ALASKA STATE LEG SLATURE
SENATE STATE AFFAI RS COW TTEE
March 21, 2002
3:35 p.m

VEMBERS PRESENT

Senator Gene Therriault, Chair
Senat or Ben Stevens
Senator Bettye Davis

VEMBERS ABSENT

Senator Randy Phillips, Vice Chair
Senator Rick Halford

COWM TTEE CALENDAR

HOUSE JO NT RESCLUTI ON NO. 35 am
Relating to urging the United States Congress to anend the tax
code to permanently repeal the estate tax.

MOVED HIR 35 am QUT OF COW TTEE

SENATE BI LL NO 306
"An Act establishing the Prescription Drug Assi stance Task Force;
and providing for an effective date.”

MOVED CSSB 306 (STA) OUT OF COW TTEE

SENATE JO NT RESOLUTI ON NO. 13

Proposi ng anmendnents to the Constitution of the State of Al aska
relating to inflation- proofing the permanent fund.

HEARD AND HELD

PREVI QUS COW TTEE ACTI ON

HIR 35 — No previous action to record.

SB 306 — No previous action to record.

SJR 13 - See State Affairs m nutes dated 4/26/01 and
2/ 22/ 02

W TNESS REG STER
Representati ve Jeannette Janes

Al aska State Capitol, Room 214
Juneau, AK 99801-1182

SENATE STA COW TTEE -1- March 21, 2002



PCSI TI ON STATEMENT: Sponsor of HIR 35

Heath Hi |l yard

Al aska State Capitol, Room 214
Juneau, AK 99801-1182

POSI TI ON STATEMENT:  Presented HIR 35

Senat or Bettye Davis

Al aska State Capitol, Room 504
Juneau, AK 99801-1182

POSI TI ON STATEMENT: Sponsor of SB 306

Ri chard Benavi des

Al aska State Capitol, Room 504
Juneau, AK 99801-1182

PCSI TI ON STATEMENT: Expl ai ned SB 306

St eve Ashnan

Department of Adm nistration

Director of Senior Services

3601 C Street Suite 310

Anchor age, AK 99503

POSI TI ON STATEMENT: Testified on SB 306

Gene Dau

AARP menber

P. O Box 20995

Juneau, AK 99801

POSI TI ON STATEMENT: Testified on SB 306

John Furuness

NARFE menber

1285 Fritz Cove Road

Juneau, AK 99801

PCSI TI ON STATEMENT: Testified on SB 306

Marie Darlin

AARP mrenber

No address provided

POSI TI ON STATEMENT: Testified on SB 306

Nancy Weller
Di vi si on of Medical Assistance
Department of Health &
Soci al Services
PO Box 110601
Juneau, AK 99801-0601
PCSI TI ON STATEMENT: Testified on SB 306

Joe Bal ash
Staff to State Affairs Committee

SENATE STA COW TTEE - 2- March 21, 2002



Al aska State Capitol, Room 121
Juneau, AK 99801-1182
POSI TI ON STATEMENT: I ntroduced SJR 13

ACTI ON NARRATI VE

TAPE 02-16, SIDE A

CHAl RMAN GENE THERRIAULT <called the Senate State Affairs
Commttee neeting to order at 3:35 p.m Present were Senators
Davis, Stevens and Chairnman Therriault. Senators Halford and
Phillips were out of town.

#HIR 35

HIR 35- REPEAL ESTATE TAX

HEATH HI LYARD, staff for Representative Jeannette Janes,
i ntroduced HIR 35 and read the following into the record:

This resolution is simlar in wrding and intent to HIR
34 introduced by Rep. Coghill in the first session of
the twenty first Al aska Legislature. The nmjor reason
we’ ve chosen to revisit this issue is that in 2001,
President Bush signed into law a tax relief act that
included a tenporary repeal of the Death tax and that
repeal sunsets in 2010.

To address sonme of the technical elenents of the new
provisions | have included with ny sponsor statenent a
timeline, prepared by Deloitte & Touche LLP, which
denonstrates the graduated decline in tax rates and the
increasing exenption levels as a result of the 2001
I aw. Al aska currently has its own Estate tax (AS
43.31) and our rate, and thus the revenue generated, is
driven by the federal law. According to Brett Fried, a
tax economist wth the Alaska Dept. of Revenue,
regardl ess of whether or not the federal repeal becones
permanent, the tenporary repeal wll cause Al aska's
revenue streamfromthis tax will dry up by FYO6.

