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Senator Terry M ackie

SENATE MAJORITY LEADER

SPONSOR STATEMENT

SIR 33

Constitutional Amendment on the Permanent Fund

I introduced SJIR 33 to find an acceptable long-term solution to the state's revenue

deficit problem and bring fiscal security and stability to future state government

operations and responsibilities.

SIR 33 is a proposed constitutional amendment that will accomplish three things.

It will give every eligible Alaskan a 25 thousand dollar one time payment from the
Permanent Fund and end all future dividends. Secondly, earnings from the 12
billion dollars remaining in the fund will be available for the original, primary
purpose of the Permanent Fund. That purpose was to provide a revenue source for
necessary and essential public services when facing the effects of declining oil

revenues. Finally, the proposal requires approval by a majority vote of the people.

Thei e certainly are other ways to stem the current deficit spending spiral. The
voter rejection of last year's long-term plan, however, shows uiat any new proposal

must not only provide a real budget solution, but it must also be acceptable to the

electorate.
Moreover, the vote last September seems to have deadened any further

administrative or legislative efforts to address the long-term aspects of our budget
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situation. This is a situation that inevitably will worsen with inattention. Not only

are drastic spending cuts and taxes a looming presence, but also the dividend

program itself is in jeopardy.

The constitutional amendment proposed by SJR 33 is a long-term solution to our

revenue problems. | believe it would be approved in the coming general election.
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Ala*ta PermanentFund Corporation
P.0.Box 25500 Juneau, AlnaVa 99802-5500

(007) *$5-2<K7
MEMORANDUM
DATE: January 18, 2000
TO: Senator Mackie
FROM; JimKeltyj*r*—«

Director Communications
SUBJECT: APFC Financial Projection

You have asked the Alaska Permanent Fund Corporation (APFC) to do a
financial projection using certain assumptions which you provided.

You asked us to draw down all Fund income and as much principal as
necessary in order to pay each Alaskan a $25,000 dividend in 2001. You
have also asked us to assume that all Fund income in subsequent years
would be used first to inflation-proofFund principal. anH tTGbalance then
would be transferred to the General Fund. You asked us to assumo that
the Fund earned arate ofreturn of§ %, 1096 and 12%. Based on these
assumptions, the table below indicates the amount ofincome in millions of
dollars that would bo transferred to tho General Fund each year beginning

in2002;

Year m 10% 1%
2002 583 884 1,200
2003 e 615 923 \ 1,252
2004 *642 962 1,304
2005 671 1,004 1,360
2006 699 1,046 1,416
2007 729 1,090 1,474
2008 759 1,132 1,630
2009 788 1,176 1,580
2010 817 1.219 - 1.646
9,430 12,762

TOTALS; 6,308

.02
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You have also asked our estimate ofper capita dividends for the projection
period, based on the status quo. These numbers appear in the following

tab.e:
2000 1,888.77
2001 1,900.53
2002 3,877.56
2003 1,772.58
2004 1,695.11
2005 1,768.48
2006 1,828.57
2007 1,894.01
2008 1,962.86
2009 2,034.48
2010 2.108.06

TOTAL: 20,731.00

Senator, | should point out that the rates ofreturn you have asked us to
assume - S%, 10% and 12% - are in excess ofwhat the APFC expects to
earn given current Fund asset allocation and capital market assumptions.
In addition, these projections representonly our best estimate ofthe
median case; actual performance will vary with market volatility,

PLEASE NOTE THAT THE CORPORATIONNEITHER SUPPORTS
NOR OPPOSES ANY PROPOSED CHANGES TO THE CURRENT" USE
OF FUND EARNINGS, EXCEPTAS THEY MAY RELATETO THE
PROPER EXERCISE OF THE TRUSTEES' FIDUCIARY
RESPONSIBILITIES AS REQUIRED UNDER THE PRUDENT

INVESTOR RULE.

C: APFC Acting Executive Director
APFC Director ofFinance



MACKIE PLAN IMPACTS ON STATE PROGRAMS

By Sen. Mackie

1. STUDENT LOANS:

There are 10,100 defaulted loans totaling $80.9 million

8,600 are for lessthan $10,000 .

It is estimated that garnishment of the 25K will close 9000 accounts
and return $67 million to the student loan program.

This will support the loan requirements 11,000 students.

2. CHILD SUPPORT DEBTS:

Currently, 11.000 pfd's are garnished in part or in whole for child
support debts.

It is estimated that the garnishment of the 25K will collect $ 103
million of approximately $570 million owed.

This will eliminate 7,500 cases that are less than $25,000 and make
a considerable impact on the remaining 3,500 that are greater than

$25,000.

3. PRISIONER PFDs:
Garnished PFDs for 3500 orisioners yields $87.5 million.

These funds are currently allocated to
Domestic Violence and Sexual Abuse Programs

Violent Crimes Compensation
Department of Corrections Prisoner Rehab Programs



4. LOW INCOME HOUSING:

Current tenants of low income housing would not be affected by the
Mackie Plan as federal income requirements allow for exempting a

one time pay out.

It would affect, however, new people trying to get into low income
housing. Then, the $25k counts in the income determination and
could disqualify many Alaskans for the year 200 1.

For families wishing to purchase a home with the $25K pay out, the
First Time Homebuyer program of AHFC is well suited to offering
low interest rates for low and moderate income families.

5. EDUCATION AND CHILD CARE:

6.

The Mackie Plan does not affect the following low income programs:
Day Care Assistance
USDA Child and Adult Care Food Program
School Meals Eligibility
Head Start

HEALTH AND WELFARE:

Generally, the Mackie Plan should greatly assist people to
permanently get off welfare. Since welfare benefits are limited to five
years duration, the payout may be the key ingredient to attaining a

secure economic future.

Alaska Temporary Assistance Program for low income families with

dependent children: The Mackie Plan would not affect the program
and its hold-harmless costs in FY 01. Because dividends terminate,

the program will lose a§6 million funding source in future years.

Adult Public Assistance (APA) and Supplemental Security Income
(SSI) for needy aged, blind and disabled persons: The $25K would
count as income in determining eligibility for benefits. If the asset is
not reduced to the income eligibility level, the current hold-harmless
program continues to pay the SS equivalent for up to 4 months.



Food Stamps: Income requirements for this program is similar to the
SS program above. As such, hold-harmless payments are expected
to increase for the extent of the four month period.

Medicaid: The Mackie Plan would not affect the Family Medicaid
and Denali Kidcare programs.

ALASKANS UNDER THE AGE OF 18 (DOL July, 1999 est.):
193,543 individuals

$25k pay out = $ 4.841 bhillion
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March 2, 2000

The Honorable Pete Kott

Chair, Judiciary Committee
Alaska House of Representatives
State Capitol Room 118

Juneau, AK 99801-1182

Dear Chairman Kott:
RE: Banking, Securities & Corporations

| was able to view some recent testimony before your committee during which Representative
Green asked Representative Davis and Senator Mackie who would protect Alaska investors from
scam artists and who could provide some investor education for Alaskans. That Representative
Davis and Senator Mackie did not immediately reply those services are provided by the division
of banking, securities and corporations, tells me that | have not adequately reached out to
members of the legislature to let you know what this division does for the investing public.

Our mission is to protect Alaska investors. We do this by registering or noticing securities and
people who effect transactions and offer investment advice to Alaskans. We issue orders against
people who violate the Alaska Securities Act, AS 45.55. So far in FY 00, we have issued §
orders involving 15 respondents, and have levied fines of $108,750. In addition, $133,000 has
been returned to Alaska investors due to our direct involvement. We have made filing

complaints easier by providing forms on our web site.

We always encourage Alaska investors to check with us before they invest to verify that the
security they are buying or the person with whom they are dealing is properly registered. While
that does not guarantee it is a good investment, and also does not guarantee the person is honest,
in our experience, the worst offenders do not register with appropriate jurisdictions. We can
often provide information to investors on the disciplinary history of broker-dealers, agents,

investment advisers and their representatives.

While we have never received specific funding for investor education, wc do offer investor
education services. On our web site, at http://www.dccd.state.ak.us/bsc/bsc.htm, we provide an
investor education module that provides new information each month on mutual funds and on
general investment topics. It also provides archives of past articles. That is a service we provide
directly through an investor education service provider. Wc also provide links to other sites that

"Promoting a healthy economy and strong communities"
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contain investor education information on timely subjects such as on-line trading. Finally, we
publish on the site various investor alerts to warn people of questionable people or companies
that we or other securities regulators may be investigating, and we publish information on the

orders we issue.

Through our participation in the North American Securities Administrators Association, we have
provided free teaching guides to Alaska teachers to include afinancial literacy module in the
high school curriculum. This is called the Financial Literacy 2001 program. Depending on
funding, we try to make ourselves available to meet with interested parties to discuss securities

regulation.

| hope this letter makes it clear why it was apparent to me that | have not provided legislators
with sufficient information on the great history of service this division has provided Alaska
investors. Depending on resources, we have plans to increase the information available to the
public and to improve access via the Internet. We are here to help your constituents with any
problems they may have that are covered by the Alaska Securities Act. | would be happy to
answer any guestions you or members of your committee may have. Thank you.

Yours truly,

Franklin T. Elder
Director

cc: The Honorable Joe Green
'Hie Honorable Eric Croft
The Honorable Gary Davis
The Honorable Jerry Mackie
Mr. Patrick Pourchot, Legislative Director
Ms. Sally Saddler, DCED
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A mount of income in millions of dollars that
would be transferred to the General Fund

each year beginning in 2002.

Y ear 8 % 10 % 12 %
1,200

2 002 588 8 8 4
1,25

2 003 615 923
1,30

2 004 6 42 96 2
1,36

2 005 671 1,004
1,41

2006 699 1,046
1,47

2 007 7209 1,090
1,53

2 008 759 1,132
1,58

20009 788 1,176
1,64

2010 817 1,219
Totals: 6,308 9,436 12,76
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April 7, 1998

Wrm'i Hiraa Diil Nuvbe
202-887-1598
By Overnight Delivery

Mr. James L. Baldwin
Assistant Attorney General

Alaska Department of Law Received
Civil Division
P.O. Box 110300 APRn1 19S8

Juneau, AK 99811-0300
~ee'- ST

Re: Alaska Permanent fund Corporation

Dear Jim:

You have requested an update of the Report (“Report ‘) that we provided to the
Alaska Permanent Fund Corporation (“APFC”) approximately 10 years ago, regarding
the question whether the Fund and APFC are subject to federal taxation. | have
reviewed the cases and rulings that have been issued since 1988, as well as the statutory
amendments made tn Title 37, chapter 13 of the Alaska Statutes, Attorney General
opinions, and the recent annual reports. This letter summarizes and discusses the legal
developments relating to the central legal arguments addressed in our previous report.
We assume for purposes of this letter that the factual description of the Alaska
Permanent Fund (*'Fund”) and the APFC contained in the Report are still applicable,
apart from the legislative amendments which substituted references to the fimd for
references to the APFC, and other changes discussed below at page 32.

I. Executive Summary

As before, wc believe that there are three primary arguments supporting the
position that the income of the Fund and the APFC are not subject to federal taxation.

First, it might be argued that the constitutional doctrine of implied immunity of
state instrumentalities from faderal taxation applies. Aawc concluded before, this
doctrine has been so narrowly construed that it offers only questionable protection. The
few legal developments under this doctrine have only reinforced our previous

conclusion.

dc-1118%0



PIPR 20 '98 14:42 FP tu DdI3IM3tliD"Miro. r.u,..

MOKKISOW & FOERSTER UP

Mr. James L. Baldwin
April 7,1998
Page Two

Second, we relied on a history of rRS rulings, albeit without judicial authority, to
argue that income eamed by a State or an integral part of a State is not specifically
subjected to State taxation. Since 1988, there has been quite a lot of ruling activity
related to the integral part doctrine, as well as publication of the first judicial decisions
to address it. We believe that these additional authorities strengthen the position that the
Fund and the APFC arc an integral part of the state and thus not subject to state taxation.

