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TAXATION AS AN INSTRUMENTALITY OF THE STATE OF ALASKA

Statement o f Law

Section 115 o f the Code provides, in par t , tha t gross income does not include 

income der ived from the exercise o f any essent ia l governmental func t ion that 

accrues to a s ta te or p o l i t i c a l subdiv is ion o f a s ta te .

App l ica t ion o f the Law

The Un ive rs i t y is considered an in s t rumen ta l i t y o f the State o f Alaska and the 

income de r ived from i t s  a c t i v i t i e s  p o t e n t i a l l y  exempt from ta xa t io n under 

Section 115 o f the Code. The October 5, 1988 de te rm ina t ion o f the Inte rna l 

Revenue Service denying the Un iv e r s i t y ’ s app l ica t ion fo r exemption under Sect ion 

501(c )(3) o f the Code ind ica tes tha t the Un ive rs i t y is an in s t rum en ta l i t y o f a 

s ta te w i th in the meaning o f Sect ion 115 o f the Code and tha t exemption from 

Federal income taxa t ion is provided by tha t sec t ion . This determinat ion is 

cons is ten t w i th the November 23, 1977 l e t t e r  to the Un ive rs i t y f r nm the In te rna l 

Revenue Service which confirmed tha t the Un ive rs i t y was exempt from federal 

income taxa t io n as an in s t rumen ta l i t y o f the s ta te , w i th con t r ibu t io ns to the 

Un ive rs i t y being deduc t ib le under Section 170 (b ) (1 ) (A ) ( i i ) o f the Code.

The requirements f o r exemption are tha t the income is derived from an essent ia l 

governmental func t ion and accrues to the s ta te . The p r i va te l e t t e r  ru l ings 

issued by the In te rna l Revenue Service with respect to the Michigan and Indiana 

t u i t i o n  prepayment programs denied exemption under Sect ion 115 o f the Code fo r 

f a i l u r e  to s a t i s f y  the second requirement, tha t the income accrue to the s ta te .
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No re fe rence was made to the f i r s t  requirement. The t a c i t  approval by the 

In te rna l Revenue Service o f the pos i t io n the t ' u b l i c  t u i t i o n  prepayment programs 

,>erfohn an essent ia l governmental func t ion has been confirmed by the In te rna l 

Revenue Service in several informal conversat ic 'S .

One can also make a strong case under our fac ts th a t the Fund performs an 

essen t ia l governmental func t ion . The Un ive rs i t y was es tab l ished by the s ta te 

c o n s t i t u t i o n  and i t  is responsib le fo r higher educat ion in furtherance o f the 

c o n s t i t u t i o n a l mandate fo r pub l ic educat ion in the s ta te . Provid ing a system o f 

p u b l i c  educa t ion f o r  re s id e n t s o f the s t a t e  i s cons ide red an e s s e n t i a l 

governmenta l f u n c t i o n , as evidenced by the u n q u a l i f i e d  statements o f the 

In te rna l Revenue Service tha t the Un ive rs i t y is tax-exempt under Section 115 o f 

the Code. The a c t i v i t y  o f the Un ive rs i t y w i th respect to the Fund may also be 

seen as an exe rc ise o f i t s  essen t ia l governmental func t io n . The a c t i v i t y  

provides a means to fund the cost o f education f o r res iden ts o f the s ta te . The 

program is designed to a f fo rd an oppor tun i ty f o r h igher education fo r res iden ts 

who might otherwise not cont inue or complete t h e i r  educat ion. The U n iv e r s i t y ’ s 

primary governmental func t ion o f prov id ing educat ion is dependent on there being 

students who are able to attend the Un ive rs i t y . Based on the pos i t ion taken by 

the In te rna l Revenue Service in p r i o r de te rm ina t ions , the Un ive rs i t y performs 

essen t ia l governmental func t ions w i th in the meaning o f Sect ion 115 o f the Code, 

in c lu d ing i t s  a c t i v i t y  with respect to the Fund.

The second requirement o f Section 115 o f the Code is th a t the income accrue to a 

s ta te . The apparent concern o f the In te rna l Revenue Service with respect to 

t u i t i o n  prepayment programs is tha t the income from the programs bene f i ts the 

p r i v a te ind iv id ua ls who purchase the cont rac ts and who are the bene f ic ia r ie s o f
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those con t rac ts , thereby not accruing to the s ta te . The po s i t i o n taken by the

In te rna l Revenue Service in the p r iva te l e t t e r  ru l in g s issued to Michigan and

Ind iana in d i c a t e s th a t a c e r t a i n  amount o f p r i v a t e  economic b e n e f i t  is

pe rm iss ib le . In tnose ru l in g s the In te rna l Revenue Service s ta ted th a t :

To q u a l i f y  under sect ion 115, i t  must be estab l ished 
th a t the income does not serve p r i v a te in te re s ts . . .
Thus, even i f  the income serves a pub l i c in te r e s t , the 
requirements o f sect ion 115 are not s a t i s f i e d  i f  the
income also serves a p r i v a t e  i n t e r e s t  th a t is not 
inc iden ta l to the pub l ic in te re s t .

The issue ther. is not whether the Un ive rs i t y and the Fund perform an essent ia l 

governmental func t ion but whether the income o f the fund accrues to the sta te . 

An informal conversat ion w i th the Inte rna l Revenue Service ind ica ted tha t the 

a c t i v i t i e s  o f an organ iza t ion request ing exemption under Sect ion 115 o f the Code 

w i l l  be reviewed; and i f  i t  is determined tha t there is non inc iden ta l p r iva te 

economic bene f i t in connect ion wi th any a c t i v i t y ,  the e n t i r e  e n t i t y  w i l l  be 

denied exemption under tha t sect ion . I t  does not seem reasonable tha t the 

prev ious ly unqua l i f ied exemption o f the Un ive rs i t y under Sect ion 115 o f the Code 

would change to non-exemption i f  a s ing le a c t i v i t y  such as the Fund were found 

to prov ide any non inc iden ta l economic b e n e f i t to p r i v a te in d iv id u a ls . This 

p o s s i b i l i t y ,  however, shows the importance o f ob ta in ing a r u l i n g  w i th respect to 

the Fund.

In both s i tu a t io n s considered by the In te rna l Revenue Service in i t s  pr iva te 

l e t t e r  ru l i n g s , the t u i t i o n  prepayment program was operated by a corpora t ion , 

the so le a c t i v i t y  o f which was the a dm in i s t r a t i o n  o f the program. The 

c o r p o r a t i o n was not an educa t iona l i n s t i t u t i o n  nor was i t  a f f i l i a t e d  or 

associated w i th an educat ional organiza t ion The corpo ra t ion issued contrac ts
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under which a n e f i c i a r y  would rece ive bene f i t s in excess o f the amount 

prepaid . A l l money received by the program was held and con t ro l led by the 

co rpo ra t ion . Decisions as to the investment and disbursement o f the funds o f 

the program were in the sole province o f the corpo ra t ion . Unless or u n t i l 

t u i t i o n  payments were made to a sta te col lege, the money received under the 

program did not en te r the s ta te co f f e r s . While there are s im i l a r i t i e s  between 

the bene f i t s under the programs described in the p r i va te l e t t e r  ru l in g s and

those provided by the Fund, there are important d i f fe rences which d is t in g u is h 

the programs.

The Fund is es tab l ished by s ta te s ta tu te as an endowment fund o f the Un ive rs i t y . 

The Un ive rs i t y has operated h i s t o r i c a l l y  to provide educat ional oppo r tun i t ie s

f o r res iden ts of Alaska and the Fund is one o f many a c t i v i t i e s  performed by the

U n i v e r s i t y  in fu r the rance o f the s t a t e ’ s system o f pub l ic educat ion. The 

prepayment cont rac ts are issued by the Un ive rs i t y and a l l payments are received 

d i r e c t l y  by the U n i v e r s i t y .  S im i l a r l y ,  a l l  o t h e r c o n t r i b u t i o n s  o r 

approp r ia t ions to the Fund are made to the Un ive rs i t y . A f te r the income is 

received the s ta te continues to have cont ro l and custody o f those funds. By

s t a t u t e , the Commissioner o f Revenue serves as the custodian o f the Fund. 

Investment o f the funds i s determined by po l i c ie s developed by the Un ive rs i t y 

and the earned income is maintained in the Fund. There is no legal e n t i t y  

separa t ing the Fund and the income rea l ized wi th respect to the Fund from the 

Un iv e r s i t y . With ce r ta in except ions, the income o f the Fund remains w i th the 

U n iv e r s i t y as t u i t i o n  and other fees when the bene f ic ia r ie s attend co l lege . The 

income o f the Fund "accrues" to the Un iv e r s i t y in tha t the proceeds are 

received d i r e c t l y  by the Un ive rs i t y which has an enforceable claim to the funds. 

Any federa l income tax imposed on the Fund would be a charge to the Un ive rs i t y 

and payable from i t s  revenues.
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While the income of the Fund accrues to the Un ive rs i t y , i t  is also t rue tha t the 

Fund provides economic benef i t s to p r i v a te ind iv idua ls in the same respect as 

the t u i t i o n  prepayment programs described in the p r iva te l e t t e r  ru l i n g s issued 

by the In te rna l Revenue Service. To the extent the purchasers and bene f ic ia r ie s 

b e n e f i t from earnings o f the Fund or rece ive t u i t i o n  c re d i t s which exceed the 

cos t o f t h e i r  con t ra c t , there is p r i va te economic be ne f i t . S im i l a r l y , the 

re fund and redemption prov is ions which perm i t the bene f i c ia r ie s to receive 

payments in excess o f the p r inc ipa l paid under the con t rac t or to attend a 

co l lege other than the Un ive rs i ty would cons t i t u t e p r i v a te economic bene f i t . 

The p r i v a te l e t t e r  ru l ings show tha t the In te rna l Revenue Service looks not only 

at the e n t i t y  which nominal ly receives the income o f the program, but how tha t 

income is u l t im a te ly disbursed. Those en t i t lemen ts under the Fund may re su l t in 

a determ inat ion by the In te rna l Revenue Service tha t the exemption prov is ions o f 

Sect ion 115 o f the Code do not apply. In apply ing Section 115 o f the Code, the 

In te rna l Revenue Service w i l l  consider the U n iv e r s i t y ’ s a c t i v i t y  w i th respect to 

the Fund and determine whether the economic bene f i t to the con t rac t purchasers 

and bene f i c ia r ie s is merely inc iden ta l to the pub l ic bene f i t served by the Fund. 

The an a ly s i s is a q u a l i t a t i v e  one. The economic b e n e f i t  to p a r t i c u l a r  

in d iv id u a ls must be only co inc identa l to or a s id e - e f f e c t o f the pub l ic bene f i t 

purpose o f the Fund a c t i v i t y .

The Fund is es tab l ished w i th in the U n iv e r s i t y as a means to f u r t h e r the 

U n i v e r s i t y ’ s essent ia l purpose of prov id ing higher educat ion f o r the res idents 

o f Alaska. The Fund contr ibu tes impor tan t ly to assuring tha t the Un ive rs i t y 

con t inues to have a student body to i n s t r u c t and th a t re s iden ts are both 

encouraged and enabled to complete t h e i r  educat ion. The ove r r id ing purpose and 

accomplishment o f the Fund is making higher educat ion more re a d i l y ava i lab le .
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In some s i tu a t i o n s , th is may be the determin ing fa c to r as to whether a student 

receives an education. By i t s  very nature , education w i l l always prov ide a 

d i r e c t  b e n e f i t to p a r t i c u l a r i n d i v i d u a l s . Economic bene f i t to p a r t i c u l a r  

in d iv id ua ls arises from the normal operat ion o f the Un ive rs i ty in th a t students 

rece ive an education and the t u i t i o n  costs represent a small po r t io n o f the 

actual costs o f the educational programs.

Col leges and un ive rs i t i e s provide low in te re s t loans to current and prospec t ive 

students w i th the economic bene f i t to the p a r t i c u l a r student being considered 

only inc iden ta l to the educat ional purpose being accomplished by the educat iona l 

i n s t i t u t i o n .  Further, the In te rna l Revenue Service has taken the po s i t i o n in 

revenue ru l in g s tha t organiza t ions which are formed to provide low in te r e s t 

loans to ind iv idua ls fo r complet ing t h e i r  educat ion q u a l i f y  fo r exemption under 

Sect ion 501(c )(3) o f the Code as being operated exc lus ive ly fo r c h a r i t a b le and 

educa t io na l purposes. The Fund prov ides economic be ne f i t to p a r t i c u l a r  

i n d i v i d u a l s , but tha t bene f i t should be considered only in c id e n ta l to the 

fur therance o f the Un ive rs i t y ’ s educat ional func t ion by tha t a c t i v i t y .

Recommendations

The Un ive rs i t y may wish to consider e l im ina t ing those port ions o f the program 

which e n t i t l e  the pa r t ic ipan ts to earnings o f the Fund. In p a r t i c u l a r  the 

Graduation Incent ive Award could be el im ina ted . The existence o f t h i s  Award may 

create an expectat ion of payment tha t may not be rea l ized or c rea te a sense 

among some prospect ive purchasers tha t the con t rac t is overpriced.



These changes would support the pos i t io n tha t the income of the Fund accrues to 

Che U n iv e r s i t y . I t  is poss ib le , however, the In te rna l Revenue Service would not 

cons id e r these mod i f i c a t i o n s s u f f i c i e n t  to e l im in a te the p r i v a te economic 

be ne f i t . The d i f f e ren ce between the amount prepaid and the value o f the t u i t i o n  

c r e d i t  may always be great enough th a t the In te rn a l Revenue Service w i l l  

cons ider th a t there is more than inc iden ta l p r i v a te bene f i t when the program is 

considered as a separate a c t i v i t y  or fun c t io n . The Un ive rs i ty may also feel 

t h a t the poss ib le tax bene f i t from the mod i f i ca t ions would be outweighed by the 

cos t o f making the Fund less a t t r a c t i v e  to po ten t ia l pa r t i c ip an ts . I f  we 

rece ive in d ic a t io n s from the In te rna l Revenue Service tha t the pr iva te bene f i t 

element o f the Fund would re s u l t in the Un ive rs i t y los ing i t s  exempt sta tus 

under Sect ion 115 o f thp C.Uc, the Un iv e rs i t y w i l l  have to res t ruc tu re the Fund.

The s ta tu te es tab l is h ing the Fund conta ins language which c le a r l y es tab l ishes 

the Fund as pa r t o f the Un ive rs i t y ra the r than a separate legal e n t i t y . The 

p o s i t i o n th a t the Fund is in teg ra l to the Un ive rs i t y and the s ta te may be 

strengthened i f  the s ta tu te provided tha t the t u i t i o n  ob l iga t ions are backed by 

the f u l l  f a i t h  and c re d i t o f the State o f Alaska. This may also enhance the 

marketabl i l i t y  o f the program.

There are several requests fo r ru l in g s cu r r e n t l y pending before the In te rna l 

Revenue Service regard ing t u i t i o n  prepayment programs. The requests, inc lud ing 

ones f rom F l o r i d a  and Ohio, have been subm i t ted w i th respec t to both 

governmental and non-governmental e n t i t i e s .  The requests have been reviewed by 

the Financ ia l I n s t i t u t i o n s and Products r u l i n g  branch o f the Inte rna l Revenue 

Serv ice, which has prepared a comprehensive memorandum and submitted i t  to the



Associate Chie f Counsel (Techn ica l ) . I t  is expected, perhaps o p t im i s t i c a l l y ,  

that the reviev/ o f the po l ic y issues w i l l  be completed in A p r i l .  There is some 

in d ic a t i o n that the In te rna l Revenue Service is considering a cu r ren t tax on the 

purchaser or bene f ic ia ry under the o r i g i n a l issue discount prov is ions o f the 

Code. There may be other changes in the po s i t io n taken by the In te rna l Revenue 

Se rv i c e in i t s  t rea tmen t o f these t u i t i o n  prepayment programs. I t  is 

recommended tha t we wai t u n t i l  t h i s review is completed before submit t ing a 

request w i th respect to the Fund. At tha t po in t i t  would be poss ib le to meet 

w i th the In te rna l Revenue Service and obta in a c lea re r in d ic a t io n o f how to 

s t ru c tu re the ru l i n g request as wel l as how to res t ru c tu re the Fund program to 

ob ta in the most favorab le tax treatment.

We recommend tha t the request w i th respect to the Fund be fo r a ru l i n g tha t the 

Un ive rs i t y is exempt from taxa t ion under Sect ion 115 o f the Code. The request 

would not ask fo r a fu r t h e r r u l i n g as to the app l ic a t ion o f Sect ion 511 o f the 

Code which might focus a t te n t io n on the Fund as an unrelated trade or business 

o f the Un ive rs i t y and ra ise the issue o f the cont rac ts being insurance. I f  

exemption is al lowed under Sect ion 115 o f the Code fo r the Un ive rs i t y and the 

Fund, there w i l l  be no quest ion o f the unre la ted trade or business tax being 

imposed on the Un ive rs i t y . The request would re f e r to the p r i o r determinat ions 

o f the In te rna l Revenue Service tha t the Un ive rs i t y is exempt under Sect ion 115 

o f the Code and describe in d e ta i l i t s  a c t i v i t i e s  w i th respect to the Fund.
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TAXATION AS AN EXEMPT ORGANIZATION UNDER SECTION 501 ( c ) ( 3 )  OF THE IRC

Statement o f Law

Sect ion 501 (c ) (3 ) o f the IRC exempts from taxa t ion organiza t ions which are 

organized and operated exc lus ive ly f o r cha r i t a b le , educat ional and ce r ta in o ther 

spec i f ied purposes, provided tha t no pa r t o f the o rgan iza t io n ’ s net earnings 

inures to the bene f i t o f any p r iva te in d iv id u a l .

S e c t i o n 1. 501 ( c ) ( 3 ) - l  ( b ) ( 1 ) ( i i i ) o f the R egu la t i o n s p ro v id e s t h a t  an

organ iza t ion is not organized exc lus ive ly fo r sect ion 501(c)(3) exempt purposes 

i f  i t s  a r t i c l e s  o f incorpora t ion express ly empower i t  to carry on, other than as 

an insubs tan t ia l pa r t o f i t s  a c t i v i t i e s ,  a c t i v i t i e s  tha t do not fu r t h e r exempt 

purposes.

Sect ion 1 . 5 0 1 ( c ) ( 3 ) - l ( d ) ( l ) ( i i )  o f the Regulat ions provides tha t an organ iza t ion 

is not organized or operated e x c lu s i v e l y f o r exempt purposes spec i f ie d in 

sect ion 501 (c ) (3 ) o f the IRC unless i t  serves a pub l ic ra the r than a p r i v a te 

in te r e s t .

Sect ion 1. 5 0 1 ( c ) ( 3 ) - I ( e ) (1) o f the Regulat ions sta tes tha t an organ iza t ion may 

s a t i s f y  the requirements o f sect ion 501(c )(3) o f the IRC although i t  operates a 

trade or business, i f  opera t ing the t rade or business fu r the rs i t s  exempt

purpose and i f  the organizat ion is not organized or operated p r im a r i l y to ca r ry 

on an unre la ted trade or business. In determin ing the existence o f such a

P'^mary purpose, a l l circumstances are considered, inc lud ing the size and ex ten t

26



o f the t rade or bus iness and the s ize and ex te n t o f the a c t i v i t i e s  in

furtherance o f one or more exempt purpose.

Section 1. 5 0 1 ( c ) ( 3 ) - l ( d ) (2) o f the Regulat ions def ines "ch a r i t a b le " as inc lud ing 

the advancement o f educat ion.

Section 1.501( c ) ( 3 ) - l ( d ) (3) o f the Regulat ions def ines "educa t iona l " as r e l a t i n g  

to the in s t r u c t i o n o f an ind iv idua l to improve or develop his c a p a b i l i t i e s  or 

the in s t r u c t i o n o f the pub l ic on topics useful to the ind iv idua l and bene f i c ia l 

to the community.

Section 501(m) o f the IRC provides tha t an organ iza t ion described in sec t ion 

501(c)(3) o f the IRC may be exempt from taxa t io n only i f  no subs tan t ia l pa r t o f 

i t s  a c t i v i t i e s  cons is ts o f prov id ing commercial- type insurance.

Sect ion 501(m)(2) o f the IRC provides th a t an o rgan iza t io n which provides 

insurance as an insubs tan t ia l par t o f i t s  a c t i v i t i e s  w i l l  be treated as an

insurance company f o r purposes of applying Subchapter L o f the IRC ( ta xa t io n o f

insurance companies) w i th respect to tha t a c t i v i t y .

Sect ion 501(m)(4) o f the IRC states tha t the issuance o f ’ annuity cont rac ts w i l l  

be treated as prov id ing insurance. Char i tab le g i f t  annu i t ies are s p e c i f i c a l l y  

excluded under sect ion 501(m)(3) from items tha t are considered commercial- type 

insurance.



A p p l i c a t i o n  o f  the  Law

The In te rna l Revenue Service has taken »he po s i t io n tha t a sta te or an in teg ra l 

pa r t o f a s ta te may not q u a l i f y  f o r exemption under sect ion 501(c )(3) o f the IRC 

since a s t a t e ’ s funct ions or purposes are not l im i t e d to those described in the 

s ta tu te . In a 1960 revenue ru l i n g the In te rna l Revenue Service sta ted that 

"where a pub l ic school, co l lege , u n iv e r s i t y or hosp i ta l is an in te g ra l pa r t o f a 

loca l government, i t  could not meet the requirements f o r exemption under sect ion 

5 0 1 ( c ) ( 3 ) o f the IRC." However, the r u l i n g  goes on to s t a t e  th a t an 

in s t r um en ta l i t y such as a separate ly organized co l lege or un iv e r s i t y may qua l i f y 

f o r exemption i f  i t  is a c lea r counterpar t o f an organiza t* n described in tha t 

sec t ion and i f  i t  is organized and operated exc lu s ive ly f o r an exempt purpose. 

The In te rna l Revenue Service has recognized tha t in s t rum en ta l i t i e s o f a state 

which are otherwise exempt from federa l income taxa t ion may apply fo r exemption 

under sect ion 501(c)(3) o f the IRC because o f p a r t i c u l a r tax treatment extended 

to such organ iza t ions by other sect ions o f the IRC.

I f  the Un ive rs i t y is found to be an in s t rum en ta l i t y o f the s ta te , i t  may apply 

f o r exemption under sect ion 501(c)(3) o f the IRC although tha t would not be 

necessary to assure i t s  exemption from federa l income taxa t ion . An exemption 

under th i s  sect ion would subject the Un ive rs i t y to the prov is ions o f sect ion 

501(m) o f the IRC re la t i n g to the issuance o f commercial- type insurance. In the 

In te rna l Revenue Service response to the app l i c a t ion by the Michigan Education 

Trus t f o r exemption under sect ion 501(c)(3) o f the IRC, the t u i t i o n  prepayment 

con t rac ts were character ized f i r s t  as "commercial f in an c ia l products" and then 

as annuity cont rac ts subject to sect ion 501(m) o f the IRC.
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Although the U n i v e r s i t y  would not lose i t s  exemption s ta tus under sect ion 

501(c )(3) since i t s  a c t i v i t y  wi th respect to the Fund is not a subs tan t ia l par t 

o f i t s  to t a l a c t i v i t i e s ,  subsection (m) would operate to make tha t source o f 

income taxable under the IRC prov is ions governing insurance companies. I f  the 

prepayment con t r a c t s are cha ra c te r i zed by the In te rn a l Revenue Serv ice as 

annu i t ie s , gross income from the a c t i v i t y  would include the amount received as 

"premiums" and any investment income. The deductions al lowed l i f e  insurance 

companies inc lude add i t io n s to reserves requ ired to meet fu tu re unmatured 

ob l ig a t io n s under annuity con t rac ts . Those reserve deduct ions may be bene f ic ia l 

to the Un iv e rs i t y by minimizing i t s  tax l i a b i l i t y  from t h i s  a c t i v i t y .  However, 

th i s treatment may re s u l t in unfavorable tax consequences f o r pa r t i c ip an t s since 

a 10% exc ise tax is imposed by sec t ion 72(q ) o f the IRC on a premature 

d i s t r i b u t i o n  under an annuity con t rac t i f  ce r ta in cond i t ions are not met.

There is also the po ten t ia l tha t these contrac ts may be character ized not as 

annu i t ie s but as insurance p ro tec t ion against acce le ra t ing educat ion costs , in 

which case the Un ive rs i t y would be taxed as a casualty insurance company. That 

treatment would be unfavorable to the Un ive rs i t y since i t  may re s u l t in the 

recogn i t ion o f premium income in the year a contrac t is issued or, at best, 

a l lo c a te d over the l i f e  o f the c o n t r a c t . I t  would also be necessary to 

recognize 20% o f the increases in unearned premiums as cur ren t taxable income. 

Investment income would also be included in gross income.

A p p l i c a t i o n  o f se c t io n 501(m) o f the IRC may be avoided i f  the t u i t i o n  

prepayment con t rac ts were treated as cha r i tab le g i f t  annu i t ies . General Counsel 

Memorandum 39826 (1990) noted tha t the cha r i tab le g i f t  annu i t ies issued by a 

un iv e r s i t y  which was exempt under sec t ion 501(c)(3) o f the IRC were express ly
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excluded from the opera t ion o f sect ion 501(m) o f the IRC. The Memorandum also 

ind ica ted tha t the income rea l ized by the issu ing un iv e r s i t y from the proceeds 

received on the annu i t ies was not taxable as unre la ted trade or business income. 

To obta in t h i s  treatment, the Un ive rs i t y would have to make s i g n i f i c a n t changes 

in the program. One o f the consequences would appear to be tha t the 10% excise 

tax imposed by sect ion 72(q) o f the IRC would be appl ied to the pa r t i c ip a n t s .

Recommendations

The Un ive rs i t y should not reapply fo r exemption under sec t ion 501(c )(3) o f the 

IRC unless there are compell ing reasons unrela ted to the Fund which, on balance, 

outweigh the tax consequences fo r the Un ive rs i t y o f being an exempt organ iza t ion 

under th i s sect ion. The income from a c t i v i t y  wi th respect to the Fund is as

l i k e l y  to be exempt from federal income taxa t ion under sec t ion 115 o f the IRC or

the do c t r i n e o f in tergovernmenta l immunity, w i thou t the concerns raised by 

sec t ion 501(m) o f the IRC. With an exemption under sect ion 501(c )(3) o f the 

IRC, the Un ive rs i t y would continue to be subject to the tax imposed by sect ion 

511 o f the IRC on unre la ted trade o r business income. I f  the U n iv e r s i t y 

succeeded in avoiding tax l i a b i l i t y  under sect ion 511 o f the IRC on income of

the Fund, i t  would s t i l l  f ind i t s e l f  p o t e n t i a l l y  taxable under sec t ion 501(m) o f

the IRC so le l y because o f the exemption under sect ion 501(c)(3) o f the IRC.
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TAXATION AS A SUBCHAPTER C CORPORATION

Statement o f Law

A ta xp a ye r o th e r than an i n d i v i d u a l ,  a p a r t n e r s h i p , a t r u s t ,  or o the r 

s p e c i f i c a l l y  i d e n t i f i e d  e n t i t y  may be treated as an assoc ia t ion deemed to be a 

corpora t ion fo r income tax purposes. IRC Section 7701(a)(3) provides tha t the 

term "co rpo ra t ion " includes assoc ia t ions , jo i n t - s t o c k  companies, and insurance 

companies.

As several commentators note, i f  a prepaid t u i t i o n  program is not something 

e lse , i t  is probab ly a co rpo ra t io n f o r tax purposes. Actual s ta tus as a 

corpo ra t ion fo r legal purposes is determined pursuant to s ta te law.

T reasury Regu la t ions Sec t ion 301 .7701 -2 (a) d iscuss c h a r a c t e r i s t i e s  o f a

corpo ra t ion as par t o f a discussion o f assoc ia t ions:

(1) The term "assoc ia t ion " re fe rs to a- organ iza t ion 
whose cha ra c te r i s t i c s requ i re i t  to be c l a s s i f i e d  fo r 
purposes o f taxa t ion as a corpora t ion ra the r than as 
another type o f organ iza t ion such as a pa r tne rsh ip or a 
t r u s t .  There are a number o f major c h a ra c t e r i s t i c s 
o r d i n a r i l y  found in a pure co rpo ra t ion which, taken 
t o g e th e r , d i s t i n g u i s h  i t  from o the r o r g a n i z a t i o n s .
These are ( i )  assoc iates, ( i i )  an ob jec t ive to ca r ry on 
bus i ness and d i v i d e  th e ga in s t h e r e f r o m , ( i i i )  
c o n t i n u i t y  o f l i f e ,  ( i v ) cen t ra l i z a t i o n o f management,
(v) l i a b i l i t y  fo r corporate debts l im i te d to corpora te 
prope r ty , and ( v i ) free t r a n s f e r a b i l i t y  o f in te re s t s .

The presence or absence o f these ch a ra c te r i s t i c s 
w i l l  depend upon the fac ts in each ind iv idua l case. . . .
An organ iza t ion w i l l  be trea ted as an assoc ia t ion i f  the 
corpora te cha ra c te r i s t i c s are such that the organ iza t ion 
more near ly resembles a corpora t ion than a par tne rsh ip 
or t r u s t .
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(2 ) . . .  For examp le , s in c e c e n t r a l i z a t i o n  o f 
management, c o n t i n u i t y  o f l i f e ,  f ree t r a n s f e r a b i l i t y  o f 
in te re s t s , and l im i t e d l i a b i l i t y  are genera l ly common to 
t ru s ts and corpo ra t ions , the determ inat ion o f whether a 
t r u s t which has such cha ra c te r i s t i c s is to be trea ted 
f o r tax purposes as a t r u s t or as an assoc ia t ion depends 
upon whether there are associates and an ob jec t ive to 
ca r ry on business and d iv id e the gains therefrom. . . .

(3 ) An un in c o r p o r a t e d o r g a n i z a t i o n sha l l no t be 
c l a s s i f i e d  as an assoc ia t ion unless such organ iza t ion 
has more corpo ra te c h a r a c t e r i s t i c s  than noncorporate 
c ha ra c te r i s t i c s .

Regulat ions Sect ion 301.7701-(4 ) (c) provides:

(1) An "investment" t r u s t w i l l  not be c la s s i f i e d as a 
t r u s t i f  there is a power under the t r u s t agreement to 
vary the investment o f the c e r t i f i c a t e  holders.

The e f f e c t s o f being taxed as a corpora t ion are myriad since corporate tax

prov is ions permeate the In te rna l Revenue Code. Genera l ly , the tax consequences

o f va r ious t ra n sac t io n s a f f e c t i n g  a co rpo ra t io n are found in Subchapter C

(Sect ions 301-386) o f the In te rna l Revenue Code. Perhaps the most c r i t i c a l

s ta tu to r y language defines corporate taxable income. The d e f i n i t i o n  o f gross

income is the same under Sect ion 61 f o r co rpo ra t ions as f o r in d i v i d u a l s .

However, exc lus ions from income d i f f e r  fo r corpora t ions . For example, Sect ion

243 provides a div idends received deduct ion. In add i t ion , corporate cap i ta l

gains are trea ted as ord ina ry income under Sect ion 1222 wh i le corporate cap i ta l

losses may only be taken agains t gains per Sect ion 1211, Once taxable income is

determined, a corpora t ion is subjected to tax at rates gene ra l l y higher than

those o f ind iv idua l taxpayers.
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rm r t

The Fund is es tab l ished as a program o f the Un ive rs i t y o f Alaska. As such, th is 

prepaid t u i t i o n  program is arguably a part o f the State o f Alaska and ce r ta in l y 

is not a lega l e n t i t y  separate from the Un ive rs i t y . The program may vo lu n ta r i l y 

give i t s e l f  separate e n t i t y  status by dec la ra t ion o f t r u s t .  For some purposes, 

the program might also be modi f ied in establ ishment so th a t the Fund is not part 

o f the U n iv e r s i t y o f Alaska or the State o f Alaska.

I f ,  f o r whatever reason, the Fund achieves separate e n t i t y  s ta tus , the ta laws 

w i l l  apply depending upon whether tha t e n t i t y  is a pa r tne rsh ip , a t r u s t or a 

c o r p o r a t i o n . Legal s ta tu s does not necessa r i l y c o n t r o l .  Under Tr sury 

Regulat ions at Sect ion 301.7701, Federal income tax prov is ions may al low fo r the 

impos i t ion o f ce r ta in tax sta tus despite legal sta tus or form o f e n t i t y . For 

example, Revenue Ruling 77-261, 1977-2 C.B. 45, notes tha t c i t i e s  which formed a 

t r u s t in order to make investments were deemed to have created a corporat ion

under the regu la t io ns .

Thus, i f  the Un ive rs i t y o f Alaska chooses to declare the Fund a t r u s t or i f  a 

separate e n t i t y  is des i rab le in the f ir .a l ana lys is , the nature o f tha t en t i t y 

fo r tax purposes is l i k e l y  to be determined acco rd ing ‘ to the app l ica t ion of 

Treasury Regulat ions Sect ion 301.7701-2.

