
ALASKA LEGISLATURE COMMITTEE FILES 1993-1994 8672 r
8319 ° SENATE JUDICIARY °



Sponsored by: tones

CITY OF SEWARD, ALASKA
RESOLUTION NO. 94-030

A RESOLUTION OF THE CITY COUNCIL OF THE CITY 
OF SEWARD, ALASKA, SU1TORTING SB 327, ESTABLISHING 

A DIFFERENT TAX LEVY ON RESIDUAL FUEL OIL 
USED IN AND ON WATERCRAFT

WHEREAS, residual fuel oil currently produced by Tesoro Alaska north of Kenai 
is sold as an export product due to the excessive tax on heavy fuels; and

WHEREAS, there is the potential for a market of these fuels in Alaska if the price 
of the fuel can be competitive with prices in Canada; and

WHEREAS, ninety cruise ships will visit the Port of Seward during the summer 
of 1994; and

WHEREAS, these cruise ships are currently purchasing their fuel oil in Canada 
and have indicated a desire to purchase fuel in Alaska; and

WHEREAS, the initial potential is for annual sales of $7,000,000 and employment 
for seven to ten Alaskans;

NOW, THEREFORE, BE IT RESOLVED BY THE CITY COUNCIL OF THE CITY 
OF SEWARD, ALASKA, that:

Section.1. The Seward City Council strongly urges the passage of SB 327, thereby 
reducing the tax on residual fuel oil used in and on watercraft of all descriptions to one 
cent per gallon.

Section 2. Copies of this resolution shall be sent to Governor Waller J. Hickcl, 
Senator Suzanne Little and Representative Gary Davis.

Section.3. This resolution shall take effect immediately upon its adoption.

PASSED AND APPROVED by the City Council of the city of Seward, Alaska, this 
14th day of March, 1994.

THE CITY OF SEWARD, ALASKA



City and Borough of Sitka
304 LAKE STREET. SITKA, ALASKA. 99835

March 21, 1994

The Honorable Ben M. Sharp, Chair 
Senate Transportation Committee 
Alaska State Senate 
Room 514 State Capitol Building 
Juneau, AK 99801-1182

RE; Senate Bill 327 C.S.
Dear Senator Sharp and Transportation Committee:

The City and Borough of Sitka strongly supports the passage of Senate Bill 327 to reduce the 5 cent 
per gallon State tax on marine bunxer fuel. While the State receives very limited revenues from this 
tax, it has made bunker fuel uncompetitive for fueling of cruise ships, which are currently being fueled 
by vendors in Vancouver, British Columbia. If this tax were reduced to one cent per gallon, more 
bunker fuel could be sold, and Sitka and Seward would be able to provide cruise ship refueling 
services which would provide much-needed economic diversification for Sitka.

In response to concerns which have been expressed about Sitka asking for further capital funds to 
develop a fueling facility, this_wouldjot.be the case. .Alaska Pulp Corporation already has the 
necessary fuel storage tanks on site, and Pacific Northern Oil is interested in providing the services 
but is unwilling to proceed if the marine bunker fuel tax is not eliminated or substantially reduced.

If the Sitka fueling facility is developed, potable water and solid waste collection services would also 
be provided. In the long term, these services may result in longer ciuise ship stays. The community 
may also become a charge port with cruise ship passengers flying into Sitka for cruise ship 
connections, which would have major long-term economic impacts sv't.{t increased airline service and 
passenger visits.

Your support for Senate Bill 327 is greatly needed to permit this project to proceed. Sitka can 
commit to not requesting anv capital .funding for the fueling facility if the legislation is approved. 
Please contact me at 747-3294 if you have any additional questions

Sincerely,

—
Gary L. Paxton, Administrator

cc; Commissioner Paul Fuhs; Economic Development Directoi Chris Gates,
.Alaska Dept, of Commerce and Economic Developmcn:
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ALASKA TRUCKING ASSOCIATION POSITION PAPER

TO: Represent?*-tiva Gary Davis
and

Members o f  the  L e g i s l a t u r e

FROM: Frank J.  D i l l o n ,  E x e c u t iv e  D i r e c t o r  Alaska  Trucking
A s s o c i a t i o n ,  Inc.