Third, wc argued that, in the alterative, the income is excluded under section
115 of the Intemal Revenue Code (“Code™).1 Section 115 excludes fron graoss income
any income that is derived from the conduct of an essential govemmentai function and
accrues to a State or political subdivision. At the time of the Report, there were a
number of older authorities in this area, but there were no recent authorities. Since
1988, this has been an unusually active area for IRS rulings. Recent case law also has
addressed this statute, and the IRS has published one ruling of precedential value.
Although we believe that these developments continue to support also the position we
took with respect to the Fund and the APFC, they do indicate that the IRS’s analysis
increasingly tums on the issue of private benefit.

In short, we believe that the legal developments in this area in the last 10 years
reinforce the conclusions reached in our earlier Report.2

Finally, wc note that a number of the recommendations we made to strengthen
the Fund and the APFC’s position were subsequently adopted. We felt at the time that
the practical changes and proposed statutory amendments would substantially reinforce
Tre State’s legal position that the Fund and the APFC are integral parts of the State and
that income eamed on Fund assets is eamed directly by the State. Wc believe that the
factual analysis in the subsequent cases and rulings underscore the wisdom of such

actions.

1Al references to the Intemal Revenue Code or the Code are to the Intemal Revenue
Code of 1986 asarended, 26 11.S.C. §letxtq

1We have reason to believe thet the IRS is currently considering several additional
private rulings under the integral part doctrine and section 115 which may further elaborate on
the factors that are essential to exemption under the integral part doctrine or exclusion from
incone unckr section 115, We understanc that they have been controversial, in thet they were
previously submitted and rejected and have been resubomitted to the IRS. We do not heve
enough informmation at this time to determine i the rulings will add any meaningful discussion or
daboialioii to lire priur rulings.

dc-1J1590
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Il, Constitutional Immunity
The 1988 Report concluded that the constitutional doctrine of implied

intergovernmental tax immunity had heen so narrowly interpreted over the years that it
was unlikely to provide a reliable basis for arguing that any income received by a state
was immune from federal taxation should Congress choose to impose such taxation. At
one time, the constitutional doctrine of intergovernmental tax immunity held that, as a
matter of constitutional relationship between the federal government and the states, the
federal government may not tax the sovereign states. This doctrine has been so eroded
over the years that it is difficult to determine what its remaining scope might be.

During our previous consideration of this issue, the Supreme Court decided
South Carolina v. Baker,485 U.S. 505 (1988), which held (among other rulings) that
the doctrine of intergovernmental immunity did not bar a nondiscriminatory federal tax
on interest earned by holders of state government-issued bonds (“[TJhe States have
never epjoyed immunity from all federal taxes considered to be ‘on’ a State.,r).
Although that case did not deal with a federal attempt to tax a state or state
instrumentality, but rather a state attempt to dealt with a tax on bondholders, the Court
offered a sweeping analysis of the doctrine of intergovernmental tax immunity, a
discussion which might be characterized as dicta. Although the Court never addressed
the question of the “extent to which, if any, States are currently immune from direct
federal taxation,” 485 U.S. at 523 n. 14, the decision includes the often-quoted caveats
that “at least some state activities have always been subject to direct federal taxation”,
485 U.S. at 523 n.14, and "at least some nondiscriminatory federal taxes car be
collected directly from the States even though a parallel state tax could not be collected

directly from the Federal Government.” 485 U.S. at 523.3

We concluded that South Caroling, read in conjunction with the Court’s
expansive reading of the commerce clause in Garciav. San Artonio Metropolitan
TransitAuthority.469 U.S. 528 (1985). suggested that the Court recognized few
restraints on the federal commerce or taxing powers over state activities. Nevertheless,
wc believed that the Court was likely to conclude that there was a limited set of core
powers of sovereignty that would remain immune from the federal taxing power, such
as state tax revenues, bui that there was less comfort that the Court would not approve a

1The Court defined “directly” with respect 10 a state tax on the federal government as
“>when the levy falls on the United States itself or on an agency or instrumentality so closely
connected to the government that the two cannot realistically be viewed as separate entities
and indicated that the same definition applied to a federal tax on astate. 485 U.S. at 523.

dc-111890
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nondiscriminatory tax on other state income, such as investment income. Report at 69
76.

The South Carolina case, of course, had just been decided at the time of our
prior Report, and the impact of the decision and dicta therein had not yet been
determined. Since then, there have been approximately halfa dozen federal cases
regarding the intergovermmental tax immunity doctrine, and none have given us a reason
to alter this conclusion.

Specifically, in a case conceming federal taxation of investment income of
the state-created Michigan Educational Trust (“MET”), a federal district court
rejected the intergovernmental tax immunity claim on the grounds that the MET was
not so closely connected to the state that the two could be realistically be viewed as
separate entities. Michigan v. United States, 802 F. Supp. 120,126 (1V.D. Mich.
1992). On appeal, ihc state dropped its intergovermmental immunities claim. The
6th Circuit eventually ruled that the Michigan Educational Trust was indeed an
“integral pan" of the state, and thus exempt from federal taxation. Michigan v.
United States, 40 F. 3d 817 (6th Cir. 1994). The Court noted, however, that “it was
an appropriate move" for the state to drop its intergovernmental immunities
challenge because that doctrine had “been severely eroded with the passage of time,
and several years ago the Supreme Court suggested that it is now an open question
whether there is ‘any’ extent ‘to which Stales are cunendy immune from direct non-
discriminatory federal taxation.”" Michigan v. United States, 40 F.3d at 83
(quotingSouth Carolina v. Baker, 485 U.S. 505, 518 n.1lI (1988)).

The 6th Circuit concluded that “we are confident that today's Supreme Court
mouldsay that Congress isfree to impose a non-discriminator}' tax on the

investment income at issue here ifit wants to."

40 F.3d at (emphasis added). Since *Jie Court had already concluded that the MET
was an integral pan of the state, this staterment with respect to the intergovernmental
immunities doctrine is disturbing, since it indicates that even a generally favorable Court
would not conclude that a state’s investment income is exempt from federal taxation.

Since then, no other case has addressed the question of the potential permissible
constitutional scope of federal taxation of the states.4

4 Several cases have discussed the doctrine in the context of discriminatory indirect
state taxation o f persons or entities arguably assodiated with the federal govermment. These
include: diicriminatory stale taxation of federal retirees, sec. e.g.. Harper V. Virginia, S09 U.S.
86 (1992); Davis v. Michigan. 489 U.S. 808 (1989); nondiscriminatoiy state taxation o f oil ad

dc-111890
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I11.Federal Taiafiou Does Nut Reach Income Earned by an Integral
Part of a State
We previously contended that the strongest argument was that the Fund and the
APFC were an “integral part” of the state, and thus wholly outside the federal tax code.
That is, the IRS has consistently taken the position that the federal income tax law does
not impose income lax on income earned directly by a State or an entity that is an
“integral part” of a State absent a specific statutory provision.

This is a separate argument from the constitutional doctrine of intergovernmental
immunities, which is premised on the constitutional relationship between the federal

government and the states.

In contrast, the “integral port” argument assumes that, if Congress so chose, it
might be empowered to tax the states directly, but that careful review of the income tax
laws reveals that Congress has not attempted to do so. At its most developed, the
“integral part” theory argues that any congressional imposition of tax must be clear and
unequivocal. The Internal Revenue Code expressly taxes corporations, but does not
expressly tax states or political subdivisions, and there is no evidence that Congress ever
intended the code to apply to states. The IRS had developed this theory in several
precedential published rulings as well as humerous riunpreccdcnlial administrative
interpretations and internal memoranda. See Report, at 27-39.5

gas production on Indian reservations by non-ludian lessees, Cullun Felruleum Corp. V. New
Mexico, 490 U.S. 163 (7.988) (describing the intergovernmental immunities doctrine as
“thoroughly repudiated* by modem case law"); and whether state use taxes on bankruptcy sale
proceeds unduly burden the processes ofthe federal bankruptcy court, California V. Sierra
Summit, Inc., 49U U.S. 844 (1989).

3See the Report, at footnotes 26 and 30, for a discussion of the varying forms of IRS
interpretations and rulings, and their precedential weight. In this letter, we have included
discussion of many Private Letter Rulings (PLR) which are written advice provided to taxpayers
who submit written requests for rulings on specific legal issues based upon a specific set of
facts. Under section 6110(jX3), such private letter rulings are directed only at the taxpayer that
requested the ruling and may not be used or cited as precedent. Since the IRS has substantially
reduced its output of published guidance and no longer produces even general counsel
memoranda (discussed at footnote 30 of the report), private rulings are a valuable window into
the developing position ofthe IRS, particularly in areas such as this which are rarely the subject
of published guidance and even more rarely litigated. Although nonprcccdcntial, private letter
rulings also can provide a basis for seeking a similar interpretation by the IRS with respect to

similar fact patterns.

dc-111890
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At the time of the Report, there was no hudlual authority fo support the “integral
art” theory. In our Report, we discussed the then-recent IR private ruling issued to
fe Michigan Educational Trust (*MET*), which was the nation's first govermment-

sponsored prepaid college tuition plan. In that ruling, the IRS determing that the fund

Was not an Integral part 0f the state, and thus Its income was not exempt from taxation.

PLR 8825027. TMarch '29'1988)f Since our Report, the State of Michigan challenged

the IRS in tax refund litigation. The trial and appellate decisions in michigan V. united

States are fhie onI;Mudicial decisions EVEI {0 consider the_inteé;ral part theory. 802 F.

Supp. 120 (W.D. Mich. 1992), rev'a-40 F.3d 817 (6th Cir. 1994).

. Since 1988, the IRS has been invited to rule ?]n the “integral part” theory several
times, due In large part to the Interest c.. the part of the states in prepaid college turtion
investment programs, disaster insurance funds, and self-insurance programs for local
ﬁovernments_. he IRS has issued a\nother precedential RFvenue Rulingaswell as

Umerous private rullnqs. These rulings, nowever, have further developed the theary in
unexpected ways. The'IRS has been inex Ilcabl¥ Inconsistent in its apﬁroach, narrowl
applying the Theory in some cases Fprepal state tuition plans) yet expansively applyin
it in others (State dlisaster insurance programs).

A Michigan Educational Trust

The Michigan Education Trust case is mterestln%because ol the many structural
Rarallels with APFC in terms of its creatjon and antrol v the Sr[ate. Itﬁ_facf_s diverge,
owever, in terms of the source and destination of the funds. It further high |(I;hts the
IRS's concern with private benefit, altho %h this typically is raised in the Context of
section 115 rather than the “ integral part” Toctrine.

The Michigan Education Trust was established as a ,
corporate PUIPOSE — hlgher eqlucation — was declared b{ the qulslature o De apublic
purpose and an essential function of state government. It was “allocated by law” to the
stafe treasury department, cut acted indepéndently of the department. It had an
Inaependent board appointed by the governor and, confirmed by the senate; the board
Included the state treasurer. The board exercised its powers as authorized by the stafute,
mcludmg?]mvertmﬁéﬁ‘ % r%ﬁ;eout funds, determlnmg the eligibility of J)al‘tICI ants, and

|

ﬁ)ublic corporation. Its

c?ntract fgon be state. A separate Stat é\dml_nlstratlv bar?]w made l{}oo
uflicens of(he state, Including the governor. The administrative board had to approve
the form contracts used.

The state attorney general had advise
of the state. The emplo;yees of MET were su
e.g., CIVIl jervice and state laws governing lia

%_the trust's board that it was an * agencg”
tJe_ct to rules governing state employees,
llity of public officers, and the MET was

dc-It 1890
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subject to laws govermning the conduct of state agencies, e.g., open records law, open
meetings laws, and FOIA. The attomey general provided legal counsel.