A lthough the Alaska Educat ional T rus t Fund has a t i t l e  inc lud ing the word 

" t r u s t , "  tax treatment w i l l  l i k e l y  depend upon whether or not the Fund has

assoc ia tes and is ca r r y in g on a business f o r p r o f i t .  These are the two

ch a ra c t e r i s t i c s which d is t i n g u is h a t r u s t from a corpora t ion f o r tax purposes.

A p p l i c a t i o n  o f  t h e  Law
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The remaining cha ra c te r i s t i c s may be presumed to ex is t ( i . e . ,  c o n t i n u i t y  o f l i f e  

and cen t ra l i ze d management) or may arguably ex is t ( i . e . ,  l im i t e d  l i a b i l i t y  and 

t r a n s f e r a b i l i t y  o f in te re s ts ) fo r purposes o f d is t in g u is h in g between t r u s t and 

corpora te tax treatments. As the mix o f investments may be a l te re d by the 

governing body, Regulat ions Sect ion 301.7701-(4)(c ) should con t ro l on t h i s  issue 

and the Fund would be carry ing on a business o f making investments.

The f i n a l quest ion to determine i f  the Fund is a corpo ra t ion f o r tax purposes is 

whether or not assoc ia tes are p resen t . No c le a r c r i t e r i a  e x i s t f o r th is 

de te rm ina t ion . Ce r ta in ly r ig h ts cons is ten t with corpora te ownership would be 

: one in d i c a to r . Evidence o f such r i g h t s  includes: be ne f i c i a r i e s may purchase

t h e i r  own con t ra c t s , the number o f con t ra c t purchasers w i l l  s i g n i f i c a n t l y  

in f luence the operat ion o f the program, and provis ions are in place to a l low fo r 

a l t e r n a t i v e bene f i c ia r ie s and t u i t i o n  pay-out periods. Persons p a r t i c i p a t i n g  in 

the program are associated in the Fund as tha t word is commonly used. Some 

quest ion remains, however, as to whether bene f ic ia r ie s p a r t i c i p a t e  enough to 

meet the Treasury Regulat ions standard f o r  whether o r no t assoc ia tes are 

present .

Even where spe c i f i c ownership ch a ra c te r i s t i c s may be missing, as in the Michigan 

program, the IRS has apparen t ly found tha t "assoc ia tes " e x i s t so tha t the 

organ iza t ion is taxed as a corpo ra t ion . The Michigan r u l i n g  does not d i r e c t l y  

s ta te th a t the Michigan Educational Trus t (MET) is a co rpo ra t ion , but the tax 

treatment o f bene f i c ia r ie s is cons is ten t with corporate s ta tu s . MET has f i l e d  

corpora te tax re tu rn s . The Michigan Ruling also noted tha t MET was created as a 

co rp o ra t io n in the enabl ing l e g i s l a t i o n .  I f  one gives we igh t to a l l the 

language o f the Pr iva te Le t te r Rul ing, the IRS has found the Michigan program to
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be an a s s o c i a t i o n  taxed as a c o r p o r a t i o n .  Whether c r no t the lega l 

establ ishment o f MET as a corpora t ion con t ro l le d is open fo r quest ion.

The Alaskan program has more incidents o f an assoc ia t ion than the Michigan 

program. The p ro v is ion tha t a con t ra c t may be purchased to b e n e f i t the 

purchaser may arguably d is t in gu ish the two programs with regard to ownership 

c h a ra c t e r i s t i c s . This d i s t i n c t i o n  may be unnecessary given the IRS p r o c l i v i t y  

fo r f in d in g taxable assoc ia t ions . In other words, i f  MET is a corpora t ion fo r 

tax purposes based upon the evaluat ion o f a t t r i b u t e s under Regulat ions Sect ion 

301.7701-2, the Fund is also, provided the IRS is cons is ten t .

A major hurd le fo r prepaid t u i t i o n  programs taxed as corpora t ions remains the 

quest ion o f whether or not t u i t i o n  d i s t r i b u t i o n s are deduc t ib le to the extent 

taxable income is recognized by the bene f i c ia r ie s . The Michigan ru l i n g  does not 

address t h i s  po in t . The Ohio request f o r r u l i n g  s p e c i f i c a l l y  ra ises the 

quest ion and the Ohio Private Le t te r Rul ing w i l l  hope fu l l y s ta te the view o f the 

IRS on t h i s  matter. In the meantime, as the commentators have noted, the issue 

has been argued both ways.

I f  the deduct ion fo r the taxable t u i t i o n  d i s t r i b u t i o n s  is a l lowab le , the Fund 

can neu t ra l i z e the impact o f being taxed as a corpora t ion through i t s  investment 

p o l i c i e s . Dividends received from investments in ce r ta in corpora te stocks are 

70% exempt from taxa t ion . When th i s low e f f e c t i v e  tax ra te due to the 70% 

exclus ion is combined with a f u l l  deduction f o r the earnings when paid out to 

bene f i c ia r ie s , the present value o f the tax cost can be made very low.
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Recommendations

The ru l i n g request should ask tha t , in the event the Fund is taxable , the IRS 

c l a r i f y  the type o f e n t i t y  tha t the Fund w i l l  be considered fo r tax purposes. 

The request should also seek a dete rminat ion as to the d e d u c t i b i l i t y  o f t u i t i o n  

payments f o r bene f ic ia r ie s i f  the Fund is taxable as a corpora t ion .

I f  corporate sta tus were desired, making the Fund conform as near ly as possible 

to the Michigan program should have the e f f e c t o f crea t ing a corpo ra t ion under 

the tax law. This would en ta i l using the enabl ing le g i s l a t i o n  to create .a 

program which was separa te and "a body co rp o ra te and p o l i t i c . "  Other 

m od i f i c a t i o n s o f the e x i s t i n g  plan appear to be unnecessary. I f  the IRS 

approaches prepaid t u i t i o n  programs cons is te n t l y , the s im i l a r i t i e s  to the MET 

program are enough to achieve corporate tax id e n t i t y .

Corporate s ta tus may provide bene f i t s i f  the Fund is deemed to be a taxable 

e n t i t y . This is espec ia l ly t rue i f  corporate sta tus is contrasted agains t t ru s t 

s ta tu s . However, the unse t t led issue o f d e d u c t i b i l i t y  o f t u i t i o n  payments 

prevents a t rue evaluat ion o f corporate tax e f f e c t s . The ru l i n g an t ic ipa ted in 

la te 1991 f o r Ohio w i l l  al low a more complete recommendation.
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Statement o f Law

TAXATION AS A TRUST

An e n t i t y  becomes a t r u s t by f i l i n g  a dec la ra t ion o f t r u s t and es tab l ish ing 

r e l a t i o n s h i p s  s u f f i c i e n t  to c rea te a t r u s t  under lo ca l law. This lega l 

de te rm ina t ion o f t r u s t may or may not be supported under the tax p rov is ions . A 

t r u s t  i s  g e n e r a l l y  cons idered a bund le o f r i g h t s  and du t ie s in a f i x e d 

re l a t i o n s h ip  ra the r than a spec i f i c type o f opera t ing e n t i t y . Lega l ly , the 

Res ta temen t o f  T r u s t s , Second, i n d i c a t e s  t h a t  a t r u s t  is a f i d u c i a r y  

re l a t i o n s h ip where one person holds legal t i t l e  to t r u s t proper ty subject to the 

ob l i g a t i o n due to the bene f ic ia ry .

For purposes o f Federal tax treatment, a t r u s t  is usua l ly what one ends up with 

pursuant to Treasury Regulat ions Sect ion 301.7701-2(a) i f  a corpora t ion is not 

found and the o rgan iza t io n has c o n t i n u i t y  o f l i f e ,  cen t ra l i zed management, 

l im i t e d l i a b i l i t y ,  and in te res ts are t ra n s fe ra b le . The IRS d is t ingu ishes t ru s ts 

from co rpo ra t ions by evaluat ing the ex ten t to which an e n t i t y  is organized with 

a p r o f i t  motive and has assoc ia tes . These two tes ts are emphasized in the 

regu la t io ns support ing IRC Section 7701.

As discussed in th i s repor t under ta xa t io n as a subchapter C corpo ra t ion , the 

IRS has found tha t prepaid t u i t i o n  plans do have a p r o f i t  motive in tha t the 

a b i l i t y  to change the mix o f an investment p o r t f o l i o  is s u f f i c i e n t evidence per 

Treasury Regulat ions Sect ion 301.7701-4( c ) (1 ) . That sec t ion , in fa c t , ind ica tes 

tha t a t r u s t does not ex is t i f  an ac t i ve investment management ro le ex is ts which 

has the e f f e c t o f changing the in te re s t s o f " in v e s to r s . " This p r o f i t  motive 

fa c t o r alone has been held to ind ica te corporate treatment fo r taxes.
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However, o th e r regu la to ry prov is ions used by the IRS balance the number of 

corpora te a t t r i b u t e s  against the number o f a t t r i b u t e s not in d ic a t i n g corporate 

s ta tus . Under th i s  ana lys is , an organ iza t ion may be a t r u s t i f  "assoc ia tes" are 

not found to s a t i s f y  the second leg o f Regulat ions Sect ion 301.7701-2(a) . The 

IRS has acqu iesced in two recen t cases which found t r u s t s  r a t h e r than 

corpo ra t ions where bene f ic ia r ies had l i t t l e  a b i l i t y  to d i r e c t l y  in f luence the 

investment o r management of amounts invested and t h e i r  in te re s t s were subject to 

l im i t s  on t r a n s f e r a b i 1 i t y . These de c is io n s , Elm S t re e t Real ty Trus t v, 

Commissioner. 76 T.C. 803 (1981), and Estate o f Bedell Trus t v. Commissioner. 86 

T.C. 1207 (1986), emphasize tha t associates must do more than make an investment 

in an e n t i t y  i f  tha t e n t i t y  is to be taxed as a corpo ra t ion instead o f as a 

t r u s t .  I f  the IRS issues ru l i n g s cons is te n t w i th t h i s  p o s i t i o n , lack of 

p a r t i c i p a t i o n  w i l l  defeat a f ind ing o f corporate taxab le sta tus fo r e n t i t i e s  

where in v e s t o r s ’ ro les stop a f te r assets are handed over to the organ iza t ion .

E n t i t i e s considered t ru s ts fo r tax purposes genera l ly compute taxes in the same 

fash ion as in d i v i d u a l s  w i th c e r t a in sta ted excep t ions . IRC Subchapter J 

(sec t ions 641-683) governs the taxa t ion o f t r u s t s . The cen t ra l premise o f 

Subchapter J is tha t income recognized by a t r u s t w i l l  be taxed e i th e r to the 

f i d u c i a r y  e n t i t y  or to the be n e f i c i a r y o f the e n t i t y  on a cu r re n t basis . 

Taxable income f o r  a t r u s t thus inc ludes a deduc t ion fo r d i s t r i b u t i o n s to 

bene f i c ia r ie s under IRC Sections 651 and 661. Other taxa t io n d i f fe rences fo r 

t r u s t s  (as compared to corporat ions) include the prov is ion o f an exemption, 

a l lo c a t i o n o f expenses by type f o r deduction l im i t s ,  the lack o f a dividends 

rece ived e x c lu s i o n , a s l i g h t l y  lower tax r a t e , and un l im i t e d ch a r i t a b le 

deduc t ions .
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The d i s t r i b u t i o n  deduction depends upon the ca lc u la t i o n o f d i s t r i b u t a b le  net

income (DM I ) f o r  the t r u s t . Under IRC Section 643, DNI 1s the amount o f t r u s t 

net income ava i lab le fo r d i s t r i b u t i o n  to income bene f i c ia r ie s . DNI does not 

inc lude taxable income not ava i lab le f o r d i s t r i b u t i o n . For example, i f  s ta te 

law or the governing t r u s t inst rument deems gain from the sale o f a cap i ta l 

asset to be pa r t o f the t r u s t corpus, the cap i ta l gain is not income ava i lab le 

fo r d i s t r i b u t i o n .  Deduct ible expenses incur red by the t r u s t are deemed to

reduce DNI. A t r u s t ' s  taxable DNI represents both the maximum income tha t may 

be taxed to bene f ic ia r ie s and the maximum deduction fo r d i s t r i b u t i o n s  ava i lab le 

to the t r u s t in computing i t s  own taxab le income pursuant to IRC Sections 651(b) 

and 661( c ) .

The actual f low of income from a t r u s t  to bene f i c ia r ie s is determined by the

governing instrument o f the t r u s t .  That instrument determines whether or not a

t r u s t is a simple t r u s t or a complex t r u s t .  Section 651 de f ines a simple t r u s t 

as one (1) requ i red to d i s t r i b u t e  a l l t r u s t  income cu r r e n t l y , (2) without 

c h a r i t a b le con t r ibu t io ns in the cu r ren t year, and (3) no d i s t r i b u t i o n s  are made
i

c u r r e n t l y  from t r u s t corpus. A l l taxab le DNI o f a simple t r u s t is taxed to the 

be ne f i c ia r ie s based upon the r e l a t i v e  income d i s t r i b u t a b le  to each whether or 

not cash or o the r assets are ac tu a l l y paid to the bene f i c ia r ie s .

A t r u s t  which does not meet the requirements o f a simple t r u s t is a complex 

t r u s t .  This de te rm ina t ion may be made on a yea r -b y -yea r basis . The tax 

computation f o r a complex t r u s t is made more d i f f i c u l t  by the po ten t ia l fo r 

d i s t r i b u t i o n s  in excess o f or o f less than DNI. I f  a t r u s t d i s t r i b u te s less 

than i t s  amount o f DNI, any taxable DNI remaining in the t r u s t is taxed to the 

t r u s t .  When d i s t r i b u t i o n s exceed a t r u s t ’ s DNI, the e n t i r e taxable por t ion o f
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DNI w i l l  be reported as income to the bene f i c ia r ie s and th i s amount w i l l be 

deduc t ib le to the t r u s t .  In th is case, the only amount taxable to the t r u s t 

would be cap i t a l gains i f  the gains are a l locab le to t r u s t corpus.

In add i t io n , a complex t r u s t may also have to abide by the provis ions o f IRC 

Section 663(c ) . That sect ion provides that i f  a t r u s t contains "su b s ta n t ia l l y 

separate and independent shares" held by the d i f f e r e n t bene f i c ia r ie s , then the 

t r u s t is t rea ted as though comprised o f many separate t r u s t s fo r purposes o f 

determin ing DNI. This complicated ru le is not e le c t i v e .

This "separa te share and t r u s t " treatment is imposed so le l y fo r purposes o f 

f i x i n g  the amount o f DNI ava i l a b le . E s s e n t i a l l y , the th resho ld fo r such 

treatment is whether or not d i s t r i b u t i o n s to more than one bene f ic ia ry have the 

e f f e c t o f imposing a tax burden on cer ta in o f the bene f i c ia r ie s to the extent 

one is taxed on income b u i l t  up to cover the c o s t s / d i s t r i b u t i o n s o f the others. 

I f  c o n t r i b u t i o n s w i t h i n  one o f the deemed separate "shares" do not cover 

expenses a f t e r tak ing earnings in to account, the separate share ru le may not 

apply.

App l ica t ion o f the Law

As noted in the d iscuss ion o f taxa t io n as a Subchapter C corpora t ion , the 

quest ion o f whether the Fund may be a t r u s t or a corpo ra t ion fo r tax purposes, 

hinges upon an eva lua t ion of whether or not the Fund ca r r ie s on a business fo r 

p r o f i t  and has assoc ia tes.
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Regulat ions Sect ion 301.7701-4(c) notes tha t an a b i l i t y  to a l t e r the mix of 

investments may be in te rp re ted as an attempt to maximize re tu rn ; the p r o f i t  

motive te s t is presumed s a t i s f i e d  i f  such an a b i l i t y  e x i s t s . The Fund is not, 

however, in the business o f maximizing p r o f i t  fo r i t s  " i n v e s to r s . " Instead, the 

Fund has con t rac ted to prov ide ce r ta in educat ional bene f i t s whether or not 

investment re tu rn is optimized or investments are re-mixed. Contract purchasers 

do not buy t u i t i o n  c re d i t s  in order to maximize investment re tu rn . The 

ownership r i g h t ,  prepaid t u i t i o n ,  does not change desp ite manipulat ions o f the 

investments. This fa c t o f unvaried ownership r ig h t s may rebut the p r o f i t  motive 

presumption.

; Even i f  the Fund is found to be carry ing on a business f o r p r o f i t ,  the second 

quest ion o f whether or not the Fund has associates may al low t r u s t treatment. An 

e n t i t y  w i l l  be trea ted as a corpora t ion instead o f a t r u s t only i f  associates 

are found to p a r t i c i p a te in the undertaking. The IRS appears to accept the 

p ropos i t io n tha t a mere inves to r (outs ide the contex t o f an investment t r u s t 

which is sub ject to special ru les ) is not an assoc ia te . According to the IRS’ 

po s i t i o n in the recent caselaw, some p a r t i c i p a t i o n in the incep t ion or operat ion 

o f a program is necessary in order to f ind assoc ia tes. The cases noted also 

cons ider the f ree t r a n s f e r a b i l i t y  o f in te re s ts as evidence o f associates. The 

Fund con t ra c t purchasers and bene f ic ia r ie s do .ot have p a r t i c i p a t i o n a t t r i b u te s . 

Operat ions o f the Fund w i l l  be ca r r ied out w i thou t the d i r e c t in f luence o f 

purchasers or bene f i c ia r ie s . Contract in te re s ts are t rans fe rab le to only a 

l im i t e d extent under the Alaskan plan. Given the l im i te d ro le o f purchasers 

and bene f i c ia r ie s under the Fund plan, the IRS could f in d no associates present 

to create a taxable corpora t ion under Treasury Regulat ions Section 301.7701-2 

based on i t s  acquiescences to recent caselaw.
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The spec ia l ru le f o r investment t r u s t s  may r e s u l t  in taxab le s ta tus as a 

corpo ra t ion even i f  the Fund is es tab l ished as t r u s t f o r legal purposes. Under 

Regulat ions Sect ion 301.7701-4, corpora te s ta tus is conferred due to a presumed 

p r o f i t  mo t ive i f  Investments may be v a r i e d . As discussed above, t h i s  

presumption may be rebu t ta b le . The "asso c ia te s " requirement is apparent ly 

in fe r r ed f o r investment t ru s ts . Thus, i f  the Fund is found to be an investment 

t r u s t and the rebu t ta l argument d i s t i n g u i s h in g a prepaid t u i t i o n  program from a 

" f o r p r o f i t "  investment t r u s t is not suppor ted, even the lack o f associates w i l l  

not impede a f ind ing o f corporate taxab le s ta tu s . Provided the Fund is not 

c la s s i f i e d  as a corpora t ion fo r tax purposes, the program is probably a t r u s t . 

The t r u s t would be treated as a complex t r u s t  given the payout terms and the 

nature o f the b e n e f i c i a r i e s ' i n t e r e s t s . Since the Fund is designed as an 

in d i v i d u a l account p lan , the p o s s i b i l i t y  o f using earnings on one person’ s 

investment to cover expenditures made on beha l f o f another is remote. Thus, the 

separate sha re / t r u s t ru les w i l l apply .

The impos i t ion or adoption of the separate share ru le leaves the Fund w i th 

p ra c t i c a l d i f f i c u l t i e s  should taxable t r u s t  sta tus e x i s t . I f  separate shares 

must be main ta ined to ca lcu la te DNI on an ind iv idua l basis , the accounting 

burden is onerous. I f  two thousand b e n e f i c i a r i e s  e x i s t , two thousand tax 

re tu rns may be f i l e d  when DNI exceeds the one hundred d o l l a r exemption f o r each 

t r u s t .  A tax ra te o f f i f t e e n  percent would be appl ied, leading to a small tax 

l i a b i l i t y  f o r  each t r u s t .  I f  a tax is due, ind iv idua l checks are required from 

each t r u s t to pay the tax.



I f  separate share treatment is not app l icab le , the Fund would not want to be 

t rea ted as a t r u s t fo r tax purposes. DNI would be computed on an aggregate 

bas is and taxes paid a t t h i r t y - o n e  pe rcen t . A l l amounts d i s t r i b u t e d  to 

b e ne f i c i a r i e s would carry out DNI. o f the t r u s t . There would be no d i s t i c t i o n  

between p r in c ip a l and in te re s t ; no recovery o f basis is poss ib le . In other 

words, the aggregation o f con t rac t accounts would al low funds to be paid from 

pooled earn ings wh i le in d iv id u a l account earnings would not necessar i l y be 

s u f f i c i e n t  to have made those payments. To tha t ex ten t , ind iv idua l account

corpus is r e a l l y  being taxed.

Recommendations

As t h i s  repo r t is w r i t t e n wi th nontaxable status in mind, no spec i f i c revenue 

ru l i n g  requests per ta in ing to taxab le sta tus as a t r u s t are necessary and none 

are made. Further ru l i n g requests would probably be required i f  the Fund is

deemed taxab le by the IRS in the i n i t i a l  r u l i n g .

I f  t r u s t s ta tus were desired, the Fund should take the appropr iate steps to 

achieve lega l status as a t r u s t .  This would include making a dec la ra t ion o f 

t r u s t  s u f f i c i e n t  under Alaskan law and making pro v is io ns in the enab l ing 

l e g i s l a t i o n  which speak in terms o f " t r u s t e e s " and the l i k e  instead o f 

" c u s t o d i a n s . "  Care should a lso be taken to avoid being found to be an 

investment t r u s t subject to ta xa t io n as a corpora t ion ; language rebu t t ing a

p r o f i t  motive may or may not be s u f f i c i e n t  under the regu la t ions . This issue

would requ i re fu r t h e r analys is .



The Fund as a t r u s t would probably be required to account and repo r t separate ly 

fo r tax purposes on each con t rac t as a unique t r u s t arrangement. For th is 

reason we would not recommend seeking t r u s t sta tus fo r the Fund unless the 

program is taxable and not permit ted a deduction f o r payments on beha l f o f or to 

b e n e f i c i a r i e s . We would then recommend seeking complex t r u s t  s ta tus and 

c l a r i f y i n g  tha t pos i t ion w i th the IRS via ru l i n g request. Tax treatment as a 

complex t r u s t under the separate share ru les would probably al low bene f i t o f a 

lower e f f e c t i v e tax ra te when a l l tax on the separate accounts is considered. 

That e f f e c t i v e ra te should be about 15% percent as compared to a corpora te rate 

o f 34% percent. Denial o f a corpora te deduct ion f o r t u i t i o n  payments would 

increase the e f f e c t i v e rate bene f i t f o r the Fund as a t r u s t .



TAXATION Of CONTRACT BENEFICIARIES AND PURCHASES

Statement o f Law

A taxpayer rece iv ing a "ne t ac c re t io n to wea l th " under IRC Sec t ion 61 is 

gene ra l l y deemed to have increased adjusted gross income. That acc re t ion is 

der ived by subtrac t ing any basis in the under ly ing assets from the amount o f a 

d i s t r i b u t i o n .

From a t r u s t , current d i s t r i b u t i o n s  or amounts required to be d i s t r i b u t e d  are 

taxed to a benef ic ia ry when the d i s t r i b u t i o n  is required even though no assets 

may be ac tu a l l y d is t r ib u ted . IRC Sections 652(a) and 662(a) con t ro l as wel l as 

the Regu la t ions at Sec t ion 1 .662 ( a ) - 3 ( a ) . Throwback ru le s re q u i r e th a t 

bene f i c ia r ie s be taxed on income accumulated by a t r u s t before a year o f actual 

d i s t r i b u t i o n  (or taxa t ion) as though the income had been d i s t r i b u t e d in the 

years earned pursuant to IRC Sect ion 666 and Regulat ions at Sect ion 1.665(a)- 

1A(a ). However, the Regulat ions also provide tha t the throwback ru les do not 

apply to amounts accumulated before the trus tee reaches 21 years o f age. A 

be n e f i c i a r y takes the t**ust. income in to his adjusted gross income fo r tax 

purposes.

Per IRC Section 101, payments made to a bene f i c ia r y from " l i f e "  insurance 

c o n t r a c t s  may re su l t in taxab le income. The amount o f any income would 

represent the excess o f amounts paid over a pro ra t ion o f "premiums" paid to 

ob ta in the c o n t r a c t s
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I f  p rope r ty /casua l ty insurance con t rac ts are present , a bene f i c ia r y may have

income to the extent amounts received are g rea te r than the basis in the contrac t 

(which is arguably the amount paid f o r the con t ra c t ) .

Annuity payments are genera l ly broken down in to two pa r ts . A bene f i c ia r y would 

be the re c i p i e n t o f taxable in t e r e s t income and a re tu rn o f cap i t a l under the 

ru les o f IRC Section 72. The amount o f the re tu rn o f cap i ta l would probably be 

determined under the "annu i ty ru l e " which appl ies an exc lus ion r a t i o  to payments 

rece ived. The exclus ion r a t i o  is determined based upon the expected rate of 

r e t u r n  to be garnered from the annu i ty arrangement accord ing to Treasury

Regulat ions at Sect ion 1.72. Once the r a t i o  is determined, th a t percentage of 

the d i s t r i b u t i o n s  escapes income taxa t io n . The r a t i o  may requ i re reca lcu la t ion 

based upon events subsequent to con t rac t purchase. The e t . e c t o f the r a t i o  is 

simply to exclude the amount o f "bas is " in the con t rac t from income taxa t ion . 

In a d d i t i o n to the income ta x , an annu i ty arrangement may give r i s e to a 

l i a b i l i t y  f o r  an excise tax o f ten percent on d i s t r i b u t i o n s pursuant to IRC 

Sect ion 72( q ) . These prov is ions address s i tu a t i o n s where a bene f i c ia r y receives 

annu i ty d i s t r i b u t i o n s  at a ra te higher than what would have been received had 

payments been s t r u c t u r e d p e r i o d i c a l l y  over a s p e c i f i e d  l i f e t im e .  These 

prov is ions have ye t to be appl ied to prepaid t u i t i o n  programs.

O r ig in a l issue discount (OID) ru le s may apply to prepaid t u i t i o n  programs 

according to informal statements from the IRS. Essen t ia l l y , OID app l ica t ion 

would re s u l t in taxable income equal to a pro rata amount o f the d i f fe rence 

between the con t rac t purchase amount and the t u i t i o n  payout amounts in the years 

p r i o r to actual payout. Thus, the d i f fe rence between the amount paid fo r a 

con t rac t and the amounts received as t u i t i o n  would be taxed c u r r e n t l y  ra ther

than being deferred u n t i l school ing begins.



A p p l i c a t i o n  o f  the  Law

I f  the Fund is determined to be a corpo ra t ion fo r tax purposes, i t s  s i tu a t i o n is 

analogous to tha t o f the Mich igan program. The IRS, as evidenced by i t s  

Mich igan Rul ing , recognizes th a t co rpo ra te s ta tus f o r  the prepaid t u i t i o n  

program a l lows b e n e f i c i a r i e s  to pay tax on ly to the e x te n t each y e a r ’ s 

disbursements fo r t u i t i o n  exceed prorated basis . Basis is the amount paid by a 

purchaser f o r the con t rac t . Thus, a bene f ic ia ry would not have income u n t i l 

t u i t i o n  payments are made and basis recovery reduces the payment po r t ion subject 

to income taxes.

T rus t ru le s would r e s u l t in t r e a t i n g  the Fund as a complex t r u s t .  Each 

b e n e f i c i a r y ’ s actual or deemed t r u s t would generate d i s t r i b u t a b le  net income 

(DNI). This amount would act as the cap on an amount the Fund could pass to 

each b e n e f i c i a r y as taxab le income dur ing d i s t r i b u t i o n  years when t u i t i o n  

payments are made. Thus, on ly the DNI o f the separate t r u s t ,  ra the r than the 

f u l l  amount o f the d i s t r i b u t i o n  would be included in a be ne f i c i a r y ’ s taxable 

income.

I f  the Fund is deemed to be an insurance company (o r Sect ion 501(m) appl ies to 

The Fund as a Section 501(c )(3) e n t i t y ) ,  insurance proceeds to the bene f ic ia r ie s 

are analogous to corporate d i s t r i b u t i o n s . The amount invested in a contrac t is 

arguably recovered ta x - f re e on a pro rc.ta basis against the t u i t i o n  payments 

made.

Annu i ty t rea tment fo r the con t ra c ts issued by the Fund w i l l  not re su l t in 

adverse income tax consequences. In f a c t , the standard recovery of basis 

appears to be ava i lab le under a general app l ica t ion o f the ru les . However, the
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p o t e n t i a l  f o r  a ten p e r c e n t  e x c i s e  t ax do e s  make t hi s  form o f  c ont ra c t

investment or payment l e s s  f a v o ra b l e  as e x c i s e  tax cos t  must e i t h e r  b e  paid by

th e  Fund or pass ed on to the  b e n e f i c i a r i e s .

T h e  income under any o f  t h e s e  a l t e rna t i v e s  would b e  t axab l e  to t h e  owner o f  t h e  

c ont rac t .  When b e n e f i t s  ar e  paid,  t h e  owner r e c e i v e s  t hos e  b e n e f i t s  and any

income ac c r e t i on.  Under th e  Michigan Ruling ,  t h e  IRS g a v e  contrac t  ownership to 

b e n e f i c i a r i e s .  Payment o f  tui t i on b e n e f i t s  t h e r e f o r e  r e s u l t s  in income to t h e  

b e n e f i c i a r y  to t h e  e x t ent  t h e  payments e x c e e d  prorat ed bas i s  in each contract .  

Under t h e  Michigan Ruling,  t h e  cont rac t  purchas e r  then has no tax cons e quenc e s  

s inc e  no b e n e f i t s  accrue  to t h e  pur chas e r .

T h e  IRS is currently de t ermining wh e t h e r  or not to apply OID prov i s i ons  to 

pr e paid tui t ion contrac t s .  Such an appl i cat i on could r e s u l t  in curr ent  tax

c ons e qu enc e s .  Whe ther or not t h e  cont rac t  purchas e r  would b e  l i a b l e  depends 

upon wh e t h e r  or not a comple t ed g i f t  may b e  made at t h e  time t h e  contrac t  is 

purchas ed.  I f  a comple t ed g i f t  is made, t h e  b e n e f i c i a r i e s  remain l i a b l e  f or 

t ax e s .  Othe rwis e ,  t h e  purchas e r  could b e  h e ld l i a b l e  up until t h e  time o f  g i f t  

compl e t ion.

r d l e s s  o f  who b e a r s  t h e  burden,  imposition o f  OID treatment  r e s u l t s  in 

t axa b l e  income from th e  dat e  o f  contrac t  purchas e .  T axab l e  income is a pro rata 

annual shar e  o f  t h e  d i f f e r e n c e  b e twe en t h e  amount paid for t h e  contrac t  and t h e  

amount e x p e c t e d  to b e  paid out under t h e  cont rac t .  T h i s  cal culat i on must b e  

made on a p e r  contract  b as i s .  T h e  amount o f  income would b e  t r e a t e d  as a 

payment o f  i n t e r e s t  and would b e  taxed as such.  OID treatment would b e  instead 

o f  any o f  t h e  o t h e r  considerat ions l i s t e d  abov e  ( i . e . ,  insurance ,  c o rporat e ,
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e t c . ) *  T h e  di sadvantag e  is t hat  t h e  taxpayer will not b e  r e c e i v i n g  any funds 

w h i l e  b e i n g  l i a b l e  f o r  t a x e s .  T h e  amount o f  t h e  tax should not d i f f e r  

ap pr e c i a b ly  from t h e  t axe s  e v entual ly  due on a d e f e r r e d  b as i s  (as under t h e

Michigan ruling) .  T h i s  is o f  c our s e  s u b j e c t  to i iang e  with t h e  tax r a t e s .

Recommendations

^Regardless o f  t h e  treatment r ende r ed t h e  Fund as a r e s u l t  o f  a ruling  r e q u e s t ,  

t h e  t axab l e  pos i t ions  o f  t h e  contract  purchas e rs  and b e n e f i c i a r i e s  should b e  

c l a r i f i e d .  T h i s  is t h e  b e s t  o p p o r t uni t y  to  s a f e g u a r d  t h e  i n t e r e s t s  o f

individuals in t h e  pr e paid tui t i on program. We recommend that  t h e  Fund ask t h e  

IRS to d e f in e  th e  tax pos i t i on o f  purchas e rs  and b e n e f i c i a r i e s .

We recommend that t h e  Fund go  beyond e a r l i e r  r e q u e s t s  to t h e  e x t e nt  ne c e s sary to

obtain b e t t e r  g u id e l ine s  r e g arding  t h e  payout p e r i od and r e l a t e d  prorat ion o f  

b a s i s .  For example ,  t h e  Michigan Ruling r e f e r e n c e s  a f our -y e ar  payout p e r iod 

o v e r  which to presumably a l l o c a t e  t h e  contract  purchas e  p r i c e  as b a s i s .  Under 

t h e  terms o f  the  Michigan cont rac t s ,  t h e  payout may occur o v e r  a term o f  nine 

ye ar s .  Cl early b e t t e r  matching d i c t a t e s  use  o f  a method o f  prorat ion allowing 

b a s i s  t o  b e  spread o v e r  t h e  same term as b e n e f i t s .