RE: SUPPORT OF H. B. 453 AND S.B.  327

On b e h a l f  c.. the  300-member companies of  Alaska Trucking
A s s o c i a t i o n ,  Inc .  I ask your support  f or  the  p a s sa g e  of  House B i l l  
453 and corr esp ond ing  Senate  B i l l  327.

H.B. 453 e n t i t l e d  "An Act Amending Motor Fuel  Tax To E s t a b l i s h  A 
D i f f e r e n t  Levee on the  Res idual  Fuel Oil  Used In and On Water Craft  
and Pro v id ing  For An E f f e c t i v e  Date ."  What t h i s  b i l l  b a s i c a l l y  
does i s  reduce the  tax  on heavy bunker f ue l  from 5 - c e n t s  a g a l l o n  
to 1 - c e n t  a g a l l o n .

The reason  t h i s  l e g i s l a t i o n  i s  needed i s  to  br i ng  the  bunker fue l  
p r i c e  down so t h a t  we can compete in  s e l l i n g  f u e l  to  c r u i s e  sh ips  
which v i s i t  Alaska p o r t s .  C u rr en t ly ,  v i r t u a l l y  a l l  the  fu e l  burned 
in A l a s k a ' s  waters  i s  purchased in  B r i t i s h  Columbia.  R e f i n e r s ,  who 
as par t  o f  the  r e f i n i n g  p r o c e s s  are l e f t  w i t h  the  heavy bunker fue l  
c u r r e n t l y  have l i t t l e  or no market in  Alaska tor  th a t  f u e l .

ATA f e e l s  tha t  t h i s  i s  e x a c t l y  the  s o r t  of  b u s i n e s s  r i s k  and
economic endeavor the  s t a t e  of  Alaska sh o u l d  be i n v o l v e d  i n .  We
re c o g n i z e  there  are  r i s k s  i n v o l v e d  i n  the  worse c a s e  s c e n a r i o  the
s t a t e  c ou l d  l o s e  revenue  i f  f u e l  s a l e s  do not  i n c r e a s e  to o f f s e t  
the  r e d u c t i o n  in  the  t a x  r a t e .  We b e l i e v e  t h i s  i s  a l e g i t i m a t e  and 
reas onab le  b u s i n e s s  r i s k  for  the  s t a t e  of  Alaska to  take  in  order  
to expand A l a s k a ' s  job base  and economic a c t i v i t y .

In the  t r u ck i n g  area a lone  we b e l i e v e  t h a t  the  i n c r e a s e d  s a l e s  
a c t i v i t y  wi l l  r e s u l t  ir. 15-25 new and good p a y i n g  jobs in  A la sk a ' s  
t ruck ing  i n d u s t r y .

P l e ase  move t h i s  b i l l .  P l e a s e  support  t h i s  b i l l .  I t ' s  a good 
pi e ce  of  l e g i s l a t i o n .



GREATER SOLDOTNA CHAMBER OF COMMERCE 
RESOLUTION NO. 94-3

A RESOLUTION SUPPORTING THE ADOPTON OF SENATE BILL NO. 327 
’AN ACT AMENDING THE MOTOR FUEL TAX TO ESTABLISH A DIFFERENT TAX 

LEVY ON RESIDUAL FUEL OIL USED IN AND ON-WATERCRAFTS; AND 
PROVIDING FOR AN EFFECTIVE DATE."

WHEREAS, in 1970-72 heavy bunker fuel was sold, to a small market, for 
use instate; and

WHEREAS, in 1972, the present tax was placed on this fuel and all sales 
then ceased, and have remained non-existent since that date; and

WHEREAS, due to the excessive tax on heavy fuels if used instate, heavy 
fules have no instate sales/useage; and

WHEREAS, there is currently the potential for a market of these fuels in 
Alaska, if the price of the fuel can be competitive with prices in Canada; 
and

WHEREAS, Cruiselines have indicated a willingness to purchase Bunker 
fuel in Alaska if the marine fuel tax rate is lowered; and

WHEREAS, the purchase of Bunker fuel by Cruiselines would have a 
positive economic impact to the State of Alaska and the Kenai Peninsula 
Borough,

NOW THEREFORE BE IT RESOLVED THAT THE GREATER SOLDOTNA CHAMBER 
OF COMMERCE urges the Alaska Legislature to adopt Senate Bill No. 327.