An important factor was the source of funds — the entire assets of the MET
consisted of actuarially-determined amounts paid by parents under pre-paid tuition
contracts. MET was to invest the funds and guaranteed the college tuition of
beneficiaries at some time in the future. The act expressly provided that the funds were
to be used solely for the purposes of the trust and could not be used by the state for any
other purposes. The assets of MET were not considered state money or state revenues,
and were not subject to payment of full faith and credit obligations of the state (although
the appellate court later determined that the reason for this may have been to give the
trust broader investment powers than it otherwise would have). Another important
factor was the destination of funds, which were to be paid out to beneficiaries.
Moreover, upon dissolution, the assets would not go to the state but would be distributed
pro rata to the investors, although state could claim any actuarially determined excess.
The state was not legally obligated to make up any shortfall in funding, although it was

authorized to do so.

The MET funds were segregated from state funds, although they could be pooled
with state funds for investment purpaoses. Apparently, state treasury department
employees actually handled the investments. The bank trust accounts were in the name
of the state treasurer, with the state as agent for the trust. MET made an annual
accounting to the state governor and legislature. Annual audits were conducted by the
state auditor general. Fund payments were paid out through state warrants. Trust

income was exempted from state taxes.

During our work on the 1988 Report, the IRS issued a private letter ruling
rejecting the exempt status ofthe MET. PLR 8825027 (March 29,1988). The IRS
discussed the “integral part” theory only briefly, concluding that MET was not an
integral part of the stale. The key factors mentioned in the IRS ruling were that it was
created as a corporation to operate independently from the state; the trustees’ decisions
could not be overridden by any state agency; the funds were not derived from the state,
were not subject to the claims of the state’s creditors, and were not considered state
funds; the state could not loan, transfer, or use MET funds for any purpose; and the
MET funds could be used only for the tuition payment or refunds to investors.

Michigan then filed retums and sued for a refund of the taxes paid. In the
District Court, the parties stipulated the facts and filed cross motions for summary
judgement. The District Court denied the refund claim, determining as a matter of law
that the MET was subject to federal taxation. Michigan v. United States, 802 F. Supp.
120 (W.D. Mich. 1992). Michigan raised, and the court addressed, several possible
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bases for exemption —constitutional doctrine of intergovernmental inumuiilics and ihe
10th Amendment, the integral part of the state doctrine, section 115, and section
501 (which expressly exempts charities and certain other similar entities).

The District Court implicitly accepted the ‘integral part” theory as a matter of
law that states are defacto exempt from federal internal revenue lans. MET was a
corporation, however, and thus was subject to federal taxation unless it was an integral
part of the state entitled to the state’s immunity. The Court concluded that MET was not
an integral part of the state because, although the state put up some seed money, the
actual funds came from investors and could not be used by the state to pay state
creditors or for any other purposes. Also, MET’s obligations were not backed by the
frill faith and credit of the state6 The Court concluded that these facts demonstrated that
MET was an entity distinct from the state and not entitled to immunity as anintegral

part of the state.

Michigan appealed to the 6 th Circuit, which reversed, holding that the MET was
exempt from federal taxation, as an instrumentality or political subdivision, and as an
integral part of the state. Michigan v. United States, 40 F. 3d 817 (b th Cir. 1994). rev'g
802 F. Supp. 120 (W. D. Mich. 1992). The 6 th Circuit initially addressed the question
whether Congress had imposed taxation on a government corporation such as MET.

The Court observed that the Internal Revenue Code plainly mposejjaiuir corporations.
Literally read, that section would lax all governmental corporarioife include )
municipalities organized as bodies corporate, public universities, anti-fedefal
instrumentalities that are organized in corporate form (citing alist of federally owned
corporations that are presumed to be exempt from taxation). The IRS conceded the
legal premise that the Code did not impose taxation on astate, a political subdivision, or

an “integral part of astate.” 40 F.3d at 823.

The Court further cited along Hue of Supreme Court authorities requiring
Congress to express its intent unequivocally when it intends to alter the usual
constitutional balance between the States and the federal government. The Court
concluded that Congress knew how to make the kind of “plain statement” necessary tn
impose atax on a state instrumentality but had not done so here.

6The Court’s opinion regarding the constitutional arguments and section 11 *are
discussed at pages 3-4 and 25-32, respectively. The court also rejected exemption under section
501 because MET's direct benefits impermissibly inured only to parents who purchased
contracts, thus violating the private benefit and private inurement restrictions on section 501
charitable nrgani7*tinn«  As we suggested in our prior Report, a similar conoem would likely be
raised with respect to the Fund, APFC, and the dividend program if exemption were sought

under section 501.
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Unfortunately, the 6th Circuit's decision is so over-inclusive in its argument and
use of analogous legal tests that it is somewhat muddled, and to some extent confuses,
rather than clarifies, the appropriate legal standard under the "integral part” theory. The
6th Circuit seemed to feel that it had to conclude that the MET was not only an
instrumentality but also a political subdivision in order to conclude that it was an
integral port of the state. The Court determined that the statutory description of the
MET as a"public body corporate and politic” rendered it a state instrumentality. 40
F.3d a 818. The Court relied on an Advisory Opinion of the Supreme Court of
Michigan that the grant of corporate powers to a state agency rendered it a "quasi-
corporation” but that the agency nevertheless “remains an instrumentality of the State”
Id. (quoting Advisory Opinion re Constitutionality of PA 1966, 380 Mich. 554, 575, 158

N.W. 2d 416,425 (1968)).

The Court then reviewed the case law regarding whether an entity is a political
subdivision or part of a state for tax purposes, concluding that the standard was whether
the entity had been created by state authorities, acting within their constitutional powers,
and had been delegated the right to exercise a part of the state’s sovereign power for the
purpaoses of carrying our state functions The. treasury regulations defined "political
subdivision” as a division of the state which cither is a municipal corporation or has
been delegated the right to exercise part of the sovereign powers of tire stale. The Cuurt
concluded that the contractual obligations of the MET were no less than those of other
entities determined by the courts to be political subdivisions, and that the contracting
powers delegated to die MET empowered it to exercise essential governmental functions
on behalf ofthe state. 1d at 825.

Citing prior authorities*, the Court focused less on the creation and powers of the
entity rather than its purposes, finding that the “real criterion” was whether llie activities

7Not surprisingly, this aspect of the Court’s decision hes been criticized as confused
and inconsistent with the authorities relating to political subdivisions, primarily on the grounds
thai MET was not granted sovereign poners.

*Commissioner v. Shamberg's Estate, 144 F.2d 998 (2d Cir. 1944), cert, denied 323
U.S. 792 (1945)(port authority is political subdivision even though it hed no power to impose
taxes or pledge the credit of the state and wes not subject to debt-limiting provisions of state
constitution). Critics question howMET can be a political subdivision without sovereign
power*. Thepolitical subdivision argument isnot likely to bestrong outside the 6th Circuit, due
primarily to the lack of sovereign powers. The case law is quite old that a political subdivision
mud haw sovereign powers, defined aa the power to tax, the power ofeminent domein, and the
power to regulate (the police power). The case cited, Shamberg’s Estate, is the leading
"political subdivision' case. It dealt with aport authority thet hodeminent domeinand police
powvers, but not the power to tax -- itwes held to be a political subdivision.  Other political
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of the subdivision were for a public purpose. Responding to the District Court’s rather
summary dismissal of higher education as a governmental function, the 6th Circuit
determined that education was a governmental purpose and public function, particularly
given the history of Michigan as a land grant state and the emphasis in the state
constitution ofeducation as an essential government function. The Court noted that the
act creating the trust included extensive legislative findings that it was an essential
function of the state to support education, to encourage attendance to state institutions,
end to provide educational assistance to students. The Court found that education was at
least as much a state purpose as the bridges and tunnels that were the functions of the
entities held to be exempt political subdivisions in the prior case law. The Court thus
concluded that MET was a public agency authorized to exercise contracting powers on
behalfof the state for a purpose declared by the legislature to be a public purpose.

The Court then added that MET would qualify as a political subdivision since it
was a“public body corporate and politic”, and thus was “in a broad sense” a municipal

corporation. Id at 825-26.9

For further support, the Court also borrowed a six-factor test used by the IRS
and the courts for determining whether an entity is an agency or instrumentality for
purposes of federal law governing governmental benefits plans. Those factors are (1)
whether it is used for a governmental purpose and performs a governmental function;
(2) whether it performa ita function on behalf of a state or political subdivision; (3)
whether there are private interests involved or whether the state or political subdivision
has the powers and interests of an owner; (4) whether control and supervision is vested
in public authorities; (5) whether express statutory authority is required for the
instrumentality and whether such authority exists; and (6) the degree of financial
autonomy and the source of operating expenses. 40 F.3d at 826-27 (citing Rose v. Long
IslandRailroad Pension Plan, 828 F.2d 910 (2d Cir. 1987), cert, denied, 485 U.S. 936
(1988), and Rev. Rul. 57-128,1957-1 C.B. 311). The Court concluded that MET
satisfied the first five factors (the sixth was not presently satisfied but the court

subdivision cases discussed by the 6th Circuit include Commissioner v. White's Estate, 144 F.2d

792 (2d Cir. 1944) (bridge authority was political subdivision with power to issue exempt
bonds); Philadelphia National Bank v. United States. 666 F.2d 834 (3rd Cir. 1981)(Temple
University was not a political subdivision eligible to issue tax-exempt debt); Rose v. Lone Island
Railroad Pension Plan, 828 F.2d 910 (2d Cir. 1987), cert denied, 485 U.S. 936
(1988Xmetropolitan transit authority CMTA) was political subdivision and pension plan was pri

0fMTA).

9The Court did not cite any authority for this conclusion, which not surprisingly, also
has Keen criticized by commentators and the IRS.
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speculated that it could not be ruled out for the future), and concluded that, on balance,
the presence of five factors led to the conclusion that it was a state instrumentality.D

The Court also distinguished United States v. Maryland Savings-Share
Insurance Corporation, 308 F.Supp. 761 (D. Md.), rev'd on other grounds, 400 U.S. 4
(1970) ("MSS/C?), which was discussed in our Report at pages 8590. In MSSIC, the
Supreme Court upheld the lower court’s conclusion that a nonprofit insurance
corporation charted to insure savings and loan accounts was not exempt Rum federal
taxation as an instrumentality. The 6th Circuit pointed out that that MSSIC was a
private corporation, organized by and lor savings and loan members, with a Board
largely comprised of elected directors. 40 F.3d at 827-828. In contrast, the MET was a
public instrumentality, had a board appointed by the govermor, and was delegated
authority to contract on behalfofthe state.