We recommend using examples in t h e  rul ing  r e q u e s t  to s t a t e  t h e s e  f a c t s  and ask

t h e  IRS to p r o v i d e  a mechanism to c o r r e c t  t h e  r e p o r t ing  d i f f i c u l t i e s .  We

ant i c i p a t e  that  t h e  f our -ye ar  b as i s  al locat ion o f  t h e  Michigan Ruling was an 

o v e r s i g h t  a p p r o p r i a t e  f o r  c l a r i f i c a t i o n  in t h e  Alaskan ru l in g  r e q u e s t .  

Clar i f i ca t i on o f  means to r e p o r t  actual income o v e r  b as i s  f o r  t h e  full  term o f  a
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b e n e f i c i a r y ’ s s chool ing  is also ap prop r i a t e  f o r  inclusion in t h e  rul ing  r e que s t  

b e c a u s e  r e l i e f  is not a v a i l a b l e  e l s e w h e r e  under t h e  information r e p o r t i ng  

r e qui r ement s .

With r e g a r d  to t h e  impl i cat ions  o f  ori g inal  i s sue  discount appl i cat i ons  to 

pr e paid tui t i on programs, we must await f u r t h e r  action on t h e  par t  o f  t h e  IRS 

b e f o r e  c l a r i f y ing  t h e  e f f e c t s  upon t h e  Fund. Once the  IRS ac t s ,  f u r t h e r  ruling 

r e q u e s t s  may b e  ne c e s sary to s e c ur e  t h e  b e s t  treatment f or individuals  under t h e  

Alaskan program.



GIFT TAXATION

Stat ement  o f  Law

S e c t i on 2501(a)(1) o f  t h e  Code imposes a tax on t h e  t r ans f e r  o f  prop e r ty by 

g i f t .

S e c t i on  2511(a) o f  t h e  Code p rov ide s  t hat  t h e  Federal g i f t  tax shall apply 

wh e t h e r  a t r ans f e r  is in t rus t  or o t h e rwi s e ,  wh e t h e r  t h e  g i f t  is d i r e c t  or

indi r e c t ,  and wh e t h e r  t h e  p rop e r ty is real or p e r sonal ,  t an g i b l e  or intang i b l e .

S e c t i on 25.2511-2( b )  o f  t h e  Re gulat ions prov ide s  t ha t  a g i f t  become compl e t e ,  

and thus s u b j e c t  to t h e  g i f t  tax,  at such time as t h e  donor has so part ed with

dominion and control  as to l e a v e  t h e  donor no power to chang e  t h e  di spos i t i on o f

t h e  t r ans f e r .

S e c t i on 2503( e ) (2) (A)  o f  t h e  Code e xc lude s  from t h e  app l i cat i on o f  t h e  g i f t  tax 

any amounts paid on b e h a l f  o f  an individual as t u i t i on  to an educat ional

or ganizat ion d e s c r i b e d  in s e c t i on 170( b ) ( 1 ) ( a ) ( i i ) f o r  t h e  education or training 

o f  such indi v idual .

S e c t i on 2503(b) o f  t h e  Code e xc lude s  from t h e  appl i cat ion o f  t h e  g i f t  tax t h e  

f i r s t  $10,000 o f  g i f t s  o f  p r e s e nt  int e r e s t s  in p rop e r t y  made to any person 

during t h e  cal endar year .  An int e r e s t  c ons t i t u t e s  a p r e s e n t  int e r e s t  in t h e  

t r an s f e r r e d  p r o p e r t y  only i f  t h e  b e n e f i c i a ry  is e n t i t l e d  to an unr e s t r i c t e d  

r i g h t  to t h e  immediate us e ,  p os s e s s i on,  or enjoyment o f  t h e  p rope r ty under t h e  

t erms o f  t h e  t r ans f e r ,  S e c t i on 25.2503-3(b ) o f  t h e  Re gulat ions .
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Appl i cat ion o f  t h e  Law

Two c r i t i c a l  f ac t ors  in as s e s s ing  t h e  g i f t  tax implications o f  t h e  plan are  th e

dat e  on which t h e  g i f t  is compl e t ed and wh e t h e r  t h e  g i f t  is o f  a p r e s e n t  or

f utur e  in t e r e s t .  T h e  dat e  o f  comple tion o f  t h e  g i f t  de t e rmine s  the  dat e  o f

taxation under t h e  p r inc i p l e s  s e t  out in Re gulat ion S e c t i on 25.2511-2.  Whe the r

the  g i f t  is o f  a p r e s e nt  or future  i n t e r e s t  de t e rmines  t h e  e l i g i b i l i t y  o f  t h e
«

g i f t  f or  t h e  p r e s e nt  $10,000 p e r  donor p e r  donee  annual e xc lus i on under IRC 

S e c t i on 2503( b ) .

Plan S e c t i on 6.1 prov ide s  t hat  t h e  purchas e r  may s u b s t i t u t e  b e n e f i c i a r i e s  under 

t h e  plan at any time s u b j e c t  to t h e  approval  o f  t h e  Plan Administrator.

Sub s t i t ut i ons  a f t e r  t h e  Redemption Period Start  Date  will b e  approved only in

■unusual, circumstances .  T h e s e  r i g h t s  o f  t h e  purchas e r  to e f f e c t  s ub s t i t u t i ons  o f  

b e n e f i c i a r i e s  under t h e  plan will p r e c l ud e  a comple t ed g i f t .  A g i f t  is not 

c omp l e t e  unti l  t h e  donor has p a r t e d  wi t h  dominion and c ont ro l  o v e r  t h e  

t r a n s f e r r e d  p r o p e r t y  as p rov ide d in Re gulat i on S e c t i on  25.2511-2.  I t  is 

uncertain wh e t h e r  t h e  r e s t r i c t e d  r i g h t s  o f  sub s t i tut ion a f t e r  t h e  Redemption 

Period S tar t  Date  will e f f e c t  a compl e t ed g i f t  on that  da t e  bas e d upon t h e

l anguag e  o f  t h e  plan. I f  t h e  r e s t r i c t i on  is de t ermined s u f f i c i e n t  to pass 

control from purchas e r ,  t h e  g i f t  will b e  compl e t ed at t h e  Redemption Period

S tar t  Dat e .  Should thi s  r e s t r i c t i on  not s e r v e  to compl e t e  t h e  g i f t ,  comple t ion 

would occur under Re gulation Se c t ion 25.2511-2 as t h e  c r e d i t s  are  r ede emed.  In 

no e v e n t  will a g i f t  under t h e  plan b e  comple t ed until t h e  r i g h t s  to a re fund 

are  unavai lab l e  or accrue  to t h e  b e n e f i c i a r i e s .

52

n o a K s c n



A compl e t ed g i f t  may b e  e xc luded from taxa'ion In whol e  or in part  depending  on 

i t s  value  i f  it is o f  a p r e s e nt  i n t e r e s t .  Under t h e  law as in e f f e c t  on t hi s  

dat e ,  an annual $10,000 p e r  donor p e r  done e  e xclusion is a v a i l a b l e  f or g i f t s  o f  

a p r e s e n t  i n t e r e s t .  G e n e r a l l y ,  a p r e s e nt  i n t e r e s t  is r e p r e s e n t e d  by an 

unr e s t r i c t e d  r i g h t  to t h e  immediate use ,  pos s e s s ion,  or  enjoyment o f  p rop e r t y  or 

t h e  income from p rop e r ty  as out l ined in Re gulation S e c t i on  25.2503-3.  I t  is 

p o s s i b l e  to have  a p r e s e n t  in t e r e s t  in a future  b e n e f i t ,  f o r  example ,  a bond or 

l i f e  insurance pol i cy.  However,  it  is g ene ral ly not p o s s i b l e  to hav e  a p r e s e nt  

i n t e r e s t  wher e  t h e  us e  o f  t h e  p rop e r ty is r e s t r i c t e d ,  f o r  example ,  r e s t r i c t i n g  

t h e  r i g h t  to s e l l  the  bond or cash in t h e  policy.

T h e  redemption and t r ans f e r  prov i s i ons  o f  t h e  plan ar e  indi c a t i v e  o f  a f utur e  

i n t e r e s t  and not a p r e s e n t  i n t e r e s t .  T h e  b e n e f i c i a r y  do e s  not hav e  t h e  

unr e s t r i c t e d  r i g h t  to immediate enjoyment o f  t h e  p r o p e r t y  by s a l e ,  g i f t ,  or 

redemption o f  th e  cont rac t  r i g h t s .  T h e  f air  market v a l u e  o f  t h e  contrac t  will 

t h e r e f o r e  b e  s u b j e c t  to g i f t  tax without  t h e  b e n e f i t  o f  t h e  annual e xc lus ion on 

t h e  dat e  t h e  g i f t  is compl e t ed.

T h e  int e r r e l a t i onsh i p  o f  t h e s e  two g i f t  tax p r inc i p l e s  is p o t e n t i a l l y  s e v e r e  

under t h e  p r e : Qnt plan.  I f  t h e  cummulative c ont ra c t  c r e d i t s  r e p r e s e n t  a 

compl e t ed g i f t  on t h e  Redemption Period S tar t  Date ,  t h e  f a i r  market va lu e  o f  t h e  

e n t i r e  contract  would b e  s u b j e c t e d  to g i f t  tax wi thout  b e n e f i t  o f  t h e  annual 

e x c l u s i o n .  T h i s  c o u l d  h a v e  s i g n i f i c a n t  tax r e p u r c u s s i o n s  to  c e r t a i n  

par t i c i pant s .  I f  t h e  t r ans f e r  r e s t r i c t i ons  are  not s u f f i c i e n t  to c ompl e t e  t h e  

g i f t ,  t h e  g i f t  will b e  compl e t ed as t h e  c r e d i t s  ar e  r e de emed.  T h e  rede emed 

c r e d i t s  would in t h i s  instance  b e  o f  a p r e s ent  i n t e r e s t  qua l i f ying  f o r  t h e  a b ov e  

mentioned $10,000 annual g i f t  tax exc lus ion to t h e  e x t e n t  o f  t h e  tui t i on valu e .



T h e  value  a t t r i b u t a b l e  to t h e  g raduat e  inc ent i v e  award component will remain a 

future  i n t e r e s t .  T h i s  r e s u l t  is l e s s  s e v e r e  in that  t h e  t axab l e  g i f t ,  i f  any, 

would b e  spr ead out o v e r  th e  p e r i od o f  redemption.  S t i l l ,  a s i gni f i c ant  tax and 

or r e p or t ing  burden may r e s u l t  on t h e  e n t i r e  f u tur e  i n t e r e s t  portion o f  redeemed 

c r e d i t s  and t h e  f o r  t ui t i on v a l u e  o f  t h e  r e d e eme d  uni t s  o v e r  t h e  annual 

e xclusion amount, i f  any, in e f f e c t  at such time.

Under t h e  t e rms  o f  t h e  p l an ,  t h e  c r e d i t s  a r e  r e d e e m e d  by t h e  primary 

b en e f i c i a ry .  As such,  t h e  redemptions will not r e p r e s e n t  a d i r e c t  t r ans f e r  to 

an educat i onal  ins t i t u t i on f o r  pur po s e s  o f  t h e  S e c t i o n  2503( e )  e xc lus i on.  

Rather ,  t h e  redemption will b e  a t r ans f e r  o f  t h e  c r e d i t s  by t h e  donor to the  

done e  f o l l owed by a redemption by t h e  done e .  For t h i s  reason,  as well as 

o t h e r s ,  i t  is unl i k e l y  t h a t  t r an s f e r s  under t h e  plan will  qual i fy for the  

exc lusion from g i f t s  under S e c t i on 2503(e ) .

I t  must b e  s t a t e d  t hat  t h e  actual tax c os t  o f  a t a xa b l e  g i f t  under t h e  plan will 

b e  z e ro  f or  most par t i c i pant s  due to the  p r e s e nt l y  a v a i l a b l e  $192,800 unif ied 

c r e d i t  a g a ins t  g i f t  tax under IRC S e c t i on 2505 ( e q u i v a l e n t  to a $600,000 

l i f e t ime  g i f t  e x c l us i on) .  T a xa b l e  g i f t s ,  howe v e r ,  wil l  r e q u i r e  t h e  f i l ing  o f  

g i f t  tax r e turns  which may d i s c oura g e  par t i c i pat i on.

Recomendations

T h e  worst  c a s e  r e s u l t  under t h e  plan is whe r e  t h e  s u b s t i t u t i on  r e s t r i c t i ons  

ari sing  on t h e  redemption p e r i od s t a r t  dat e  s e r v e  to c omp l e t e  t h e  g i f t  at that 

dat e .  T h e  v a l u e  o f  t h e  cont rac t  may b e  sub s tant ial ly a p p r e c i a t e d  on thi s  dat e .  

T h e  port ion o f  t h e  contract  not used during t h e  cal endar  y e ar  in which this dat e
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f a l l s  will b e  a futur e  i n t e r e s t  as well as t h e  g raduat e  inc ent i v e  award portion 

o f  th e  c r e d i t s  rede emed during that  year.  In o rde r  to avoid t h i s  r e s u l t ,  the  

g i f t  must b e  compl e t ed e i t h e r  upon purchase  o f  t h e  contrac t  or upon redemption 

o f  t h e  units .  Fr e e ly allowing sub s t i tut i ons  under t h e  c ont rac t s  at any point in 

time would hold open t h e  compl e t ion o f  t h e  g i f t  until t h e  dat e  o f  redemption. 

Then,  only t h e  g raduat e  inc ent i v e  award value  would r e p r e s e n t  a t axab l e  g i f t .  

We recommend that  t h e  s ub s t i t u t i on r e s t r i c t i ons  e i t h e r  b e  e l iminated in t h e i r  

e n t i r e t y ,  or b e  e f f e c t i v e  upon purchas e .  In any e v e n t ,  t h e  conditions o f  

s u b s t i t u t i on ,  i f  s ub s t i t u t i ons  are  deemed ne c e s sary in t h e  f inal plan, should b e  

s t a t e d  unequivocal ly in o rde r  to de t e rmine  the  da t e  o f  comple t ion o f  t h e  g i f t .  

Should r e s t r i c t e d  s u b s t i t u t i on  r i g h t s  b e  r e t a in e d  in t h e  plan, it will b e  

impe rat i v e  to ob tain a rul ing  on t h e  s p e c i f i c  i s sue  o f  t h e  dat e  o f  completion o f  

t h e  g i f t  as e f f e c t e d  by t h e s e  r i g h t s .

T h e  ideal r e s u l t  from a g i f t  tax p e r s p e c t i v e  is to c r e a t e  a compl e t ed g i f t  o f  a 

p r e s e n t  i n t e r e s t  on t h e  da t e  o f  purchas e .  I t  could b e  e x p e c t e d  that in most 

c a s e s  t h e  g i f t  would b e  f ul ly e x c l ud i b l e  under t h e  annual e xc lus ion.  Achi e ving  

t h i s  r e s u l t  within t h e  plan languag e  however,  will p o s e  important pol i cy issues 

to t h e  Univ e rs i ty.  In o rde r  to compl e t e  t h e  g i f t  on t h e  dat e  o f  purchas e ,  the  

/various' prov i s i ons  v e s t i n g  control  o f  t h e  b e n e f i c i a l  i n t e r e s t s  in t h e  plan with 

t h e  pur chas e r  would hav e  to b e  d e l e t e d .  T h e  pur c ha s e r  will not b e  a b l e  to 

r e t a i n  t h e  r i g h t  t o  s u b s t i t u t e  or o t h e rwi s e  c h ang e  t h e  i n t e r e s t s  o f  t h e  

b e n e f i c i a r i e s .

I t  is p o s s i b l e  f o r  a donor to r e tain limited r i g h t s  under t h e  contract  whil e  

e f f e c t i n g  a compl e t ed g i f t .  For example ,  a donor may hav e  t h e  power to a f f e c t  

t h e  b e n e f i c i a l  i n t e r e s t s  under t h e  contract  s u b j e c t  to t h e  consent o f  persons 

hav ing  a sub s t ant i a l  adv e r s e  int e r e s t  in t h e  c ont rac t ,  such as th e  primary

55



b e n e f i c i a r y .  T h e  e l imination o f  t h e s e  r i g h t s  o f  s ub s t i tu t i on he ld by t h e  

pur chas e r  ar e  not outwardly in c onf l i c t  with t h e  o v e r a l l  g oa l s  o f  t h e  plan at 

t h i s  s t a g e  as t h e y  will  mer e ly r e i n f o r c e  t h e  s t a t e d  g oa l s  o f  t h e  plan o f  

promoting secondary educat ion by locking in t h e  pa r t i c i p ant s .  However,  t h e  

compl e t ion o f  t h e  g i f t  upon purchas e  b e g s  t h e  ne ed to fall  within t h e  annual 

e x c l u s i o n  and a v o i d  p o t e n t i a l l y  t a x a b l e  g i f t s  in o r d e r  t o  e n c o u r a g e  

p a r t i c i p a t i on .  T h i s  will r e qu i r e  that  t h e  g i f t  b e  o f  a p r e s e n t  int e r e s t .

In o rde r  to c r e a t e  a p r e s ent  i n t e r e s t  within t h e  t erms o f  t h e  plan, t h e  plan 

would hav e  to b e  amended in such a way as to allow t h e  b e n e f i c i a r i e s  immediate 

use  and enjoyment o f  t h e  contract .  Me e t ing  t h i s  r e quirement  would di r e c t l y

c o n f l i c t  wi th t h e  p o l i cy  o b j e c t i v e s  o f  t h e  plan to l o ck  p a r t i c i p an t s  in. 

Tui t i on c r e d i t s  would ne c e sar i ly b e  t r ans f e r a b l e ,  t ha t  is e xp endaol e  immediately 

at t h e  d i s c r e t i on  o f  t h e  primary b ene f i c i ary .  T h e r e  ar e  a number o f  p o s s i b l e  

mechanisms which will r e s u l t  in a pr e s ent  i n t e r e s t .  However,  e ach  f a l l s  back to 

a point wh e r e  t h e  tui t ion c r e d i t s  will b e  c o n v e r t i b l e  in some fashion so as to 

p rov ide  f o r  t h e  p o s s i b i l i t y  o f  immediate enjoyment by t h e  b e ne f i c i a ry .  

T r a n s f e r a b l e  uni ts  would p r e s e n t  t h e  Unive rs i ty with t h e  f inancial r i sk  o f  

honoring t h e  contract ,  y e t  l e a v e  t h e  bas i c  goal o f  t h e  program unf u l f i l l e d  when 

t h e  par t i c i pant s  cash out o f  t h e  program during ado l e s c e nc e .

T h e  S e c t i on  2503( e )  e x c l us i on f o r  tui t ion paid d i r e c t l y  to t h e  educational 

inst i tut ion could b e  employed to e xc lude  the  t r ans f e r  from b e ing  a t axab l e  g i f t .  

However,  t h i s  approach would also c onf l i c t  with t h e  o v e ra l l  plan o b j e c t i v e s .  In 

orde r  t o  f u l l y  qua l i f y  under t hi s  exc lusion,  t h e  plan would ne c e s sar i ly b e  

r e s t r i c t e d  to tui t ion without allowing for non- tui t ion e xp ens e s  or f or  graduat e
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inc ent i v e  awards. I t  is t h e o r e t i c a l l y  p o s s i b l e  t hat  t h i s  e xc lus ion from taxab l e  

g i f t s  could b e  employed par t ial ly f or t h e  t ui t i on component o f  t h e  contract  

wh i l e  r e t a ining  t h e  non-tuition and or g raduat e  inc ent i v e  award components o f  

t h e  plan. However,  we b e l i e v e  it  would b e  impractical  to d e v e l o p  a s t r a t e g y  

along t h e s e  l ine s  which would avoid a compl e t ed g i f t  o f  a f u t ur e  i n t e r e s t  at 

some point in t h e  p r o c e s s  i f  t h e  graduat e  inc ent i v e  awards are  r e t a ined .  T h e r e  

is no way to s t r u c t u r e  a g raduat e  inc e nt i v e  award as a p r e s e n t  i n t e r e s t .  

Add i t i ona l l y ,  t h i s  ap proac h  would r a i s e  e x t r e m e l y  c omp l i c a t e d  i s s u e s  o f  

i d ent i f i c a t i on and valuation g i v en t h e  c ont ing enc i e s  o f  r e c e i v i n g  t h e  g raduat e  

inc ent i v e  award, t h e  pot ential  e f f e c t  o f  windfal ls  under plan s e c t i on  8.3,  and 

in de t e rmining  t h e  units to b e  charac t e r i z e d  as tui t i on.

A prac t i ca l  solut ion to t h e  dilemma o f  matching plan o b j e c t i v e s  with g i f t  tax 

c ons id e ra t i ons  can b e  accomplished out s ide  o f  t h e  plan f o r  t h o s e  purchas e rs  

using t h e  Alaska Permanent Fund Dividend d i s t r i b u t i ons  and using t h e  provi sions  

o f  t h e  Uniform Gi f t s  to Minors Act .  Where a donor g i f t s  cash,  t h e  g i f t  is 

presumably compl e t e ,  and o f  a pr e s ent  i n t e r e s t .  T h e  g i f t  will t h e r e f o r e  b e  

t axa b l e  s u b j e c t  to t h e  $10,000 annual exclusion p e r  donor p e r  done e .  T h e  done e  

then may purchas e  tui t ion c r e d i t s  under t h e  t erms o f  t h e  cont rac t .  We b e l i e v e  

t hat  t h i s  approach will f i x  t h e  g i f t  tax t r e atment  at t h e  dat e  o f  t h e  g i f t .  

Addi t ional ly,  t h e  b as i c  s t ruc tur e  o f  t h e  plan may b e  l e f t  intact  in support  o f  

t h e  p o l i cy g oa l s  which it is de s i gned to a c h i e v e .  T h e  s impl i c i ty o f  t hi s  

approach may p r e s e nt  probl ems for unwary par t i c i pant s .  T h e  cash t r ans f e r  should 

b e  made under the  Alaska Uniform Gi f t s  to Minors Act t o  an account with a 

f inancial ins t i tut ion.  T h e  parent or o t h e r  donor as custodian may then ent e r  

into t h e  t u i t i on  c r e d i t  c on t r a c t  wi th t h e  Uni v e r s i t y .  T h e  Un i v e r s i t y ’ s 

e x p o sur e ,  i f  any, under contracts  with custodians on b e h a l f  o f  a minor should b e  

addr e ss ed with l e gal  counse l .
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Drawbacks to t hi s  approach ar e  that  it r e q u i r e s  additional e f f o r t  on the  part o f  

p a r t i c i p a n t s  and may int imidat e  some p o t e n t i a l  p a r t i c i p a n t s  d e s p i t e  i t s  

s impl i c i ty .  L e gal  counsel  should also b e  consul t e d in dra f t ing  instructions to 

p o t en t i a l  par t i c i pant s  under t h e  Act  in terms which will ensur e  compliance  ye t  

b e  s impl e  enough so as not to di s courag e  p a r t i c i p a t i on using  t h e  uniform g i f t s  

to minors prov i s i ons .  T h i s  complication howe v e r  is fundamentally a one- time 

e v e n t .  Subs e quent  purchas e s  will r e qui r e  a simple  d e p o s i t  into t h e  account s e t  

up f o r  p r i o r  pur chas e s  f o l l owe d  by t h e  p u r c ha s e  from chat  account .  This  

ap p r oac h  wil l  b e  l e s s  c ompl i c a t e d  o v e r  a p e r i od o f  time than applying the  

l i f e t i m e  t r ans f e r  e xclusion to g i f t s  o f  a f u t ur e  i n t e r e s t .  Whil e  initial g i f t  

tax r e turns  can b e  qui t e  s imple ,  sub s equent  f i l i n g s  can b e come  v e ry complicated.

As we understand it ,  t h e  Alaska Permanent Fund Dividend c h e c k o f f  procedure  is 

e x p e c t e d  to b e  t h e  p r inc i p l e  means o f  par t i c i pa t i on in t h e  plan.  Purchases 

under t h i s  proc edure  will b e  t r e a t e d  as i f  e f f e c t e d  by a cash transaction.  

Purchas e s  by an individual on his own b e h a l f  will  not r e p r e s e n t  g i f t s .  However,  

p ur c has e s  on b e h a l f  o f  anothe r  will b e  a g i f t  by t h e  dividend r e c i p i e n t  to t h e  

named b e n e f i c i a ry .  T h e  comple t ion and nature  o f  t h e  g i f t  will b e  determined 

under t h e  same p r inc i p l e s  p r e v i ous ly  di s cus s e d  with one important e xc e p t i on.  

T h e  t e c hn i c a l  r e qui r ement s  o f  t h e  Uniform Gi f t s  to Minors Ac t  arrangement 

d i s c u s s e d  a b o v e  will not b e  s a t i s f i e d  as no account will hav e  b e en s e t  up 

t h r ou g h  whi ch t h e  t r an s f e r  is ac compl i sh ed.  A solut ion to t h i s  t e chnical 

prob l em must b e  found in orde r  to f a c i l i t a t e  purchas e s  on b e h a l f  o f  o t h e r s  under 

t h e  c h e c k o f f  program without c r e a t in g  g i f t  tax complicat ions which might a f f e c t  

p a r t i c i p a t i o n  n e g a t i v e l y .  Cons id e r a t i on s hould b e  g i v e n  t o  providing  a 

mechanism f o r  s a t i s f ying  t h e  Uniform Gi f t s  to Minors Act r e qui r ements  within t h e  

c h e c k o f f  p roc e dur e  or ob taining  s t a t u t e  chang e s  which deem such c h e c k o f f s  to b e

58



within t h e  ac t .  I t  must b e  ke p t  In mind howe v e r ,  t hat  bas e d upon t h e  sub s tanc e  

o f  t h e  e n t i r e  t ransact ion,  t h e  Internal Re v enue  S e r v i c e  may di s r e g ard  t h e  form 

o f  t h i s  transac t ion to deny a compl e t ed g i f t  o f  cash.

Our analyis thus f ar has f o cuss ed on t h e  g i f t  tax i s su e s  b e twe en t h e  pur chas e r  

and primary b e n e f i c i a r y .  Important i s s u e s  a l s o  e x i s t  with r e s p e c t  to t h e

a l t e rna t e  b e n e f i c i a r i e s ’ i nt e r e s t s  in t h e  c ont rac t .  T h e  timing and nature  o f  a 

g i f t  to t h e  a l t e rna t e  b e n e f i c i a r i e s  under t h e  plan will f o l l ow that  o f  a g i f t  to 

t h e  primary b e n e f i c i a r y  di s cus s ed ab ov e .  T h e  comple t ion o f  t h e  g i f t  will occur 

when t h e  donor no l ong e r  controls  t h e  b e n e f i c i a l  i n t e r e s t s  o f  t h e  a l t e rna t e  

b e n e f i c i a r i e s .  T h e  nature  o f  t h e  compl e t e d g i f t  will b e  a f u t ur e  i n t e r e s t .  T h e  

fundamental d i f f e r e n c e  will  b e  t h e  ina b i l i t y  to control t h e  comple t ion and 

nature  o f  t h e  g i f t  with t h e  use  o f  t h e  uniform g i f t s  t o  minors account.  T h e  

e n t i r e  analysis ,  howe v e r ,  will b e  compl i cat ed f u r t h e r  by t h e  n e c e s s i t y  to value  

t h e  a l t e r n a t i v e  b e n e f i c i a r i e s ’ i n t e r e s t  in t h e  c ont rac t .  T h e  value  o f  an 

a l t e rna t e  b e n e f i c i a r y ’ s in t e r e s t  upon t h e  init ial  purchas e  o f  a contract  will 

l i k e l y  b e  n e g l i g i b l e  and not s ub j e c t  to a r e a s onab l e  valuat ion.  Valuation will 

b e c ome  r e a s ona b l y  p o s s i b l e  at such point  wh e r e  t h e  primary b e n e f i c i a ry  has 

e x c e s s  c r e d i t s  which may accrue  to t h e  b e n e f i t  o f  t h e  a l t e rna t e  b e n e f i c i a r i e s .  

Even at such point howev e r ,  t h e  valuat ion may b e  e xt r eme ly compli cat ed and a 

hindrance  to p ar t i c i pa t i on.

In an e f f o r t  to encourag e  and simpli fy p ar t i c i p a t i on ,  we recommend that  t h e  plan 

b e  amended to  e l iminat e  t h e  ne ed f o r  p e r i o d i c  valuat ions  ari s ing  from t h e  

compl e t ion o f  g i f t s  to a l t e rnat e  b e n e f i c i a r i e s .  Consideration should b e  g i v en 

to al lowing  t h e  f r e e  sub s t i tut ion o f  a l t e rna t e  b e n e f i c i a r i e s  at any time.  T h i s  

would d e f e r  t h e  comple tion o f  t h e  g i f t  until t h e  a l t e rna t e  b e n e f i c i a ry  b e comes
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t h e  primary b e n e f i c i a r y .  Anothe r  approach would b e  t o  r e t a in b e n e f i c i a l  

owne rship  with t h e  ori g inal  primary b e n e f i c i a ry  and allow f o r  t h e  assignment o f  

e x c e s s  c r e d i t s  to a l t e rna t e  b e n e f i c i a r i e s  only as t hey ar e  ac tual ly used by t h e  

a l t e r n a t e  b e ne f i c i a ry .  T h i s  approach would allow f or  g i f t  tax planning whe r e  

t h e  c r e d i t s  would b e  g i f t e d  as p r e s e n t  in t e r e s t s  and could b e  l imit ed by t h e  

p a r t i e s  t o  remain wi t h in t h e  $10,000 annual e x c l u s i on .  E i t h e r  o f  t h e s e

a p proac h e s  howev e r  will r e s u l t  in a g i f t e d  f utur e  i n t e r e s t  t o  t h e  e x t e nt  o f  t h e  

g r adua t e  inc ent i v e  award r i g h t s  t r ans f e r r e d .  Considerat ion should b e  g i v en to 

l e a v i n g  t h e  g raduat e  inc ent i v e  awards with t h e  ori g inal  primary b en e f i c i a ry  in 

o r d e r  to avoid valuat ion and r e p o r t i n g  complicat ions under e i t h e r  o f  t h e s e  

p r o p o s a l s .  T hi s  approach would mere ly r e qui r e  t hat  a primary b en e f i c i a ry  b e  

a l l owed to rede em his c r e d i t s  toward t h e  tui t ion o f  an a l t e rna t e  b e ne f i c i ary .  

Su b s t i t u t i ons  o f  a l t e rnat e  b e n e f i c i a r i e s  should b e  al lowed at any time under

t h i s  approach in order to r e tain control o v e r  t h e  timing o f  t h e  g i f t  o f  a

p r e s e n t  int e r e s t .

Finally we recommend that  individual purchas e rs  o f  c ont rac t s  b e  p r oh i b i t e d  or 

d i s c o u r a g e d  from pur chas ing  c ont ra c t s  under Plan S e c t i on  3. 3 with unnamed

b e n e f i c i a r i e s .  T h e r e  appears  to b e  no pract i cal  means to e f f e c t  a comple t ed 

g i f t  o f  a pr e s ent  i n t e r e s t  under t h i s  purchas e  opt ion.
a

T h e  s uc c e s s f u l  us e  o f  t h e  Uniform Gi f t s  to Minors Act prov i s i ons  is dependent 

upon t h e  form o f  t h e  t ransaction b e ing  r e s p e c t e d .  T h e  t ransac t ion taken as a 

who l e  may b e  v i ewed as a d i r e c t  g i f t  o f  t h e  cont rac t  r i g h t s  under t h e  s t e p  

t ransac t ion doc t rine .  T h e  p r inc i p l e  d e f e n s e  against  t h i s  v i ew is that  a g i f t  

under t h e  Uniform Gi f t  to Minors Act  is i r r e v o c a b l e  under Alaska s t a t u t e ,  and 

t h a t  t h e  Alaska s t a t u t e  t h e r e f o r e  wil l  control t h e  nature  o f  t h e  g i f t  f or  

f e d e r a l  g i f t  tax purpos e s  as a g i f t  o f  cash f o l l owed by a purchas e  by t h e
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tax purpos e s  as a g i f t  o f  cash f ol lowed by a purchas e  by t h e  custodian f o r  t h e  

minor. , T h e  rul ing  r e qu e s t  should include  a s p e c i f i c  r e q u e s t  f or  de t e rminat ion 

o f  t h e  c h a r a c t e r  o f  t h e  transaction ajcomplished through t h e  Uniform Gi f t s  to 

Minors Act .

T h i s  i s su e  may b e  more troubl e some f or  purchas e s  under t h e  dividend c h e c k o f f  

program on b e h a l f  o f  o t h e r s .  T h e  inse rt ion o f  t e chnical  proc e dur e s  into t h e  

t ransac t i on in o rde r  to quali fy under t h e  Uniform Gi f t s  to Minors Ac t ,  f o r  

e xamp l e  s e t t i n g  up momentary accounts  f or  p a r t i c i p an t s  which s a t i s f y  t h e  

t e chni cal  r e quir ements  o f  t h e  act ,  will l i k e l y  hav e  l e s s  aut h ent i c i ty in t h e  

v i ew o f  t h e  Int e rnal  Re v enue  S e r v i c e .  A ru l ing  request ,  should inc lude  a 

s p e c i f i c  r e q u e s t  as to wh e t h e r  t h e  form o f  t h i s  transact ion will b e  r e s p e c t e d  

wh e t h e r  accomplished by means o f  momentary f inancial accounts or s t a t e  s t a t u t e  

p rov i s i ons  as t h e  ca s e  may b e .
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ALASKA PERMANENT FUND DIVIDEND CHECKOFF PARTICIPATION

Stat ement  o f  Law

Alaska Permanent Fund Dividends are  t a xa b l e  income (D. J .  Gr e i s e n . CA-9, 87-2 

USTC 9608). A taxpaye r in c ont ruc t i v e  r e c e i p t  o f  income r e a l i z e s  income in t h e  

y e ar  in which t h e  income is made a v a i l a b l e  wi t hout  r e duc t i on f o r  amounts 

d i v e r t e d  at t h e  r e q u e s t  o f  t h e  taxpaye r under p r inc i p l e s  out l ined in Re gulation 

1.451-2.

