only are we going to do that, but we're
going to make the whole thing interlocking in terns of how

it functions, and we're doing all of this because the bank

is critical, because the comercial banks will not lend to
agriculture in times of stress -- Congress said that in
1633 in '87 -- and because the farnmers are suffering from

interest rates that they have to pay to the farmcredit
system which in large part was a function of the cost of
borrowing in the capital markets, because the capital
mar kets had | ost confidence in the banks, so we had --

QUESTION:  Congress said all this in a techni cal
and conform ng anmendnent, but nothing to suggest that they
meant to do anything nore than get rid of the obsolete
provision that referred to the Governnment's ownership

MR. HANSON: Well, you know, the State has
suggested that that is the reference in the commttee
report which describes this change, and we woul d submt
that's not true for two reasons.

First, as we pointed out in our brief, the
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commttee report refers to a version of the bill which did
not, in fact, establish -- it did not, in fact, repeal the
second sentence. It repealed only the third.

understand that's a two-edged sword, but they say it's
only a technical and conform ng anmendnment when what
Congress was doing was repealing only the third sentence
of the act, which would |l eave us with a conplete
exenption, so | don't know that you can prove too much --

| don't know if |I'm being clear about that.

QUESTI O\ But what puzzles nme is if the tax,
the State tax was on from'68 to '85. |[If Congress was
sayi ng, stop, States, you would expect that to be
sonet hing that people would stand up and take notice of,
and yet there's not anything explicit to suggest that
Congress neant to take away fromthe States the tax
authority that they had for this and the -- what is it,
the PCA's as wel | ?

MR. HANSON: Yes, it was, basically.

QUESTION: That it nmeant to take that away from
t he States.

MR. HANSON: Well, | think there are two answers
to that, and first is, as we've pointed out, you know,
this legislation started out, as legislation does, with
heari ngs and worryi ng about governnental regulation, and
farmers conpl ai ni ng about the cost of borrowi ng, and by
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the tinme it got into the systemin Novenber, the question
was whet her or not you could save the farmcredit system
because it turned out that it was basically henorrhaging
noney.

And Congress, the bill was introduced on, |
think, the 20th of Novenber, and it was signed by the
President on the 18th of Decenber. | nean, this went,
bang, bang, bang. It was described in the Wall Sreet
Journal as legislating on the fly. They were, you know,
as the Wll Street Journal would be very offended by that.

But -- so you have -- you have a | ot of very
high priority concerns that Congress was trying to deal
with and articul ate and explain, and then you've got this

State tax exenption which I'm-- and liability, which is

clearly inmportant to Mssouri, |I've no doubt about that,
but on a list of priorities, | doubt that it was very high
when Congress was concerned -- as the comments on the

floor indicate, they're worried about |osing the entire
system and -- but | think the second point, and again, in
19 -- | know I' mrepeating about this point, but in 19 --
prior to the change, the statute said that the bank was
exenpt as long as the Federal Governnent owned stock in
t he bank.

After 1985, if you accept our interpretation, we
are saying that the bank is exenpt because the Federal
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Government has reinfused capital, admttedly in a
different form but certainly not financially,
economcally different, and in a formfor which the banks
were liable, so that I would submt that the only

di fference between the circunstances in 1984 and 1986, if
you will, is that in the first place Congress was being

explicit, and in the second place Congress was relying

upon - -

QUESTION:  If you | ook at --

MR. HANSON: -- that designation

QUESTION: | nean, that's why -- not everyone
agrees, but |I like to |ook at |egislative history, and you
woul d have expected, given -- even cooperative banks at

that time, they' d have | awers who were doing this, and if
t hey thought that in renpbving words that grant an
exenption the intent was to give an even bi gger exenption,
| would certainly think sonewhere sonebody woul d have said
sonet hi ng.

MR. HANSON: Well, | don't understand, and
|"ve -- we've never accepted this notion that sonehow we
have a bi gger exenpti on.

QUESTI ON: No, equal to.

MR. HANSON: |'msorry, Your Honor, but -- well,
not even equal, because previously we were exenpt from
Federal inconme tax. Subsequently we're not exenpt from
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Federal incone taxes, and in -- | nmean, and that's fairly
significant.

Now, you can say, well, doesn't that undercut
the notion of Iending at the | owest possible cost? The
answer is, | think the Governnent is sort of indifferent
whether it gets its noney -- in paying back the | oan
whether it gets its noney fromtaxes or gets a | oan
repaynent, and in fact the banks were never truly exenpt
from Federal tax because they were -- even when they were
exenpt from Federal incone tax the statute inposed a
franchi se tax based on net earnings, which is functionally
equi valent, so in that sense the status quo was
mai ntai ned, and | think that's our argunent.