In the sane study cited in the sponsor statenent, using
very sophi sticated econonetric nodels, analysts believe
that had the tax been repealed in 1996 the nation's
econonmy woul d have yi el ded an average of $11 billion in
addi tional output, created an average of 145,000 new
jobs, and personal incone would have increased by an
average of $8 billion over the followi ng nine years
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The overall increase in the national econony would have
created enough additional revenue to conpensate for
t hat whi ch had been generated by the tax.

In a statenment of support from NFIB Al aska for HIR 35,
the NFIB states, “In addition to the tax itself,
t housands of small businesses are inpacted each year by
expensive fees paid to attorneys, accountants, and life
i nsurers necessary to prepare for an eventual death tax
debt.” Further, an article appearing in Farm Bureau
News published by the Anerican Farm Bureau Federation
states “many farners and ranchers feel conpelled to
spend noney for estate planning, an expense that 1is
drain on ongoing farm operations.” |In addition to the
NFI B, efforts to permanently repeal this tax enjoy
broad support from the National Black Chanber of
Commerce, the National Association of Wnen Business
Owers and the National Congress of American |ndians
anong ot hers.

As indicated in the sponsor statenent, not only does
the death tax disproportionately tax several specific
denographic groups, it also does not justify its own
exi stence from a fiscal perspective costing nore to
coll ect than the revenue it generates.

Finally, I wll leave with a quote from President Bush
in a speech given this wek to the Wnen's
entrepreneurship sumit, “W nust nake the repeal of
the death tax pernmanent. | call upon Congress to do
this imediately.”

CHAI RVAN THERRI AULT asked whether the phone call that was
scheduled for the following day from Speaker Hastert was in
regard to the national effort to permanently repeal the estate
t ax.

REPRESENTATI VE JEANNETTE JAMES, resolution sponsor, replied it
was for that purpose and she had already had one tel econference
neeting with the U S House on the issue.

CHAI RVAN THERRI AULT stated that his office received a notice that
contai ned a copy of a suggested resolution for the Legislature to
consider. He asked whether HIR 35 contained the suggested
| anguage.

MR HLYARD replied that legislative legal had that basic
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docunent when they drafted the resol ution.

CHAl RMAN THERRI AULT noted there was a zero fiscal note. There
were no further questions or additional testinony.

CHAI RMVAN THERRI AULT disclosed his wife is an attorney with a
mast er degree in tax issues.

REPRESENTATI VE JAMES announced she changed the nane of the
resolution to “Repeal Estate Tax” from “Repeal Death Tax.”

CHAI RVAN THERRI AULT sai d he appreci ated the change.
There was no prepared CS and no proposed anmendnents.
He asked for the will of the conmttee.

Senator Davis nmade a nmotion to nove HIR 35 am and zero fisca
note fromcommttee with individual recommendati ons.

There being no objection, HIR 35 am noved fromcomittee.
#

#SB 306

SB 306- PRESCRI PTI ON DRUG ASSI STANCE TASK FORCE

SENATOR BETTYE DAVIS, bill sponsor, stated that she has spent a
ot of time reviewing prescription drug issues. She is currently
serving on the Committee on Aging for the Council of State
Governnents and recently attended a conference on prescription
drugs. Representative Joe Hayes is the sponsor of the sanme bill
on the House side and asked that she mrror his bill in the
Senate. She hopes that this legislation will help to find ways to
aid senior citizens in the purchase of prescription drugs.

RI CHARD BENAVI DES, aide to Senator Davis, explained that while
Congress has been debating proposals to add a prescription drug
benefit to Medicare, nmany states are taking steps to protect
their nore vulnerable residents fromrising out of pocket costs
and declining insurance coverage for prescription drugs.
According to the National Conference of State Legislatures, over
40 states have considered legislation to help seniors and the
di sabl ed address these issues. SB 306 only involves Al aska's
growi ng seni or popul ati on. American Associ ation of Retired People
(AARP) statistics report that the annual growth rate for Medicaid
spendi ng on nedications in Al aska rose 23.4 percent between 1996
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and 1998. They also reported that about 11,000 seniors have no
prescription drug coverage what soever.

Bet ween October 31, 1999 and OCctober 31, 2000, over 5,500
Al askans aged 65 and above who were eligible for the state’'s
Medi cai d program received 263,000 prescriptions at a cost to the
state of over $10 mllion. SB 306 would create a nethod to | ook
at ways to provide neaningful relief to seniors w thout creating
| ar ge new expendi ture prograns.