App l i ca t i on o f  th e  Law

T h e  app l i ca t i on o f  permanent fund dividends by pur chas e r s  o f  contract s  under t h e  

p ro g ram wi l l  not a f f e c t  t h e  income tax t r e a tment  o f  t h e  di v idends .  T h e  

p ur c ha s e r  will b e  taxed on t h e  full  dividends by reason o f  having c ons t ruc t i v e  

r e c e i p t  o f  t h e  e n t i r e  di vidend.  T h i s  t r eatment  will b e  a p p l i c a b l e  to t h e  

individual  e n t i t l e d  to r e c e i v e  t h e  dividend i r r e s p e c t i v e  o f  t h e  b e ne f i c i a ry  

named under t h e  Advance Tui t ion Payment Contract .

Recommendations

T h e r e  ar e  no means by which t h e  plan can a f f e c t  t h e  income tax treatment o f  

Alaska Permanent Fund Dividends .  In o rd e r  to p r e v e n t  p o t e nt i a l  misunder­

s t anding s ,  we recommend t ha t  t h e  di v idend c h e c k o f f  p roc e dur e  di r e c t i ons  or 

e x p l a n a t i o n s  p r o v i d e d  t o  p o t e n t i a l  p a r t i c i p a n t s  c l e a r l y  e x p l a i n  t h a t  

p ar t i c i p a t i on will not a f f e c t  t h e  t axa b i l i t y  o f  t h e  g r o s s  dividends payabl e  to 

t h e  par t i c i pant .  Additionally,  conside rat ion should b e  g i v en to c l e ar ly s tat ing
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t h e  t axa b l e  di vidends on t h e  vouch e rs  or s u b s t i t u t e  Form 1099-MISC provided to 

d i v i d e n d  r e c i p i e n t s  in an e f f o r t  to p r e v e n t  unwary p a r t i c i p a n t s  f rom 

und e r r e p o r t i n g  income on t h e i r  individual income tax r e turns .  I t  can b e  

e x p e c t e d  t ha t  some par t i c i pant s  might ,  with hone s t  int entions,  r e por t  only t h e  

net  dividend r e c e i v e d .
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I. E X E C U T I V E  S U M M A R Y  A N D  R E C O M M E N D A T I O N S

T h i s  m e m o r a n d u m  is a c o m p r e h e n s i v e  r e s p o n s e  t o  t h e  
o u t l i n e  of w o r k  and q u e s t i o n s  s e t  f o r t h  in the U n i v e r s i t y ' s  
R e q u e s t  for Proposal. It i n c l u d e s  an e x t e n s i v e  d i s c u s s i o n  of 
s e c u r i t i e s  r e g u l a t i o n  issues, p r a c t i c a l  and l e g a l  i s s u e s  
i n c l u d i n g  issues w i t h  r e s p e c t  t o  m i n o r s ,  a n d  p r o t e c t i o n  o f  the 
p l a n  f r o m  c r e d i t o r s '  c l a i m s ,  a n d  i n c l u d e s  c o m m e n t s  o n  t h e  t e x t  
o f  t h e  d r a f t  pl a n  a n d  t h e  l e g i s l a t i o n ,  a n d  an a n a l y s i s  o f  t a x  
is s ues. In addition, a t t a c h e d  t o  t h e  m e m o r a n d u m  a r e  e x h i b i t s  
o u t l i n i n g  an i n v e s t m e n t  p o l i c y ,  a s t a t e m e n t  o f  r e q u i r e d  
a c t u a r i a l  review, a p r o p o s e d  r e v i s i o n  o f  the d r a f t  l e g i s l a­
tion, as well as a c o p y  of a d r a f t  c o n t r a c t  a n d  o f  a d r a f t  
plan. We r e c o g n i z e  t h a t  s o m e  of o u r  r e c o m m e n d a t i o n s  a r e  
t e n t a t i v e  s i nce th e y  d e p e n d  on t h e  a n a l y s i s  b e i n g  u n d e r t a k e n  
b y  C o o p e r s  & L y b r a n d  i n t o  t h e  a r e a s  w h i c h  w e r e  t h e  s u b j e c t  of 
t h e i r  work. In a d d i t i o n ,  w e  have, no doubt, s p o k e n  on p r a c t i­
cal i s s u e s  of the P l a n  w h i c h  a l r e a d y  h a v e  h a d  e x t e n s i v e  
c o n s i d e r a t i o n  by the U n i v e r s i t y .  We  h a v e  not h a d  a n  o p p o r t u­
n i t y  t o  d i s c u s s  m o s t  o f  o u r  s u g g e s t i o n s  w i t h  J i m  L y n c h  or  
o t h e r s  at the U n i v e r s i t y .  W h e n  t h a t  d i s c u s s i o n  o c c u r s ,  it 
w i l l  n o  d o u b t  c a u s e  a r e v i s i o n  o f  s o m e  of t h e s e  s u g g e s t i o n s .

W e  l o o k  f o r w a r d  t o  f u r t h e r  d i s c u s s i o n  a n d  m e e t i n g s  t o  
c l a r i f y  p r a c t i c a l  a n d  l e g a l  i s s u e s  w h i c h  w e  h a v e  a d d r e s s e d .  
A f t e r  r e v i e w  by the U n i v e r s i t y  o f  o u r  s u b m i s s i o n  a n d  t h a t  of 
C o o p e r s  & Lybrand, w e  w o u l d  e x p e c t  to m e e t  w i t h  J i m  L y n c h  a n d  
o t h e r s  t o  f i n a l l y  r e f i n e  o u r  s u g g e s t i o n s  and to  r e v i s e  t h e  
P l a n  a n d  leg i s l a t i o n .

O u r  r e c o m m e n d a t i o n s  a r e  as follows:

1. S e c u r i t i e s  R e g u l a t i o n  I s s u e s . If the U n i v e r s i t y  is 
to a c h i e v e  a T u i t i o n  C o n t r a c t  e x e m p t  f r o m  s e c u­
riti e s  r e g u l a t i o n  a n d / o r  e x c l u d e d  f r o m  t h e  d e f i n i­
tion i.f s e c u r i t y ,  w e  r e c o m m e n d  t h a t  the l e g i s l a t i o n  
p r o v i d e  t h a t  t u i t i o n  c o n t r a c t  o b l i g a t i o n s  be a 
g e n e r a l  o b l i g a t i o n  of t h e  U n i v e r s i t y  a n d  t h a t  it 
al s o  c o n t a i n  a p r o v i s i o n  r e q u i r i n g  t h e  U n i v e r s i t y  
to s e e k  l e g i s l a t i v e  a p p r o p r i a t i o n s  t o  m a k e  up  a 
d e f i c i e n c y  in P l a n  funds. In a d d i t i o n ,  in t h e  
Plan, we r e c o m m e n d  t h a t  the B o a r d  of R e g e n t s  e s t a b­
lish the A d m i n i s t r a t i v e  C o m m i t t e e  e x p l i c i t l y  t o  
c a r r y  o u t  t h e  P l a n  a n d  r e q u i r e  it to m a k e  p e r i o d i c  
r e p o r t s  to t h e  B o a r d  o f  Reg e n t s .  We a l s o  r e c o m m e n d  
a r e c ital c l a u s e  e s t a b l i s h i n g  t h e  c h a r a c t e r  of  t h e  
A d m i n i s t r a t i v e  C o m m i t t e e  to  c a r r y  o u t  t h e  d a y - t o -  
day a d m i n i s t r a t i o n  of Plan. In c o n n e c t i o n  w i t h  t h e  
s e c u r i t i e s  r e g u l a t i o n s  i s s u e s  we r e c o m m e n d  t h a t  t h e  
U n i v e r s i t y  s e e k  i n t e r p r e t i v e  r u l i n g s  o r  n o - a c t i o n
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l e t t e r s  f r o m  th  ̂ s t a f f  of t h e  S e c u r i t i e s  E x c h a n g e  
C o m m i s s i o n  a n d  the s e c u r i t i e s  r e g u l a t o r s  of the 
v a r i o u s  s t a t e s  w h e r e  C o n t r a c t s  will be offered.

2. P r a c t i c a l  a n d  L e g a l  I s s u e s . T o  a v o i d  p r o b l e m s  
a r i s i n g  f r o m  the p o s s i b i l i t y  of a m i n o r  
d i s a f f i r m i n g  the c o n t r a c t ,  w e  s u g g e s t  t h a t  the 
U n i v e r s i t y  r e d e f i n e  p u r c h a s e r s  so as to  e x c l u d e  
m i n o r s .  W i t h  r e s p e c t  to c l a i m s  of c r e d i t o r s ,  we 
s u g g e s t  a n  a d d i t i o n  t o  t h e  l e g i s l a t i o n  e x e m p t i n g  
fr o m  e x e c u t i o n  t u i t i o n  c r e d i t s  or a c c o u n t s  e s t a b­
li s h e d  u n d e r  the l e g i s l a t i o n .

W i t h  r e s p e c t  to the r e s i d e n c y  and t h e  o t h e r  r e­
q u i r e m e n t s  of t h e  b e n e f i c i a r y  u n d e r  t h e  Plan, it is 
o u r  o p i n i o n  t h a t  t h e s e  d o  not p r e s e n t  p r o b l e m s  
u n d e r  t h e  A l a s k a  C o n s t i t u t i o n .

3. C o m m e n t s  o n  the T e x t  of t h e  D r a f t  P l a n . M a n y  of 
o u r  s u b s t a n t i v e  c o m m e n t s  on t h e  t e x t  of  d r a f t  P l a n  
r e a l l y  a w a i t  c o m m e n t s  of C o o p e r s  & L y b r a n d  on the 
a c t u a r i a l  issu e s .  F o r  e xample, w e  n o t e  t h a t  t h e  
P l a n  c o n t a i n s  a d e f i n i t i o n  o f  C a s h  V a l u e  w h i c h  
a p p a r e n t l y  i n c l u d e s  m a r k e t  v a l u e  of i n v e s t m e n t s .  
It p r o v i d e s  for d i s t r i b u t i o n  of e x c e s s  o f  C a s h  
V a l u e  o v e r  T u i t i o n  V a l u e  on an a n n u a l  b a s i s  to b o t h  
a s c h o l a r s h i p  a c c o u n t  a v a i l a b l e  g e n e r a l l y  to s t u­
d e n t s  t o  be  s e l e c t e d  by  the B o a r d  of R e g e n t s  and to 
the b e n e f i c i a r y  on g r a d u a t i o n .  W e  a s s u m e  t h e  
a c t u a r i e s  w i l l  s p e a k  t o  t h i s  f e a t u r e  of  the Plan, 
a l o n g  w i t h  the i s s u e  of w h e t h e r  an u n l i m i t e d  n u m b e r  
of t u i t i o n  c r e d i t s  m a y  be p u r c h a s e d .  W e  n o t e  t h a t  
s o m e  o t h e r  p l a n s  d o  not p r o v i d e  f o r  C a s h  V a l u e  
r e f u n d s  a s  d o e s  t h i s  P l a n  in c e r t a i n  instances. 
U n d e r  T r a n s f e r  o f  B e n e f i t s  we q u e s t i o n  w h e t h e r  the 
P l a n ' s  p r o v i s i o n  for t h r e e  a l t e r n a t e  b e n e f i c i a r i e s  
is a d m i n i s t r a t i v e l y  w o r k a b l e .

4. L e g i s l a t i o n . U n d e r  o u r  s u g g e s t i o n s  f o r  l e g i s l a t i v e  
c h a n g e s ,  w e  s u g g e s t  an a d d i t i o n  t o  AS  1 4 . 4 0 . 8 0 9  to 
p r o v i d e  f o r  l e g i s l a t i v e  a p p r o p r i a t i o n  to the U n i­
v e r s i t y  f o r  a n y  d e f i c i e n c i e s  in t h e  fund on an 
a n n u a l  ba s i s .  In  AS 1 4 . 40.811, we  s u g g e s t  th a t  the 
s t a t u t e  n o t  m a n d a t e  an i n s t a l l m e n t  p u r c h a s e  p l a n  
b u t  l e a v e  the a d o p t i o n  of s u c h  a p l a n  to the 
B o a r d ' s  d i s c r e t i o n .

5. T a x  E x e m p t i o n . Finally, w i t h  r e s p e c t  to our tax 
r e c o m m e n d a t i o n s ,  w e  suggest, s i m i l a r l y  to our 
r e c o m m e n d a t i o n s  u n d e r  the s e c u r i t i e s  analysis, t h a t
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the o b l i g a t i o n  to  p a y  b e n e f i t s  be m a d e  a c o n t r a c t u­
al o b l i g a t i o n  of the U n i v e r s i t y  and t h a t  it a l s o  be 
s u p p o r t e d  b y  t h e  m o r a l  o b l i g a t i o n  o f  the S t a t e .  We 
f u r t h e r  s u g g e s t  m a k i n g  the P l a n  a g e n e r a l  a s s e t  of 
the U n i v e r s i t y  a n d  m i n i m i z i n g  its t r u s t  a t t r i b u t e s .  
T h i s  s u g g e s t i o n  is not i m p o r t e d  i n t o  t h e  l e g i s l a­
tive d r a f t  at t h i s  t i m e  b e c a u s e  w e  n e e d  t o  d i s c u s s  
it w i t h  y o u  a n d  C o o p e r s  & L y brand, w h o  w e  u n d e r­
sta n d  h a s  rece n t ,  d i r e c t  e x p e r i e n c e  w i t h  r e p r e s e n­
ta t i o n  b e f o r e  t h e  I n t e r n a l  R e v e n u e  S e r v i c e  o n  t h e s e  
m a t t e r s .  W e  a l s o  w i s h  to c o n f e r  w i t h  y o u  and 
C o o p e r s  & L y b r a n d  b e f o r e  s u g g e s t i n g  a c o u r s e  of 
a c t i o n  w i t h  r e s p e c t  to p o s s i b l y  r e q u e s t i n g  a p r i­
va t e  l e t t e r  r u l i n g  from t h e  I n t e r n a l  R e v e n u e  S e r­
vice.

II. S E C U R I T I E S  R E G U L A T I O N  IS S U E S

A. I n t r o d u c t i o n

A c t i v i t i e s  r e l a t e d  to the o f f e r i n g  a n d  s a l e  of 
s e c u r i t i e s  a r e  r e g u l a t e d  bo t h  by the f e d e r a l  g o v e r n m e n t  
a n d  by e a c h  of t h e  states. T h e  s t a t e  s e c u r i t i e s  laws 
t h a t  s h o u l d  b e  a d d r e s s e d  include, at a m i n i m u m ,  the 
A l a s k a  S e c u r i t i e s  Act, b e c a u s e  the U n i v e r s i t y ,  w h i c h  will 
o f f e r  the C o n t r a c t s ,  is l o c a t e d  in Alas k a .  T h e  s e c u r i­
t i e s  laws o f  a n y  s t a t e  in w h i c h  a P u r c h a s e r  o f  a C o n t r a c t  
o r  B e n e f i c i a r y  u n d e r  a C o n t r a c t  r e s i d e s  a l s o  m u s t  be 
a d d r e s s e d ,  b e c a u s e  t h e  C o n t r a c t  m a y  be c o n s i d e r e d  to ha v e  
b e e n  o f f e r e d  t o  t h e m  in t h e i r  r e s p e c t i v e  s t a t e s  of 
r e s i d e n c e .

U n d e r  b o t h  federal and s t a t e  s e c u r i t i e s  law, 
t h e  Plan r a i s e s  t w o  b a s i c  issues: (i) w h e t h e r  a C o n t r a c t
is a s e c u r i t y ,  a n d  (ii) if a C o n t r a c t  is a security, 
w h e t h e r  it is e x e m p t  f r o m  r egulation. T h i s  d i s c u s s i o n  
t r e a t s  f i r s t  t h e  i s s u e  of e x e m p t i o n  fr o m  r e g u l a t i o n ,  
b e c a u s e  it a p p e a r s  t h a t  a C o n t r a c t  w i l l  be  e x e m p t  from 
r e g u l a t i o n  u n d e r  t h e  fede r a l  s e c u r i t i e s  l a w s  a n d  u n d e r  
t h e  A l a s k a  S e c u r i t i e s  Act. O f  course, b e f o r e  o f f e r i n g  
C o n t r a c t s  t o  P u r c h a s e r s  o r  B e n e f i c i a r i e s  in s t a t e s  o t h e r  
t h a n  A l a s k a ,  t h e  e x e m p t  s t a t u s  of the C o n t r a c t  in t h o s e  
s t a t e s  a l s o  m u s t  b e  e s t a b l i s h e d .  W e  h a v e  n o t  u n d e r t a k e n  
a s u r v e y  o f  t h e  s e c u r i t i e s  laws of t h e  o t h e r  49 states, 
the D i s t r i c t  of  C o l u m b i a ,  Guam, or  P u e r t o  R i c o  for this 
p u r p o s e  as p a r t  of t h i s  report. Instead, w e  e x a m i n e  the 
law in A l a s k a  as a n  e x a m p l e  of the a n a l y s i s  t h a t  m a y  be 
n e c e s s a r y  in o t h e r  j u r i s d i c t i o n s .  In a d d i t i o n ,  we note 
t h a t  m o s t  s t a t e  s e c u r i t i e s  laws a r e  p a t t e r n e d  a f t e r  a
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A l a s k a  S e c u r i t i e s  A c t  s h o u l d  have s i m i l a r  c o u n t e r p a r t s  in 
m a n y  o t h e r  states.

B. E x e m p t i o n s  f r o m  F e d e r a l  S e c u r i t i e s  r e g u l a t i o n

1 . E x e m p t i o n  f r o m  R e g i s t r a t i o n  u n d e r  the S e c u r i t­
ies A c t  of 1933

U n d e r  S e c t i o n  3(a)(2) of the S e c u r i t i e s  
A c t  of 1933 (the " S e c u r i t i e s  A c t " ) ,  c o n t r a c t s  are 
e x e m p t  s e c u r i t i e s  t h a t  a r e  n o t  s u b j e c t  t o  the 
r e g i s t r a t i o n  r e q u i r e m e n t s  of the S e c u r i t i e s  Act. 
S e c t i o n  3(a)(2) of the S e c u r i t i e s  A c t  s t a t e s  in 
p e r t i n e n t  p a r t  as follows:

" E x c e p t  as h e r e i n a f t e r  e x p r e s s l y  
p r o v i d e d ,  t h e  p r o v i s i o n s  of this 
t i t l e  [ S e c u r i t i e s  Act] s h a l l  not 
a p p l y  t o  any of t h e  f o l l o w i n g  c l a s s­
es of s e c u r i t i e s ...(2 ) a n y  s e c u r i t y  
i s s u e d  o r  g u a r a n t e e d  b y . . . a n y  S t a t e  
of t h e  U n i t e d  S t a tes, o r  b y  any
p o l i t i c a l  s u b d i v i s i o n  of a 
S t a t e . . . o r  b y  a n y  p u b l i c  i n s t r u m e n­
t a l i t y  of o n e  or m o r e  S t a t e s . . . o r  by 
a n y  p e r s o n  c o n t r o l l e d  o r  s u p e r v i s e d  
by a n d  a c t i n g  as an i n s t r u m e n t a l i t y  
of the G o v e r n m e n t  of t h e  U n i t e d
S t a t e s  p u r s u a n t  t o  a u t h o r i t y  g r a n t e d  
by t h e  C o n g r e s s  of t h e  U n i t e d
S t a t e s . . . . "  [ E m p h a s i s  a d d ed.]

T h e  l e g i s l a t i v e  h i s t o r y  of S e c t i o n
3( a )(2) i n d i c a t e s  t h a t  the t e r m  " p u blic i n s t r u m e n­
ta l i t y "  in t h i s  s e c t i o n  w o u l d  b e  c o n s t r u e d  b r o a d l y  
e n o u g h  t o  i n c l u d e  b o t h  the U n i v e r s i t y  and t h e  Plan. 
As o r i g i n a l l y  e n a c t e d ,  S e c t i o n  3(a)(2) e x e m p t e d  
s e c u r i t i e s  i s s u e d  by "any S t a t e  of t h e  U n i t e d  
S t a t e s ,  or  b y  a n y  p o l i t i c a l  s u b d i v i s i o n  o f  a S t a t e  
or T e r r i t o r y ,  o r  by a n y  p u b l i c  i n s t r u m e n t a l i t y  of 
o n e  or m o r e  S t a t e s  o r  T e r r i t o r i e s  "e x e r c i s i n g  an 
e s s e n t i a l  g o v e r n m e n t  f u n c t i o n " ( e m p h a s i s  a d d e d ) .  
In 1934, t h e  s e c t i o n  w a s  a m e n d e d  to d e l e t e  t h e  
p h r a s e  " e x e r c i s i n g  an e s s e n t i a l  g o v e r n m e n t  f u n c­
ti o n . "  T h e  c o n f e r e n c e  r e p o r t  c o n c e r n i n g  t h a t  
a m e n d m e n t  i n d i c a t e s  t h a t  it w a s  a d o p t e d  t o  e x t e n d  
"the s c o p e  of the p u b l i c  i n s t r u m e n t a l i t y  e x e m p t i o n  
to  e x p a n d i n g  a c t i v i t i e s  in w h i c h  g o v e r n m e n t s  a r e  
e n g a g i n g . "  H.R. Rep. No. 1838 ( C o n f e r e n c e  R e p o r t ) ,  
7 3 r d  C o ng. Sd. Sess. 40 (1934). E d u c a t i o n ,  the

Af F009D3 4



f u n c t i o n  s e r v e d  by the Plan, l o n g  has b e e n  r e c o g­
n i z e d  as a f u n c t i o n  of s t a t e  g o v e r n m e n t ,  and, 
in d eed, as an e s s e n t i a l  g o v e r n m e n t a l  f u n c t i o n .  For 
e x a m p l e ,  B r o w n  v. B o a r d  of E d u c a t i o n , 483 U.S. 493 
(1954), d e s c r i b e s  e d u c a t i o n  as " p e r h a p s  t h e  m o s t  
i m p o r t a n t  f u n c t i o n  of s t a t e  and l o c a l  g o v e r n m e n t s . "  
M o r e o v e r ,  t h e  A l a s k a  S u p r e m e  C o u r t  h a s  d e t e r m i n e d  
the U n i v e r s i t y  to be an i n s t r u m e n t a l i t y  of the 
S t a t e .  U n i v e r s i t y  of A l a s k a  v. N a t i o n a l  A i r c r a f t  
L e a s i n g .  L t d . . 536 P . 2d 121 ( A l a s k a  1975).

T h e r e f o r e ,  it is our o p i n i o n  t h a t  the 
U n i v e r s i t y  q u a l i f i e s  as a " p u b l i c  i n s t r u m e n t a l i t y "  
of t h e  S t a t e  of A l a s k a  for p u r p o s e s  of S e c t i o n  
3 ( a )(2) of t h e  S e c u r i t i e s  Act. T h e  e s s e n t i a l  
n a t u r e  of the e d u c a t i o n  f u n c t i o n  w o u l d  h a v e  c a u s e d  
t h e  U n i v e r s i t y  to be  c o n s i d e r e d  a " p u b l i c  i n s t r u­
m e n t a l i t y "  u n d e r  S e c t i o n  3(a)(2) e v e n  b e f o r e  its 
1934 a m e n d m e n t .  A t  l e a s t  u n d e r  t h e  a m e n d m e n t ,  the 
P l a n  a l s o  s h o u l d  b e  c o n s i d e r e d  a " p u b l i c  i n s t r u m e n­
t a l i t y . "  R e g a r d l e s s  of the f o r m  of t h e  P l a n  (i.e., 
as a s e p a r a t e  l e g a l  e n t i t y  such as a c o r p o r a t i o n  or 
tr u s t ,  o r  an i n t e g r a l  pa r t  of t h e  S t a t e  oi t h e  
U n i v e r s i t y ) ,  it  is a v e h i c l e  t h r o u g h  w h i c h  t h e  
U n i v e r s i t y  w i l l  c a r r y  out its r e s p o n s i b i l i t i e s  
u n d e r  the A l a s k a  T r u s t  F u n d  A c t  a n d  m o r e  g e n e r a l l y  
a s s i s t  in c a r r y i n g  out its f u n c t i o n s  as a s t a t e  
U n i v e r s i t y .

2. E x e m p t i o n  f r o m  the S e c u r i t i e s  E x c h a n g e  A c t  of 
1934

T h e  S e c u r i t i e s  E x c h a n g e  A c t  of 1934 (the 
" E x c h a n g e  A c t " )  r e g u l a t e s  c e r t a i n  s e c u r i t i e s  b r o­
ke r s  a n d  d e a l e r s .  S e c t i o n  3(d) of  t h e  E x c h a n g e  A c t  
p r o v i d e s  as f o l l o w s :

"no i s s u e r  of m u n i c i p a l  s e c u r i t i e s  or 
o f f i c e r  o r  e m p l o y e e  t h e r e o f  a c t i n g  i n  the 
c o u r s e  o f  h i s  o f f i c i a l  d u t i e s  as su c h  
s h a l l  be  d e e m e d  t o  be a " b r o k e r " ,  " d e a l­
er", or  " m u n i c i p a l  s e c u r i t i e s  d e a l e r "  
s o l e l y  b y  r e a s o n  of b u y i n g ,  s e l l i n g ,  or 
e f f e c t i n g  t r a n s a c t i o n s  in t h e  i s s u e r ' s  
s e c u r i t i e s ."

S e c t i o n  3 ( a ) (29) of t h e  S e c u r i t i e s  E x c h a n g e  A c t  
d e f i n e s  " m u n i c i p a l  s e c u r i t i e s "  a s  f o l l o w s :
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"The t e r m  'municipal s e c u r i t i e s '  
m e a n s  s e c u r i t i e s  w h i c h  a r e  d i r e c t  
o b l i g a t i o n s  of, or o b l i g a t i o n s  g u a r­
a n t e e d  as t o  p r i n c i p a l  or  i n t e r e s t  
by, a S t a t e  or any p o l i t i c a l  s u b d i­
v i s i o n  t h e r e o f  or any a g e n c y  or 
i n s t r u m e n t a l i t y  of a S t a t e  or any 
p o l i t i c a l  s u b d i v i s i o n  t h e r e o f ,  or 
a n y  m u n i c i p a l  c o r p o r a t e  i n s t r u m e n­
t a l i t y  of o n e  or mo r e  S t a t e s , . . . . "

F o r  t h e  s a m e  r e a s o n s  as t h o s e  s t a t e d  a b o v e  w i t h  
r e g a r d  t o  e x e m p t i o n  from t h e  S e c u r i t i e s  Act, it is 
o u r  o p i n i o n  t h a t  the Plan is a n  i n s t r u m e n t a l i t y  of 
the S t a t e  of Alaska. B e c a u s e  C o n t r a c t s  are d i r e c t  
o b l i g a t i o n s  of t h e  Plan, t h e y  a r e  m u n i c i p a l  s e c u r i­
t i e s  u n d e r  t h e  E x c h a n g e  Act, a n d  o f f i c e r s  or e m­
p l o y e e s  of t h e  U n i v e r s i t y  w h o  s e l l  C o n t r a c t s  in the 
c o u r s e  o f  t h e i r  o f f i c i a l  d u t i e s  a r e  e x e m p t  f r o m  t h e  
E x c h a n g e  Act.

3. E x e m p t i o n s  f r o m  O t h e r  F e d e r a l  S e c u r i t i e s  L a w s

B e c a u s e  of the s t a t u s  of the U n i v e r s i t y  
a n d  the P l a n  as pu b l i c  i n s t r u m e n t a l i t i e s ,  we  a l s o  
ar e  of the o p i n i o n  that the P l an, its o p e r a t i o n ,  
an d  the o f f e r i n g  and sale of C o n t r a c t s  u n d e r  t ^ e  
P l a n  a r e  e x e m p t  from the p r o v i s i o n s  of the T r u s t  
I n d e n t u r e  A c t  of 1939, the I n v e s t m e n t  C o m p a n y  A c t  
of 1940 a n d  the I n v e s t m e n t  A d v i s o r s  Act of 1940.

C. E x e m p t i o n s  u n d e r  the A l a s k a  S e c u r i t i e s  A c t

A S  4 5 . 5 5 . 0 7 0  of the A l a s k a  S e c u r i t i e s  A c t  
r e q u i r e s  t h e  r e g i s t r a t i o n  of c e r t a i n  s e c u r i t i e s  
b e f o r e  t h e i r  o f f e r  and sale in A l a s k a .  However, AS  
4 5 . 5 5 . 1 4 0 ( a ) ( 1 )  p r o v i d e s  the f o l l o w i n g  e x e m p t i o n  
f r o m  t h i s  r e q u i r e m e n t :

"The f o l l o w i n g  s e c u r i t i e s  are e x­
e m p t e d  f r o m  AS 4 5 . 5 5 . 0 7 0 :  (1) a
s e c u r i t y ,  i n c l u d i n g  a r e v e n u e  o b l i­
gat i o n ,  i s s u e d  or g u a r a n t e e d  b y  the 
U n i t e d  States, a state, a p o l i t i c a l  
s u b d i v i s i o n  of a state, o r  an a g e n c y  
or  c o r p o r a t e  or o ther i n s t r u m e n t a l i­
ty of o n e  o r  m o r e  of t h e  for e g o i n g ;  
o r  a c e r t i f i c a t e  of d e p o s i t  of a n y  
of t h e  f o r e g o i n g ; "
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A s  d i s c u s s e d  a b o v e ,  b o t h  the U n i v e r s i t y  a n d  the 
P l a n  are i n s t r u m e n t a l i t i e s  of t h e  S t a t e  of A l a s k a ,  
a n d  t h e r e f o r e  C o n t r a c t s  are e x e m p t  f r o m  t h e  s e c u r i­
t i e s  r e g i s t r a t i o n  r e q u i r e m e n t s  of t h e  A l a s k a  S e c u­
r i t i e s  A c t  u n d e r  t h i s  pro v i s i o n .

A S  4 5 . 5 5 . 0 3 0 ( a )  of the A l a s k a  S e c u r i t i e s  
A c t  r e q u i r e s  t h e  r e g i s t r a t i o n  of s e c u r i t i e s  b r o k e r -  
d e a l e r s  w h o  o f f e r  s e c u r i t i e s  f o r  s a l e  in A l a s k a .  
H o w e v e r ,  u n d e r  AS  4 5 . 5 5 . 1 3 0 ( 3 ) ( B ), t h e  i s s u e r  of a 
s e c u r i t y  is e x c l u d e d  f r o m  the d e f i n i t i o n  of " b r o­
k e r - d e a l e r "  u n d e r  t h e  A l a s k a  S e c u r i t i e s  Act. 
T h e r e f o r e ,  o f f i c e r s  a n d  e m p l o y e e s  of the U n i v e r s i­
ty, as t h e  i s s u e r  of C o n t r a c t s  u n d e r  the Plan, m a y  
o f f e r  a n d  s e l l  c o n t r a c t s  w i t h o u t  r e g i s t e r i n g  as 
b r o k e r - d e a l e r s  u n d e r  t h e  A l a s k a  S e c u r i t i e s  Act.

S t a t u s  of C o n t r a c t s  as S e c u r i t i e s

1. I n t r o d u c t i o n

In a d d i t i o n  to b e i n g  e x e m p t  f r o m  r e g u l a­
t i o n  u n d e r  f e d e r a l  s e c u r i t i e s  l a w  a n d  t h e  A l a s k a  
S e c u r i t i e s  A c t  u n d e r  e x e m p t i o n s  for s e c u r i t i e s  of 
p u b l i c  i n s t r u m e n t a l i t i e s ,  C o n t r a c t s  m a y  be e x e m p t  
f r o m  r e g i s t r a t i o n  a n d  o t h e r  s e c u r i t i e s  r e g u l a t o r y  
r e q u i r e m e n t s  b e c a u s e  t h e y  are n o t  c o n s i d e r e d  t o  be 
" s e c u r i t i e s "  f o r  p u r p o s e s  of t h o s e  r e q u i r e m e n t s .  
B e c a u s e  the s t r u c t u r e  of t h e  P l a n  m a y  c h a n g e  in 
w a y s  t h a t  w o u l d  c a u s e  C o n t r a c t s  n o t  to be e x e m p t  
f r o m  s e c u r i t i e s  r e g u l a t i o n  u n d e r  the a b o v e  a n a l y s i s  
of s t a t u t o r y  e x e m p t i o n s ,  it is w o r t h w h i l e  to b r i e f­
ly c o n s i d e r  u n d e r  w h a t  c i r c u m s t a n c e s  C o n t r a c t s  
w o u l d  n o t  b e  c o n s i d e r e d  " s e c u r i t i e s "  for p u r p o s e s  
of f e d e r a l  a n d  s t a t e  s e c u r i t i e s  laws.