The court also rejected both of the govemment’s arguments that the Uusl could
not be an integral part of the state because its corporate form made it functionally
independent and because the source and earmarking of funds made it fiscally
independent. The Court determined that it was “immaterial’ that the state chose to use a
public corporation rather than to assign the functions to a traditional department. 40
F.3d at 828. The Court cited the example ofthe U .s. Postal Service asacorporate entity
that did not become taxable by virtue of its corporate form. 40 F.3d at 828-29.
Similarly, die Court rejected the argument that the source or earmarking of funds wrs
determinative, again citing the example of the U.S. Postal Service, the TVA, and ports
authority as examples of goven mental instrumentalities that obtain funding from
private sources and are earmarked for the performance of public functions that the
agencies were created to perform. The Court was also critical of the government’s focus

il Critics argue that this six-factor test of “instrumentality” is irrelevant for two reasons.
First, it was developed in adifferent context involving different law, legislative history and
intent, and different requirements (ERISA and governmental plans). This argument was mede
by the IRS in criticizing the MET case in subseguent rulings. See, e.g., PLR 9809013 (Nov. 7,
1997); PLR 9706006(Nov. 877996); PLR 9627016(April 5,1996); PLR 9622019 (Feb. 28,
1996). The IRS's challenge is a bit disingenuous, however, since it was the IRS itselftwt
issued a series of G.C.M.s and rulings relying on this six-factor test for purpose of section 115.
See. e.g.. G.C.M. 34704 (Dec. 2, 1972); G.C.M. 34502 (May 2,1971); PLR 8820030 (Feb. 16.
1988); PLR 8740015 (July 2,1987); PLR 8650017 (Sept. 10, 1986). Second, critics argue that
“instrumentality” is not synonymous wirh "political .ubdrvision” or “integral part ofa
and that instrumentalities are not even certain of exemption under section 115. See, e.g, Letter
to Editor from Prof. Elian P. April, 66 Tax Notaa 121 (Jan. 2, 1995) (citing Maryland Savings-
Share Insurance Corp. v. United States, 400 U.S. 4,7 n.2 (1970) CMSSIC* and Rev. Rul. 77-

261, 1977-2C.B. 34).
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on the form, rather than the substance of the entity, analogizing the trust to goveriunciil
student loan programs and state pension funds. Id at 829.

Not surprisingly, th' IRS has chosen to reject the 6 th Circuit’s decision,
criticizing it in public appearances and statements, and taking the position that it is not
authoritative anywhere outside the 6 fh Circuit. In rulings since MET, the IRS has
repeatedly rejected the analysis ofthe Court as “internally inconsistent”, arguing that its
“reliance on the [six] factors listed in Rev, Rul. 67-128 ... to reach its conclusion is
misplaced.” Ste. e.g., PLR 9809013 (Nov. 7, 1997); PLR 9706006(Nov. 8,1996); PLR
9627016(April 5,1996): PLR 9622019 (Feb. 28, 1996). Moreover, the IRS declared
that it would no longer entertain state requests for rulings relating to the exemption of
state prepaid tuition programs under the “integral part” theory or section 115, thus
shutting the door on states that might want to adopt a variation on the Michigan plan
that might be more acceptable to the IRS. Rev. Proc. 96-34,96-1 C.B. 721.

Lacking access to guidance, the states began to lobby for Congressional grant of
exemption to such programs. Finally, in 1996, the Small Business Job Protection Act
added new section 529 to the Code, which expressly provides tax-exempt status for state
tuition programs that meet the requirements of the statute. P.L. 104-188, §1806. Even
after this statement of Congressional approval, the IRS continues to refuse to issue
rulings under the “integral part” theory or section 115 to states relating to prepaid tuition
programs, thus in effect taking the position Lhai only plans organized pursuant to the
statute may be exempt. Rev. Proc. 98-3,1998-11.R.B. 100 (Jan. 5, 1998).

B. Disaster Insurance Programs

The IRS has issued a number of widely publicized “integral part” rulings tu
states in recent years that shed additional light on the IRS's concerns in this area,
particularly regarding which characteristics of an entity qualify it as an integral part of
the state. In contrast to the MET IRS ruling, the extent to which a proposed state
entity’ sactivities appear to be private rather than public in nature (e.g., private funds,
investors, beneficiaries) continues to be a significant consideration, yet apparently is not
determinative once certain other indicia of state creation and control and financial

commitment are satisfied.

The most significant rulings in recent years involve a series of proposed state
disaster insurance programs, which typically create some sort of entity or fund which
1 .:"v;duais or insurers would pay into or purchase insurance from, which entity would

then pay claims or reimburse, insurers in the event of a certain natural disaster.
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1. Florida Hurricane Catastrophe Fond

In 1995, Florida snccessf(dbtained aprivate, ruling which held that the
Hurricane Catastrophe Fund (“CAT Fund”), atrust fund created by state law, would be
considered an integral part of the state. PLR 9507037 (Nov. 4, 1994). It is described as
a“trust fund under state law”, i.e., a separate legal entity, but it does not appear from the
ruling or the state statute that it was structured as an actual trust but rather as a state
fund. Participating insurers were to pay premiums into the fund, and would be
reimbursed for a percentage of losses resulting from certain events. The state also
imposed an assessment on a broader class of insurers, including many nonparticipants,

with the revenues to be earmarked for the fund.

It appears that the state was not liable if the fund proved to be insufficient,
although if that occurred, local governments could issue revenue bonds for the benefit of
the fund, and the bonds would be backed by the fund’s future revenues. It appears that
monies in the fund were not subject to the state’s creditors. The ruling does not indicate
whether the fund was treated as a state account for accounting purposes, or whether
there was any duty to provide financial reports or to be audited by the state. The state
legislature also could apprr priaie funds from the fund for grants to local governments
and nonprofits for preparedness programs. All assets of the fund would revert to the
state upon termination of the fund. It was governed by the State Board of
Administration, a three-member board comprised entirely of state officials. Operations
of the fund were conducted by fund employees and contract advisors. It appears that the
board was not created for the purposes of governing the fund, but rather was apre-
existing body that had been created under the state constitution to administer certain
special purpose tax revenues, and also could be delegated other powers under state law.

The ruling cryptically states that “[tjhe method of accounting for moneys related
to certain operations docs not by itself detennine whether the operation is an integral
part of the state or an entity separate from the state.” Nothing in the ruling discusses the
method of accounting for funds. It is known that the fuuid was very controversial and
was initially rejected by the IRS. This comment may be an observation that the fund
was actually a state fund, rather than an independent fund, and that that distinction alone
did not resolve the issue of integral part. Certainly, past IRS rulings have found that the
existence of a separate legal entity or independent entity was a determinative factor in
finding that an entity was not an integral part of the state.

The ruling does rely on the state’s exercise of its taxing power and “significant
contribution” of monies to the fund, the state’s power to appropriate monies from the
fund for certain specified purposes, and the state’s receipt of the assets upon dissolution
as significant factors in concluding that the state has a“ financial interest” in the fund.
Another factor cited by the ruling was that the monies could only be used for purposes
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authorized by state law, arid no utlicr purposes. The ruling also noted that the state
exercised direct control over the fund through the board which consisted of state

officials.

Curiously, there was no discussion of the issue which animated the debate over
the MF.T ruling — the significant private benefit. Here the very purpose ofthe fund, as
there, was to pay out virtually all ofthe income and assets to private parties, but that
Issue was not even discussed. Apart from the MET ruling, it would appear from a
general review of IRS rulings that the private benefit analysis is limited to section 115
and plays little or no part in determining whether an entity is an integral part of a state.
That may well be the wrong interpretation of the IRS’ sposition, however.
Contemporaneous public statements by Florida state officials during the ruling
negotiationF indicate that the IRS’s chief concern was indeed the MET -type private
benefit issue. The Florida CAT Fund was perceived by the IRS not as a state fund but
rather as plan to help private insurers. Negotiations with the IRS dragged on for over a
year — the IRS apparently demanded that the state have a significant investment of its
own funds at risk in the ftind before it wor’d rule that it was an integral part of the state.

Subsequently, Florida apparendy did not enact the plan in the form it was
presented t0 the IRS, and the IRS threatened to withdraw the exemption ruling unless
the state committed “ significant” state funds to the fund. Several s"iendments to the
plan were made, including additional annual appropriations from the general revenue
fund and another state trust fund for the first two years, a broader base of
nonparticipants who would be taxed to fund the program, and additional powers on the
part of the state to appropriate monies fromthe hind. The IRS accepted these changes
and issued a favorable supplemental ruling. PLR 9522039 (March 6, 1995).

2. Hawaii Hurricane Relief Fund

In the wake of Hurricane Iniki. Hawaii also developed a state sponsored disaster
relieffund, which the IRS held was an integral part of the state. PLR 9627016 (April 5,
1996). Significantly, the fund was established asapublic corporation. The fund was
placed under the State Department of Commerce and Consumer Affairs for
administrative purposes. The board was made up of the commissioner of insurance, ex
officio, and six members chosen by legislative leadership and the governor.
Departmental employees were assigned to the fund, and continued to be considered state

and departmental employees.

The fund issued hurricane policies for properties covered by private property
insurance, and the private insurance companies served as servicing agents for the fund
hurricane policy os well asthe properly insurance. The fund's policy revenues were
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kept in a trust fund outside the state treasury. The fund revenues came principally from
annual premiums for the policies. The fund was authorized to levy annual assessments
on insurers in Lheslate. The law also created a special mortgage recording fee w be
eammarked for the fund. If the fund was insufficient to pay claims, the law also provided
for increased assessments on insurers, or additional special assessments, or surcharges
on hurricane policy premiums. Additionally, the law authorized creation of a bond fund
within the state treasury, and authorized die commerce department to issue state debt
obligations which would not be backed by the full faith and credit of the state, as well as
other further revenue bonds which would be backed by the full faith and credit ofthe
state under certain limited circumstances. The bond fund would make loans to the trust
fund to support its operations. Upon dissolution of the fund, any remaining monies after
settlemment of any claims, would revert to the state general find.

The ruling concluded that the state exercised significant control over the fund.
All board mimtur would bo state officials or nominated by state officials and confirmee
by the state senate. The initial plan of operations was subject to legislative review. It
would be administered by a state department and was required to report annually to the
st insurance commissioner. Employees were considered employees of a state
department. The state had made a substantial financial commitment to the fund through
assessing the mortgage recording fee, levying an annual assessment on insurers,
providing for potential surcharges on premiums, pledging full faith and credit for certain
debt obligations, and receiving the assets of the fund upon dissolution.  Based on the
elements of state control and financial commitment, the IRS concluded that it was an

integral part ofthe state.

3. California Earthquake Authority

The IRS revisited the issue with the California Earthquake Authority (“CEA”),
issuing, revoking, and reissuing rulings as the state amended its proposed program to
satisfy the IRS. Initially, after about six months of negotiations, the IRS issued a private
ruling determining that the CEA was an integral part ofthe state. PLR 9622019 (Feb.
28, 1996). As described in the ruling, the CEA was established by a statute which
created both an agency and the fund to provide earthquake coverage. Private insurers
were requiired to offer coverage in one oftwo ways — either directly, or by participating
in the fund and issuing a find policy to be administered and serviced by the private
insurer. Premium rates tor fund policies were subject to approval by the state and
subject to public rate-making procedures.

The fund was govermed by a hoard consisting of three voting members, all state
officials, and two nonvoting members, both legislators. The board members could
designate c state employee to senve in their place. The board also had an advisory panel,
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representing the insurance industry and general public, tu be appuinlcd by the board
members. Meetings of the board and advisory panel were subject to state open meetings
requirements. The fund was administered under the direction ofthe state insurance
commissioner. The initial plan of operations had to be approved by the commissioner
and legislature. Subsequent amendments had to be approved by the commissioner.
Senior executives would be employed under contract. The fund’s employees were
subject to state civil service requirements, and subject to state laws governing post-

govemmeni employment.

The state annually would contribute the equivalent of the state premium tax
collections on the fimd policies to the fund as part ofthe fund’s capital. The state also
contributed the remaining balance in a defunct previous earthquake trust fund.
Participating private insurers would pay an initial assessment to the fund based upon
market share. The primary source of revenue, however, would be premiums for fund
policies sold. The fund womd purchase reinsurance. The statue authorized that a
certain percentage of investment income could be used for earthquake mitigation
programs. |fthe fund were unable to cover claims, the fund could ask the state treasurer
to issue debt obligations to be repaid through a policy surcharge, but the state would
have no liability for those obligations. The statute expressly provided that the state
would not be responsible for any of the liabilities of the fund. In the event of the fund’s

termination, all assets would be transferred to the state.