STEVE ASHVAN, Director of the Dy vision of Senior Services,
testified Vi a t el econf erence t hat t he Depar t ment of
Adm nistration would be charged with putting together the task
force called for in the legislation. Currently they don’t have
accurate information on the nunber of seniors in need of
prescription drug relief but there are certainly a nunber of
anecdotal cases. It is a significant problemand one of the goals
of the legislation is to investigate the options that are
avai l able as well as other states’ practices.

He | ooks forward to working with the sponsor and will help in any
way possi bl e.

GENE DAU, AARP nenber testified in support of SB 306. He noted
AARP Al aska sent a letter in support as well. Wshington state
doctors are now able to fax prescriptions directly to pharnacists
in Canada who will mail the nmedicine to you in the U S. He asked
why this wouldn’t be possible in the state of Al aska.

CHAI RVAN THERRI AULT conment ed he didn’t know that you couldn’t do
t hat here.

SENATOR DAVI S stated that would be an option the task force could
| ook into.

SENATOR STEVENS asked if the nethod of paynent was a credit card
or simlar and not a credit against a U S. based program

MR. DAU replied paynment was cash.

3:50 p.m

JOHN FURUNESS, National Association of Retired Federal Enployees
(NARFE), testified in support of SB 306. Prescription drugs need
to be made nore affordabl e.

MARI E DARLI N, AARP nenber, testified in support of SB 306. She is
t he coordinator for the Capital Cty Task Force and al t hough they
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are followwng many bills this session, this is of particular
concern. The AARP letter of support is in the bill file.

CHAI RVAN THERRI AULT asked Ms. Darlin whether she had a comment on
t he makeup of the task force.

M5. DARLIN said she was pleased with the conposition of the task
force.

CHAI RVAN THERRI AULT asked whether the Departnent of Soci al
Services had any concern about the nmakeup of the proposed task
force.

NANCY WLLER, a representative from the Division of Medical
Assi stance, said they had no concerns with its makeup. They
understand that nost of the federal proposals that are in the
President’s budget use Medicaid as a funding source for providing
prescription drug coverage to additional senior popul ations. They
woul d be avail able to provide assistance to the task force.

CHAI RMVAN THERRI AULT asked M. Benavi des about the nmeani ng on page
2, lines 4-6.

MR. BENAVI DES said the wording cane from the drafters and | ega
term nology isn't always easy for the | ayperson to understand.

SENATOR DAVIS explained the neaning is that we would have to
adopt other state’'s strategies to fit Alaska. She said she
supports the statement but was receptive to nore artful wording.

CHAI RVAN THERRI AULT noved conceptual anmendnent nunber one to
replace page 2, lines 4-6 wth sonething simlar to the
followng: “In considering the adoption of a strategy to help
senior citizens cope with the cost of prescription drugs, the
State of Alaska should review what has been done in other
states.”

SENATOR DAVI S sai d she coul d support the change.

CHAI RVAN THERRI AULT said he would work with Senator Davis and the
drafters rather that holding the bill and presenting a proposed
CS at the next neeting.

There was no objection to the conceptual anmendnent.

He asked M. Benavides to explain the fiscal note.

MR. BENAVI DES said the second page of the fiscal note explained
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this would cover the cost of three neetings if travel, |odging,
per diem and tel ephonic costs were incurred. M. Ashman was the
aut hor of the note and coul d answer specific questions.

CHAl RMAN THERRI AULT said he didn’t have any particul ar questions
and the bill had a referral to the Finance Conmittee where fiscal
guestions woul d be addressed.

There were no further amendnents.

He asked for the will of the conmttee.

SENATOR STEVENS nade a notion to nove CSSB 306 (STA) and attached
fiscal note fromcommttee with individual reconmmendati ons.

There being no objection, CSSB 306 (STA) noved from commttee.
#

#SJR 13

SJR 13- CONST. AM PERVANENT FUND

CHAI RVMAN THERRI AULT said he would like to discuss sone of the
information they received from the Permanent Fund Trustees
regarding the tax problens that mght be triggered if anything
was done to guarantee any part of the dividend in the Al aska
State Constitution. He asked M. Balash to distribute copies of
the legal opinions the trustees have gotten from Mrrison &
Foerster LLP over the years. He understood the trustee’ s concern
and desire to let the Legislature know that if anything is done
regardi ng ensuring any kind of dividend, there is a potential tax
problem H's reading of the legal opinions |leads himto believe
it is not an absol ute.