2. F e d e r a l  S e c u r i t i e s  Laws

S e c t i o n  2(1) of the S e c u r i t i e s  A c t  b r o a d­
ly d e f i n e s  t h e  t e r m  "se c u r i t y "  t o  i n c l u d e  t h e  t e r m  
" i n v e s t m e n t  c o n t r a c t . "  T h e  t e r m  " i n v e s t m e n t  c o n­
tr a c t "  is n o t  f u r t h e r  d e f i n e d  u n d e r  t h e  S e c u r i t i e s  
A c t  or r e g u l a t i o n s  a d o p t e d  p u r s u a n t  t o  t h a t  Act. 
In S e c u r i t i e s  a n d  E x c h a n g e  C o m m i s s i o n  v. W. J. 
H o w e y  C o . . 328 U.S. 293, at 298 (1946), t h e  S u p r e m e  
C o u r t  of t h e  U n i t e d  Sta t e s  set f o r t h  w h a t  has 
b e c o m e  t h e  g e n e r a l l y  a c c e p t e d  d e f i n i t i o n  of an 
i n v e s t m e n t  c o n t r a c t :



"A c o n t r a c t ,  t r a n s a c t i o n ,  or  s c h e m e  
w h e r e b y  a p e r s o n  i n v e s t s  his m o n e y  
i n  a c o m m o n  e n t e r p r i s e  a n d  is led t o  
e x p e c t  p r o f i t s  s o l e l y  f r o m  t h e  e f­
f o r t s  of the p r o m o t e r  o r  a t h i r d  
p a r t y ,  it b e i n g  i m m a t e r i a l  w h e t h e r  
t h e  s h a r e s  in the e n t e r p r i s e  a r e  
e v i d e n c e d  by formal c e r t i f i c a t e s  o r  
b y  n o m i n a l  i n t e r e s t s  in t h e  p h y s i c a l  
a s s e t s  e m p l o y e d  in t h e  e n t e r p r i s e . "

In S E C  v. K o s c o t  I n t e r p l a n e t a r y .  I n c . . 497 F. 2 d  
473, at  477 (5th Cir. 1974), t h e  c o u r t  s u m m a r i z e d  
t h e  H o w e y  te s t  as c o n s i s t i n g  of t h r e e  e l e m e n t s :
(i) t h a t  t h e r e  is an i n v e s t m e n t  of m o n e y ;  (ii) t h a t  
t h e  s c h e m e  in w h i c h  an i n v e s t m e n t  is m a d e  f u n c t i o n s  
as a c o m m o n  e n t e r p r i s e ;  a n d  (iii) u n d e r  t h e  scheme, 
p r o f i t s  a r e  d e r i v e d  s o l e l y  f r o m  the e f f o r t s  of 
i n d i v i d u a l s  o t h e r  t h a n  t h e  i n v e s t o r s .

A n  i n v e s t m e n t  t y p i c a l l y  i n v o l v e s  p a r t i n g  
w i t h  m o n e y  for the p u r p o s e  a n d  in  t h e  r e a s o n a b l e  
e x p e c t a t i o n  of m a k i n g  a p r o f i t .  See, S E C  v. E n e r g y  
G r o u p  of  A m e r i c a .  I n c . . 459 F. Supp. 1234 (S.D. NY 
1978). A  P u r c h a s e r  of a C o n t r a c t  u n d e r  t h e  A l a s k a  
P l a n  d o e s  n o t  p r i m a r i l y  s e e k  a p r o f i t  in t h e  o r d i­
n a r y  b u s i n e s s  sense. N o n e t h e l e s s ,  t h e  P u r c h a s e r  
d o e s  s e e k  a n  e c o n o m i c  b e n e f i t  b y  e n t e r i n g  i n t o  the 
c o n t r a c t :  to  s e c u r e  and q u a n t i f y  t h e  e x p e n s e  of
c o l l e g e  t u i t i o n  for the b e n e f i t  of t h e  B e n e f i c i a r y .

T h e  r e q u i r e m e n t  of a c o m m o n  e n t e r p r i s e  
m e a n s  t h a t  t h e r e  m u s t  be an e n t e r p r i s e  "in w h i c h  
t h e  f o r t u n e s  of the i n v e s t o r  a r e  i n t e r w o v e n  w i t h  
a n d  d e p e n d e n t  u p o n  the e f f o r t s  a n d  s u c c e s s  o f  t h o s e  
s e e k i n g  t h e  i n v e s t m e n t  of t h i r d  p a r t i e s . "  SEC v. 
G l e n n  W. T u r n e r  E n t e r p r i s e s . 474 F . 2 d  476, 482 n.7 
(9th Ci r .  1978), c e r t  d e n i e d ,  414 U.S. 821 (1973). 
T h e  c o m m o n a l i t y  r e q u i r e d  is v e r t i c a l  ( b e t w e e n  the 
i n v e s t o r  a n d  the p r o m o t e r )  r a t h e r  t h a n  h o r i z o n t a l  
(a m o n g  m u l t i p l e  i n v e s t o r s ) .  U n d e r  t h e  Plan, the 
P u r c h a s e r  r e c e i v e s  no  d i r e c t  r e t u r n  f r o m  t h e  P l a n  
e x c e p t  in t h e  e v e n t  of a r e f u n d  of C a s h  V a l u e  u n d e r  
S e c t i o n  5 . 1 . a of the P l a n  if t h e  U n i v e r s i t y  c a n n o t  
m e e t  i t s  o b l i g a t i o n s  u n d e r  t h e  Plan. O t h e r w i s e ,  
C a s h  V a l u e  or T u i t i o n  V a l u e  is p a y a b l e  f o r  the 
b e n e f i t  of a t h i r d  party.

It is not c l e a r  w h e t h e r  t h e  r e q u i r e m e n t  
t h a t  p r o f i t s  be d e r i v e d  s o l e l y  f r o m  t h e  e f f o r t s  of



a p r o m o t e r  o r  t h i r d  p a r t y  a p p l i e s  to  the Plan. 
A l t h o u g h  t h e  p r i n c i p a l  b e n e f i t  u n d e r  t h e  Plan, 
T u i t i o n  Va l u e ,  is i n d e p e n d e n t  of the i n v e s t m e n t  
p e r f o r m a n c e  of t h e  Plan, t h e  B e n e f i c i a r y  m a y  r e­
c e i v e  p r o f i t  f r o m  C a s h  V a l u e  i n c r e a s e s .

3. S t a t e  S e c u r i t i e s  Laws

S e c t i o n  130(12) of t h e  A l a s k a  S e c u r i t i e s  
Act, AS 4 5 . 5 5 . 1 3 0 ( 1 2 ) ,  d e f i n e s  the t e r m  " s e c u r i t y "  
b r o a d l y  to i n c l u d e  t h e  t e r m  " i n v e s t m e n t  c o n t r a c t . "  
T h e  t e r m  " i n v e s t m e n t  c o n t r a c t "  is n o t  f u r t h e r  
d e f i n e d  u n d e r  t h e  A l a s k a  S e c u r i t i e s  Act. H o w e v e r ,  
in H e n t z n e r  v. S t a t e . 613 P . 2d  821 ( A l a s k a  1980), 
and W h e e l e r  v. S t a t e . 659 P . 2d 1241 ( A l a s k a  1983), 
the A l a s k a  S u p r e m e  C o u r t  i n t e r p r e t e d  t h e  t e r m  in 
the s a m e  m a n n e r  as the t e r m  w a s  i n t e r p r e t e d  for 
p u r p o s e s  of f e d e r a l  s e c u r i t i e s  l a w  in S e c u r i t i e s  
and E x c h a n g e  C o m m i s s i o n  v. W.J. H o w e y  C o m p a n y , 328 
U.S. 293 (1946), a n d  S E C  v. G l e n n  W. T u r n e r  E n t e r­
pr i s e s  . 474 F .2d 476 (9th Cir. 1978). T h e  a p p l i c a­
ti o n  of t h e  c r i t e r i a  for an i n v e s t m e n t  c o n t r a c t  
u n d e r  t h e s e  c a s e s  t o  C o n t r a c t s  u n d e r  t h e  P l a n  is 
a d d r e s s e d  in t h e  d i s c u s s i o n  a b o v e  o f  t h e  s t a t u s  of 
C o n t r a c t s  as  s e c u r i t i e s  u n d e r  f e d e r a l  law.

T h e  d e f i n i t i o n  o f  a s e c u r i t y  u n d e r  t h e  
A l a s k a  S e c u r i t i e s  A c t  al s o  i n c l u d e s  a r i s k  c a p i t a l  
t e s t  as follows:

" . . . i n v e s t m e n t  of m o n e y  o r  m o n e y ' s  w o r t h  
i n c l u d i n g  g o o d s  f u r n i s h e d  o r  s e r v i c e s  
p e r f o r m e d  in t h e  r i s k  c a p i t a ]  of a v e n ­
tu r e  w i t h  t h e  e x p e c t a t i o n  of s o m e  b e n e f i t  
to the i n v e s t o r  w h e r e  t h e  i n v e s t o r  h a s  n o  
d i r e c t  c o n t r o l  over t h e  i n v e s t m e n t  or 
p o l i c y  d e c i s i o n  of t h e  v e n t u r e ; "

T h i s  p o r t i o n  of t h e  d e f i n i t i o n  of a s e c u r i t y  h a s  
n o t  b e e n  i n t e r p r e t e d  by t h e  A l a s k a  S u p r e m e  Court. 
How e v e r ,  t h e  r i s k  c a p i t a l  t e s t  h a s  b e e n  u s e d  in 
o t h e r  j u r i s d i c t i o n s  i n t e r p r e t i n g  s e c u r i t i e s  l a w s  
s i m i l a r  t o  t h a t  of Alaska. See, A M F A C  M o r t g a g e  
C o r p o r a t i o n  v. A r i z o n a  M a l l  of  T e m p e .  I n c . . CCH 
Fed. Sec. L. Rep. 96,588 (9th Cir. 1978).

O n e  m a y  u s e  the a r g u m e n t s  s t a t e d  i n  t h e  c o n­
te x t  of t h e  f e d e r a l  d e f i n i t i o n  o f  a n  i n v e s t m e n t  
c o n t r a c t  t o  d i s t i n g u i s h  t h e  P l a n  f r o m  t h e  e l e m e n t s  
of the r i s k  c a p i t a l  test s e t  f o r t h  in A M F A C  M o r t -
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g age. F o r  example, t h e r e  is n o  " i n v e s t m e n t "  of 
m o n e y  as t h a t  term is n o r m a l l y  i n t e r p r e t e d .  See, 
S E C  v. E n e r g y  G r o u p  of A m e r i c a , s u p r a . T h e  funds 
p r o v i d e d  b y  a P u r c h a s e r  a r e  n o t  "at r i s k , "  p r o v i d e d  
t h e  U n i v e r s i t y ,  at all t i m e s  t h r o u g h o u t  t h e  d u r a­
ti o n  of e x i s t e n c e  of t h e  Plan, h a s  the financial 
a b i l i t y  to  r e f u n d  t h o s e  f u n d s  t o  t h e  Purchaser. 
W h i l e  t h e  P u r c h a s e r  d o e s  n o t  u n d e r  t h e  Pl a n  have 
a n y  c o n t r o l  o v e r  the U n i v e r s i t y  a n d  its i n v e s t m e n t  
p o l i c y  r e g a r d i n g  t h e  Plan, t h e  e x p e c t a t i o n  of the 
P u r c h a s e r  is not a p r o f i t  b u t  r a t h e r  T u i t i o n  C r e d­
its w h i c h  m a y  be u s e d  b y  t h e  B e n e f i c i a r y .  W h i l e  
t h e r e  is " s o m e  b e n e f i t "  to be  d e r i v e d  here, i.e., 
c o s t  sav i n g s ,  it is not t h e  s o r t  of b e n e f i t  n o r m a l­
ly a s s o c i a t e d  wi t h  r i s k  c a p i t a l  v e n t u r e s .  See, 
U n i t e d  H o u s i n g  F o u n d a t i o n  v. F o r m a n , s u p r a .

F or the r e a s o n s  s t a t e d  above, it is our 
c o n c l u s i o n  t h a t  the P l a n  a n d  the C o n t r a c t s  will not 
b e  i n v e s t m e n t  c o n tracts, a n d  w i l l  n o t  m e e t  the risk 
c a p i t a l  t e s t  of t h e  A l a s k a  S e c u r i t i e s  Act. T h e r e­
fore, t h e  Pl a n  a n d  t h e  C o n t r a c t s  s h o u l d  n o t  be 
s e c u r i t i e s  for p u r p o s e s  of the A l a s k a  S e c u r i t i e s  
Act.

E. C h a n g e s  t o  t h e  P l a n  t o  R e i n f o r c e  E x e m p t i o n  From 
S e c u r i t i e s  R e g u l a t i o n

A l t h o u g h  w e  b e l i e v e  t h a t  a C o n t r a c t  
s h o u l d  b e  e x e m p t  from s e c u r i t i e s  r e g u l a t i o n  and, 
in d eed, s h o u l d  not e v e n  be  c o n s i d e r e d  a s e c u r i t y  
f or t h a t  purpose, w e  p r o p o s e  s e v e r a l  c h a n g e s  t o  the 
P l a n  to r e i n f o r c e  this c o n c l u s i o n .  T h e  first set 
of c h a n g e s  a d d r e s s e s  e x e m p t i o n  f r o m  r e g u l a t i o n ;  the 
s e c o n d  s e t  of c h a n g e s  a d d r e s s e s  e x c l u s i o n  from the 
d e f i n i t i o n  of security.

1. E x e m p t i o n  from R e g u l a t i o n

(a) M o d i f y  the U n i v e r s i t y  L e g i s l a t i o n  to
p r o v i d e  for a g e n e r a l  o b l i g a t i o n  g u a r­
an t e e  of the A l a s k a  P l a n  b y  the U n i v e r s i­
ty, and a r e q u i r e m e n t  t h a t  t h e  U n i v e r s i t y  
s e e k  l e g i s l a t i v e  a p p r o p r i a t i o n s  to ma k e  
u p  any d e f i c i e n c y  in P l a n  f u n d s  (a "moral 
o b l i g a t i o n "  p l e d g e ) . S u c h  c h a n g e s  will 
r e i n f o r c e  t h e  a r g u m e n t  t h a t  t h e  Plan is 
an i n s t r u m e n t a l i t y  o f  t h e  s t a t e  for p u r­
p o s e s  o f  e x e m p t i o n  f r o m  s e c u r i t i e s  r e g u­
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lation. O u r  d r a f t  l e g i s l a t i o n ,  E x h i b i t  
C, i n c o r p o r a t e s  t h e s e  p r o v i s i o n s .

(b) C l a r i f y  the U n i v e r s i t y ' s  c o n t r o l  o v e r  the 
a d m i n i s t r a t i o n  of t h e  Pl a n  t o  r e i n f o r c e  
t h e  a r g u m e n t  th a t  t h e  Pl a n  is an i n s t r u­
m e n t a l i t y  of the state, or a n  int e g r a l  
p a r t  of the U n i v e r s i t y  (which itself is 
a n  i n s t r u m e n t a l i t y  of the state), by 
m a k i n g  the f o l l o w i n g  c h a n g e s  to  t h e  Plan:

(i) Add l a n g u a g e  in S e c t i o n  10.1 of 
the Plan t h a t  the B o a r d  of R e g e n t s  
e s t a b l i s h e s  the A d m i n i s t r a t i v e  
C o m m i t t e e  t o  c a r r y  out the a d m i n­
istr a t i o n  of  the Plan a n d  d e l e­
gates  to the P r e s i d e n t  the r e s p o n­
si b i l i t i e s  a n d  d u t i e s  as s e t  forth 
in th a t  s e c t i o n ;

(ii) R e q u i r e  w i t h i n  S e c t i o n  10 of the 
Plan th a t  t h e  A d m i n i s t r a t i v e  C o m­
mit t e e  m a k e  p e r i o d i c  r e p o r t s  to 
the B o a r d  o f  R e g e n t s  on t h e  f i­
nan c e s  and a c t u a r i a l  s t a t u s  of t h e  
Plan and o t h e r w i s e  r e s p o n d  to 
i n q u i r i e s  f r o m  t h a t  Board;

(iii) Add a " W H E R E A S "  c l a u s e  at t h e  
b e g i n n i n g  of  the P l a n  p r o v i d i n g  
that the U n i v e r s i t y  t h r o u g h  the 
Board of R e g e n t s  e s t a b l i s h e s  an 
A d m i n i s t r a t i v e  C o m m i t t e e  t o  c a r r y  
out the d a y - t o - d a y  a d m i n i s t r a t i o n  
of the P l a n  at t h e  d i r e c t i o n  of 
the P r e s i d e n t .

2. E x c l u s i o n  from D e f i n i t i o n  of S e c u r i t y

E n s u r e  t h a t  no p r o m o t i o n a l  m a t e r i a l s  for the 
P l a n  p r o m i s e  d i r e c t l y  or  i n d i r e c t l y  a n y  profit 
t o  t h e  P u r c h a s e r  or  B e n e f i c i a r y  from the 
p a y m e n t  of funds u n d e r  a Contr a c t .

F. R e c o m m e n d a t i o n s  C o n c e r n i n g  N o - A c t i o n  S u b m i s s i o n s

W e  r e c o m m e n d  that t h e  U n i v e r s i t y  seek an 
i n t e r p r e t i v e  r u l i n g  o r  n o - a c t i o n  l e t t e r  from the staff of 
t h e  S e c u r i t i e s  E x c h a n g e  C o m m i s s i o n  c o n c e r n i n g  the Plan. 
O t h e r  s t a t e s  h a v e  s o u g h t  and o b t a i n e d  n o - a c t i o n  l e t ters
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c o n c e r n i n g  t h e i r  plans. H o w e v e r ,  e a c h  of t h o s e  l e t ters 
a d d r e s s e s  o n l y  the t e r m s  of a p a r t i c u l a r  plan, w h i c h  are 
not i d e n t i c a l  to t h o s e  of t h e  Plan. S u c h  a n  i n t e r­
p r e t a t i o n  or n o - a c t i o n  l e t t e r  w o u l d  i n d i c a t e  t h a t  the 
s t a f f  of t h e  SEC wi l l  n o t  r e c o m m e n d  e n f o r c e m e n t  a c t i o n  
u n d e r  t h e  v a r i o u s  f e d e r a l  s e c u r i t i e s  laws in c o n n e c t i o n  
w i t h  t h e  o f f e r i n g  of C o n t r a c t s  t o  P u r c h a s e r s  and the 
a d m i n i s t r a t i o n  of the Plan.

W e  f u r t h e r  r e c o m m e n d  t h a t  t n e  U n i v e r s i t y  s e e k  
an i n t e r p r e t i v e  r u l i n g  or n o - a c t i o n  p o s i t i o n  by the 
A l a s k a  A d m i n i s t r a t o r  of S e c u r i t i e s  p u r s u a n t  to t h e  A l a s k a  
S e c u r i t i e s  Act. S u c h  an i n t e r p r e t a t i o n  or n o - a c t i o n  
l e t t e r  w o u l d  i n d i c a t e  t h a t  t h e  s t a f f  of the D i v i s i o n  of 
B a n k i n g  a n d  S e c u r i t i e s  w i l l  not r e c o m m e n d  e n f o r c e m e n t  
a c t i o n  u n d e r  t h e  A l a s k a  S e c u r i t i e s  Act in c o n n e c t i o n  w i t h  
the o f f e r i n g  of C o n t r a c t s  t o  P u r c h a s e r s .  We a l s o  
r e c o m m e n d  t h a t  the U n i v e r s i t y  c o n s i d e r  s e e k i n g  s i m i l a r  
l e t t e r s  f r o m  the s e c u r i t i e s  r e g u l a t o r  in e a c h  s t a t e  w h e r e  
P u r c h a s e r s  or  B e n e f i c i a r i e s  m a y  r e s i d e .

III. P R A C T I C A L  A N D  L E G A L  I S S U E S

A. E n f o r c e a b i l i t y  of C o n t r a c t u a l  R e l a t i o n s h i p  w i t h  
M i n o r s

T h e  Plan a u t h o r i z e s  C o n t r a c t s  b e t w e e n  t h e  
U n i v e r s i t y  a n d  a " P u r c h a s e r " .  S e c t i o n  1.17 of the P l a n  
d e f i n e s  P u r c h a s e r  as "a p e r s o n  o r  o t h e r  e n t i t y  w h o  m a k e s  
o r  is o b l i g a t e d  to m a k e  p a y m e n t s  u n d e r  an A d v a n c e  T u i t i o n
C o n t r a c t " .  M i n o r s  ( p e r s o n s  le s s  t h a n  18 y e a r s  of a g e  in
A l a s k a )  a r e  not p r e c l u d e d  f r o m  b e i n g  P u r c h a s e r s  u n d e r  
t h i s  d e f i n i t i o n .

T h e  U n i v e r s i t y  m a y  e n t e r  i n t o  a C o n t r a c t  w i t h  
a m i n o r .  However, t h e  m i n o r  m a y  a v o i d  his or  her
o b l i g a t i o n s  u n d e r  the C o n t r a c t  b y  c l a i m i n g  t h a t  he o r  she 
l a c k e d  t h e  c a p a c i t y  to  c o n t r a c t .  R e s t a t e m e n t  (Second) of 
C o n t r a c t s . S e c t i o n  14 (1981). To the sa m e  effect,
W e b s t e r  S t r e e t  P a r t n e r s h i p .  Ltd. v. S h e r i d a n . 368 N.W. 2d 
439 (1985), a n d  B o b b y  F l o a r s  Toyo t a .  Inc. v. S m i t h , 269
S.E. 2d 330 (1980).

In Alaska, a m i n o r  w h o  is at l e a s t  s i x t e e n  
y e a r s  o l d  and w h o  s a t i s f i e s  o t h e r  s t a t u t o r y  r e q u i r e m e n t s  
m a y  b e  e m a n c i p a t e d  if t h e  c o u r t  f i n d s  t h a t  it is in the 
b e s t  i n t e r e s t  of the m i n o r .  A S  0 9 . 5 5 . 5 9 0 .  If the c o u r t  
p e r m i t s  a m i n o r  to be e m a n c i p a t e d ,  the m i n o r  t h e n  has the
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c a p a c i t y  to c o n t r a c t .  AS 0 9 . 5 5 . 5 9 0 ( g ) .  T h e r e f o r e ,  a 
C o n t r a c t  w i t h  an  e m a n c i p a t e d  m i n o r  is e n f o r c e a b l e .

T h e r e  a r e  o t h e r  l i m i t e d  c i r c u m s t a n c e s  w h e r e  a 
m i n o r  m a y  e n t e r  i n t o  a c o n t r a c t  w h i c h  m a y  n o t  be  s u b s e­
q u e n t l y  d i s a f f i r m e d .  T h e s e  i n c l u d e  the f o l l o w i n g :  (a)
t h e  m i n o r  is at l e a s t  s i x t e e n  y e a r s  o l d  a n d  m a r r i e d  (AS 
2 5 . 2 0 . 0 2 0 ) ;  and (b) a m i n o r  is l i a b l e  f o r  t h e  r e a s o n a b l e  
v a l u e  of n e c e s s a r i e s  c o n f e r r e d  u n d e r  a c o n t r a c t ,  W e b s t e r  
S t r e e t  P a r t n e r s h i p .  Ltd. v. S h e r i d a n . 220 Neb. 9, 368 
N.W. 2d 439 (1985); W a r w i c k  M u n i c i p a l  E m p l o y e e s  C r e d i t  
U n i o n  v. M c A l l i s t e r . 399, 293 A. 2d 516 (R.I. 1972).
H o w e v e r ,  the l a t t e r  e x c e p t i o n  w o u l d  n o t  a p p l y  to an 
A d v a n c e  T u i t i o n  P a y m e n t  C o n t r a c t  b e c a u s e  a c o l l e g e ,  u n i­
v e r s i t y  or  p r o f e s s i o n a l  e d u c a t i o n  g e n e r a l l y  is not 
c o n s i d e r e d  a n e c e s s a r y .  42 A m  J u r  2d 7 3 . S e c t i o n  71.

T o  a v o i d  a m i n o r ' s  d i s a f f i r m i n g  a C o n t r a c t ,  the 
U n i v e r s i t y  m a y  c o n s i d e r  t h e  f o l l o w i n g  a l t e r n a t i v e s :

(1) R e d e f i n e  P u r c h a s e r  s o  as t o  e x c l u d e  m i n o r s .

(2) R e d e f i n e  P u r c h a s e r  so a s  t o  e x c l u d e  m i n o r s  
g e n e r a l l y ,  but i n c l u d e  e m a n c i p a t e d  m i n o r s .

(3) R e d e f i n e  P u r c h a s e r  s o  a s  to r e q u i r e  an a d u l t  
c o - s i g n e r  of C o n t r a c t  w i t h  a n  u n e m a n c i p a t e d  
m i n o r  P u r c h a s e r .

T h e s e  r e c o m m e n d a t i o n s  are s i m i l a r  t o  t h e  a p p r o a c h  t a k e n  
i n  A l a b a m a .  T o  be an e l i g i b l e  p u r c h a s e r  u n d e r  the 
A l a b a m a  p r o g r a m ,  one m u s t  be 19 y e a r s  of age or older, or 
be  r e p r e s e n t e d  by a c o u r t  a p p o i n t e d  c o n s e r v a t o r  or 
g u a r d i a n ,  t r u s t e e ,  or d e s i g n a t e d  c u s t o d i a n .

W e  a m e n d  the d e f i n i t i o n  in o u r  d r a f t  P l a n  ( E x h i b i t  E) 
c o n s i s t e n t  w i t h  (1) above.

B. C o m p a t i b i l i t y  w i t h  t h e  U n i f o r m  G i f t s  t o  M i n o r s
S t a t u t e s

A l a s k a  has a d o p t e d  t h e  A l a s k a  U n i f o r m  T r a n s f e r s  
t o  M i n o r s  Act, A S  13.46, to r e p l a c e  t h e  A l a s k a  U n i f o r m  
G i f t s  to M i n o r s  Act. A S  1 3.46 p r o v i d e s  a s i m p l e  p r o c e­
d u r e  b y  w h i c h  a n  a d u l t  m a y  m a k e  a g i f t  of s e c u r i t i e s  or 
m o n e y  t o  a m i n o r ,  w i t h  the p o w e r  of m a n a g e m e n t  r e s e r v e d  
in a c u s t o d i a n .  T h e  c u s t o d i a n ' s  a u t h o r i t y  a n d  d u t i e s  
u n d e r  t h e s e  c u s t o d i a l  a r r a n g e m e n t s  a r e  p r e s c r i b e d  by 
s t a t u t e ,  a n d  i n c l u d e  d i s c r e t i o n a r y  e x p e n d i t u r e s  of c u s t o­
di a l  p r o p e r t y  f o r  t h e  b e n e f i t  of t h e  m i n o r .  A S  13. 4 6 . 1 3 0 .
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It is not i n t e n d e d ,  n o r  a d v i s a b l e ,  to have the 
A l a s k a  U n i f o r m  T r a n s f e r s  to M i n o r s  A c t  g o v e r n  the r o l e s  
a n d  r e s p o n s i b i l i t i e s  of t h e  r e s p e c t i v e  p a r t i e s  u n d e r  the 
Plan. T h e  Plan it s e l f  s h o u l d  d e t e r m i n e  and a u t h o r i z e  all 
d u t i e s  n e c e s s a r y  t o  s u p e r v i s e  t h e  a d m i n i s t r a t i o n  of the 
P l a n  a n d  t o  c o n t r o l  its o p e r a t i o n .  W e  b e l i e v e  the Plan, 
as a m e n d e d ,  d o e s  a c c o m p l i s h  this.

C. P r o t e c t i o n  of B e n e f i t s  f r o m  C l a i m s  of C r e d i t o r s  of 
the P u r c h a s e r  or B e n e f i c i a r y

As the Pl a n  p r e s e n t l y  is s t r u c t u r e d ,  j u d g m e n t  
c r e d i t o r s  of the P u r c h a s e r  w i l l  h a v e  no c l a i m  to b e n e f i t s  
u n d e r  a C o n t r a c t .  T h e  o n l y  c r e d i t o r s  of c o n c e r n  w i l l  be 
t h o s e  of the B e n e f i c i a r y .  B e c a u s e  m o s t  B e n e f i c i a r i e s  
w i l l  be m i n o r s ,  c r e d i t o r s  s e e k i n g  t o  e x e c u t e  on t h e i r  
P l a n  b e n e f i t s  p r o b a b l y  s h o u l d  b e  f e w  in number. Thus, 
w h i l e  c r e d i t o r  e x e c u t i o n  m a y  be  a nuisa n c e ,  it is not 
l i k e l y  t o  i m p a i r  the o p e r a t i o n  o f  t h e  Plan. The p r o b l e m  
m a y  b e  e l i m i n a t e d  a l t o g e t h e r  b y  l e g i s l a t i o n  e x e m p t i n g  
b e n e f i t s  u n d e r  C o n t r a c t s  f r o m  e x e c u t i o n .

W h e t h e r  a j u d g m e n t  c r e d i t o r  m a y  levy u p o n
b e n e f i t s  u n d e r  a C o n t r a c t  d e p e n d s  f i r s t  u p o n  w h e t h e r  t h e y  
a r e  p r o p e r t y  of t h e  j u d g m e n t  d e b t o r .  B e n e f i t s  u n d e r  a 
C o n t r a c t  m a y  be t h e  p r o p e r t y  of e i t h e r  t h e  P u r c h a s e r  of 
t h e  C o n t r a c t  or a B e n e f i c i a r y  u n d e r  the C o n t r a c t ,
d e p e n d i n g  on the C o n t r a c t  t e r m s .  A s  the Plan p r e s e n t l y  
is s t r u c t u r e d ,  it d o e s  not a p p e a r  t h a t  t h e  P u r c h a s e r  has 
an y  c o n t i n u i n g  i n t e r e s t  in a C o n t r a c t  t h a t  w o u l d  c a u s e  
b e n e f i t s  u n d e r  the C o n t r a c t  to b e  c o n s i d e r e d  p r o p e r t y  of 
t h e  P u r c h a s e r .  Of c o u r s e ,  if t h e  b e n e f i t s  are n o t  the 
p r o p e r t y  of t h e  P u r c h a s e r ,  t h e y  c a n n o t  be l e v i e d  u p o n  for 
d e b t s  of the P u r c h a s e r .

In m o s t  c a s e s ,  t h e  B e n e f i c i a r y  wi l l  be a m i n o r  
w i t h  no d e b t s  of a t y p e  t h a t  w o u l d  be t h e  s u b j e c t  of a 
j u d g m e n t  c r e d i t o r ' s  e x e c u t i o n .  If a B e n e f i c i a r y  has 
i n c u r r e d  such a debt, t h e  B e n e f i c i a r y ' s  i n t e r e s t  u n d e r  a 
C o n t r a c t  m a y  be s u b j e c t  to e x e c u t i o n ,  b e c a u s e  the
C o n t r a c t  a l l o w s  r e f u n d s  t o  or  r e d e m p t i o n s  by the B e n e f i­
c i a r y  o n  d e m a n d  or  a f t e r  a d e s i g n a t e d  t i m e  period.

W h e t h e r  a j u d g m e n t  c r e d i t o r  m a y  levy u p o n
b e n e f i t s  u n d e r  a C o n t r a c t  a l s o  d e p e n d s  u p o n  w h e t h e r  t h o s e  
b e n e f i t s  are c o n s i d e r e d  p r o p e r t y  s u b j e c t  t o  e x e c u t i o n  
u n d e r  A l a s k a  law. I n s o f a r  as b e n e f i t s  u n d e r  a C o n t r a c t  
a r e  p r o p e r t y  r i g hts, t h e y  l i k e l y  w i l l  be found t o  b e  
w i t h i n  A l a s k a ' s  b r o a d  d e f i n i t i o n  of p e r s o n a l  p r o p e r t y ,  
a n d  th u s  s u b j e c t  to e x e c u t i o n .
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A S  0 9 . 3 5 . 0 7 0  d e s c r i b e s  the p r o p e r t y  that is 
s u b j e c t  to e x e c u t i o n  by a j u d g m e n t  c r e d i t o r  as f ollows:

A l l  go o d s ,  c h a t t e l s ,  mo n e y ,  o r  o t h e r  
p r o p e r t y ,  both real and p e r s o n a l ,  or an 
i n t e r e s t  in the p r o p e r t y  of t h e  j u d g m e n t  
d e b t o r  not e x e m p t  b y  law, and all p r o p e r­
ty a n d  r i g h t s  of p r o p e r t y  s e i z e d  and he l d  
u n d e r  a t t a c h m e n t  in the a c t i o n  a r e  l i a b l e  
t o  e x e c u t i o n .