The ruling distinguished MSSIC on the grounds that: (1) only three of eleven
MSSIC directors were selected by state officials; (2) the state made no financial
contribution to MSSIC; and (3) the state had no present, interest in the income of
MSSIC. The ruling also mentions that MSSIC was a corporation, but does not discuss
the significance ofthat fact. The ruling also mentions that under the MSSIC charter, the
full faith and credit of the state was not pledged for MSSIC’s obligations. Similarly, the
California statute expressly declined to give the state's backing to the obligations or

liabilities of the CEA.

The ruling aldistinguished MET in a discassion, repeated in other rulings, that
makes it clear that the IRS does not agree or acquiesce to that decision. The MET
decision was distinguished as “internally inconsistent” because it found that the MET
was both a political subdivision and an integral part of the state. The California ruling
further rejected the decision's discussion of the factors listed in Rev. Rul. 57-128 as
irrelevant because they apply only to entities that arc separate from a state, and are not
used to determine if it is a separate entity or an integral part ofa state. This seems to
misstate the Revenue Ruling, which admittedly is not an "integral port” or faction 115
ruling, but in another context does spell out a list of factors to be considered in
determining whether a entity is an instrumentality of a stale or noL.
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Other factors cited in the ruling were the significant government interest set forth
by the state in providing assistance to its citizens and economy in the event of natural
disasters of the magnitude ofan earthquake. The state also had argued that this plan
represented an exercise ofthe state’s power to regulate an industry, and that the fund
was as vaiid an exercise of state power as the regulatory alternatives.

Two months later, the IRS revoked the ruling letter for further review of the
issue. Letter dated April 30,1996, LEXIS, FEDTAX, TNT, 96 TNT 102-34. It appears
that this revocation may have been prompted by the state legislature’s consideration of
further legislation that threatened to significantly revise the CEA.

The state then conducted an unusual high pressure campaign, seeking assistance
from the White House and imposing pressure through its congressional delegation.
Legislation was introduced in Congress to grant an express federal tax exemption to the

CEA.

Then in June, 1996, the IRS reinstated the ruling granting exemption as an
integral part of the state without discussion. PLR 9641010(June 25. 1996) (reinstating
PLR 9622019). The ruling noted that the state legislature was considering legislation
affecting the fimd, and warned that the IRS was not giving any opinion as to the
continuing exempt status ofthe fund if the legislation were to be enacted.ll

After the California legislature further amended the statutory scheme, the state
again sought a reaffirmation of the IRS’s ruling. Subsequently, the IRS again issued a
ruling to California, concluding that after numerous statutory changes, the CEA was an
integral part of the state. PLR 9706006(Nov. 8,1996).

In general, the legislative amendments did not really address the issues of either
state control or financial interest, which apparently were the chiefconcerns of the IRS.
The chiefpurpose of the amendments appears to have been to forbid the CEA from
declaring bankruptcy, to strengthen the capitalization of the fund, and to create
additional “tiers” of remedy in the event that the assets of the fund proved inadequate to
satisfy claims, including various additional surcharges on participating insurers. The

N Published accounts ofthe California Earthquake Authority tax negotiations, discussed
below, and private discussions with Florida, Hawaii, and California state officials and IRS
officials reveal that the rRS was very concerned about the overwhelmingly private benefit
characteristics ofthese funds, The IRS required amendments, if necessary, to strengthen state
control, to impose requirements that assets revert ic the state upon dissolution (although given
the nature Ofthese funds, the possibility of remaining assets is so remote as to be meaningless),
and must important, to require a significant state financial commitment.
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amendments also seemed to make it harder for participants to avoid sharing the burden
of fund obligations by dropping out. The only amendments that seemed relevant
enough Y}>warrant mention in the IRS’s discussion in the final ruling were: (1) the
legislature “provided for” additional surcharges on policies, and probably more
important, the state appropriated some monies to assist in the start-up ofthe fund, and
loaned additional monies at a legal rate of interest; and (2) the board members and
officers were made subject to the Financial disclosure requirements for state officials.
Otherwise, the ruling is almost verbatim identical to 'he earlier ruling (PLR 9622019).

The Califoml ruling is somewhat surprising in that the state assumed no
liability for the fund, unlike the Florida hurricane catastrophe fund. The California
insurance commissioner publicly stated that lawmakers demanded that the state’s
general fimd be immune from liability, and described the structure of the program as one
of “building firewalls between the CEA and the General fund.”

C. Other Integral Part Rulings

There have been a few other integral pan rulings worth noting. linfnminately,
several rulings have made broad and disturbing statements that a corporation created by
a state is cot an integral part of a state became it is a corporation and is not within a
branch of government For example, in.PLR 9549030 (Sept 11, 1995), the IRS ruled
that a corporation created by a county to manage a commercial district was not an
integral part of the State or a political subdivision of the State “because it was created as
an entity separate and distinct from the district and is not within the Executive or

Legislative branches nf County”. 12

Similarly, another ruling concerned a statc-crcatcd public corporation which was
organized to establish a university. PLR 8935012 (May 30,1989). Thcgovcming
board was appointed and confirmed by the state. It received state appropriations for
capital outlays and operational expenses. Apparently the state itselfargued that the
corporation was an entity separate and apart from the state. The IRS concurred and
concluded that it was not an integral part of the. state, without further discussion. 13

Similarly, the IRS bar determined that a regional development authority was not
an integral part of the state, apparently because it was formed as a separate corporation,

PThe ruling did conclude that the corporation’s income was excluded from taxation
under section 115, and thus was required to file a federal corporate tax return.

BThe ruling did conclude that section 115 applied to exclude the corporation’s income
from federal taxation.
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had its own officers and employees, and was not under die control uf any slate agency or
any one political subdivision. PLR 9009063 (Dec. 8, 1989).4

One distinction between these rulings and other favorable rulings is that these
involve public corporations, while other favorable rulings involve trusts or other entities
of more nebulous legal status It is difficult, however, to determine the significance of
corporate status, especially when the IRS docs not elaborate on the issue, or when the
IRS eventually finds the entity to be exempt under another provision. For example,
while the IRS considered corporate status to be a negative factor for MET, it apparently
was not the determinative factor in concluding that it was not an integral pan of the

state.

Certainly, there are other rulings that conclude that a corporation can be an
integral part ofthe state. For example, thf Hawaii hurricane fund was organized as a
public corporation, yet the IRS did not raise that as an issue. It would appear generally
that while corporate status is a significant factor for the IRS, it may be neutralized by
sufficient evidence of state control and, in the words ofthe IRS, “domination.” Sgg,
eg,G.C.M. 39601 (Jan. 30,1987) (lawyer trust fimd); G.C.M. 38921 (Nov. 26. 1982)
(housing authority).15 Yet is extremely difficult to predict when separate organizational
structure will be determinative or what level of government control renders a separately

organized entity an integral part of the state.

Also, ifa corporation cannot by definition qualify as an m'.egral part of the state
due to its separate legal existence, then the same rational should apply to a trust. Yet
there are several rulings that conclude that trusts can be integral parts ofa state. See

Rev. Rul. 87-2, 1987-21.R.B. 4 (1987).

In one recent ruling, the IRS held that a trust was an integral pan of the state
regardless of the fact that was created as a separate and distinct entity apart from the
political subdivision. The IRS reviewed a trust itt up by a municipality to pay retiree
medical benefits. PLR 9809013 (Nov. 7,1997). although the municipality asked for a
ruling under section 115, the IRS concluded that section 115 did not apply because the

USealso PLR 8934052 (May 21, 1989) (aits commission is “corporate and politic,"
therefore not integral part).

BSealso PI.R 8920056 (Feh 7.7, 1989) (An unincorporated city economic
development board was not an integral part because the board could hire its own staff who were
not considered city employees. The board wu created under state statute and funded by taxes,
board members were appointed by the city, the city budgeted expenses, the board submitted
financial reports to city, city audited the board).
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trust was an integral part of the state. The trust was created by statute to hold and invest
amounts contributed by the municipality to fimd retiree medical benefits for former
public safety officers. The trust was administered by a board, and six of the eight
trustees were appointed by program participants (and at the time were active municipal
employees although that was not a requirement), and only two were appointed by the
municipality. However, the legislative body of the municipality confirmed all
appointments. Day-to-day administration was performed by a municipal employee, who
was paid by the municipality and participated in the employee benefit system. The
municipality provided facilities, equipment, and legal services to the trust. The
municipality could amend or terminate the trust at any time, and in the event the trust
were terminated, all assets would revert to the municipality. The IRS stated:

Han entamrise isdeemed tohe an integalpartofa state orpolitical
sdivision ofa stete, tretentaprisewill ot be trestedas a sgarate entityforfeckral
taxpuposss, regardiess ofttefact tret tre entarprise waes areatedas a sgarate ety

PLR 9809013.

The IRS determined that it must consider all the facts and circumstances,
particularly the state’s degree of control over the enterprise and the state’s financial
commitment to the enterprise. Key factors were that the municipality had made a
substantial financial commitment by providing all of the start up money as well as
portion of the annual costs. Other important factors included the significant influence
exerted by die municipality, its power to amend or terminate the oust at any time, the
control over day-to-day operations by a city employee, approval ofthe board by the city
legislative body, and the requirement that the board act only as authorized by the statute.

o}

Yet in PLR 9217032 (Jan. 27, 1992), the IRS determined that a mine reclamation
trust fund created under state law was not an integral part of the state because it was
separ ately oigauizcd as a trust under slate law, the trustees had total discretion over the
funds, and the trust could accept funds from nongovernmental sources. It is difficult to
square this ruling with the later disaster fund rulings, except that it was clearly a

separately organized legal entity.

Whether the governing board is appointed by the state or independently elected

was a deciding factor in PLR 8944031 (Aug. 7, 1989). That ruling held that a soil and
water commission was an integral part of the state, but the soil and water districts were

not an integral part because the governing bodies consisted of four independently
elected members and only one government appointee.
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Yet another group of rulings echo the MET ruling in considering the source
and/or destination of the assets and income of the entity. In 1994, the IRS held that a
trust fund created by a state court to collect private contributions to pay forjudges’
portraits was an integral part of the state. PLR 9439008 (June 30, 1994). The funds
were from private sources and there was no financial commitment on the part ofthe
government. A key factor in the ruling, however, were that the court created the trust
and controlled it through its ability to select and discharge the state employees who
controlled the funds and the trust. Moreover, reflecting the IRS’s interest (sometimes)
in the destination of funds, the ruling was expressly made contingent on trust documents
being amended to provide that any funds remaining after the purposes were met would
be delivered to the government’s general fund. The ruling concluded that the trust was
an integral part of the state, since it was created by the court, controlled by the court
officers, and upon termination, any remaining funds would go the state genera) fund.

In another ruling, the IRS considered a “lifeline” fund, created by the state to
subsidize the utility rates ofthe poor, and concluded that it was an integral part of the
state. The fund was created by statute, although it is unclear from the ruling what its
legal status was. The funds came from a state-ordered surcharge on utility bills, and
were invested until paid out to needy individuals. It was administered by a committee
appointed by a state commission. No state officials served on the governing committee.
The fund’s budget was subject to state review, and annual reports were submitted to the
legislature. If terminated, assets would be distributed as ordered by a state public
utilities commission, but cou' Enot revert to pvivatc interests. The IRS concluded that
the fund was an integral part of the state due to the state’s control over the creation,
operation, funding, and supervision of the fund. PLR 8931042 (May 8,1989). The fact
that the assets and income were paid out entirely to private individuals did not seem to

merit discussion.