The status quo was nai ntai ned. The design was
mai nt ai ned. The facts changed, and under the
ci rcunst ances, and given the pressure Congress was under,
| think it's entirely rational that they would | ook at
this -- | nean, the bill came out of the House on the 6th
of Decenber. It was passed, conpletely changed and passed
by both Houses on the 10th.

| think it's -- you know, it's asking a bit much
to expect a nice, detailed explication of all the
provi si ons.

QUESTION:  Could you go to the reason for the
tax, the Federal incone taxability? |Is it taxable under a
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special statute that says, CoBank, pay Federal incone
taxes now, or is it taxable sinply because there's no
express exenption for CoBank?

MR. HANSON: It is -- it's taxable because the
| nternal Revenue Code provides that it would be taxable
absent an express exenption, and there is none, so it's --
entities have al ways been subject to --

QUESTI ON:  Does the code refer specifically to
t hi s bank?

MR. HANSON: No. The code refers to Federa
instrunmentalities and tells you howto --

QUESTI ON: Ckay.

MR. HANSON. -- that they are exenpt -- |I'm
sorry, that they are taxable absent an express exenption
in the inconme tax law. It's 501(c)(1).

So -- you know, so the presunption, the pattern
is opposite for a Federal tax. You're taxable unless
there's a statutory exenption.

Here, and 1'd like to sinply conclude by where |
started. If you look at the New Mexico deci sion which
M ssouri relies upon at |ength, and you go to page 736,
and | pick this out -- this is illustrative. You were
tal ki ng about whether those particular Federal contractors
were exenpt from State tax, and you said, the Court's
ot her cases describing the nature of a, quote, Federa
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instrunmentality.

That is a termof art. |It's been a termof art
since Justice Marshall first coined it in MCulloch v.
Maryl and, and the one attribute that's al ways been
associated with a Federal instrunentality in this Court's
cases is an exenption from State taxation absent a waiver.
| nmean, |'ve looked -- | can't claimthat | -- this is
conpl et e.

The Court has never held that an entity which is
a Federal instrunetnality is taxable in the absence of an
affirmati ve congressi onal authorization, whether you're
tal ki ng about the Departnment of Enploynment, you're talking
about New Mexico, you're tal king about G aves, you're
tal ki ng about James v. Dravo, never, at |east not that we
can find.

That termcarries with it that attribute, and we
submt that Congress, in designating us a federally-
chartered instrunentality, consistent with what we do --
they didn't do it haphazardly -- intended precisely the
sanme designation, and we woul d suggest that that also fits
with the overall goals of Congress in passing the 1985 act
and rescuing the farmcredit systemand trying to give the
agricultural borrowers sone relief fromhigh interest
rates.

It seens to us it all fits together, and what
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the State is literally saying is, well, we want to act
like the aw didn't change, that there was no repeal

Well, there was a repeal. The law did change, and the
guestion is, did Congress intend that we becone taxable

wi thout regard to the Federal investnent, or did they
intend that we becone exenpt under the McCulloch rule, and
those are basically the choices facing the Court.

|f there are no further questions --

QUESTI O\ Thank you, M. Hanson.

MR. HANSON: Thank you, Your Honor.

QUESTION: M. Layton, you have 7 m nutes
remai ni ng.

REBUTTAL ARGUMENT OF JAMES R LAYTON
ON BEHALF OF THE PETI TI ONER

MR LAYTON: I'Il note first that | believe that
t he banks for cooperatives were subject to Federal incone
tax prior to 1985, but 1'd also note the franchise tax
t hat counsel referred to.

In the 1971 act in section 4 it sets out a
franchi se act that could be as high as 25 percent of net
income for the banks, but interestingly, that franchise
tax applied so long as the Governnent holds shares in the
bank, and that the Governnent didn't hold any shares at
that point, and there was obviously an incentive, given
that franchise tax, not to allow the Governnent to pick up
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any shares in your particul ar bank.

| should note al so that although the Nati onal
Bank for Cooperatives was fornmed in 1989, it was the
nmer ger of other banks for cooperatives, and there have
been banks for cooperatives operating in Mssouri for
many, many years prior to 1989.