A S  0 1 . 1 1 0 . 0 6 0 ( 9 )  d e f i n e s  p e r s o n a l  p r o p e r t y  to i n c l u d e  
m o n e y ,  go o d s ,  c h a t t e l s ,  t h i n g s  in a c t i o n ,  and e v i d e n c e s  
of d e bt. M o n e y  h e l d  in e s c r o w  a l s o  is s u b j e c t  to 
e x e c u t i o n  w h e r e  the j u d g m e n t  d e b t o r  p o s s e s s e d  r i g h t s  to 
t h e  e s c r o w e d  funds. H. V o n  G e m m i n g e n  v. F i r s t  N a t i o n a l 
B a n k  of A n c h o r a g e . 789 P . 2d 353 ( A l a s k a  1990). T h e r e  the 
c o u r t  held, " . . . t h a t  'property' l i a b l e  to e x e c u t i o n  
i n c l u d e s  n o t  o n l y  f u n d s  w i t h i n  n a m e d  e s c r o w  a c c o u n t s ,  but 
a l s o  t h e  r i g h t s  of a n d  d u t i e s  o w e d  to  j u d g m e n t  d e b t o r s ,  
p u r s u a n t  t o  t h e  t e r m s  of t h o s e  a c c o u n t s . "  I d . at 356. 
S e e  also, A n c h o r a g e  H e l i c o p t e r  Serv. Inc. v. A n c h o r a g e  W. 
H o t e l . 417 P . 2d 903, 906 (Alaska 1966), w h e r e  the c o u r t  
r e c o g n i z e d  e a r n e d  c o n t r a c t  r i g h t s  t o  w a g e s  as "debts" for 
p u r p o s e s  o f  A.S. 0 9 . 4 0 . 0 4 0 .

C a s e s  in A l a s k a  d o  not a d d r e s s  s p e c i f i c a l l y  
w h e t h e r  i n t e r e s t s  s i m i l a r  to t h o s e  u n d e r  a C o n t r a c t  are 
s u b j e c t  t o  e x e c u t i o n .  At c o m m o n  law, t r u s t s  r e c e i v e d  
p r o t e c t i o n  f r o m  e x e c u t i o n  a b s e n t  a s p e c i f i c  s t a t u t e  
a l l o w i n g  e x e c u t i o n .  How e v e r ,  c e r t a i n  e q u i t a b l e  a c t i o n s  
c o u l d  be u s e d  to r e a c h  a t r u s t  i n t e r e s t .  J u d i c i a l  
d e c i s i o n s  on t h i s  q u e s t i o n  v a r y  c o n s i d e r a b l y  a m o n g  
d i f f e r e n t  j u r i s d i c t i o n s .  F o r  e x a m p l e ,  in T e x a s  no p a r t  
of a s p e n d t h r i f t  t r u s t  e s t a t e  m a y  b e  t a k e n  on e x e c u t i o n  
o r  g a r n i s h m e n t  by c r e d i t o r s  of a b e n e f i c i a r y .  B a n k  of 
D a l l a s  v. R e p u b l i c  N a t i o n a l  B a n k , 5 4 0  S . W . 2 d  499 (Tex. 
Civ. App. 1976), w h i l e  in M a r y l a n d  t h e  r i g h t  t o  t r u s t  
i n c o m e  s u b j e c t  to a s p e n d t h r i f t  c l a u s e  is a p r o p e r t y  
r i g h t  u p o n  w h i c h  c r e d i t o r s  m a y  l e v y  a claim. U n i t e d  
S t a t e s  v. R i g g s  N a t i o n a l  B a n k . 636 F. Supp. 172 (D.D.C. 
1 986). A  j u d g m e n t  c r e d i t o r  in N e w  Y o r k  w a s  a b l e  t o  
e x e c u t e  o n  a r e t i r e m e n t  p r o f i t  s h a r i n g  a c c o u n t  d e s p i t e  
o n e r o u s  t a x  c o n s e q u e n c e s  a n d  p e n a l t i e s  t o  the j u d g m e n t  
d e b t o r  o n  w i t h d r a w a l .  L e a r n e r  v. W i l l i a m s o n  S a v i n g s  
B a n k . 386 N . Y . S . 2 d  906 (N.Y. Civ. Ct. 1976). In M a s s a­
ch u s e t t s ,  t h e  p o w e r  to  r e v o k e  a t r u s t  w a s  h e l d  not t o  b e  
p r o p e r t y  a n d  c o u l d  not be r e a c h e d  b y  c r e d i t o r s .  G e o r g e  
v. K i t c h e n s  b y  R i c e  Bros.. I n c .. 665 F . 2 d  7 (1st Cir.

AFF009D3 15



1981). In o t h e r  i n s t a n c e s  the s u r p l u s  i n c o m e  of a 
s p e n d t h r i f t  t r ust has b e e n  r e a c h e d  b y  c r e d i t o r s .

AS 0 9 . 3 0  p r o v i d e s  m a n y  e x e m p t i o n s  f r o m  e x e c u­
tion, i n c l u d i n g  s e v e r a l  e x e m p t i o n s  for b e n e f i t s  s i m i l a r  
in k i n d  to t h ose u n d e r  C o n t r a c t s .  A S  0 9 . 3 8 . 0 1 5  e x e m p t s  
l o n g e v i t y  b o nus p a y m e n t s ,  l i m i t e d  e n t r y  p e r m i t s ,  a n d  
b e n e f i t s  held in a t e a c h e r s '  or p u b l i c  e m p l o y e e s '  
r e t i r e m e n t  system. AS 0 9 . 3 8 . 0 2 5  e x e m p t s  u n m a t u r e d  l i f e  
i n s u r a n c e  and a n n u i t y  c o n t r a c t s .  How e v e r ,  t h e r e  is n o  
e x e m p t i o n  that w o u l d  c ^ v e r  b e n e f i t s  u n d e r  a C o n t r a c t .  W e  
r e c o m m e n d  that t h e  p r o p o s e d  a m e n d m e n t s  t o  the s t a t u t e s  
g o v e r n i n g  the Pl a n  i n c l u d e  a p r o v i s i o n  to e x e m p t  b e n e f i t s  
u n d e r  C o n t r a c t s  f r o m  e x e c u t i o n .  T h e  e x e m p t i o n  c o u l d  b e  
e s t a b l i s h e d  by a d d i n g  t o  t h e  li s t  of ex e m p t  p r o p e r t y  in 
AS 09. 3 8 . 0 1 5 ,  a p a r a g r a p h  (9) d e s i g n a t i n g  " t u i t i o n  
c r e d i t s  or  a c c o u n t s  e s t a b l i s h e d  p u r s u a n t  to A S  1 4 . 4 0 . 8 0 -
3." T h e  d r a f t  b i l l  ( E x h i b i t  C) c o n t a i n s  this p r o v i s i o n .

A s t a t u t o r y  e x e m p t i o n  of C o n t r a c t  b e n e f i t s  f r o m  
e x e c u t i o n  c o u l d  be a c c o m p a n i e d  by a s t a t e m e n t  in t h e  P l a n  
i t s e l f  that b e n e f i t s  u n d e r  t h e  P l a n  are e x e m p t  f r o m  
e x e c u t i o n .  W h e r e  r e t i r e m e n t  pl a n s ,  w h i c h  in s o m e  
r e s p e c t s  are a n a l o g o u s  t o  t h e  Plan, s p e c i f i c a l l y  h a v e  
s t a t e d  th a t  t h e y  w e r e  n o t  s u b j e c t  t o  e x e c u t i o n  a n d  s t a t e  
la w s  a l s o  p r o v i d e d  an e x e m p t i o n ,  t h e  co u r t s  h a v e  u p h e l d  
t h e  e x e m p t i o n  s t a t u t e  as a c h i e v i n g  a v a l i d  l e g i s l a t i v e  
p u r p o s e .  By a n a l o g y ,  it is l i k e l y  an e x e m p t i o n  f o r  
b e n e f i t s  u n d e r  the P l a n  w o u l d  s u r v i v e  a s i m i l a r  c h a l l e n g e  
b e c a u s e  of t h e  l e g i t i m a t e  l e g i s l a t i v e  p u r p o s e  of p r o m o t­
ing e d u c a t i o n .  T h e  e x e m p t i o n  a l s o  w o u l d  be c o n s i s t e n t  
w i t h  the p u b l i c  p o l i c y  s u p p o r t i n g  t h e  e x i s t i n g  e x e m p t i o n s  
of o c h o r  g o v e r n m e n t a l  e n t i t l e m e n t s  th a t  w e r e  d e s c r i b e d  
a b o v e .

In the a b s e n c e  of a s t a t u t o r y  e x e m p t i o n ,  
w h e t h e r  b e n e f i t s  u n d e r  a C o n t r a c t  a r e  s u b j e c t  to e x e c u­
t i o n  a l s o  m a y  d e p e n d  on  h o w  t h e  P l a n  is s t r u c t u r e d  a n d  
t i e  r e s t r i c t i o n s  p l a c e d  on c a s h  c o n v e r s i o n .  R e s t r i c t i o n s  
u p o n  a p p o i n t m e n t  o f  A l t e r n a t e  B e n e f i c i a r i e s ,  t h e  t r a n s f e r  
of r i g h t s  b e t w e e n  B e n e f i c i a r i e s ,  a n d  c a s h  r e d e m p t i o n ,  m a y  
h e l p  to  fend off a t t e m p t s  at e x e c u t i o n .  H owever, a d d i n g  
r e s t r i c t i o n s  to t h e  a s s i g n m e n t  of r i g h t s  u n d e r  t h e  P l a n  
a n d  to the r e d e m p t i o n  of c r e d i t s  s o l e l y  to t h w a r t  
e x e c u t i o n  m a y  i n t e r f e r e  w i t h  t h e  a c c o m p l i s h m e n t  of m o r e  
i m p o r t a n t  o b j e c t i v e s  of t h e  Plan. T h e  M i c h i g a n  p l a n  
i n c l u d e s  a c l a u s e  s t a t i n g  t h a t  it is the i n t e n t  of t h e  
p a r t i e s  that the c o n t r a c t  is n o t  s u b j e c t  to j u d g m e n t s  or 
a t t a c h m e n t s .  H o w e v e r ,  s u c h  c l a u s e s  m a y  not b e  e f f e c t i v e  
a b s e n t  s t a t u t o r y  s u p p o r t .  F o r  e x a m p l e ,  N e w  Y o r k  c o u r t s
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h a v e  h e l d  i n e f f e c t i v e  a c l a u s e  s e e k i n g  t o  r e s t r i c t  or 
e x e m p t  t r u s t  f u n d s  f r o m  c r e d i t o r s .  N a t i o n a l  Bank of 
N o r t h  A m e r ica v. I n t e r n a t i o n a l  B r o t h e r h o o d  of E l e c t r i c a l  
W o r k e r s  L o c a l  # 3 . 400 N . Y . S . 2 d  482 (N .Y . Sup. Ct. 1977). 
As  s t a t e d  above, w e  r e c o m m e n d  l e g i s l a t i o n  t o  e s t a b l i s h  a 
s t a t u t o r y  e x e m p t i o n  as t h e  m o s t  e f f e c t i v e  m e a n s  of 
p r o t e c t i n g  b e n e f i t s  u n d e r  C o n t r a c t s  f r o m  e x e c u t i o n  by 
j u d g m e n t  c r e d i t o r s .

D. P r o h i b i t i o n  of the R i g h t  to T r a n s f e r

W e  u n d e r s t a n d  t h e  i s s u e  h e r e  to be the e x t e n t  
t o  w h i c h  a B e n e f i c i a r y  s h o u l d  be a l l o w e d  t o  t r a n s f e r  h i s  
or  h e r  i n t e r e s t  as  B e n e f i c i a r y  u n d e r  a C o n t r a c t  to 
a n o t h e r  party. T h i s  is p r i n c i p a l l y  a q u e s t i o n  of p o l i c y  
r a t h e r  t h a n  a l e g a l  issue. H o w e v e r ,  it s h o u l d  be b o r n e  
in m i n d  t h a t  the m o r e  f r e e l y  t r a n s f e r a b l e  a B e n e f i c i a r y ' s  
i n t e r e s t  is, the m o r e  l i k e l y  t h a t  i n t e r e s t  wi l l  be 
c o n s i d e r e d  a p r o p e r t y  r i g h t  s u b j e c t  t o  e x e c u t i o n  by the 
B e n e f i c i a r y ' s  c r e d i t o r s  (see d i s c u s s i o n  u n d e r  I I I . C  
a b o v e ) .  C e r t a i n l y  if t h e r e  is n o  s t a t u t o r y  e x e m p t i o n  
•from e x e c u t i o n  f o r  a B e n e f i c i a r y ' s  i n t e r e s t ,  and t h a t  
i n t e r e s t  is t r a n s f e r a b l e  in e x c h a n g e  for c o n s i d e r a t i o n  
(for e x a m p l e ,  if t h e  i n t e r e s t  m a y  b e  s o l d  or  u s e d  as 
c o l l a t e r a l  for a loan), it is h i g h l y  l i k e l y  that t h e  
B e n e f i c i a r y ' s  i n t e r e s t  w i l l  be s u b j e c t  t o  e x e c u t i o n  by 
t h e  B e n e f i c i a r y ' s  c r e d i t o r s .

E. C o n s t i t u t i o n a l i t y  of R e s i d e n c y  R e q u i r e m e n t

1. C o m p a r i s o n  to  O t h e r  s t a t e s '  T u i t i o n  P l ans a n d  
S t a t u t e s

E a c h  of the t h r e e  s t a t e s  w h o s e  m a t e r i a l s  
w e  r e v i e w e d  in t h i s  r e s p e c t  —  Flo r i d a ,  M i c h i g a n ,  
a n d  O h i o  —  g e n e r a l l y  r e q u i r e s  t h a t  a person, in 
o r d e r  to be a " q u a l i f i e d  b e n e f i c i a r y "  for p u r p o s e s  
of t h e i r  t u i t i o n  p a y m e n t  p l a n ,  m u s t  be a r e s i d e n t  
of t h e  s t a t e  at t h e  t i m e  t h e  p u r c h a s e r  en t e r s  i n t o  
t h e  a d v a n c e  p a y m e n t  c o n t r a c t .

F l o r i d a ' s  p l a n  i d e n t i f i e s  a " b e n e f i c i a r y "  
u n d e r  its " M a s t e r  C o v e n a n t "  as a q u a l i f i e d  b e n e f i­
c i a r y  as d e f i n e d  in S e c t i o n  2 4 0 . 5 5 1 ( 2 ) ( e ), F l o r i d a  
s t a t u t e s  (1989). A  " q u a l i f i e d  b e n e f i c i a r y "  m e a n s  a 
r e s i d e n t  of F l o r i d a  at the t i m e  a p u r c h a s e r  e n t e r s  
i n t o  an a d v a n c e  p a y m e n t  c o n t r a c t  on b e h a l f  of t h e  
r e s i d e n t .  H o w e v e r ,  F l o r i d a  is the o n l y  s tate of 
t h e  t h r e e  t h a t  g o e s  b e y o n d  t h e  p u r e  r e s i d e n c y  s t a n­
dard ;  it p e r m i t s  the i n c l u s i o n  as a q u a l i f i e d
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b e n e f i c i a r y  of a n y  n o n - r e s i d e n t  w h o  is a c h i l d  of a 
n o n - c u s t o d i a l  p a r e n t  w h e n  the n o n - c u s t o d i a l  p a r e n t  
is a r e s i d e n t  of F l o r i d a  at t h e  time such p a r e n t  
e n t e r s  in t o  an a d v a n c e  p a y m e n t  c o n t r a c t  on b e h a l f  
of the child.

O h i o  d e f i n e s  " b e n e f i c i a r y "  u n d e r  its 
P o l i c i e s  and P r o c e d u r e s  as an i n d i v i d u a l  w h o  is a 
r e s i d e n t  of O h i o  and is d e s i g n a t e d  in a c o n t r a c t  as 
the i n d i v i d u a l  e n t i t l e d  to  a p p l y  t u i t i o n  c r e d i t s  
p u r c h a s e d  u n d e r  the c o n t r a c t  to the p a y m e n t  of his 
or h e r  tui t i o n .  U n d e r  S e c t i o n  3334.01(B) of the 
O h i o  s t a t u t e s ,  b e n e f i c i a r y  is d e f i n e d  as a r e s i d e n t  
of O h i o  d e s i g n a t e d  in a t u i t i o n  p a y ment c o n t r a c t  as 
the p e r s o n  e n t i t l e d  t o  a p p l y  t u i t i o n  c r e d i t s .  
U n d e r  the 1990 P r o g r a m  D e s c r i p t i o n  - R e s i d e n c y  
R e q u i r e m e n t s ,  a b e n e f i c i a r y  m u s t  be an O h i o  r e s i­
den t  at the t i m e  of t h e  a c c e p t a n c e  of the c o n t r a c t ,  
and t u i t i o n  c r e d i t s  m a y  o n l y  be p u r c h a s e d  for t h e  
b e n e f i c i a r y  w h i l e  he or she is an Oh i o  r e s i d e n t .  
F u r t h e r ,  p u r c h a s e  of t u i t i o n  c r e d i t s  d o e s  n o t  
g u a r a n t e e  s t a t u s  as a r e s i d e n t  at a state i n s t i t u­
tion of h i g h e r  e d u c a t i o n .

In M i c h i g a n  a c c o r d i n g  to t h e  p u r c h a s e  
p l a n  c o n t r a c t ,  a b e n e f i c i a r y  m u s t  be a M i c h i g a n  
r e s i d e n t  at t h e  t i m e  the c o n t r a c t  is signed. 
M i c h i g a n  r e s i d e n t s  w h o  a r e  l i v i n g  o u t s i d e  t h e  state 
of M i c h i g a n  d u e  to a m i l i t a r y  a s s i g n m e n t  r e m a i n  
M i c h i g a n  r e s i d e n t s  u n t i l  t h e y  ind i c a t e  an i n t e n t  to 
a b a n d o n  t h e i r  d o m i c i l e  in M i c h i g a n  and e s t a b l i s h  a 
n e w  o n e  e l s e w h e r e .

R e s i d e n c y  of t h e  b e n e f i c i a r y  at t h e  time 
of p u r c h a s i n g  t h e  c o n t r a c t  is m a n d a t o r y  as a c o n d i­
tion t o  q u a l i f i c a t i o n  in e a c h  of the t h r e e  states, 
e x c e p t  to t h e  e x t e n t  n o t e d  a b o v e  for c h i l d r e n  of 
n o n - c u s t o d i a l  p a r e n t s  w h o  a r e  F l o r i d a  res i d e n t s .  
N o n e  of the t h r e e  s t a t e s  o t h e r w i s e  a l l o w  a n y  i n d i­
v i d u a l  w h o  is n o t  a r e s i d e n t  to p a r t i c i p a t e  as a 
q u a l i f i e d  b e n e f i c i a r y .

2. E q u a l  P r o t e c t i o n :  C a s e  L a w

A l a s k a  has a d o p t e d  a s l i d i n g  s c ale of 
r e v i e w  r a n g i n g  fr o m  r e l a x e d  s c r u t i n y  t o  st r i c t  
s c r u t i n y  w h i c h  w a s  e s t a b l i s h e d  u n d e r  S t a t e  v. 
E r i c s o n , 571 P . 2d 1 ( A l aska 1978). "The a p p l i c a b l e  
s t a n d a r d  of r e v i e w  for a g i v e n  ca s e  is to b e  d e t e r­
m i n e d  by the i m p o r t a n c e  of the i n d i v i d u a l  ri g h t s
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a s s e r t e d  a n d  by t h e  d e g r e e  of s u s p i c i o n  w i t h  w h i c h  
w e  v i e w  t h e  r e s u l t i n g  c l a s s i f i c a t i o n  s c h e m e " .  
H a r r i s o n  v. S t a t e . 687 P . 2d 332, 340 (Alaska 1984). 
"As t h e  l e v e l  of s c r u t i n y  s e l e c t e d  is h i g h e r  on t h e  
E r i c s o n  sc a l e ,  w e  r e q u i r e  t h a t  t h e  a s s e r t e d  g o v e r n­
m e n t a l  i n t e r e s t  be r e l a t i v e l y  m o r e  c o m p e l l i n g  and 
t h a t  t h e  l e g i s l a t i o n ' s  m e a n s - t o - e n d s  fit be c o r r e­
s p o n d i n g l y  c l o s e r .  On the o t h e r  hand, if r e l a x e d  
s c r u t i n y  is i n d i c a t e d ,  less i m p o r t a n t  g o v e r n m e n t a l  
o b j e c t i v e s  w i l l  s u f f i c e  and a g r e a t e r  d e g r e e  of 
o v e r / o r  u n d e r i n c l u s i v e n e s s  in the m e a n s  to e n d s  fit 
w i l l  b e  t o l e r a t e d .  As a m i n i m u m ,  we r e q u i r e  that 
t h e  l e g i s l a t i o n  be b a s e d  o n  a l e g i t i m a t e  p u b l i c  
p u r p o s e  a n d  t h a t  t h e  c l a s s i f i c a t i o n  'be r e a s o n a b l e ,  
n o t  a r b i t r a r y ,  ... rest u p o n  s o m e  g r o u n d  of d i f f e r­
e n c e  h a v i n g  a f a i r  and s u b s t a n t i a l  r e l a t i o n  to  the 
o b j e c t  of the l e g i s l a t i o n . . . . ' "  Id at 340, c i t i n g  
S t a t e  v. O s t r o s k y . 667 P . 2d 1184, 1192-93 ( A l a s k a  
1983).

" [ T ] h e  m e r e  fact t h a t  a r e g u l a t i o n  a n d  
s t a t u t e  i m p o s e  a c l a s s i f i c a t i o n  d o e s  not in a n d  of 
i t s e l f  v i o l a t e  e q u a l  p r o t e c t i o n . "  W i c k e r s h a m  v. 
S t a t e  C o m m e r c i a l  F i s h e r i e s  E n t r y  C o m m i s s i o n .  680 
P . 2d 1135, 1141 (1984).

T h e  i n t e n s i f i e d  r a t i o n a l  b a s i s  t e s t  
a d o p t e d  i n  A l a s k a  is a m o r e  s t r i n g e n t  s t a t e  e q u a l  
p r o t e c t i o n  t e s t  a n d  is t h e r e f o r e  p e r m i s s i b l e  u n d e r  
t h e  F e d e r a l  e q u a l  p r o t e c t i o n  test.

3. D u e  P r o c e s s :  C a s e  L a w

S u b s t a n t i v e  d u e  p r o c e s s  is d e n i e d  u n d e r  
t h e  A l a s k a  c o n s t i t u t i o n  w h e n  a l e g i s l a t i v e  e n a c t­
m e n t  h a s  n o  r e a s o n a b l e  r e l a t i o n s h i p  to a l e g i t i m a t e  
g o v e r n m e n t a l  p u r p o s e .  S t a t e  v. R i c e . 626 P. 2d 104 
(1981).

4. A n a l y s i s

T h e r e  a r e  no c a s e s  on p o i n t  w i t h  r e s p e c t  
to  t h e  i s s u e  o f  a l l o w i n g  c e r t a i n  n o n r e s i d e n t s  to  be 
b e n e f i c i a r i e s  (such as sons a n d  d a u g h t e r s  of a l u m­
ni) of  a s t a t e  p r o g r a m  su c h  as t h e  a d v a n c e  t u i t i o n  
p a y m e n t  p r o g r a m .  Our a n a l y s i s ,  in the a b s e n c e  of 
a n y  s u c h  c ase, leads us to c o n c l u d e  t h a t  s u c h  
c l a s s i f i c a t i o n  w o u l d  not v i o l a t e  e i t h e r  the A l a s k a  
o r  U n i t e d  S t a t e s  e q ual p r o t e c t i o n  or d u e  p r o c e s s  
c l a u s e s .
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T h e  i n t e r e s t  in q u e s t i o n  (i.e., the
a b i l i t y  to p a r t i c i p a t e  in a p l a n  for the p a y m e n t  in 
a d v a n c e  of the c o s t  of t u i t i o n  at a s t a t e  u n i v e r s i­
ty) d o e s  n o t  a p p e a r  to c o n s t i t u t e  a f u n d a m e n t a l
right, a n d  the c l a s s i f i c a t i o n s  i n v o l v e d  (i.e., 
d i s t i n g u i s h i n g  b e t w e e n  t w o  c l a s s e s  of n o n r e s i d e n t s  
-- t h o s e  w h o  are c h i l d r e n  of a l u m n i  of the u n i v e r­
sity a n d  t h o s e  w h o  a r e  n o t  -- a n d  d i s t i n g u i s h i n g
b e t w e e n  t w o  c l a s s e s  of r e s i d e n t s  —  t h o s e  w h o  are 
a l u m n i  and h a v e  c h i l d r e n  w h o  are n o n r e s i d e n t s  and 
t h o s e  w h o  a r e  not a l u m n i  a n d  ha v e  c h i l d r e n  w h o  are 
n o n r e s i d e n t s )  d o  n o t  fall w i t h i n  t h e  c a t e g o r i e s  of 
s u s p e c t  or q u a s i - s u s p e c t  c l a s s i f i c a t i o n s  f o r  e q u a l  
p r o t e c t i o n  p u r p o s e s .  T h e r e f o r e ,  u n d e r  f e d e r a l  
e q u a l  p r o t e c t i o n  a n a l y s i s ,  the " r a t i o n a l  b a s i s "  
t e s t  w o u l d  apply.

Is t h e r e  a n y  r a t i o n a l  b a s i s  t o  s u p p o r t  
th e  c l a s s i f i c a t i o n s  d e s c r i b e d  a b o v e ?  T h e  a n s w e r  to 
th i s  q u e s t i o n  m u s t  c o m e  f r o m  t h e  c r e a t o r s  of the 
plan. H o w e v e r ,  it m i g h t  be s u g g e s t e d  t h a t  the 
c l a s s i f i c a t i o n  r e w a r d s  a l u m n i  a n d  t h e r e b y  p r o v i d e s  
a d d i t i o n a l  e n c o u r a g e m e n t  f o r  a t t e n d a n c e  at  t h e  
u n i v e r s i t y .  S u p p o r t i n g  the s t a t e  u n i v e r s i t y  is a 
l e g i t i m a t e  s t a t e  i n t e r e s t ,  a n d  p r o v i d i n g  a w a r d s  a n d  
i n c e n t i v e s  for a t t e n d a n c e  t h e r e  is a m e a n s  t o w a r d  
a c h i e v i n g  t h a t  i n t e r e s t .  It is a l s o  a l e g i t i m a t e  
s t a t e  i n t e r e s t  t o  e n c o u r a g e  g r a d u a t e s  f r o m  the 
u n i v e r s i t y  to r e m a i n  in t h e  state; t h i s  i n t e r e s t  
w a s  e x p r e s s e d  a n d  f u r t h e r e d  t h r o u g h  the u s e  of t h e  
f o r g i v e n e s s  f e a t u r e  t h a t  p r e v i o u s l y  a p p l i e d  t o  the 
s t a t e ' s  l o a n  p r o g r a m .  A g a i n ,  p r o v i d i n g  a w a r C s  a n d  
i n c e n t i v e s  for a l u m n i  t o  r e m a i n  in t h e  s t a t e  is a 
m e a n s  t o w a r d  a c h i e v i n g  t h i s  i n t e r e s t .  U n d e r  the 
f e d e r a l  e q u a l  p r o t e c t i o n  a n a l y s i s ,  w e  b e l i e v e  t h a t  
t h e r.e w o u l d  be s u f f i c i e n t  c o n n e c t i o n  b e t w e e n  the 
s t i t e  i n t e r e s t s  i n v o l v e d  a n d  t h e  c l a s s i f i c a t i o n s  
c:.eated t o  d e m o n s t r a t e  a r a t i o n a l  b a s i s  f o r  su c h  
c l a s s i f i c a t i o n s .

T h e  A l a s k a  e q u a l  p r o t e c t i o n  a n a l y s i s  is 
s o m e w h a t  m o r e  d i f f i c u l t .  The i n d i v i d u a l  r i g h t s  
i n v o l v e d ,  f r o m  a c o n s t i t u t i o n a l  p o i n t  of v i e w ,  are 
r e l a t i v e l y  s l i g h t .  T h e s e  c l a s s i f i c a t i o n s  d o  n o t  
b e a r  u p o n  i s s u e s  of l i b e r t y ,  p r o t e c t e d  f r e e d o m s ,  o r  
f u n d a m e n t a l  n e e d s  for s u r v i v a l .  T h e  c l a s s i f i c a­
t i o n s  d o  not e v e n  d e t e r m i n e  a n y  i n d i v i d u a l ' s  r i g h t  
t o  a t t e n d  the s t a t e  u n i v e r s i t y .  T h e  i n d i v i d u a l  
r i g h t s  i n v o l v e d  a r e  n o  m o r e  thar. the a b i l i t y  t o  
p a r t i c i p a t e  in a f i n a n c i n g  plan. F r o m  a c o n s t i t j -



t i o n a l  p o i n t  of view, w e  s u g g e s t  that the c o u r t  
w o u l d  a n a l y z e  a n y  i m p a c t  on t h e s e  r i g h t s  f r o m  the 
m i n i m u m  s c r u t i n y  l evel d e s c r i b e d  in ILa.t;:j.SQn, 
su p r a . A c c o r d i n g l y ,  it w o u l d  be n e c e s s a r y  u n d e r  
A l a s k a ' s  e q u a l  p r o t e c t i o n  a n a l y s i s  to d e m o n s t r a t e  
that the c l a s s i f i c a t i o n s  a r e  r e a s o n a b l e ,  not a r b i­
trary, and t h a t  th e y  re s t  u p o n  some g r o u n d  of 
d i f f e r e n c e  h a v i n g  a f a i r  and s u b s t a n t i a l  r e l a t i o n  
to the o b j e c t  of the plan. L e s s  i m p o r t a n t  g o v e r n­
men t  o b j e c t i v e s  w i l l  su f f i c e ,  a n d  a g r e a t e r  d e g r e e  
of o v e r  or u n d e r  i n c l u s i v e n e s s  w i l l  be p e r m i t t e d .

As  d i s c u s s e d  above, g o v e r n m e n t  o b j e c t i v e s  
m i g h t  be  s t a t e d  to i n c l u d e  s u p p o r t  for a t t e n d a n c e  
at the s t a t e ' s  u n i v e r s i t y  a n d  e n c o u r a g e m e n t  f o r  
a l u m n i  to r e m a i n  in the s t a t e  a f t e r  g r a d u a t i o n .  
E a c h  of t h e s e  is a l e g i t i m a t e  g o v e r n m e n t  o b j e c t i v e .  
T h e  i n d i v i d u a l  r i g h t s  i n v o l v e d  are r e l a t i v e l y  
sl i ght. W e i g h i n g  the i m p o r t a n c e  to the g o v e r n m e n t  
of the o b j e c t i v e s  x n v o l v e d  a g a i n s t  the r e l a t i v e l y  
s l i g h t  i n d i v i d u a l  r i g h t s  a f f e c t e d ,  we b e l i e v e  t h e  
c o u r t  w o u l d  u p h o l d  t h e  c l a s s i f i c a t i o n  u n d e r  an 
A l a s k a  e q u a l  p r o t e c t i o n  a n a l y s i s .  T h e  c l a s s i f i c a­
tio n s  i n v o l v e d  a p p e a r  to be t a i l o r e d  to p r o m o t e  t h e  
i n t e r e s t s  s t a t e d  and, t h e r e f o r e ,  c o u l d  be s a i d  t o  
be r e a s o n a b l e  a n d  n o t  a r b i t r a r y  and t o  r e s t  u p o n  
so m e  g r o u n d  of d i f f e r e n c e  h a v i n g  a f a i r  a n d  s u b­
st a n t i a l  r e l a t i o n  to the i n t e r e s t s  served.

F o r  t h e  s a m e  r e a s o n s  n o ted a b o v e  u n d e r  
the A l a s k a  e q u a l  p r o t e c t i o n  a n a l y s i s ,  w e  w o u l d  
c o n c l u d e  t h a t  t h e  r e s i d e n c y  c l a s s i f i c a t i o n s  p r o­
p o s e d  for t h e  p l a n  w o u l d  s u r v i v e  a s u b s t a n t i v e  d u e  
p r o c e s s  c h a l l e n g e .

D e s p i t e  o u r  c o n c l u s i o n s  that t h e  p r o p o s e d  
c l a s s i f i c a t i o n s  w o u l d  s u r v i v e  c o n s t i t u t i o n a l  c h a l­
lenge, we s u g g e s t  d e l e t i n g  t h e  s p e c i a l  a l l o w a n c e  
for n o n r e s i d e n t  c h i l d r e n  of r e s i d e n t  a l u m n i  a l­
th o u g h  w e  b e l i e v e  t h a t  t h e  c l a s s i f i c a t i o n  w o u l d  
s u r v i v e  a c o n s t i t u t i o n a l  c h a l l e n g e ,  it d o e s  n e v e r­
t h e l e s s  r a i s e  a n  issue. W e  a r e  of the o p i n i o n  t h a t  
a c h a l l e n g e  on c o n s t i t u t i o n a l  g r o u n d s  w o u l d  fail, 
b u t  w e  c a n n o t  g u a r a n t e e  t h a t  result. It w o u l d  be 
a d v i s a b l e  t o  a v o i d  t h e  e n t i r e  i s s u e  u n l e s s  t h e  p l a n  
a d m i n i s t r a t o r s  a n d  c r e a t o r s  c o n s i d e r  t h e  o b j e c t i v e s  
s e r v e d  by t h e  c l a s s i f i c a t i o n  t o  be s u f f i c i e n t l y  
i m p o r t a n t  t o  w a r r a n t  t h e  r i s k  of a c h a l l e n g e .
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A s  a f i nal matter, we n o t e  t h a t  the 
r e s i d e n c y  p r o v i s i o n s  of the a d v a n c e  t u i t i o n  p a y m e n t  
p l a n  d o  n o t  c o n t a i n  a n y  d u r a t i o n a l  r e s i d e n c y  p r o v i­
s i o n s  (i.e., p r o v i s i o n s  r e q u i r i n g  t h a t  a p e r s o n  
l i v e  in t h e  s t a t e  for a c e r t a i n  p e r i o d  of ti m e  
b e f o r e  b e i n g  a b l e  to q u a l i f y  as a r e s i d e n t ) .  We 
e n c o u r a g e  t h e  p l a n  a d m i n i s t r a t o r s  a n d  c r e a t o r s  to 
k e e p  d u r a t i o n a l  r e s i d e n c y  p r o v i s i o n s  o u t  of the 
plan. S t a t e  a n d  f e d e r a l  c o u r t s  h a v e  r e p e a t e d l y  
s t r i c k e n  t h e s e  p r o v i s i o n s  as v i o l a t i v e  of e q u a l  
p r o t e c t i o n .  If a n y  o t h e r  r e s i d e n c y  d e f i n i t i o n s  are 
t o  b e  c o n s i d e r e d ,  w e  s t r o n g l y  u r g e  t h a t  t h e  d u r a­
ti o n a l  r e s i d e n c y  a s p e c t s  of them, if any, be d e l e t­
ed .