Another recent ruling addressed funds created by state officials from the
proceeds of litigation judgments or settlements. The state created two funds to hold
scttlement payments received as a result of litigation by the attorney general. PLR
9733003 ((May 9,1997). A fund was created in the state treasury to hold litigation
judgments or settlements, and was controlled by the treasury department. Distributions
from the fund were made pursuant to court order. All income from investment of the
fund was deposited in the fund. Fees were paid to the treasurer for investment and
administrative services. The fund consisted of two litigation settlements, funds A and
B. Settlement A was from state litigation against a trade school. The state court’s order
required the Attorney General to create a fund, fund A, to receive payments from the
defendants for civil penalties, attorneys fees, and restitution to students of the school.
Tn other words, the proceeds in the fund were to be paid as restitution to the individual
claimants. The second fund, fund B, consisted of settlement proceeds of antitrust cases
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in federal court brought by the state asparens patriae for its residents. The plain tiff
class members who were to receive the settlement proceeds in fund B were the state and

municipalities.

The state argued that the funds were an integral part o fthe state.16 In discussing
the “integral part” issue, the IRS noted that the state was involved in the administration
of the funds, and state employees, acting in their governmental capacities conducted the
funds.’ business. In both cases, a court controlled distributions and the state remained

answerable to the court regarding its administration o f the funds.

for fund A, the state controlled disbursement because o fthe jurisdiction ofthe
state court. The state was not responsible for shortfalls in either fund and did not
contribute state funds to either fund. The state did not have the authority to access the
assets or income o fthe funds for the benefit o fthe state. The state’s only financial
interest was as a potential claimant. Regarding fund A, the IRS determined that the ftind
benefited private parties and lacked public benefit, and was not an integral part of the

State.

Regarding fund E, the IRS determined that the state lacked the requisite level of
control since disposition ofthe assets and income had to be determined by a federal
court. The IRS concluded that the Fund was not an integral part o fthe state, but rather
was a form oficcciversliip imposed on the state by the court.

The litigation settlement ruling is instructive in that it focuses on two concerns
ofthe IRS. The focus on creation and control by the state has long been an clemento f
the “ integral part” theory. The focus on “private benefit" however, is a recent
development. Attimes, private benefit appears to be the determining factor, as in this
ruling and the MET rulings. Yetjust as often, programs such as the disaster insurance
programs, that unquestionably have an almost exclusive private benefit are held to be
“integral parts” ofthe state. See also PLR 8925010 (March 21, 1989) (city development
district is integral part of city even though money reverts to private property owners

upon dissolution).

Corporate status does not explain the distinction, since the Hawaii hurricane
fund, for example, was a corporation. Curiously, this new destination ofincome
analysis is borrowed from the section 115 analysis, discussed below, and the private
benefit focus, which we see in both “integral part” and section 115 rulings, appears to be
borrowed from section 501 charitable organization law, which forbids any nonincidental

B The state also argued that the income of the funds would be excluded from income
under section 115. See discussion below at page 25-32.
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private benefit. It is unclear why the IRS has adopted this analysis, but it is equally
clearthat not only is it now akey element under section 115, there is a not insignificant
likelihood that the IRS may well import it into an "integral part o f the state”

determination aswell.

D.  Summary Regarding Integral Part Theory

Overall, we believe tliai these developments have helped to further elucidate the
courts’ and the IRS’s rationale under the integral part theory in ways that generally are
favorable to the fund and the APFC. The MET decision is particularly generous, as are

the disaster fund rulings.

Ten years after the Report, the fact that APFC is sfuctured as a corporation
continues to give some cause for concern. Commentators have argued that the use ofa
separate entity, such as acorporation oi a trust, must preclude integral part starus, and
must be analyzed under section 115. This docs not seem to be the IRS position,
however. Although the rulings ofthe last 10 years continue to be inconsistent on this
point, it appears that, given sufficient indicia of control and financial commitment by the
state, a coiporation or trust is not automatically precluded from being an integral part of

the state.

In this case, the assets and income are not those u f the corporation, but rather
belong to the State. As amatter ofstatute, APFC is simply the manager ofthe Fund
assets. This has been reinforced through the 1992 amendment o f section 37.13.030
which now plainly clarifies that the assets are managed and invested by APFC, rather
than “allocated to” APFC. Similarly, the annual report clearly reports income and assets
as those o fthe Fund, and notthe corporation.

Certainly, it would appear that - apart from the corpuraic structure issue - state
creation, control and domination, and declaration o f state purpose are essential factors.
Similarly, the MET and disaster fund rulings seem to teach that some not significant part
o f the assets must come from the state, and that it must have some financial risk in the
enterprise. The IRS’s MET ruling reflects the IRS’s evolving but erratic interest in the
destination of funds as well although this did not appear to concern the 6th Circuit.

bovevperisor o b T vitb the b basbe Perrenent bk et BPELD iy both
prstrretiny ot repsserings Ty bey therarteristio et DB T wn b sini e preyiid
Pritivr progrens, v g perse by the TES a0 g, v suspert to vy veart, isthe
Serrve ent festivatior o bty preyrer fordy ot desees TEe BT nay bave bad ol the
ey o b b e et the state, bt it e e s stilborbe by o privaty getivity
porbr et by prirate, brrestors for by denefit oo b privete brrefivieries, T sty
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contributed only minimal start-up administrative funds, all of the funds were entirely
private funds, the M ET’s assets were not considered to be state assets, the income was
not state income, and upon dissolution, the assets reverted to the investors rather than
the state. The IRS-state negotiations over the disaster fund rulings, and subsequent
rulings in other areas, discussed below, reveal that the source and destination o f the
assets and income, as well as private benefit, are becoming significant concerns of the
IRS with respect to the integral part doctrine, as well as section 115.

In contrast, the assets and income ofthe Alaska Permanent Fund are
unquestionably those o fthe state, and not the corporation or any private person. W hile
the legislature has chosen to appropriate certain state funds to the dividend program, the
recipients do not have an entittement to the income ofthe Fund. If the corporation were
dissolved, the assets would remain those o fthe State, and would not accrue to any
individuals. This argument, o fcourse, is premised on the legislature’s ultimate control
over any allocation, appropriation, or payment to private persons. If ar any rime, the
legislature or government loses that power ofappropriation, or private persons are
granted an entitlement to the assets or income in the Fund, this argument is considerably

weakened.

What plainly bothers the IRS about prepaid tuition programs, although it saemed
to be unable to discuss it openly in the MET ruling, is the appropriateness of"lending”
die slate’s tax-exempt status to private investors so they can earn a greater return on
their investment than they might otherwise. IRS officials have frequently raised this
objection in public discussions ofprepaid tuition programs. Apart from tax-exempt
bonds, the tax code is full ofprovisions designed to prevent taxable persons from
benefiting from a charitable organization’s exemption (e.g., UBIT). The IRS views
such programs as opening the door to abuse.

On die other hand, the MET decision and disaster fund rulings indicate that
private benefit does not, in all cases, undermine the integral part argument. It would
appear from both MET and the disaster fund rulings that sufficient indicia o f state
control and public purpose can supportintegral part status, despite the existence of
significant private benefit. Obyiously, however, it is an open question whether dividend
payments to individuals outside the context of a higher education purpose (or
governmental pensions, or health insurance claims, or other “approved” governmental
or public purpose) wilt suffice to satisfy the public purpose criterion.

Unfortunately, since the IRS continues to reject the holding and rationale o fthe

6th Circuit'sMET derision, it is clear that it could not be relied on as a basis for
obtaining aruling. Similarly, it likely would provide cold comfort in an administrative
proceeding, such as an audit or appeal. Wo suspect that other courts may well be
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skeptical ofits reliance on the political subdivision cases in particular, or its apparent
finding that “instrumentality” status is sufficient for exemption under the "integral part”

theory.

Although it is difficult to reconcile the IRS’s continuing hostility to prepaid
tuition plans, which the IRS labels es private investment schemes that seek improperly
benefit tom the state’s exemption, with its generous position on disaster insurance
programs, a key distinguishing factor is the element ofthe state’s financial commitment
to the enterprise. The IRS insisted that the disaster programs include a significant level
o f state financial commitment as a source of funds, such as through contributions of
funds, earmarking o f certain tax or fee revenues, or allowing certain debt obligations to
be backed by the state’s full faith and credit. In the case ofthe Fund, it is an essential
distinction that the assets clearly are those ofthe State.

[V. Section 115 Exclusion From Income

The previous Report concluded that the Fund might alternatively claim exclusion
ofincome under section 115, although that position was not entirely free from doubt.17
Section 115 requires: (1) that the income ofan instrumentality be derived from an
essential governmental function, and (2) that the income accrue to the State. We noted
that the few judicial authorities did not clearly support this argument, yet the IRS
appeared to be more liberal than the courts in applying section 115 in the ruling context,
particularly with respect to finding “accrual” ofincome by the State. Since 1988,
section 115 has been-discussed on only one reported case, Michigan v. United States,
802 F.Supp. at 120, described above, which was reversed by the appellate court without
discussion ofsection 115, The IRS has issued one precedential ruling and
approximately 170 nonprecedential rulings in this area.

A Michigan Educational Trust

In Michigan v. United States, the state made the alternative argument that the
MET’sincome was excluded from gross income under section 115. In the private
ruling, the IRS did not discuss the essential governmental function prong o f the statutory
test, concluding rather that the accrual requirement was not met because the income
served private interests that were more than incidental to the public interest. PLR
8825027 (March 29, 1988). The MET provided direct economic benefits only to

17 Section 115 and "integral part” theory are not merely alternative arguments. The
distinction has important consequences — ifthe income were excludible under section 115,
APFC would be required to file tax returns.
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provide participants who were the beneficiaries ofa contract. The IRS stated “The basic
principle underlying section 115 is that property (including any income thereon) must be
devoted to purposes which are considered beneficial to the community in general, rather

than particular individuals.” PLR 8825027.

The District Court also did not discuss the “essential governmental function”
requirement, although its discussion o fthe “integral part” claim and 501(c) exemption
claim certainly suggest that the Court found that element wanting. Michigan, 802 F,
Supp.at 123-125. Instead, it held that section 115 did not apply because MET did not
satisfy the accrual requirement. 8U2F. Supp. at 124. The opinion reaffirmed earlier
cases which require an actual or bookkeeping transfer o f income to the state, or require
that the state have a vested right or enforceable claim to the income. Id. In contrast, the
MET statute expressly provided that the sta'e had no claim to either MET’s assets or
income. The possibility o fexcess assets passing to the state upon dissolution was too
remote to constitute “accrual”. Id. at 124.

The 6th Circuit, having ruled thatthe MET was an integral part o f the state,
found it unnecessary to teach the section 115 issue. MET, 40 F. 3d at 829. In its
discussion o f the “integral part” theory, the Court effectively made the case that
financing higher education was an essential governmental function, distinguishing
Philadelphia National Bank v. United States, 666 F. 2d 834 (3d Cir. 1981), ceri. denied,
457 U.S. 1105 (1982) (which suggested lhai. higher education was not an essential
governmental function). We suspectthat even the 6th Circuit, had it addressed the
section 115 claim, also would have found the accrual element wanting. Under MSSIC,
potential escheat to the stale is not accrual, and the lack o f a state financial obligation or

risk o f state funds is fatal. 308 F. Supp. at 765-766.