Turning to the legislative history, if, indeed,
we have to get to the legislative history, the history
does tal k about the reasons for the 1985 act, and one of
the things that's there is a note that the banks for
cooperatives thensel ves were healthy. This was not
pronpted by a problemw th the banks for cooperatives. It
was pronpted, as M. Hanson accurately said, by a system
wi de probl em

That is, there may have been -- there were other
entities within the bank, the farmcredit systemthat were
havi ng enough problemthat it was bringi ng down the
ability of the entire systemto sell bonds, and yet the
argunent being made here is that because sone other entity
had a problem and Congress created a systemw de renedy,
that is a renmedy that would provide Federal financing to
the system as a whol e, and never to particul ar
institutions, that sonmehow t hese banks for cooperatives
attained a new exenpti on.

Before, they only had an exenpti on when they had

44



© 00 N oo o B~ W N P

N NN N NN R R R R R R R R R R
gag A W N P O © 0o N oo 0o M W N+ O

Federal investnment. Afterward, according to CoBank, they
all have an exenption even if no one has a Federal
investnment, and the nost that's likely is that sone
production credit association or soneone el se woul d have
an investnment, and yet sonehow they get this exenption
back. They also -- the --

QUESTION: M. Frederick, what is the effect of
Congress' calling an institution a Federal
instrunmentality? |1'd always thought that the primary
reason they do that is precisely to exenpt it fromState
i ncone tax.

MR LAYTON. Well --

QUESTI ON: What ot her effect does it have? Wy
woul d you enact a statute that says, you know, the Red
Cross, or whatever it is, is a Federal instrunentality?

MR. LAYTON: | think one reason is to ensure
that that entity -- in the tax context one reason is to
ensure that that entity cannot be subjected to
di scrimnatory taxation

M ssouri, for exanple, could not pass a tax that
was restricted to the incone of federally charter -- or,
excuse nme, of cooperative banks that serve cooperatives,
farm cooperatives. Because the only one that exists is
this instrunentality, that would be ainmed at a Federa
instrunmentality and would be a discrimnatory tax and it
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woul d be illegal, becuse that is a Federal
instrunmentality. There may be other reasons as well, but
certainly that is one inpact of use of that term

The change that is alleged to have cone about in
1985 is not just to renobve the connection between the
Federal investnment and the bank that is asserting the
exenption, but also to renove the tenporal aspect. That
is, before, the exenption only was in place while the
Federal investnment was in place.

At the tinme in 1985 there was 5-year sunset
provi sion on the credit corporation through which the
funds that M. Hanson spoke of would be channel ed, and yet
the exenption that he asserts is one that woul d exi st
indefinitely. That's inconsistent with the |egislative
history and with the | anguage of the statute.

CoBank poses the question as to why
differentiate between production credit associations and
banks for cooperatives on the one hand and ot her
institutions such as | and banks on the other, and we
shoul dn't have to ask that question, because Congress nmade
that determination in 1933. There has al ways been a
distinction. W're just discussing today what the
di stinction nowis.

But there are a couple of possible reasons for
Congress to have made that distinction. One is sinply
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tenporal. In 1933 we were in the Depression era, and not
only was there a problemwith the farmcredit, with credit
for farmers, but there was a problemw th banks generally,
and so here Congress was setting up sone institutions that
woul d conpete with commerci al banks that thensel ves were
failing throughout rural areas in the United States, and
Congress set up a systemthat said, okay, for the tine
being, we will give you an advantage over your comrerci al
conpetitors, but only for the tine being. At sone point
it's going to go back to where you do not have that extent
of commerci al advantage. Sure, you can still issue
obligations that will be tax-free, but you won't be able
to avoid tax entirely.

Anot her reason that there nay be a distinction
is that the | and banks that M. Hanson referred to | end,
as | understand it, based on the farnmer's | and as
collateral, and there has always been a feeling in
Congress that we don't want to take the | and away fromthe
farmers. That is distinguishable fromthe question of
| endi ng based on their crops, which is what a production
credit association would do, or based on the equi pnent and
land that is held by a cooperative that nay be producing
or processing the crops or otherw se providing services
for the farmers. There is a distinction.

It's worth noting that today betwen two-thirds
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and three-quarters of agricultural lending in the United
States is done by entities outside of the farmcredit
system and those entities nust conpete on the grounds
t hat Congress set forth, and not on the grounds that can
be divined by sone reference to past history.

If there are no further questions, | thank the
Court.

CHI EF JUSTI CE REHNQUI ST: Thank you, M. Layton.
The case is submtted.

(Wher eupon, at 12:07 p.m, the case in the

above-entitled matter was submtted.)
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