F. D e f i n i t i o n  of E l i g i b l e  I n s t i t u t i o n

T h e  d e f i n i t i o n  of E l i g i b l e  I n s t i t u t i o n  u s e d  in t h e  
A l a s k a  P l a n  is "a n o n - p r o f i t ,  p o s t s e c o n d a r y  i n s t i­
t u t i o n  a p p r o v e d  b y  the U.S. D e p a r t m e n t  of E d u c a t i o n  
f o r  r e c e i p t  of T i t l e  IV funding." T h i s  d e f i n i t i o n  
a p p e a r s  t o  be v e r y  broad. A  c o p y  of the l'.st of 
s u c h  a p p r o v e d  i n s t i t u t i o n s  s h o u l d  be  o b t a i n e d  by 
t h e  U n i v e r s i t y  a n d  r e v i e w e d  to e n s u r e  t h a t  it is 
c o m p a t i b l e  w i t h  t h e  g e n e r a l  p u r p o s e  o f  t h e  A l a s k a  
T r u s t  F u n d  A c t  a n d  t h e  Plan. It is o u r  u n d e r s t a n d­
ing  t h a t  J i m  L y n c h  of the U n i v e r s i t y  is in t h e  
p r o c e s s  of o b t a i n i n g  t h a t  list. W e  w o u l d  li k e  to 
r e v i e w  it as w e l l  in th i s  context.

IV. C O M M E N T S  O N  T E X T  O F  D R A F T  P L A N

A. I n t r o d u c t i o n

In a d d i t i o n  t o  the a n a l y s e s  of l e g a l  is s u e s  
r e l a t e d  t o  t h e  P l a n  t h a t  a p p e a r  in o t h e r  s e c t i o n s  of this 
repo r t ,  w e  h a v e  r e v i e w e d  t h e  text of the P l a n  f o r  c l a r i t y  
a n d  i n t e r n a l  c o n s i s t e n c y .  Th i s  has b e e n  d o n e  w i t h  
a w a r e n e s s  t h a t  t h e  P l a n  w i l l  f u n c t i o n  as a l e g a l  d o c u­
ment, c r e a t i n g  r i g h t s  a n d  o b l i g a t i o n s  a m o n g  P u r c h a s e r s ,  
B e n e f i c i a r i e s  a n d  t h e  U n i v e r s i t y .  So m e  of t h e  f o l l o w i n g  
c o m m e n t s  r e c o m m e n d  s p e c i f i c  c h a n g e s  to t h e  P l a n  text. 
O t h e r s  i d e n t i f y  i s s u e s  r a i s e d  by a p p a r e n t  c o n t r a d i c t i o n s ,  
a m b i g u i t i e s  o r  o m i s s i o n s  in the Plan text, w h o s e  r e s o l u­
tion  m a y  r e q u i r e  p o l i c y  c h o i c e s  by the U n i v e r s i t y .  W e  
are a v a i l a b l e  t o  a s s i s t  in r e v i e w i n g  a n d  c o m m e n t i n g  on 
s u b s e q u e n t  d r a f t s  of t h e  Plan, as the U n i v e r s i t y  m a y  
r e q u i r e .  E x h i b i t  E, a t t a c h e d  to this r e p o r t ,  is a c o p y  
of t h e  d r a f t  P l a n ,  m a r k e d  w i t h  s p e c i f i c  a m e n d m e n t s  b a s e d
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u p o n  our c o m m e n t s  in t h i s  section. A d d i t i o n a l  r e v i s i o n s  
m a y  be r e q u i r e d  to r e f l e c t  the r e s o l u t i o n  of i s s u e s  
i d e n t i f i e d  in o u r  c o m m e n t s .

D. D e f i n i t i o n s

1. B e n e f i c i a r y  a n d  Q u a l i f i e d  B e n e f i c i a r y

It a p p e a r s  that t h ese d e f i n i t i o n s  a r e  
i n t e n d e d  t o  a d d r e s s  t w o  c o n c epts: (j.) a p e r s o n
i d e n t i f i e d  as a b e n e f i c i a r y  in a C o n t ract, a n d  (ii) 
a p e r s o n  w h o  is e l i g i b l e  to r e c e i v e  b e n e f i t s  u n d e r  
a C o n t r a c t .  W e  r e c o m m e n d  that the d e f i n i t i o n  of 
Q u a l i f i e d  B e n e f i c i a r y  be deleted.

2. R e s i d e n t

S e c t i o n  1.22 d e f i n e s  the t e r m  " R e s i d e n t " .  
T h e  d e f i n i t i o n  of R e s i d e n t  is m a d e  o p e r a t i o n a l  b y  
S e c t i o n  2.1 a., w h i c h  s t a t e s  that e l i g i b l e  p a r t i c i­
pa n t s  u n d e r  t h e  P l a n  i n c l u d e  p u r c h a s e r s  of C o n­
tr a c t s  f o r  t h e  b e n e f i t  of a "Resident" o r  an i n d i­
v i d u a l  w h o  is e x p e c t e d  to b e c o m e  a " R e s i d e n t "  p r i o r  
to  r e c e i p t  of b e n e f i t s  u n d e r  the C o n t r a c t ,  or a 
son, d a u g h t e r  o r  l e g a l  w a r d  of a " R e s i d e n t " .  
U l t i m a t e l y ,  the p u r p o s e  of the d e f i n i t i o n  of " R e s i­
de n t "  is t o  p r o v i d e  p a r t  of the c r i t e r i a  for d e t e r­
m i n i n g  w h o  m a y  r e c e i v e  b e n e f i t s  u n d e r  a C o n t r a c t .  
W e  r e c o m m e n d  c o n s i d e r a t i o n  of d e l e t i o n  of t h e  
c o n c e p t  of e l i g i b i l i t y  b a s e d  ei t h e r  u p o n  f u t u r e  
r e s i d e n c y  or h a v i n g  a p a r e n t  or g u a r d i a n  w h o  is a 
r e s i d e n t  f r o m  the d e f i n i t i o n  of R e s i d e n t  o r  e l i m i­
n a t i o n  of t h e  e l i g i b i l i t y  r e q u i r e m e n t  a l t o g e t h e r .  
A c o n c i s e ,  c o n v e n t i o n a l  and l e g a l l y  d e f e n s i b l e  
d e f i n i t i o n  of r e s i d e n c y  w o u l d  be one m o d e l e d  on t h e  
d e f i n i t i o n  in AS 4 3 . 2 3 . 0 9 5  for p u r p o s e s  of P e r m a­
ne n t  F u n d  d i v i d e n d  e l i g i b i l i t y :  an i n d i v i d u a l  w h o  
is p h y s i c a l l y  p r e s e n t  in the state w i t h  t h e  i n t e n t  
to r e m a i n  p e r m a n e n t l y  in the state. T h e  U n i v e r s i t y  
m a y  w i s h  t o  c o n s i d e r  whe t h e r ,  as for r e s i d e n c y  for 
p u r p o s e s  o f  t h e  P e r m a n e n t  Fu n d  d i v i d e n d ,  c e r t a i n  
p e r m i s s i b l e  c a t e g o r i e s  of a b s e n c e s  f r o m  t h e  s t a t e  
s h o u l d  be  p e r m i t t e d  u n d e r  the Plan (the m o s t  o b v i­
ou s  b e i n g  a t t e n d a n c e  at an E l i g i b l e  I n s t i t u t i o n  
o u t s i d e  t h e  state).

H a v i n g  s a i d  all this, our P l a n  a m e n d m e n t  
n e v e r t h e l e s s  i n c o r p o r a t e s  e x i s t i n g  c o n c e p t s  r e­
a r r a n g e d  u n d e r  t h e  d e f i n i t i o n  of B e n e f i c i a r y .
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C. P a r t i c i p a t i o n

W i t h  t h e  c h a n g e  to  t h e  d e f i n i t i o n  o f  B e n e f i c i a­
ry r e c o m m e n d e d  ab o v e ,  the o n l y  p u r p o s e  t h a t  t h i s  s e c t i o n  
seeins t o  s e r v e  is p r o v i d i n g  for b e n e f i t s  t o  p a r t i c i p a n t s  
u n d e r  r e c i p r o c a t i n g  s t a tes' or i n s t i t u t i o n s '  p l a n s .  We 
r e c o m m e n d  t h a t  t h i s  s e c t i o n  be r e v i s e d  t o  r e a d  as 
f o l l o w s :

P a r t i c i p a n t s  in p r e p a i d  t u i t i o n  p r o g r a m s  of 
o t h e r  i n s t i t u t i o n s  or s t a t e s  w h i c h  h a v e  r e c i p­
r o c a l  a d v a n c e  t u i t i o n  p a y m e n t  p l a n  a g r e e m e n t s  
a p p r o v e d  by t h e  B o a r d  m a y  be a w a r d e d  T u i t i o n  
C r e d i t s  u n d e r  t e r m s  a p p r o v e d  by t h e  B o a r d .

T h e  t e r m  P a r t i c i p a n t  is not u s e d  e l s e w h e r e  in t h e  Plan, 
so t h e  d e f i n i t i o n  of P a r t i c i p a n t  in S e c t i o n  1.11 s h o u l d  
be d e l e t e d .

D. P u r c h a s e  of T u i t i o n  C r e d i t s

W e  w o u l d  s u g g e s t  c o n s i d e r a t i o n  o f  a l i m i t  on 
the n u m b e r  of p u r c h a s a b l e  T u i t i o n  C r e d i t s  f o r  a B e n e f i­
c i a r y  h e re. See t h e  d i s c  .ssion of r e d e m p t i o n  b e l o w .

W e  a l s o  r e c o m m e n d  the a d d i t i o n  of a s u b s e c t i o n  
in S e c t i o n  3 p r o v i d i n g  t h a t  the p u r c h a s e  of T u i t i o n  
C r e d i t s  is s u b j e c t  to t h e  t e r m s  a n d  c o n d i t i o n s  of b o t h  
the P l a n  a n d  t h e  C o n t r a c t  b e t w e e n  the U n i v e r s i t y  a n d  the 
P u r c h a s e r .

E. R e d e m p t i o n

W e  b e l i e v e  t h a t  S e c t i o n  4 . 1 . b  is i n t e n d e d  to 
a p p l y  d u r i n g  a t t e n d a n c e  at a n  E l i g i b l e  I n s t i t u t i o n  o t h e r  
t h a n  t h e  U n i v e r s i t y .  If t h a t  is t h e  case, it s h o u l d  be 
s t a t e d  e x p l i c i t l y  in t h i s  s u b s e c t i o n .

S e c t i o n  4.1 o. p r o v i d e s  t h a t  e x c e s s  T u i t i o n  
C r e d i t s  o v e r  t h e  a m o u n t  n e c e s s a r y  f o r  o b t a i n i n g  of a 
d e g r e e  d u r i n g  a s e m e s t e r  m a y  be r e d e e m e d  f o r  a n  a m o u n t  
not t o  e x c e e d  r o o m  a n d  board, fee a n d  b o o k  c o s t s .  O h i o  
c h o o s e s  at the i n i t i a t i o n  of it3 p l a n  n o t  t o  p e r m i t  an 
e x c e s s  t u i t i o n  c r e d i t  buildup-, T h e  a c t u a r i e s  w i l l  no 
d o u b t  c o m m e n t  o n  t h e  a b i l i t y  to p u r c h a s e  T u i t i o n  C r e d i t s  
on an  u n l i m i t e d  basis. A s  a p r a c t i c a l  m a t t e r  c o n s e r v a­
t i s m  m i g h t  s u g g e s t  l i m i t i n g  the a m o u n t  t h a t  m a y  be 
p u r c h a s e d ,  at l e a s t  i n i t i a l l y .
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S e c t i o n  4.1 e. p r o v i d e s  for the e x c e s s  of " C a s h  
V a l u e "  o v e r  " T u i t i o n  V a l u e "  to b e  d i s t r i b u t e d  e q u a l l y  t o  
the G r a d u a t i o n  I n c e n t i v e  A w a r d  A c c o u n t  for t h e  b e n e f i t  of 
the B e n e f i c i a r y  w h o  r e d e e m e d  t h e  T u i t i o n  C r e d i t  a n d  t o  
the P r e p a i d  T u i t i o n  S c h o l a r s h i p  A c c o u n t .  T h e  d e f i n i t i o n  
or " C ash V a l u e "  at 1.5 is p r i n c i p a l  " . . . p l u s  n e t  e a r n i n g s  
and a p p l i c a b l e  f o r f e i t u r e s ,  less e x p e n s e s  of t h e  P l a n . "  
Th e  r e d e m p t i o n  r e q u i r e m e n t s  are e x t r e m e l y  i m p o r t a n t  as 
t h e y  w i l l  p r e s u m a b l y  be  m a d e  t h e  s u b j e c t  of c o n t r a c t s  
w i t h  i n d i v i d u a l  b e n e f i c i a r i e s .  W e  a s s u m e  t h a t  i n c r e a s e  
in m a r k e t  v a l u e  i n v e s t m e n t s  in an  i n d i v i d u a l  a c c o u n t  is 
p a r t  of ’Ca s h  V a l u e . "  C a n  an a c c o u n t  h a v e  a s u r p l u s  if 
the F u n d  >verall is n o t  a c t u a r i a l l y  s o u n d ?  If an o v e r a l l  
fund r e q u i r e m e n t  of ' a c t u a r i a l  s o u n d n e s s '  is c o n s i d e r e d  
n e c e s s a r y ,  t h e  f o l l o w i n g  is s u g g e s t e d :

T h e  B o a r d  m a y  f r o m  t i m e  t o  t i m e  p r o v i d e  for an 
a n n u a l  d i s t r i b u t i o n  of a n y  s u r p l u s  i n  t h e
Fund. S u r p l u s  s h a l l  be t h e  a m o u n t  t h e  a c t u a r y  
a n n u a l l y  d e t e r m i n e s  is the e x c e s s  in t h e  F u n d  
o v e r  t h e  a m o u n t  r e q u i r e d  t o  be m a i n t a i n e d  
t h e r e i n  to  e n s u r e  t h e  a c t u a r i a l  s o u n d n e s s  of 
t h e  Plan. T h e  s u r p l u s  s h a l l  be a l l o c a t e d  p r o  
r a t a  to e a c h  T u i t i o n  C r e d i t  r e d e e m e d  i n  t h e  
y e a r  f o l l o w i n g  d e t e r m i n a t i o n  of t h e  s u r p l u s  
and s h a l l  be d i s t r i b u t e d  e q u a l l y  t o  a G r a d u a­
ti o n  I n c e n t i v e  A w a r d  a c c o u n t  for t h e  b e n e f i t  
of t h e  B e n e f i c i a r y  w h o  r e d e e m e d  t h e  T u i t i o n  
C r e d i t s  a n d  t o  t h e  P r e p a i d  S c h o l a r s h i p  a c ­
count.

T he a c t u a r i e s  w o u l d  n e e d  t o  d e t e r m i n e  w h e t h e r  o v e r a l l
a c t u a r i a l  s o u n d n e s s  w i l l  r e q u i r e  the f o r m u l a  s e t  o u t
above. O u r  r e v i s i o n s  to t h e  D r a f t  P l a n  d o  n o t  c o n t a i n  
t h i s  p r o v i s i o n .  W e  f e l t  t h a t  it w o u l d  be p r e m a t u r e  t o  
i n c l u d e  it in the P l a n  u n t i l  w e  h a d  d i s c u s s e d  t h e  s u b j e c t  
w i t h  C o o p e r s  & L y b r a n d  a n d  the U n i v e r s i t y .

S e c t i o n  4.1 h. s h o u l d  p r o v i d e  t h a t  a n  A l t e r n a t e  
B e n e f i c i a r y  m a y  not r e d e e m  T u i t i o n  C r e d i t s  u n l e s s  t h e  
A l t e r n a t e  B e n e f i c i a r y  p r e s e n t s  p r o o f  s a t i s f a c t o r y  to t h e  
Pl a n  A d m i n i s t r a t o r  t h a t  all p r i o r  B e n e f i c i a r i e s  a r e  
d e c e a s e d ,  w i t h  t h e  d e t e r m i n a t i o n  of t h e  P l a n  A d m i n i s t r a­
tor  c o n c l u s i v e .  A l a s k a ' s  e x p e r i e n c e  m a y  b e  t h a t  A l t e r­
nat e  or  P r i m a r y  B e n e f i c i a r i e s  f r e q u e n t l y  s i m p l y  c a n n o t  be 
found.
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F .  W a i v e r

In a l l  i n s t a n c e s  of w a i v e r  of B e n e f i t s ,  the 
w a i v e r  s h o u l d  be r e q u i r e d  to be w r i t i n g ,  in a f o r m  
a p p r o v e d  by the P l a n  A d m i n i s t r a t o r ,  b e a r i n g  the a c k n o w l­
e d g e d  s i g n a t u r e  of t h e  w a i v i n g  B e n e f i c i a r y .

G. R e f u n d s

S e c t i o n  5.1 a. sh o u l d  be a m e n d e d  t o  p r o v i d e  
t h a t  a r e f u n d  s h o u l d  be m a d e  to the P u r c h a s e r  at any t i m e  
t h e  U n i v e r s i t y  or its s u c c e s s o r  d e t e r m i n e s  to t e r m i n a t e  
t h e  P l a n  for w h a t e v e r  reason. T h e s e  r e a s o n s  c o u l d  
i n c l u d e  a d v e r s e  t a x  r u lings.

W e  w o n d e r  w h e t h e r  it w a s  i n t e n d e d  t h a t  S e c t i o n  
5 . 1 . b  p r o v i d e  for C a s h  V a l u e  to be  r e f u n d e d  to  the 
B e n e f i c i a r y  u p o n  d i s a b i l i t y  w h e t h e r  or not an A l t e r n a t e  
B e n e f i c i a r y  is p r e s e n t .  T h i s  s e ems i n c o n s i s t e n t  w i t h  the 
o t h e r  r e f u n d  p r o v i s i o n s ,  w h i c h  p r o v i d e  for r e f u n d  o n l y  if 
t h e r e  is no A l t e r n a t e  B e n e f i c i a r y .

We r e c o m m e n d  th a t  t h e  U n i v e r s i t y  c o n s i d e r  
a b a n d o n i n g  the C a s h  V a l u e  c o n c e p t  for r e f u n d s  e n t i r e l y .  
In F l o r i d a  the m a x i m u m  r e f u n d  is R e f u n d  V a l u e  w h i c h  is 
m o n e y  p a i d  p l u s  5% c o m p o u n d e d  i n t e r e s t  (See F l o r i d a  
M a s t e r  C o v e n a n t ) .  In M i c h i g a n  it a p p e a r s  to b e  a 
W e i g h t e d  A v e r a g e  T u i t i o n  Cost. In b o t h  c a s e s  a fee is 
p r o v i d e d  for o r  p e r m i t t e d .

In r e s p e c t  of R e f u n d s  a n d  R e d e m p t i o n  t h e r e  is 
t h e  p o l i c y  i s s u e  of w h e t h e r  the Plan, a n d  t h e r e f o r e  the 
l e g i s l a t i o n ,  s h o u l d  p r o v i d e  for S t a t e  l i a b i l i t y  t o  the 
e x t e n t  p o s s i b l e  w i t h o u t  a vote, i.e., by a s t a t e m e n t  of 
l e g i s l a t i v e  i n t e n t  to  r e p l e n i s h  a n y  d e f i c i e n c i e s  in the 
F u n d .

H. T r a n s f e r  of  B e n e f i t s

T h e  r i g h t  t o  s u b s t i t u t e  b e n e f i c i a r i e s  s h o u l d  be 
c l a r i f i e d .  W e  a s s u m e  v i r t u a l l y  u n l i m i t e d  s u b s t i t u t i o n  is 
d e s i r e d  u p  t o  t h e  R e d e m p t i o n  S t a r t  Date. We  w o u l d  
s u g g e s t  c o n s i d e r a t i o n  of l i m i t i n g  A l t e r n a t e  B e n e f i c i a r i e s  
t o  o n e  o r  t w o  at m o s t  t o  a v o i d  c l e r i c a l  p r o b l e m s  l a t t e r  
of d e c e a s e d  o r  i n e l i g i b i l i t y  of p r i o r  b e n e f i c i a r i e s .

In a l l  i n s t a n c e s  of S u b s t i t u t i o n  of B e n e f i c i a­
ry, t h e  s u b s t i t u t i o n  s h o u l d  be r e q u i r e d  to b e  w r i t i n g ,  in 
a f o r m  a p p r o v e d  by  t h e  P l a n  A d m i n i s t r a t o r ,  b e a r i n g  the 
a c k n o w l e d g e d  s i g n a t u r e  of the P u r c h a s e r .  N o  s u b s t i t u t i o n
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s h o u l d  b o  e f f e c t i v e  u n t i l  it has b e e n  r e c e i v e d  by the 
P l a n  A d m i n i s t r a t o r .

T h e  P l a n  a n d  C o n t r a c t  s h o u l d  p r o v i d e  t h a t  if no 
B e n e f i c i a r y  c a n  be l ocated, the P l a n  A d m i n i s t r a t o r  m a y  
d e s i g n a t e  a B e n e f i c i a r y  o r  t e r m i n a t e  t h e  C o n t r a c t .

I. P r e p a i d  T u i t i o n  S c h o l a r s h i p

U n d e r  S e c t i o n  4.1 e., t h e  P r e p a i d  T u i t i o n  
S c h o l a r s h i p  fund w i l l  r e c e i v e  one h a l f  of t h e  e x c e s s  of 
C a s h  V a l u e  o v e r  T u i t i o n  V a l u e  of  T u i t i o n  C r e d i t s  r e d e e m e d  
(the r e f e r e n c e  to S e c t i o n  4 . 1 b .  in S e c t i o n  7.1 s h o u l d  be 
4.1 e . ) .

A t  th i s  t i m e  t h e  w h o l e  c o n c e p t  of d e a l i n g  w i t h  
s u r p l u s ,  a s  in 4.1 e . , w h i c h  p r o v i d e s  f o r  t h e  e x c e s s  of 
the C a s h  V a l u e  o v e r  T u i t i o n  V a l u e  t o  g o  to t h e  two 
a c c o u n t s ,  m a y  n o t  b e  a p p r o p r i a t e .  T h e r e  is n o  d o u b t  
C o o p e r s  & L y b r a n d  as a c t u a r i e s  w i l l  s p e a k  to t h e  s u b j e c t  
m a t t e r .  T o  the e x t e n t  t h a t  the S t a t e  o r  the U n i v e r s i t y  
i n i t i a l l y  fund t h e  s t a r t - u p  c o s t s  of t h e  P l a n  or the 
S t a t e  g u a r a n t e e s  t h e  P l a n  t h r o u g h ,  for e x a m p l e  " m o r a l  
o b l i g a t i o n "  langu a g e ,  it m a y  b e  t h a t  t h e  s u r p l u s  s h o u l d  
b e  p a i d  e i t h e r  to the U n i v e r s i t y  or to t h e  State. It m a y  
a l s o  b e  t h a t  the a c t u a r i e s  d e t e r m i n e  t h a t  s u r p l u s e s  in 
i n d i v i d u a l  a c c o u n t  b a l a n c e s  s h o u l d  be  h e l d  in the P l a n  or  
n o t  d i s t r i b u t e d  m a n d a t o r i l y  o u t s i d e  t h e  Fund.

J. C o n t r a c t s

T h e  s t a t e m e n t  in S e c t i o n  9.2 b. t h a t  an 
A l t e r n a t e  B e n e f i c i a r y  m a y  not c l a i m  a r e f u n d  for T u i t i o n  
C r e d i t s  is i n c o n s i s t e n t  w i t h  S e c t i o n  5 . 1 . g  w h i c h  s a y s  
t h a t  a n  A l t e r n a t e  B e n e f i c i a r y  m a y  n o t  c l a i m  a r e f u n d  
u n l e s s  c e r t a i n  p r i o r  a c t s  h a v e  o c c u r r e d .

K. A d m i n i s t r a t i o n  of t h e  Pl a n

W e  r e c o m m e n d  t h a t  a d m i n i s t r a t i v e  e x p e n s e s  u n d e r  
S e c t i o n  1 0 . 5 . a be  d e t e r m i n e d  b y  t h e  A d m i n i s t r a t i v e  
C o m m i t t e e .  In S e c t i o n  1 0 . 5 . e, w e  s u g g e s t  o m i t t i n g  
e x c l u s i v e  v e n u e  in F a i r b a n k s  for l i t i g a t i o n  a r i s i n g  o u t  
of t h e  Plan.

L. F i d u c i a r i e s

W e  r e c o m m e n d  o m i t t i n g  the i n d e m n i t y  p r o v i s i o n s  
in S e c t i o n  12.2 a n d  12. J o r  p r o v i d i n g  t h a t  t h e y  be 
a c t i v a t e d  l a t t e r  at the U n i v e r s i t y ' s  o p t ion. T h e  d r a f t
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P l a n  p r o v i d e s  for l a t t e r  a c t i v a t i o n .  If t h e s e  p r o v i s i o n s  
a r e  d e e m e d  n e c e s s a r y  they s u o u l d  be left t o  a c o n t r a c t  
w i t h  the fiduciary. A f i d u c i a r y  w i l l  no d o u b t  h a v e  a 
f o r m a t  w h i c h  t h e  U n i v e r s i t y  w i l l  h a v e  to c o n t e n d  with.

M. G e n e r a l

T h e  P l a n  n e e d s  to e s t a b l i s h  i n v e s t m e n t  o b j e c­
t i v e s  for the Fu n d  (see E x h i b i t  A ) . In a d d i t i o n  it w o u l d  
a p p e a r  to be a p p r o p r i a t e  t o  p r o v i d e  in t h e  P l a n  f o r  an 
a n n u a l  a c t u a r i a l  r e v i e w  of t h e  s o u n d n e s s  of  t h e  F u n d  (see 
E x h i b i t  B) .

N. R e p o r t s  and N o t i c e s

P r o v i s i o n  s h o u l d  be m a d e  in S e c t i o n  10 for 
p e r i o d i c  n o t i c e  to  a P u r c h a s e r  o f  the s t a t u s  o f  the 
P u r c h a s e r ' s  a c c o u n t  w i t h  t h e  Plan. P r o v i s i o n  a l s o  s h o u l d  
be m a d e  for n o t i c e  to a P u r c h a s e r  of t h e  e n d  of  the 
p e r i o d  a l l o w e d  for n a m i n g  a B e n e f i c i a r y ,  a n d  n o t i c e  to a 
B e n e f i c i a r y  of the end of t h e  p e r i o d  a l l o w e d  f o r  t h e  use 
of t u i t i o n  credits.

It is a l s o  v e r y  i m p o r t a n t  t h a t  t h e  P u r c h a s e r  be 
m a d e  r e s p o n s i b l e  for n o t i f y i n g  t h e  Pl a n  of a n y  c h a n g e  in 
a d d r e s s  of t h e  P u r c h a s e r  o r  a B e n e f i c i a r y ,  a n d  t h a t  the 
P l a n  p r o v i d e  t h a t  n o t i c e  m a i l e d  to  t h e  m o s t  r e c e n t  
m a i l i n g  a d d r e s s  of a P u r c h a s e r  or B e n e f i c i a r y  in the 
r e c o r d s  m a i n t a i n e d  by  the P l a n  A d m i n i s t r a t o r  be d e e m e d  
s u f f i c i e n t  for all p u r p o s e s .

V. R E C O M M E N D A T I O N S  C O N C E R N I N G  A M E N D I N G  L E G I S L A T I O N

P r o p o s e d  a m e n d m e n t s  t o  t h e  A l a s k a  A c t  are 
a t t a c h e d  as E x h i b i t  C. T h e y  c o n s i s t  p r i m a r i l y  of 
p r o v i d i n g  th a t  the o b l i g a t i o n  of  t h e  U n i v e r s i t y  u n d e r  the 
P l a n  is an u n l i m i t e d ,  g e n e r a l  o b l i g a t i o n  a n d  l a n g u a g e  
c r e a t i n g  a m o r a l  o b l i g a t i o n  o f  t h e  State, W e  a l s o  have 
c o n s i d e r e d  J i m  L y n c h ' s  s u g g e s t i o n  of a c o n t i n u i n g  or 
b l a n k e t  a p p r o p r i a t i o n  to t h e  F u n d  of all e a r n i n g s  t o  pay 
b e n e f i t s  and e x p e n s e s .  W e  r e c o m m e n d  s u c h  a n  a p p r o p r i a­
tion.

VI. P U R C H A S E  C O N T R A C T

A s  p e r  o u r  d i s c u s s i o n s  w i t h  J i m  L y n c h  and 
b e c a u s e  we s h a l l  not ha v e  a c o p y  of the t a x  a n a l y s i s  and 
a c t u a r i a l  a n a l y s i s  b e i n g  p r e p a r e d  by C o o p e r s  & L y b r a n d  
p r i o r  t o  o u r  r e q u i r e d  s u b m i s s i o n  to y o u  b y  F e b r u a r y  25,
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1991, a n d  b e c a u s e  t h o s e  a n a l y s e s  w i l l  h a v e  a c r i t i c a l  
b e a r i n g  on the s t r u c t u r e  of t h e  C o n t r a c t ,  o n l y  a p r e l i m i­
n a r y  d r a f t  of t h e  C o n t r a c t  h a s  b e e n  p r e p a r e d  at th i s  
t i me. O n c e  w e  h a v e  had the o p p o r t u n i t y  t o  r e v i e w  the 
a n a l y s e s  f r o m  C o o p e r s  & L y b r a n d  a n d  h a v e  had f u r t h e r  
d i r e c t i o n  f r o m  the U n i v e r s i t y  as t o  o u r  c o m m e n t s  and 
r e c o m m e n d a t i o n s  r e g a r d i n g  t h e  d r a f t  P l a n  a n d  the U n i v e r­
s i t y  L e g i s l a t i o n ,  w e  s h a l l  p r e p a r e  a d e f i n i t i v e  d r a f t  of 
t h e  C o n t r a c t  for the r e v i e w  of t h e  U n i v e r s i t y .  A  c o p y  of 
t h e  p r e l i m i n a r y  d r a f t  of the C o n t r a c t  is a t t e n d e d  t o  this 
m e m o r a n d u m  as E x h i b i t  D.

VII. A N A L Y S I S  O F  T A X  I S S U E S

A. I n t r o d u c t i o n

A n  i m p o r t a n t  o b j e c t i v e  of t h e  A l a s k a  e d u c a t i o n  
t r u s t  f u n d  (the "Fund") is t o  m a x i m i z e  the i n v e s t m e n t  
r e t u r n  of the F u n d  by  e m p l o y i n g  a s t r u c t u r e  t h a t  w i l l  
c a u s e  i n c o m e  of the F u n d  to b e  e x e m p t  f r o m  f e d e r a l  i n c o m e  
t a x a t i o n .  T h e  f o l l o w i n g  p a r t  of t h i s  r e p o r t  a d d r e s s e s  
w h e t h e r  t h e  i n c o m e  of the F u n d  a s  p r e s e n t l y  s t r u c t u r e d  
w i l l  b e  e x e m p t  f r o m  f e d e r a l  i n c o m e  t a x a t i o n .  It a l s o  
i d e n t i f i e s  c h a n g e s  to  the s t r u c t u r e  of t h e  F u n d  t h a t  
c o u l d  i n c r e a s e  the p r o b a b i l i t y  o f  its a c h i e v i n g  t a x  
e x e m p t  s t a t u s .

T h e r e  are t w o  p o t e n t i a l  s o u r c e s  of i n c o m e  t a x  
e x e m p t i o n  for t h e  Fund. The f i r s t  is t h e  e x e m p t i o n  f r o m  
f e d e r a l  i n c o m e  t a x a t i o n  of an " i n t e g r a l  p a r t "  of the 
s t a t e  o r  a p o l i t i c a l  s u b d i v i s i o n  of the state. T h e  
s e c o n d  is e x e m p t i o n  f r o m  t a x a t i o n  u n d e r  S e c t i o n  115 of 
t h e  I n t e r n a l  R e v e n u e  C o d e  of 1506 ("the Code").