B. Rev. RuL 90-74; Pooled Insurance Funds

The IRS has only issued one authoritative ruling under section 115 since 1988.
Rev. RuJ. 90-74,1990-2 C.B. 34, although this ruling has prompted many dozens of
private rulings under section 115 addressing pooled risk-sharing or self-insurance funds
formed by political subdivisions. These follow Rev. Rul. 90-74, which held that the
income o fail organization funned, operated, and funded by political subdivisions to
pool their casualty risks or other risks concerning public liability, workers
compensation, or employee health benefits, is excluded fron income under section 115.
The key test is whether private interests participate in the organization or benefit more
than incidentally from the organization. However, the fact that the purpose o f the entity
is to insure and reimburse payment o f claims to individuals has been held to be an
incidental private benefit. PLR 9741002 (June 26,1997); PLR 9740005 (June 26,
1997); PLR 9646026 (Aug. 20, 1996).

ex-111890



APR 20 '98 15=11 FR €0.5i,00.0 - - [ e

Morrison & Foerster tir

Mr. James L. Baldwin
April 7,1998
Page Twenty-Seven

Rev. Rul. 90-74 illustrates the typical ruling. The political subdivisions agree to
create a pooled sclf-insurance entity, which could be a corporation. See, e.g., PLR
9646026 (Aug. 20,1996); PLR 9101005 (Sept. 1,1990). In some cases, the pooling
entity was created or authorized by state statute. This did not appearto be a necessary
factor, although it supported the finding of essential government function. Each
participating body authorized participation in the entity. The board was elected by the
member political subdivisions, and controlled the entity. Typically, the state treasurer
managed the fund, although this was not tire case in all the rulings. Each member
contributed funds from general revenues based on actuarial risk determinations. The
entity received investmentincome. The entity reimbursed members for casualty losses.
In the event o fdissolution, assets would be distributed to member political subdivisions.
The rulings held that the investment of funds was a necessary incident o fthe power of
governmental entities to raise revenue and meet expenses. The rulings also concluded
that insuring political subdivisions against risk arising from governmental activities also
was a governmental obligation. The rulings determined thatrisk pooling (rather than
purchasing commr cial insurance) fulfilled the obligations o fthe political subdivisions
to protect their financial integrity. A universal requirement was that no private interests
participated in or benefited from the operation of the entities. The IRS concluded that
the entities performed an essential governmental function, Regarding the accrual
requirement, the rulings observed that, since income was used to reimburse losses
incurred by the participating political subdivisions or to reduce their annual fees, and did
not benefit private interests, and since assets would be distributed to members upon
dissolution, the income accrued to a political subdivision. Any private benefit to
employees (i.e., payment o fclaims) from insuring against these risks was incidental to

the public benefit.

C.  Section 115 Rulings

Since 1988, the IRS has issued over 170 private rulings under section 115, triple
the number during the previous decade. These rulings generally look to Maryland
Savings Share Insurance Corp. v. United States, 308 F. Supp. 761 (D. Md.), rev'don
other grounds, 400 U.S. 4 (1970) (“MSSIC"') and Rev. Rul. 77-261, 1977-2 C.B. 45 for

guidance.

BApparently, even if these self-insurance entities are not organized as separate
corporations, they are treated as such by the IRS (absent exclusion under section 115) because
unincorporated entities primarily involved in insurance activities are taxable as corporations.

Rev. Rul. 83-132,1983-2 C.B. 270.
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The key “essantial govermental fuctiai’ fectors most often cited inthe rulings
incluce state aontrol and domiration, the Inportance of the activity to the stateas
evidenced by legislation dclaratia s, and tteextant ofthe statie™sown investment intre
ataprse, which indicateswhether tre state viened tre fuction as sufficiently essaal
“to lay itsmoney on tre Ire.” The rulings lodk attre state’™s investment inthe
ataprise, whether ths state bears the qeeratiing asts, and whether the state hes
comitted tomeet tre lEnlities of tre etelrice. The key aoonual fectors seem o ke
whether income spaid 1o or aedited to the acoount of the Sate; whether, upon
disoluaa, tre enterprisesassstswill be trasfenrad to the Staie; and  the extent of

private berefit.

1. State Investment Fund*

In recentyears, tre IRS has considarad investment poolls esteblided on behalfof
polrtacal sUodivisias, and hes reaffirmed itspositian iInRev. Rl 77-261,1977-2 C.B.
45, that investiment ofpublic funds can be an esssaal govermental fuctaan. InPLR
9541030 (Cct. 13, 19%6), tre IRS rulad trat the income of an unincorporated Investment
pool «steblidhed by saveral politacal sUdivisias was exempt from feceral taxation
under sectian 115, The purpose was 1o permit investment of idle fuds. The Investment
dojectave was maximum auarait incone arsistatwith the primary dojectives of
presenvation of gpital and maintenance of liqudity. The fund members were liacal
sudivisias and treir integral pans. A noprofrt corporation was orgenized sollely to
govermn the fud. The board of the corporataon managed and adchinistered tre fud;
board members were elected by the member plitacal sudivisias. The State treesurer
served as president of the corporationand \sgj abeard member. The retassetsul
eamings did not inure toand were not distrituted for the berefrt of any prinate persos.
Members could withdraw treir fuds with interestatany tine.  Hthe fund dissohvad, the
ret assstswould be distributed to the fund member polrtical sUdivisias. The IRS
reliedon Rev. RUl. 77-261, concluding thet the fund performed an essatal
govermmental function. The iIncome was usad Solely to provide berefrts to menbers,
which were poliacal sidvisias, and intre event of dissolutaian, all assetswere obe
disurbuied tomember*. Consequently, tte IRS concluded thet the 1ncome accrued O
polrtacal sudivisios within temeaning of sscaan 115. However, sinoe the exenptiion
from income was under section 115, tre IRS ruled thet the fund was requiired to filkea
& retum. The rulingdid not address the tax status of the nonprofrt corporation

Similarly, in PLR 9435031 (Sept. 2, 1994), tre IRS considered a pooled
investment fund aeated for state sdhool distnds o Inestsurplus fuds. Because tre
school districts had the power T, it was held llial they were polrtacal sSUbdMisSIos.
The fund was a public corporation authorized by State Stiatute.  lewas govermed by a
board. Al but one board member were elected by the partacipatang school distrnidts, and
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were sdhool districterployees. The board held legal titke to cash and other property
aontributed by the members.  The board could enter into aotracts for adninistrative ad
astodial saviass, The investment galswere safety, ligudity, and retumon
inestrent. The incame could not aocrie toaprivate party. Upon dissolutian, asets
would be distributed to tremembers.

The IRS concluded thet““[the investment of positave cash ballances by astate or
poliacal sUbdivision thereof Inorter oreceive some yield on the fuds utal they ate
needed tomeet expenses isanecsssary incidatof the power of the State or polrtacal
SUdivision to colllect taxes and other revenues foruse inmeetiing govermmental
epenses.” Therefore the fund performed an esssaal govermment fuctian.  Since no
part of itaccrued toany private party, members coulld redeem ttelr interest atany tine
exgpt during emergency situations, and thedissolution clauseprovided thatthe assets
retumsd tomembers. The IRS held ttet the Income accrued o a state or olrtacal
subdivision. The fud was awholly-omned irstruratal ity of the poliacal sudivisias,
and its income was excluded under sectaian 115.

This gooroval ofgovermmental Investiment ectavities as esstaal govermental
functias has been attacized by some camentators who favor restrictarg state
exemption from ~.deral taation.  talopotetally aeates some tasiaswith tre IRS
posrtianor pT jgrans like the prepaid wirianprograns, where tre IRS taks the positian
thet it snotan esssaal govermental fuction far tte govermment o led itsown
exempt statLs o tre iInvestment sctavity of individial inestars. The RS faoss this
diffhiaulty particularly inreviewing programs inwhich the state idirectly conducts
Investment actavity on behalfof individlal bereficiaries.

2. Litigation Settlement Funds
As disaussed aove, saveral rulings address funds areated by State officialls from

the proceeds of litagataan judgrents or ssttlemats.  Inone G2, a State areated two
funds to hold ssttlerant payments received as a reaultt of liitagatian by the attormey
greral. PLR 9733003 ((May 9, 1997). SettlanaitA was from state Irtigation egairst a
trade sdool; the proceeds iInfud A were paid as restituian to the irdividlal clainants
who were former students of diesdol. The second fud, fund B, cosisted of

settlemant proceeds of antrtrist cases infederal court broughtt by the State asparens
patriae for isresicats. The plaintfifclassmembers who were 1o receive the settlerent

prooeeds infund B were the state and municipal ities.

The IRS seemed to conclude without disoussion thet the funds were on essaaal
govermmental fuctaan. Applying the aoonal &, honever, the IRS determined tret
onlly the income of fund B was excluded from gross income under section 115, since
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that income evertual ly accrued 1o the state and municipalraies, whille prinvate parties
received more thaen an incidental private berefrt from fimd A.

3. Other Section 115 Rulings

Other rulings under ssctaan 115 continue o ilistrate et tte IRS B,
inreplicably, more lieral then the courts In fainding both essataal govermmental
fuction and aoonal.

For example, a decedent bequeathed property to acity intrust to be used
eclusively toestablish and support a lirary. The IRS recognized liraries as ordinary
municipal fuctias, and concluded that section 115 was met without any aalysis ofthe
accrual requirement. PLR 9115016 (@n. 10, 1991). Although there was no private
baefit, there alsowas not aooral to the Aity, at kesst ot as ithas historically been
uderstood. The ity had no antrol over tre lirary, fsassetsor incone, and under tre
terms of the beguest, the assets and 1ncome coulld not be used by the city for any other
purpose.  Thus, the goparent ladk of aotrol did not seem to affect the determinattion of
erther essaaal govermmental function or aocoral.

A mine reclamation fund ruling provides another unusual ruling relatarg ©
acxwal. PLR 9126027 (March 20,1991). As part ofamine reclavation program, a
state created an Insurance program topay private property owners for lad suosidence
due tomining. The program was funded by a federal grat. Homeowners paid a fee to
partaicipate. Upon termination, the remaining funds reverted 1o the feckeral govermment,
not to the stiatie. The ruling determined that such a programwas an essanaal
govermmental fuction. ltconcludes that the aocrual requirement was satashied because
dll of tre income ““‘used to perform the public purpose,”” which was payments to private
ladolders. Quricusly, there isno discussion of the fact that the entare purpose of the
program was a sustantial private barefit limited o partaicipants inthe program.  This
would appear to be Inorsistatwith te I1RS s ruling with respect to the Michigan
Educational Trust, although itisarsistent with the IRS rulings under tre ““intsgral part”
theory relating to dissster Insurance prograns. O

Vv This ruling also is inconsistent with GCM 39006 (June 28, 1983), which reviewed a
similar mine subsidence fund which was established by statute but run by insurers. The IRS
ruled that the state had no long-term commitment (other than a start-up loan) and received no
financial benefit. The beneficiaries were private landowners. The IRS denied exclusion under
section 115. PLR 9126027 does not mention GCM 39006, which suggests that the accrual test
requires a direct financial benefit to the state.
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D. Summary of Section US

It sclear fram tre rulings ttet tie IRS adopts a very broed view thetan
“essntaal govermental fuctian” swhatever the state kgislaine says its. Most
rulingsquote Rev. Rul. 77-261, which stated trepremise that*“#may be assumed that
Congress did not cesire itany way 1o restrict a statle’s participation iInanterprisess tret
might be ussful InGarying out those projects desirablle from the stadooint of the State
govermment whk! ., on abroad cosideration of tre guestaan, may be tre functionof e
sovereign toaoduct.” See, e.g., PLR 9669634 (Dec. 1,19%5).

For putposes of tre aoonual &, tre IRS hes log lodked to the destarataon of the
funds and more prtacularly, lode for beefits o prinate individlals, which goparently
5 fatJ uder section 115 (@kthough goparentdly not under the ““integral part” theory,
under theM E T decisionand dissster find rulirgs)- Gartainly mtteMET rulig, tre
IRS made msdecision besed on a private barefrt analysis without any ectual disoussion
ofacawal. This seems 1o reflecta trad tonard enphasizing aconcemwith barefits o
prinate individLals over tie historical understanding of the aocarual test (Which required
that the income must aoccrne natednical ssse). See Rev. RUl. 90-74. To some extatt
the IRS gpears to use tre prinate bereficiary test as a sgarate recuiranent from tre
aooral &, ratter tren apart of i see, e.g., PLR 8825027 (MET). On the other had,
there are numerous rulings inwhich the IRS has granted section 115 exclusion o
govermental pension plars, which eclusively pay beefitsto imdmMidals. See, eg., ©
G.C.M. 34704 (Cec. 2,1971); PLR 8825027 (Quly2,1983). The IRS has not explained
how mtdistirguidhes pension plans from prepaid turtinpllans intems of the gplicable
artiaia. One possible eplaation sthat the rulings also gopear o reflecta trad tonard
exanining whether the actavity berefits Lle govermment firercially by relieving stof
some present or future firercial doligataan, which can have the effect of permirttang
prinvate berefrtwhich soosidered “incidental’” o the public berefit, resularg man
even more gererous gplication of secaan 115.