M . Bal ash conducted research based on di scussions fromthe | egal
menos and developed a grid sheet conmparing funds from other
states. He al so prepared a paper that discusses the Integral Part
Theory, which is a legal theory that protects state activities
fromtaxation

MR. BALASH, staff to Senate State Affairs Commttee, established
the report given to the trustees was conducted by a tax firmin
Washington D.C. The letter was addressed to the Attorney
Ceneral’s office because that office is statutorily the |[egal
counsel to the Permanent Fund Corporation. They discussed a
variety of ways the Pernmanent Fund can claim an exenption from
federal taxation. Primarily they focus on the Integral Part
Theory; the wunderlying doctrine is that Congress can tax the
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incone of states if they expressly say so, but they have never
chosen to do so. Additionally, an entity that is an integral part
of the state is not subject to taxation wunless Congress
specifically subjects it to taxation. This has been a successfu
def ense against taxation with the IRS in a nunber of instances.
Primarily they | ook at three points.

1. First they look at the type of entity. Is it a public
corporation, a state agency or a type of fund wthin the
treasury or even apart fromthe treasury?

2. Second they look at state creation, control and dom nation
of the entity. Did the state create the fund and does the
state maintain strict control over or domnation of the
entity?

3. Third they look at both the source and destination of the
funds. Wiere did the noney cone fromthat is in the fund and
what is the destination of the proceeds or assets?

There is no single determnant factor; rather the IRS |ooks at
all three factors and sonetinmes there has been negotiation of
what features the state needed to have to create the different
di saster insurance funds and insulate them from taxation and
qualify for the Integral Part Theory.

O particular concern is the third part of the test or the
destination. In Alaska the primary destination has been the
di vi dend. Whether or not that counts as a private benefit or the
creation of a private benefit causes sone concern because anytine
the destination is a private benefit the IRS carefully
scrutini zes that benefit.

MR. BALASH referred to the grid sheet found at the end of the
m nutes to discuss and conpare funds from ot her states according
to the Integral Part Theory

For exanple, the State of Mchigan set up a prepaid tuition
program where parents invested a set anount of noney into a
public corporation. That noney was invested and returns were paid
out to the beneficiaries that were designated by the origina
investors. The state argued it was an integral part of the state
while the IRS held that it was an investnent schenme in which the
investors were using the cloak of the state’s tax-exenpt status
to hide their gains. O particular concern to the IRS was that
i ndi viduals invested their personal noney, earned a return and
then got a benefit.

CHAI RVAN THERRI AULT pointed out that it was largely due to the
I RS rejection that Congress took specific action to approve such

SENATE STA COW TTEE - 9- March 21, 2002



f unds.

MR. BALASH concurred and added that when the IRS rejected the
supposition that they were an integral part of the state,
Mchigan filed a tax return, asked for a refund and sued when
they didn't get it. Although they lost in the first round of
litigation, the Sixth GCrcuit Court of Appeals ruled in their
favor. The court ruled it was serving a public purpose; it was
used in the State of Mchigan and was an integral part of the
state. The I RS disregarded the court and sinply stopped issuing
private letter rulings on the subject. O her states wanted to get
simlar benefits for their residents, which led to the |obbying
effort and subsequent passage of the specific exenption in the
| RS code.

SENATOR STEVENS asked if it wasn't a specific exenption for just
M chi gan.

CHAI RVAN THERRI AULT stressed it was for that type of activity.

MR. BALASH added that Alaska began a simlar program at the
Uni versity of Al aska.

CHAI RVMAN THERRI AULT confirmed it is private individuals investing
their noney and those private individuals specifically receive
t he benefit.

He asked M. Bal ash to discuss the hurricane and di saster funds.

MR. BALASH expl ained that Florida, Hawaii, and California are al
states where natural disasters are not uncommon or unexpected.
Florida and Hawaili have hurricanes and California has
eart hquakes. Those states have established entities from which
i ndi vidual s or insurance conpani es purchase prem uns. The prem um
revenues are invested to earn a return and if a disaster strikes,
reimbursenent is nmade for the amobunt of the policy. If you
purchased a prem um you would receive a benefit but you woul dn’t
if you hadn’t purchased a premium Just as in the M chigan case,
i ndi viduals or individual conpanies invest their noney and are
using the state’'s tax-exenpt status to receive a benefit. Those
states negotiated with the IRS to ensure the funds wouldn't be
rejected. The IRS wanted the states to contribute sone public
nmoney into the funds so they wouldn't be viewed as just an
i nvest ment schene.

It is clear that the source and destination is key to the IRS
determ nation. As stated in the Alaska Constitution, the
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Per manent Fund belongs to the state. It does not belong to any
i ndi vidual s, corporation, or agency, but a corporation nmanages
it. The managi ng corporation always refers to the assets of the
fund and the returns of the fund in its annual reports and news
releases in order to clearly make the distinction that the fund
belongs to the state and not the corporation. The corporation
board is conprised of state officials and individuals that were
appoi nted by the executive and the enployees of the corporation
are state enpl oyees.