B. E x e m p t i o n  as " I n t e g r a l  P a r t "  of the S t a t e  or a 
P o l i t i c a l  S u b d i v i s i o n  of t h e  S t a t e

S i n c e  1913, the I n t e r n a l  R e v e n u e  S e r v i c e  has 
t r e a t e d  t h e  d i r e c t  i n c o m e  of a s t a t e  or m u n i c i p a l i t y ,  
w h e t h e r  d e r i v e d  f r o m  e s s e n t i a l  o r  n o n e s s e n t i a l  a c t i v i­
ties,  a s  e x e m p t  f r o m  f e d e r a l  i n c o m e  t a x a t i o n .  G C M  14407, 
X I V - 1  C.B. 103 (1935), as s u p e r s e d e d  by  Rev. R u l e  71-131, 
1971 C.B. 28; G C M  37657. T o  b e  e x e m p t  u n d e r  t h i s  rule, 
i n c o m e  m u s t  b e  of an " i n t e g r a l  p a r t "  of a s t a t e  o r  a 
p o l i t i c a l  s u b d i v i s i o n  of t h e  s t a t e .  G C M  39006; G C M  
3 7 6 5 7 ;  G C M  34535.

T h e  F u n d  is e s t a b l i s h e d  as a t r u s t  f u n d  
s e p a r a t e  f r o m  the g e n e r a l  f u n d  of t h e  state. A S  1 4 . 4 0 . 8 -
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03. T h e  C o m m i s s i o n e r  of R e v e n u e  is the t r u s t e e  of the 
F u nd. A S  14 .40.805. T h e  B o a r d  of R e g e n t s  of the 
U n i v e r s i t y  is a u t h o r i z e d  by A S  1 4 . 4 0 . 8 0 9  t o  e n t e r  into 
c o n t r a c t s  for the a d v a n c e  p a y m e n t  of t u i t i o n ,  w i t h  the 
a d v a n c e  t u i t i o n  p a y m e n t s  m a d e  u n d e r  s u c h  c o n t r a c t s  b e ing 
p a i d  i n t o  t h e  Fu n d  u n d e r  AS 14. 4 0 . 8 0 3 .

T o  d e t e r m i n e  w h e t h e r  a s t a t e  g o v e r n m e n t  i n s t r u­
m e n t a l i t y  is an " i n t e g r a l  p a r t "  of a s t a t e  or a p o l i t i c a l  
s u b d i v i s i o n ,  the I n t e r n a l  R e v e n u e  S e r v i c e  has r e f e r r e d  to 
g e n e r a l  c o u n s e l  m e m o r a n d a  c o n c e r n i n g  w h e t h e r  a state 
i n s t r u m e n t a l i t y  w a s  a s e p a r a t e  e n t i t y  e l i g i b l e  t o  be a 
S e c t i o n  5 0 1 ( c ) ( 3 )  o r g a n i z a t i o n .  G C M  34502; G C M  34535. 
G C M  3 4 5 0 2  c o n c l u d e d  t h a t  a s t a t e  i n s t r u m e n t a l i t y  w o u l d  
h a v e  s e p a r a t e  e x i s t e n c e  for p u r p o s e s  of S e c t i o n  501(c)(3) 
if it w e r e  a c o r p o r a t i o n ,  a t r u s t  or an a s s o c i a t i o n .  
T h us, n e i t h e r  a c o r p o r a t i o n  n o r  a t r u s t  is c o n s i d e r e d  to 
be  an i n t e g r a l  p a r t  of the s t a t e  for p u r p o s e s  of tax 
e x e m p t i o n .  G C M  37657; G C M  34704. In c o n t r a s t ,  G C M  34535 
c o n c l u d e d  t h a t  an u n i n c o r p o r a t e d  s t ate d i v i s i o n  of me n t a l  
h e a l t h ,  c r e a t e d  by s t a t u t e  as a u n i t  w i t h i n  a state 
g o v e r n m e n t a l  d e p a r t m e n t ,  a n d  s u b j e c t  to m a n a g e r i a l  
c o n t r o l  by  t h a t  d e p a r t m e n t  c o u l d  not be c o n s i d e r e d  an 
o r g a n i z a t i o n  d e s c r i b e d  in S e c t i o n  5 0 1 ( c ) ( 3 )  of the Code.

B a s e d  u p o n  the a n a l y t i c a l  a p p r o a c h  a d o p t e d  in 
t h e  g e n e r a l  c o u n s e l  m e m o r a n d a  c i t e d  above, w e  b e l i e v e  it 
u n l i k e l y  t h a t  t h e  I n t e r n a l  R e v e n u e  S e r v i c e  w o u l d  find 
t h a t  t h e  Fund, as p r e s e n t l y  e s t a b l i s h e d ,  is a n  i n t e g r a l  
p a r t  of the state. T h e  F u n d  is e s t a b l i s h e d  as a trust, 
a;,d t h e r e f o r e  is l i k e l y  t o  be c o n s i d e r e d  an e n t i t y  
s e p a r a t e  f r o m  the s t a t e  for p u r p o s e s  of (.ax e x e m ption. 
M o r e  s p e c i f i c a l l y ,  t h e  I n t e r n a l  R e v e n u e  S e r v i c e  d e t e r­
m i n e d  t h a t  t h e  M i c h i g a n  E d u c a t i o n  Tr u s t ,  a c o r p o r a t i o n  
c r e a t e d  by the S t r t e  of M i c h i g a n  t o  i m p l e m e n t  and 
a d m i n i s t e r  a c o l l e g e  t u i t i o n  p r e p a y m e n t  p r o g r a m ,  was not 
a n  i n t e g r a l  p a r t  of the S t a t e  of M i c h i g a n .  P r i v a t e  
L e t t e r  R u l i n g  8 8 25027. A l t h o u g h  the M i c h i g a n  e n t i t y  w a s  
e s t a b l i s h e d  as a c o r p o r a t i o n  r a t h e r  t h a n  as an u n i n c o r p o­
r a t e d  t r u s t  like the Fund, the s a l i e n t  c h a r a c t e r i s t i c s  of 
t h e  F u n d  a r e  a n a l o g o u s  to t h o s e  of the M i c h i g a n  E d u c a t i o n  
T r u s t  c i t e d  in P r i v a t e  L e t t e r  R u l i n g  8 8 2 5 0 2 7 :  an a u t o n o­
m o u s  t r u s t e e ,  f u n d s  s e p a r a t e d  f r o m  the s t a t e ' s  g e n e r a l  
fund, a n d  r e s t r i c t i o n s  on the u s e  of F u n d  m o n eys. T h e s e  
s i m i l a r i t i e s  m a k e  it mo s t  l i k e l y  t h a t  t h e  Int e r n a l  
R e v e n u e  S e r v i c e  w o u l d  r e ach the same c o n c l u s i o n  in t h e  
c a s e  of the Fund.

A l t h o u g h  a state i n s t r u m e n t a l i t y  may be an 
e n t i t y  s e p a r a t e  f r o m  the s t a t e  and t h u s  not an int e g r a l
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p a r t  of the s t a t e ,  the e n t i t y  n o n e t h e l e s s  m a y  q u a l i f y  for 
t a x  e x e m p t i o n  as  a p o l i t i c a l  s u b d i v i s i o n  of the state. 
A n  e n t i t y  is a p o l i t i c a l  s u b d i v i s i o n  for this p u r p o s e  if 
i t  m e e t s  the c r i t e r i a  d e t e r m i n i n g  w h e t h e r  an e n t i t y  is a 
p o l i t i c a l  s u b d i v i s i o n  u n d e r  Reg. 1 - 1 0 3 — 1(b) for p u r p o s e s  
of S e c t i o n  103 of the Code. G C M  36994. T h o s e  c r i t e r i a  
a r e  t h a t  t h e  e n t i t y  be d e l e g a t e d  a s u b s t a n t i a l  p o r t i o n  of 
o n e  of the f o l l o w i n g  s o v e r e i g n  powers: t a x a t i o n ,  e m i n e n t  
d o m a i n  or p o l i c e  power. The F u n d  has not b e e n  d e l e g a t e d  
a n y  of t h e s e  p o w e r s .  Indeed, su c h  a d e l e g a t i o n  s e e m s  
i n c o n s i s t e n t  w i t h  t h e  F u n d ' s  p u r p o s e s .  T h e r e f o r e ,  it 
d o e s  n o t  a p p e a r  p o s s i b l e  that the Fu n d  c o u l d  q u a l i f y  for 
t a x  e x e m p t i o n  as a p o l i t i c a l  s u b d i v i s i o n  of t h e  State.

C. E s t a b l i s h i n g  F u n d  as an I n t e g r a l  Part of the U n i­
v e r s i t y

If t h e  F u n d  is to be r e s t r u c t u r e d  t o  i m p r o v e  
i t s  q u a l i f i c a t i o n  for t a x  e x e m p t i o n  as an i n t e g r a l  p a r t  
of t h e  s t a t e  o r  a p o l i t i c a l  s u b d i v i s i o n ,  we e x p e c t  t h a t  
t h e  o p t i o n  of p l a c i n g  the F u n d  u n d e r  the a d m i n i s t r a t i o n  
of t h e  U n i v e r s i t y  i n s t e a d  of in the D e p a r t m e n t  of R e v e n u e  
w i l l  be c o n s i d e r e d .  T h e  U n i v e r s i t y  itself has not b e e n  
d e l e g a t e d  a n y  of t h e  a t t r i b u t e s  of s o v e r e i g n t y  t h a t  w o u l d  
it  c a u s e  it t o  be c o n s i d e r e d  a p o l i t i c a l  s u b d i v i s i o n  of 
t h e  state. C o m p a r e  G C M  36994; G C M  37657. Thus, p l a c i n g  
t h e  F u n d  u n d e r  t h e  a d m i n i s t r a t i o n  of the U n i v e r s i t y  w i l l  
n o t  i n c r e a s e  t h e  p r o b a b i l i t y  of t h e  F u n d  b e i n g  c o n s i d e r e d  
a n  i n t e g r a l  p a r t  of t h e  s t a t e  or a p o l i t i c a l  s u b d i v i s i o n ,  
u n l e s s  the U n i v e r s i t y  it s e l f  w o u l d  be c o n s i d e r e d  an 
i n t e g r a l  p a r t  of t h e  state.

T h e  U n i v e r s i t y  io c r e a t e d  u n d e r  A r t i c l e  VII, 
S e c t i o n s  2 a n d  3 of the A l a s k a  C o n s t i t u t i o n ,  w h i c h  
p r o v i d e :

S e c t i o n  2. S t a t e  U n i v e r s i t y .  T h e  U n i v e r s i t y  
of A l a s k a  is h e r e b y  e s t a b l i s h e d  as the s t a t e  u n i­
v e r s i t y  a n d  c o n s t i t u t e d  a b o d y  c o r p o r a t e .  It shall 
h a v e  t i t l e  to  all r e a l  a n d  p e r s o n a l  p r o p e r t y  n o w  
and h e r e a f t e r  set a s i d e  for or c o n v e y e d  t o  it. Its 
p r o p e r t y  s h a l l  be a d m i n i s t e r e d  and d i s p o s e d  of 
a c c o r d i n g  to law.

S e c t i o n  3. B o a r d  of R e g e n t s  of U n i v e r s i t y .  
The U n i v e r s i t y  of A l a s k a  shall be g o v e r n e d  by  a 
b o a r d  of r e g e n t s .  T h e  r e g e n t s  shall b e  a p p o i n t e d  
by the g o v e r n o r ,  s u b j e c t  to c o n f i r m a t i o n  by a 
m a j o r i t y  of the m e m b e r s  of the l e g i s l a t u r e  in joint 
ses s i o n .  t h e  b o a r d  shall, in a c c o r d a n c e  w i t h  law,
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f o r m u l a t e  p o l i c y  a n d  a p p o i n t  t h e  p r e s i d e n t  of the 
u n i v e r s i t y .  He s h a l l  b e  t h e  e x e c u t i v e  o f f i c e r  of 
t h e  bo a r d .

W h i l e  A r t i c l e  VII, S e c t i o n  2  e s t a b l i s h e s  the 
U n i v e r s i t y  as a " b o d y  c o r p o r a t e , "  t h e  A l a s k a  S u p r e m e  
C o u r t  has d e t e r m i n e d  t h e  U n i v e r s i t y  to b e  a n  i n t e g r a l  
p a r t  of the S t a t e  for p u r p o s e s  of s e v e r a l  s t a t u t e s  
o u t s i d e  t h e  t a x a t i o n  c o n t e x t .  T h e s e  i n c l u d e  p r o c e d u r e s  
g o v e r n i n g  l a w s u i t s  a g a i n s t  t h e  S t a t e ,  U n i v e r s i t y  of 
A l a s k a  v. N a t i o n a l  A i r c r a f t  L e a s i n g .  L t d . , 575 P . 2d 121 
( A l a s k a  .1975); f e d e r a l  c i v i l  r i g h t s  s t a t u t e s ,  B r o w n  v. 
w o o d . 575 P . 2d 121 ( A l a s k a  1978); s t a t u t e s  g o v e r n i n g  
p u b l i c  a c c e s s  to g o v e r n m e n t  d o c u m e n t s ,  C a r t e r  v. A l a s k a  
P u b l i c  E m p l o y e e s  A s s o c i a t i o n . 663 P . 2 d  916 ( A l a s k a  1983); 
a n d  o p e n  m e e t i n g s  laws, U n i v e r s i t y  of A l a s k a  v. 
G e i s t a u t s . 666 P . 2d 424 ( A l a s k a  1983).

T h e  e a r l i e r  t w o  of the a b o v e  a u t h o r i t i e s  w e r e  
c i t e d  t o  t h e  Interna] R e v e n u e  S e r v i c e  in s u p p o r t  of a 
r e q u e s t  for a P r i v a t e  L e t t e r  R u l i n g  t h a t  i n t e r e s t  on 
b o n d s  of t h e  U n i v e r s i t y  of A l a s k a  H e a t i n g  C o r p o r a t i o n  w a s  
e x e m p t  f r o m  f e d e r a l  i n c o m e  t a x a t i o n  b e c a u s e  t h e  b o n d s  
w e r e  i s s u e s  "on b e h a l f  of" t h e  S t a t e  of  A l a s k a .  T o  r e a c h  
t h i s  c o n c l u s i o n ,  it w a s  n e c e s s a r y  f o r  t h o  I n t e r n a l  
R e v e n u e  S e r v i c e  t o  d e t e r m i n e  t h a t  t h e  U n i v e r s i t y  was an  
i n t e g r a l  p a r t  of the State. T h e  I n t e r n a l  R e v e n u e  S e r v i c e  
g r a n t e d  t h e  r e q u e s t e d  r u l i n g ,  s t a t i n g  i t s  r e a s o n i n g  as 
f o l l o w s :

T h e  f o l l o w i n g  f a c t o r s  i n d i c a t e  t h a t  the U n i ­
v e r s i t y  acts as p a r t  of t h e  S t a t e  in t h i s  t r a n s a c­
tion: t h e  U n i v e r s i t y  l a c k s  t h e  i n d e p e n d e n t  p o w e r
to b o r r o w  m o n e y  o r  i s s u e  d e b t  o b l i g a t i o n s  in its 
o w n  name; p r i o r  t o  a n y  c o n s t r u c t i o n  o r  e x p a n s i o n  of 
t h e  plant, t h e  S t a t e  L e g i s l a t u r e  a d o p t s  a r e s o l u­
ti o n  a u t h o r i z i n g  t h e  n o n - p r o f i t  c o r p o r a t i o n  to  sell 
a n d  i s s u e  t h e  b o n d s ;  a n d  t h e  S t a t e  A t t o r n e y  
G e n e r a l ' s  l e t t e r  d a t e d  M a r c h  13, 1979, s t a t i n g  th a t  
l e g a l  t i t l e  t o  t h e  l a n d  u p o n  w h i c h  t h e  h e a t i n g  
p l a n t  is b u i l t  m u s t  a l w a y s  b e  h e l d  b y  t h e  State for 
use b y  t h e  U n i v e r s i t y .

P r i v a t e  L e t t e r  R u l i n g  7 9 2 8 0 6 4 ,  A p r i l  12, 1979, 
p. 5. H o w e v e r ,  o n e  i m p o r t a n t  p r e m i s e  f o r  t h i s  ruling, 
t h e  U n i v e r s i t y ' s  l a c k  of i n d e p e n d e n t  p o w e r  to  b o r r o w  
m o n e y ,  has b e e n  r e m o v e d  by  s u b s e q u e n t  l e g i s l a t i o n  
g r a n t i n g  t h e  U n i v e r s i t y  t h a t  p o w e r .  A S  1 4 . 4 0 . 0 4 0 ( 5 ) .  
E v e n  w i t h o u t  this c h a n g e  i n  t h e  U n i v e r s i t y ' s  powers, w e  
ar e  not c e r t a i n  t h a t  t h e  I n t e r n a l  R e v e n u e  S e r v i c e  w o u l d
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a d h e r e  to its c o n c l u s i o n  in P r i v a t e  L e t t e r  R u l i n g  7928064 
t h a t  the U n i v e r s i t y  w a s  p a r t  of the S t a t e  w h e n  it 
a d d r e s s e d  t h e  q u e s t i o n  of tax e x e m p t i o n  of a t u i t i o n  
p r e p a y m e n t  fund c o n t r o l l e d  by t h e  U n i v e r s i t y .  P l a c i n g  
th e  fund u n d e r  U n i v e r s i t y  a d m i n i s t r a t i o n  m a y  s e r v e  o t h e r  
p u r p o s e s ;  however, we d o  not r e c o m m e n d  t h i s  c h a n g e  be 
u n d e r t a k e n  if its p r i n c i p a l  p u r p o s e  is t o  e n h a n c e  the 
f u n d ' s  q u a l i f i c a t i o n  for tax e x e m p t i o n .

D. E x e m p t i o n  u n d e r  S e c t i o n  115 of the C o d e

S e c t i o n  115(1) of t h e  C o d e  p r o v i d e s  t h a t  g r o s s  
i n c o m e  d o e s  not i n c l u d e  i n c o m e  d e r i v e d  f r o m  a n y  p u b l i c  
u t i l i t y  o r  the e x e r c i s e  of a n y  e s s e n t i a l  g o v e r n m e n t a l  
f u n c t i o n  a c c r u i n g  to  a s t a t e  o r  a n y  p o l i t i c a l  s u b d i v i s i o n  
t h e r e o f .  If an e n t i t y  is not an i n t e g r a l  p a r t  of a 
s t a t e  or a p o l i t i c a l  s u b d i v i s i o n ,  it m a y  b e  t a x  e x e m p t  
u n d e r  S e c t i o n  115(1).

For i n c o m e  (other t h a n  i n c o m e  d e r i v e d  f r o m  a 
p u b l i c  u t i l i t y )  to be e x c l u d e d  f r o m  g r o s s  i n c o m e  u n d e r  
S e c t i o n  115(1) of the Code, it m u s t  be (i) d e r i v e d  f r o m  
t h e  e x e r c i s e  of an e s s e n t i a l  g o v e r n m e n t a l  f u n c t i o n ,  and
(ii) a c c r u e  to a s t a t e  o r  a p o l i t i c a l  s u b d i v i s i o n .  W h i l e  
t h e  r e q u i r e m e n t s  of e s s e n t i a l  g o v e r n m e n t a l  f u n c t i o n  and 
a c c r u a l  a r e  not i n d e p e n d e n t ,  e i t h e r  m a y  b e  so l a c k i n g  
t h a t  t h e  test of S e c t i o n  115(1) is not m e t .  M a r y l a n d
S a v i n c s - S h a r e  I n s u r a n c e  Corp. v. U n i t e d  S t a t e s , 308 F .
Supp. 761, 765 (D. Md. 1970), r e v e r s e d  on o t h e r  g rounds, 
400 U.S. 4 (1970) .

A n a l y z i n g  t h e  a p p l i c a t i o n  of S e c t i o n  115(1) 
b e g i n s  w i t h  t h e  s t a t e m e n t  of t h e  p u r p o s e  of  t h e  s t a t u t e  
in M a r y l a n d  S a v i n q s - S h a r e  I n s u r a n c e  C o r p . :

W h i l e  no l e g i s l a t i v e  h i s t o r y  was c i t e d  by
e i t h e r  p a r t y  it s e e m s  f a i r  to  say t h a t
t h e  p u r p o s e  of t h e  e x e m p t i o n  e n a c t e d  in 
[ S e c t i o n  115(1)] w a s  t o  i n s u r e  t h a t  l o c a l  
g o v e r n m e n t s ,  state, c o u n t y  a n d  m u n i c i p a l ,  
w o u l d  not b e  h a m p e r e d  in t h e  p e r f o r m a n c e  
of t h e i r  f u n c t i o n s  b y  the i m p o s i t i o n  of 
f e d e r a l  i n c o m e  taxes. T h u s  c o n s t r u e d ,  
t h e  d e t e r m i n a t i o n  t h a t  t h e  [ S e c t i o n  1 1 5 ( —
1)] e x e m p t i o n  s h o u l d  b e  e x t e n d e d  t o  a 
t a x p a y e r  r e q u i r e s  the w e i g h i n g  of h o w  
c e n t r a l  t h e  a c t i v i t y  s o u g h t  to be  t a x e d  
is t o  t h e  o p e r a t i o n  of s t a t e  g o v e r n m e n t  
a n d  of h o w  d i r e c t l y  t a x a t i o n  of t h e  in-
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c o m e  of the a c t i v i t y  w i l l  b u r d e n  the 
s t a t e  t r e a s u r y . "

308 F. Supp. 761 , 765. T h e  c o u r t  c o n c l u d e d  that the
e n t i t y  at i s s u e  f a i l e d  the a c c r u a l  t e s t  in S e c t i o n  115(1) 
b e c a u s e  (i) no r e d u c t i o n  in the e a r n i n g s  of the e n t i t y  
d u e  to f e d e r a l  i n c o m e  t a x a t i o n  w o u l d  c a u s e  the state to 
p a y  a n y t h i n g  out t o  the e n t i t y  or its c r e d i t o r s ,  and (ii) 
n o  s t a t e  f u n d s  a r e  p a r t  of the c a p i t a l  t h a t  p r o d u c e s  the 
e n t i t y ' s  income. 308 F . S u p p .  761, 766. T h e  c o urt a l s o  
f o u n d  t h a t  the l a c k  of any s t a t e  i n v e s t m e n t  in the e n t i t y  
i n d i c a t e d  th a t  t h e  e n t i t y  d i d  not p e r f o r m  a n  e s s e n t i a l  
g o v e r n m e n t a l  f u n c t i o n .  I d .

F r o m  M a r y l a n d  S a v i n a s - S h a r e  I n s u r a n c e  C o r p . a n d  
o t h e r  a u t h o r i t i e s ,  it a p p e a r s  t h a t  t h e  a c c r u a l  to the 
s t a t e  o r  p o l i t i c a l  s u b d i v i s i o n  r e q u i r e d  u n d e r  S e c t i o n  
115(1) w i l l  not be  f o u n d  w h e r e  s t a t e  l i a b i l i t y  to s u p p o r t  
t h e  f u n d  is l i m i t e d  o r  a b s ent, and w h e r e  a m o u n t s  in t h e
f u n d  a r e  c o n t r a c t u a l l y  p a y a b l e  t o  p r i v a t e  parties. S e e
a l s o  G C M  39006, G C M  34704. B o t h  of t h e s e  f a c t o r s  
s u p p o r t e d  the r u l i n g  t h a t  the M i c h i g a n  E d u c a t i o n  T r u s t  
w a s  not e x e m p t  u n d e r  S e c t i o n  115(1), a l t h o u g h  in r e a c h i n g  
t h i s  c o n c l u s i o n  t h e  I n t e r n a l  R e v e n u e  S e r v i c e  e x p r e s s l y  
r e l i e d  s o l e l y  on t h e  f a c t  th a t  i n c o m e  of the trust s e r v e d  
p r i v a t e  i n t e r e s t s .  P r i v a t e  L e t t e r  R u l i n g  8825027.

E. C o n c l u s i o n

T h e  m a j o r  i m p e d i m e n t s  t o  t a x  e x e m p t i o n  for t h e
F u n d  a r e  t h e  l e g a l  s e g r e g a t i o n  o f  t h e  fu n d  from o t h e r
s t a t e  g o v e r n m e n t  a s s e t s  (which p r e c l u d e s  the e x e m p t i o n  of 
t h e  f u n d  as an i n t e g r a l  p a r t  of t h e  s t a t e  or a p o l i t i c a l  
s u b d i v i s i o n ) ,  a n d  t h e  l a c k  of c o m m i t m e n t  of the cr e d i t  of 
t h e  s t a t e  or t h e  U n i v e r s i t y  t o  t h e  F u n d ' s  o b l i g a t i o n s  and 
t h e  c o n t r a c t u a l  c o m m i t m e n t  of f u n d  a s s e t s  t o  a limited, 
i d e n t i f i a b l e  c l a s s  of b e n e f i c i a r i e s  (which p r e c l u d e  the 
e x e m p t i o n  of t h e  F u n d  u n d e r  S e c t i o n  115 of the Code). 
G i v e n  t h e  o b j e c t i v e s  of t h e  Fund, t h e  c o n f l i c t  b e t w e e n  a 
s t r u c t u r e  t h a t  w _ 11 s e c u r e  tax e x e m p t i o n  a n d  a s t r u c t u r e  
t h a t  w i l l  m e e t  t h o s e  o b j e c t i v e s  m a y  b e  i r r e c o n c i l a b l e .  
T o  t h e  e x t e n t  t h e y  a r e  c o n s i s t e n t  w i t h  the o b j e c t i v e s  of 
t h e  fund, t h e  f o l l o w i n g  c h a n g e s  w o u l d  a i d  t a x  exemption:

m a k e  t h e  o b l i g a t i o n  t o  p a y  ben e f i t s  a 
g e n e r a l  c o n t r a c t u a l  o b l i g a t i o n  of t h e  University, 
n o t  c o n t i n g e n t  o n  t h e  i n v e s t m e n t  p e r f o r m a n c e  of t h e  
fund. T h i s  o b l i g a t i o n  a l s o  m i g h t  be  s u p p o r t e d  by 
t h e  m o r a l  o b l i g a t i o n  of t h e  state.
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d o  n o t  d e d i c a t e  the fu n d  t o  b e n e f i c i a­
ries, b u t  m a k e  t h e  fund a g e n e r a l  a s s e t  of the 
U n i v e r s i t y ,  i.e., m i n i m i z e  thq t r u s t  a t t r i b u t e s  of 
t h e  fund. Of c o u r s e ,  the U n i v e r s i t y  s t i l l  w o u l d  
m a n a g e  the fund u n d e r  a p p r o p r i a t e  a c t u a r i a l  p r i n c i­
pl e s  t o  a s s u r e  t h e  f i n a n c i a l  v i a b i l i t y  of the 

p r o g r a m .
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E x h i b i t  A

I N V E S T M E N T  P O L I C Y  
[adopted f r o m  S t a n d a r d  & P o o r ' s  "AA" c r i t e r i a ]

1. O b lig a tio n s  o f ,  o r guaranteed as to  
p r in c ip a l and in te re s t by, the U.S. o r any 
agency o r in s tru m e n ta lity  the re o f when such 
o b lig a t io n s  are backed by the f u l l  f a i t h  and 
c re d it  o f  the  U.S.

2. Federal Housing A d m in is tra tio n  deben­
tu re s .

3. O b lig a tio n s  o f government-sponsored 
agencies which are not backed by the f u l l  
f a i t h  and c re d it  o f the U.S. government.

4. Federal funds, unsecured c e r t i f ic a te s  
o f d e p o s it, time depos its , and banke r's  ac ­
ceptances (having m a tu r itie s  o f not more than 
365 days) o f any bank the sho rt-te rm  o b lig a ­
t io n s  o f which are rated in  the second h ig h ­
es t ra t in g  category o f a n a tio n a l ra t in g  s e r ­
v ic e .

5. Deposits which are f u l l y  insured by the 
Federal Deposit Insurance Corp. (FDIC).

6. Debt o b lig a tio n s  ra ted in  the h ig h e s t 
ra t in g  category o f a n a tio n a l ra t in g  s e rv ic e . 
Excluded are s e c u r it ie s  th a t do not have a 
f ix e d  par value and/or whose terms do no t 
promise a f ix e d  d o lla r  amount a t m a tu r ity  o r 
c a l l  da te .

7. Commercial paper (having o r ig in a l  matu­
r i t i e s  o f not more than 365 days) ra te d  in  
the  second h ighest ra t in g  category o f a na­
t io n a l ra t in g  serv ice .

8. Investment in  money market funds ra te d  
in  the h ighes t ra t in g  category o f a n a t io n a l 
ra t in g  s e rv ic e .

9. Repurchase agreements:
A. W ith any in s t i tu t io n  w ith  debt ra te d  in  

the h ighest ra t in g  category o f a n a t io n a l 
ra t in g  se rv ice  or commercial paper ra te d  
in  the  second highest ra t in g  ca tegory  o f a 
n a t io n a l ra t in g  se rv ice .

8. W ith any corpo ra tion  o r o ther e n t i t y  th a t 
f a l l s  under the ju r is d ic t io n  o f the Bank­
ru p tc y  Code provided th a t:
a. The term o f such repurchase agreement 

is  less than one year or due on demand.
b. The tru s te e  o r a th ir d  p a rty  a c t in g  

s o le ly  as agent fo r  the tru s te e  has 
a c tu a l possession o f the c o l la t e r a l .

c. The market value o f the c o l la te r a l  is  
m aintained at acceptable le v e ls  (see 
box fo r  example).

d. F a ilu re  to  m ainta in the re q u is ite  c o l­
la te r a l le ve ls  w i l l  re q u ire  the  t ru s te e  
to  liq u id a te  the c o l la te ra l in m ed ia te -
iy-

e. The repo s e c u r it ie s  must be e i th e r  ob­
lig a t io n s  o f ,  o r f u l l y  guaranteed as to  
p r in c ip a l and in te re s t by, the  U.S. ag­
ency, c e r t if ic a te s  o f depos it o r  banke­
r s '  acceptances.

f .  Repo s e c u r it ie s  are fre e  and c le a r  o f 
any th ird -p a r ty  l ie n  o r c la im .

C. With f in a n c ia l in s t i t u t i o n s  insured by the 
FDIC or any b ro ke r -dea le r w i th " r e t a i l  
customers" which f a l l s  under the J u r i s d i c ­
t i o n  o f the S ecu r i t ie s In ves to rs P ro tec­
t i o n  Corp. (SIPC):
a. The market vatue o f the c o l l a t e r a l is 

main ta ined a t acceptable le ve ls .
b. The tru s te e o r a t h i r d  p a r ty ac t ing 

s o le ly  as agent f o r the t r u s te e has 
ac tua l possession.

c. The t ru s te e has a pe r fe c ted f i r s t  p r i ­
o r i t y  s e c u r i t y  in te re s t in the c o l l a t ­
e ra l .

d. C o l la te r a l i s  free and c le a r of t h i r d -  
p a r ty l ie n s and in the case o f SIPC 
broker was not acquired pursuant to  a 
repo or reverse repo.

e. F a i lu re to main ta in the r e q u is i t e  c o l ­
l a t e r a l percentage w i l l  re qu i re the 
t ru s te e to l iq u id a te  c o l l a t e r a l .

C o lla te ra l le v e ls  fo r  U.S. government s e c u r i­
t ie s *

Remaining m a tu rity
1Yr 5Yrs 10Yrs 15Yrs 30Yrs

or o r or or o r

Frequency of 
v a lu a tio n

Less Less Less Less Less

D a ily ........... 103 106 107 109 116
Weekly......... 104 112 114 120 125
M o n th ly .. . . 107 123 130 133 143
Q u a rte r ly . . 108 125 135 140 150

★Acceptable le v e ls  fo r  o ther c o l la te ra l 
a v a ila b le  upon request.

Assumptions: (1 ) On each v a lu a tio n  date
the market value o f the c o l la te r a l w i l l  be an 
amount equal to  the re q u is ite  c o l la te ra l pe r­
centage o f the o b lig a t io n  ( in c lu d in g  unpaid 
accrued in te re s t )  tha t is  being secured. (2 ) 
The fo llo w in g  re s to ra t io n  pe riods are re ­
q u ire d : one business day fo r  d a i ly  va lu a ­
t io n s ,  two business days fo r  weekly va lua ­
t io n s ,  and one month fo r  monthly and q u a rte r­
ly  va lu a tio n s . (3 ) F a ilu re  to  m ain ta in  the 
re q u is ite  c o l la te r a l percentage a f te r  the 
re s to ra t io n  p e rio d  w i l l  re q u ire  the tru s te e  
to  te rm inate  the repo and, i f  not pa id by the 
counter p a rty  in  fe d e ra l funds against tra n s ­
fe r  o f the repo s e c u r it ie s ,  l iq u id a te  the 
c o l la te r a l.

The t r u s t s h a l l be adm in is tered in a manner 
reasonably designed to be a c tu a r ia l sound 
such th a t the assets o f the t r u s t w i l l  be 
s u f f i c i e n t to de f ra y o b l i g a t io n s of the 
t r u s t .
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