Although there sno authority forthisargument, may be possible toargue
under sectian 115 ttetany income ttatdoes not berefitprinate parties (2., Bnot
trasfarrad 1o the dividend fud) should F excluded under section 113. We firdno
ridings addressing whether 1ncome can be allocated inthis feshion, although teME T
ruling determined tret the payments by the stateand inestors into the fund werre
eclulible, presumably as some form of “‘cgpital’ antributaan. Sectaon 115 does not
purport todaracterize dll of tre 1ncome of an entaty as taxéblle ar exclluded from gross
Incone, Rathar itprovides that “‘gro income does not include’” Incame ofa cartain
daracter. Argueble, 1ncome trat infact accrues o tre state should be ecliudible, even
iftte incone Lhai ultnately berefits private persons mightt not ke.
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V. Other Developments

We uderstand thet there have been saveral fectual develgpments which we
believe enhance the Fund s positian. These incluce legislative darification of tre
Permanent Fund provisians and other statutory provisians, State court dsoisias,
Attomey Gereral gpinias, and perhgps sbtde changes intleway tre APFC presants
r==tfpublicly and inpublicatias such as itsanual ot There may well be other
developments thetwe have failed to note here ttaet also sene to enhance tre Fund’™s
posrtaon inassertang these kel argunents.

Forexamle, AS ssction 37.13.030, which formerly stated thet the Fund s as=ts
were “allocated to” the APFC, was amended i 1992 tostate that the Fund’s assetswere
tobe managed “by”’ APFC, thus clarifyirg thet the Statute aeating the APFC effected no
change of onrership. See also AS 37.13.000, 140, 130, .160, .10, .18, .10 for
similar dhanges inreference fronAPFC totre Fund.  Inparticuliar, the statuteno
loger refars to the “net income of the corporation” but rather to tte " et Income of e
Fund™ AS 37.13.140.

We rote that there have been, over theyears, positave allert subtde changes intre
laguege used by APFC todesaribe itsfurctias and rolevis a vis theFund and the
Sate. The Annual Report plainly indicates thet the assets and incone are those of tte
Fund, and ttet APFC sastate instrurental ity which istre investiment manager and not
theover. We understand ttet AP F C s acoountiing proocedures record the assets and
eamings as those of the Fund, and the eamiings reserve acoount isreported on a public

fund model ratter then a corporate model .

The Alaska Supreme Court confirmed that the eamings resene aoo"Int s
Subject o legislative goorgpriation and cannot be spat aosent a lagiskatne
goorgoriatdon. Hickel V. Cowper ,874 P.2d922,934-935 (Alaska 1994).

Since 1938, saveral Attomey Gereral gpinias have reinforcad eardlier gpinians
with repect to the Fund and APFC s relatiaehip 1o tre State and the gplicbility of
artainsae las. For exanple, the Attomey Gereral determined traet dll gperating
funds of tre APFC are public funds subject to tre aostitutiaal requirement thet they be
used only furapublic purpose, and could not be expended Inamanner incorsistattwith
the govermment—approved buoet.  The gpinion further concluded tret the APFC was
Sbject tothe State’s Open Meetings Act and the Ethics Act, both ofwhiich goply only
togovermental egacies. OAG AleNo. 663-93-0397 (Uly 6. 198). Smilardly, tte
AAG determined trat the APFC s SUbject to State aontractang and procurement
requiranents goplicable tostate agacies. OAG AlleNo. 663-93-0250 (Jn. 5, 1933).
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VT. conclusion and Recommendations

We continue to recommend that the State take the position that the fund and
APFC are integral parts of the state, and thus not subject to federal taxation, relying on
the authorities cited in our prior Report and the MET decision. We recommend that
section 115 be presented as an alternative basis for exclusion of income from federal
taxation, relying on the authorities cited previously and Rev. Rul. 90-74.

The many rullirngs issued by the IRS, whille not auttoritatine, me revertteless
rstuctne. It sclaarttatmany of tre fectors disaussed nrullings relatarg to legislatine
purposss, govermmental functian, and state aotrol arc presant inthe Fund and APFC,,
See Reportat45-64, 104, 122-25. The recatrulings reinforce the importance ofttese
indiciaof state aeatian, aorol and domiration. Whille we would refterateour
prefarence thet the Fund be managed by an agency rather then a corporataan, the
statutory amendments and other changes inthe APFC smode ofdoing business have
done much o reicte tisaoncem. The saveral rulings grantarng integral et istatls ©
corporatias also idicate that although thismay be an inportant thresholld
axsiceration fortre IRS, itdoe3 not gopear to be determirative given sufficiant
evidence of state antrol and firercial comirtment.

We continue tobe concerned about thepotential perception of the dividend fund
program as an improper private barefit, particularly in ligtof the wideraging,
discussiun about Liefutuie of theFund and the dividerd program.  While private berefrt
hes always been an element of the accrual testunder sectaian 115, it incressingly gopears
0 be an Important arterion of Independent sigrficance. The rulings suggest trat
private barefit issinply impemissible under sectian 115. other then thett incidental
the publicpurpose (9., payment of stale emplloyee insurance clains under a pooled
insurance program). M sunclear to what extent theincome of thert-, I, although K
Clearly aocrues to the State, might be considered o ulinately berefit prnete

The developments oftie kst ten years al<o have revealed the surprising extent
which thisconcemwith private berefit seems to be Influacing tre IRS” interpretataan
of tre “integral part " theary. Since thet theory has been develgped Inonly one s,
MET, which ttre IRS rgats, tre IRS presatlly sto agreat extant inaposition to
interpret “integral part ofa state ' as itdooses, aostrained onlly by itlsown prior (hd
reersible) rulirgs. On tre other hard, the dissster fund rulings seem dlearly 1O sUSgEsE
tratprivate kerefrt isnot a bar toan entaty being daeracterizad as an inteyal partof tte
dae. Incassswhere ttere issigificantprnate baefit, te IRS gopears o be illilg o
overlodk itiftrare isnot only sufficientevidence of public purpose and staleantrol,
but also a sighrficant state firercial commitment such et theassets of te statle are at
risk intheenterprise. Although this foous on the state’s firercial conmitment does not
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appear to be greatly emphasized in the rulings, it was clearly the guiding principle in the
IRS’s negotiations with the states regarding those rulings. And certainly that element is
satisfied with respect to the Fund.

The private benefit arguably represented by the dividend program continues to
fall into a gray area in terms of public puipose. At one end of the spectrum are the
approved disaster insurance programs> The IRS found * ifficient governmental
purpose to help its citizens protect themrelves against ratural. disasters in the wake, of
significant disasters with profound economic consequences for the state. The IRS may
have been particularly persuaded by the suggestion that, absent such programs, die
financial consequences would be bome more directly by the state. Atthe otherend of
the spectrum are the prepaid tuition programs, which the IRS characterized as private
investment schemes wrapped in the state s clock of tax exemption. It nay be difftc’Utto
argue that the dividend program is more like the former than the latter.

We believe that as long as the income from the Fund clearly accrues to the State
and no individual has a vested interestin the income or assets of the Fund, tire income
and assets are those of the State alone, and thus not subject to federal taxation. How the
State chooses to appropriate or spend its revenues should have no impact on this
determination, except perhaps to further reinforce the argument that the investment
activity is an integral part of the State and essential governmental function. And as long
as the dividend program is implemented as a matter of legislative grace, we bebeve that
it will be difficuh for the IRS to argue that, having earned the income (investment being
an appropriate public purpose and essential governmental function), it Is not entirely
within the discretion ofthe State to appropriate it as it sees fit, whether through
legislative allocation or annual budget appropriations.

Conversely, to the extent that the Fund, or some portion of it, becomes
irreversibly dedicated to the benefit of private beneficiaries, or to the extent that the
dividend program becomes an entitlement that is beyond the reach oflire government,
then it becomes more like the prepaid tuition programs and is subject to potential
challenge by the IRS as a private, rather than public, investment activity.

Sincerely,

BEnclosures
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Good morning from Kodiak. My name is Kathleen Baller”c rand |
have called this wonderful island my home for 32+ years.

Several weeks ago | addressed the House Judiciary Committee on
1IJR 47 and fell it was incumbent on me to also plead my case to

your committee. Please show me as a strong supporter of Senate

Joint Resolution 33.

1 believe passionately that this senate bill should be given very
serious consideration and not merely scoffed at as a whimsy of
Senator Jerry Mackie. Personally 1 think the dialogue that this bill
has generated has been overwhelming and for that Senator Mackie
and Representative Davis can certainly be proud.

1am in support ol’ this bill mainly so we can get ourselves out of
the economic quagmire we are in. It is ludicrous that the State of
Alaska is sitting on billions of dollars and we arc having problems
balancing the budget and trying to decide which programs to keep
and which to cut. 1 have difficulty listening to the hassle over
funding for lire local communities, the schools, roads, public safely
and on and on. 1am pleading with you to pass this bill out of
committee to allow the entire Senate to debate the pros and cons of
the bill and to get more input from the electorate. | cannot

P.
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honestly sec how anyone can argue against a plan that would wipe
out the current deficit and allow us to start again front ground zero.
'l here certainly aren’t many states that have that capability. e
truly arc in a very unique situation and to me this bill makes

perfect sense.

W can do a lot of Unger pointing to what’s gone on in the past.
It’s apparent that we overspent during our flush times and are now
having problems cutting out programs that all of us have gotten
used to. It seems llral this would be a wonderful way to say - okay
here is the money you need for all the programs the State feels are
vital and important and then safeguard the balance of the funds for
future needs = not just wants. We would then be able to pul the
onus back on you - our legislators - to run a fiscally prudent ship.
Responsibility would also be pul on us - the voters - to be certain
that we do a better job at election lime making sure our legislators
are doing what wc asked of them. Everyone wants to blame
everyone else and this to me would be a perfect way to level the

playing field for all.

The comments 1have heard against the passage of this bill and the
one-time pay-out of $25,000 < resident are mighty lame at best.
They run from "'l would take the money if | didn’t have to pay
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income (axes on it” to “people will lake the money and leave” to
“we would be short changing the future generations.” These are all
pretty inconsequential as far as I’m concerned. Unless you have a
better accountant than i do, | have been paying income taxes on the
ITD's all along. And of course the idea of wanting the state to pay
your income taxes coincides with the new TV show' “Greed.”
When . enough enough? I'or those who say some would take the
money and leave | say line - if that’s all they wanted from our
great Stale - good riddance. And the argument about not having
the PIT) for future generations is mighty hopeful at best. Who can
say how long it will be before the PFD is used for something or

another.

1think the State should realize that they cannot and should not be
concerned with what is or is not done with the $25,000 if it should
pass. Some of us will do wise things - some will not - but that is
not the responsibility of the stale nor should it be.

Many will he able to do great things with the money - 1just cannot

help but think that some will be able perhaps for the only lime in
their lives to “grab the ring”. 1will love being here to see it and to

feel the fervor in them.
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1urge you to pass this hill out of committee to get it one step closer
to allowing all of us to have a say. 1sincerely believe that even
those who say they arc against the $25,000 distribution and
ultimalc elimination of he Fund might in fact vote differently
behind the closed curtain. Please let us have a say in this very

myporlant issue.
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