It is easy to denonstrate that the state has controlling
dom nation of the fund because the Legislature statutorily
restricts how the corporation can invest the fund. For exanple
they are currently able to invest no nore that 55 percent in
equities. Also, the Legislative Budget and Audit Committee has
oversight of the fund and the corporation.

The source and destination is different for the Al aska Pernmanent
Fund than the other exanples. The source of the fund cones from
state royalties, some settlenents and approximately 2.7 billion
general fund dollars that were deposited in the early 1980’ s. For
the last 20 years, Alaska has paid out a benefit to private
individuals in the state so there is clearly a private benefit
from the paynment. However, the individuals receiving the benefit
never put any of their own noney in the fund and never used the
fund as a tax shield. Thus, the source and destination question
of the Al aska Permanent Fund has not been posed to the IRS.

CHAI RVAN THERRI AULT stated that according to the Integral Part
Theory, it is clear to himthat the Permanent Fund is an integral
part of the State of Al aska. Conpared to the disaster funds
di scussed, Al aska has a nmuch stronger case than the others due to
the structure and source of the fund. The payout 1is not
necessarily to individuals because they are not able to contro
or demand it, which gives Alaska a good basis to argue that the
fund earnings should not be taxed unless Congress specifically
authorizes it. Although Congress has that power, they nust
explicitly say that is what they want to do and they have not
done so.

The question now is whether guaranteeing sone |evel of dividend
is enough for the IRS to say there is no public purpose.
Currently some parts of the operating budget are funded with the
earnings, which does point to a state purpose. Also, if all of
the earnings aren’t used for a state dividend they certainly are
avai lable for the Legislature to use, which is a state purpose.
Under the proposed percent of market value nethodol ogy, it says
that if a draw is made it nust be |limted to five percent. That
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draw is perm ssive, it
The state could elect
remain available to the Legislature or

el ected to change the Constitution and put
public purpose.

is not
not

di ctated that
to make a draw and that

a draw nust

to the citizens if

t hat

be made.
noney woul d
t hey
noney toward a

Al though the Legislature and the trustees have been counsel ed

t hat guaranteei ng any kind of dividend would result
tax ruling, he’'s not so sure.
examni ni ng

wel | as

sone

of

t he

Hi s reading of the |egal
cases

confidence that the state would prevail

CHAl RMAN THERRI AULT st at ed
from the Pernmanent

pr oposal

t hat

the percent
Fund Corporation has been

in a negative
opi ni on as

di scussed gives him
of market value
in the

commttee for sone tine. He wanted to have the di scussion so that
menbers woul d be apprised of his interpretation and give themthe

opportunity
concl usi on.
final

to study
Wth this done,
action on SJR 13 in the next several

t he

i nformati on
the commttee could consider

and come to their

weeks.

CHAI RVMAN THERRI AULT held SJR 13 in conmttee.

#

There being no further

own

t aki ng

business to conme before the conmttee
Chai rman Therriault adjourned the neeting at 3:20 p. m

#SHR 13
Alaska | Michigan |Florida Hurricane| Hawaii | California
Permanent|Education| Catastrophe | Hurricane |Earthquake
Fund Trust Fund Relief Authority
Fund
Corporate Status State Fund; [Public State Fund Public State Agency
managed by |Corporation Corporation
a public
corporation
Ownership |State Investors Reverts to the state |Revertsto |Transferred
of Assets upon termination the state to the state
upon upon
dissolution  [termination
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Control and Investments |Independent Initial plan of |Initial plan of
Domination dictated by |of the State; operations |operations
law; LB&A |decisions subjectto  |approved by
Committee |could not be legislative  |the
has overridden review legislature;
oversight by any amendments
agency approved by
the insurance
commissioner
Board state officials state officials state official |state officials
Make-up |and public and public
members members
confirmed by confirmed by
the the senate
legislature
Employees |state Fund employees and|Administered Employees
employees contract advisors by a state  |subject to
agency state civil
servant
requirements
Source and Destination
Source State Participants (Insurers/Participants |Participants |Equivalent of
royalties and ; some + additional |state
settlements nonpatrticipant funds |state funds |premium tax
(mortgage |collections;
recording some seed
fee) money; sale
of fund
premiums
Destination|Currently, a |private revenues earmarked |insurers and |insurers and
matter of beneficiaries|for the fund the insured [the insured
legislative
grace
IRS ruling none rejected exempt exempt exempt
requested
#
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