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JUNE 15, 2007 Class Action Against Illinois
Section 529 Programs

Boston Alleges That Tax Parity Is
Washington Constitutionally Required

New York Litigation over the constitutionality of state tax benefits restricted to a
state’s own financing programs has spread to Section 529 college
Stamford savings programs from the municipal bond sector, which has

generated a case that currently awaits a U.S. Supreme Court decision.
Los Angeles

On May 15, 2007, Maryam Ahmad, individually and on behalf of a
Palo Alto class of Illinois taxpayers who invest in out-of-state Section 529
programs, brought suit in the Circuit Court of Cook County, Illinois.

San Diego The complaint challenges the constitutionality of provisions of the
London Illinois Income Tax Act that provide a deduction from adjusted gross
income of up to $10,000 for investments in the “College Illinois!”
prepaid tuition program and the “Bright Start” and “Bright
Directions” college savings programs, but that do not offer a similar
www.mintz.com deduction for investments in Section 529 programs sponsored by
other states. The lawsuit asserts that the Illinois tax statute facially
discriminates against interstate commerce in violation of the so-called
“dormant” Commerce Clause of the United States Constitution. The
Bostgr:‘,eMF;rs‘z;‘;aJS(;‘:;t:rz111 lawsu.it a.lso alleges a.violation of a provis.ion o.f the Illinois .
617 542 6000 constitution that requires reasonable classifications of the objects of
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complaint indicates that there are “several hundred, and probably
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e a declaratory judgment that the Illinois tax deduction for in-
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203 658 1701 fax

1620 26th Street
Santa Monica, California 90404
310 586 3200
310 586 3202 fax

1400 Page Mill Road
Palo Alto, California 94304
650 251 7700
650 251 7739 fax

9255 Towne Centre Drive
San Diego, California 92121
858 320 3000
858 320 3001 fax

The Rectory
9 Ironmonger Lane
London EC2V 8EY England
+44 (0) 20 7726 4000
+44 (0) 20 7726 0055 fax

Document hosted at JDSU PRA
http://www.jdsupra.com/post/documentViewer.aspx?fid=04f949a4-1bde-4892-9843-f4955e85feb8

constitutions,

e a declaratory judgment that the members of the class are
entitled to tax refunds in the amount of the Illinois income
taxes they would have saved if the deduction were available
for out-of-state Section 529 programs,

e an order obligating Illinois to create a common fund in an
amount equal to the tax refunds claimed plus interest, and

e attorneys’ fees.

The Ahmad class action was filed a week before the U.S. Supreme
Court decided to review a Kentucky case, Davis v. Kentucky, in which
a Kentucky appellate court held that Kentucky’s practice of
exempting from state income taxation interest on municipal bonds
issued in Kentucky while taxing interest on municipal bonds issued in
other states violates the dormant Commerce Clause of the United
States Constitution. The U.S. Supreme Court is expected to issue a
decision in early 2008 on the constitutionality of such a preferential
tax exemption in the context of municipal bonds. The Davis case and
the issues it raises are discussed in our May 21, 2007 advisory, U.S.
Supreme Court to Rule on Constitutionality of State Tax Statutes
Favoring In-State Municipal Bonds.

It is likely that the Ahmad class action has been filed in order to stake
out a claim for the eventuality that the U.S. Supreme Court declares
tax statutes favoring a state’s own financing programs
unconstitutional. It would not be surprising to see similar class action
litigation initiated in the near future in other states with tax
preferences for in-state Section 529 plans. Because there are
differences between municipal bonds and Section 529 programs, the
eventual U.S. Supreme Court decision in Davis v. Kentucky will not
necessarily be dispositive of the constitutionality of non-parity tax
treatment of out-of-state Section 529 programs. It is likely, however,
that plaintiffs in the Ahmad case and any similar cases involving
Section 529 programs that may be filed in other states will await a
decision in Davis, and evaluation of which way such decision cuts for
Section 529 programs, before devoting substantial additional
resources to pursuing their claims.

In the meantime, revenue officials in close to 30 states with non-
parity tax deductions, tax credits or other tax benefits for in-state
Section 529 programs will need to consider the potential revenue
ramifications if the U.S. Supreme Court in Davis and/or other courts
faced with Ahmad-type litigation decide that non-parity statutes are
unconstitutional. As suggested by the relief requested in Ahmad, the
plaintiffs will, effectively, seek to obtain retroactive tax credits or tax
deductions for their investments in out-of-state Section 529 programs.



Document hosted at JDSU PRA
http://www.jdsupra.com/post/documentViewer.aspx?fid=04f949a4-1bde-4892-9843-f4955e85feb8

If non-parity tax benefits are declared unconstitutional, state revenue
officials may be faced with a choice between an unanticipated, and
unbudgeted, expansion of tax expenditures for contributions to
Section 529 programs, on the one hand, or a politically and legally
problematic attempt to retroactively revoke tax credits or deductions
previously granted to taxpayers who made contributions to in-state
Section 529 programs.
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If you wish to discuss the contents of this advisory, or for assistance

with issues raised by the legal developments that are the subject of

this advisory, please contact the Mintz Levin lawyers listed below or
any other member of Mintz Levin’s Public Finance section.

Len Weiser-Varon
617.348.1758 | LWeiserVaron@mintz.com

Mike Solet
617.348.1739 | MDSolet@mintz.com
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