ADOPTED this 8th day of March, 1994 at Soldotna, Alaska.

Kurt Eriksson, Vice President
ATTEST:





T h i s  is an e c o n o m i c  d e v e l o p m e n t  p r o p o s a l  w h i c h  c o u l d  r e s u l t  in 
the f o l l o w i n g  b e n e f i t s  co the S t a t e  of A l a s k a :

1. C r e a t i o n  o f  a p p r o x i m a t e l y  e l e v e n  f u l l - t i m e  j o b s  in 
S e w a r d  (eight s e a s o n a l  d r i v e r s  M a y  t h r o u g h  S e p t e m b e r ,  
t w o  d o c k  w a t c h  o p e r a t o r s ,  a n d  o n e  o p e r a t i o n s  
s u p e r v i s o r ) , p l u s  t h r e e  jo b s  in  K e n a i ,

2. I n c r e a s e d  c o m m e r c i a l  t r u c k i n g  a c t i v i t y  at 6 0 , 0 0 0  m e t r i c  
t o n s  o r  a p p r o x i m a t e l y  1 7 , 0 0 0 , 0 0 0  g a l l o n s  e q u a l  13 to 20 
l o a d s  d a i l y  f r o m  M a y  15 u n t i l  S e p t e m b e r  15,

3. C a p i t a l  i n v e s t m e n t  t o t a l l i n g  $ 1 , 2  m i l l i o n  at Seward,
S 5 0 , 000 at Kenai, p l u s  $ 8 0 0 , 0 0 0  W e a v e r  B r o t h e r s  ta n k  
t r u c k  a n d  trailers,

4 . D e v e l o p m e n t  of an ir.-state m a r k e t  f o r  T e s o r c  r e s i d u a l
b u n k e r  f u e l  fr o m  t h e  K e n a i  r e f i n e r y .  T h i s  w i l l  i m p r o v e  
t h e  e c o n o m i c s  o v e r  T e s o r o ' s  c u r r e n t  J a p a n e s e  e x p o r t  
sales, a n d  wi l l  a s s i s t  c o n s u m e r s  b y  s t a b i l i z i n g  T e s o r c  
r e f i n e d  p r o d u c t s '  cost. (This r e s u l t s  f r o m  T e s o r o  
b e i n g  a b l e  co m a r k e t  r e s i d u a l  o i l  d o m e s t i c a l l y  in p l a c e  
o f  e x p o r t i n g  to f o r e i g n  c u s t o m e r s  at a p r i c e  
s i g n i f i c a n t l y  l a s s  t h a n  c r u d e  c o s t ) ,

5. P r o v i d e  t h e  i n c e n t i v e  f o r  the c r u i s e  i n d u s t r y  to fuel
in A l a s k a  as o p p o s e d  to f o r e i g n  p o r t s ,  p r i m a r i l y  
V a n c o u v e r ,  B.C.

I . B A C K G R O U N D

C r u i s e  s h i p s  v i s i t i n g  A l a s k a  u t i l i z e  a v e r y  l o w  g r a d e  of fu e l  oil 
for p r o p u l s i o n .  T h i s  fuel is r e f e r r e d  to as " b u n k e r  f u e l , "  w h i c h  
c a n  be h a n d l e d  m o s t  e f f i c i e n t l y  in the A l a s k a n  c l i m a t e  d u r i n g  the 
s u m m e r  m o n t h s .

C u r r e n t l y ,  t h e  K e n a i  T e s o r o  r e f i n e r y  e x p o r t s  i t s  r e s i d u a l  b u n k e r  
f u e l  o v e r s e a s  to m a r k e t s  in Japan. T h e r e  is c u r r e n t l y  n o  i n ­
s t a t e  m a r k e t  o r  u s e  f o r  b u n k e r  fuels.

T h e  c r u i s e  i n d u s t r y  h a s  h i s t o r i c a l l y  m e t  its d e m a n d s  f o r  b u n k e r  
f u e l  b y  p u r c h a s i n g  i n  V a n c o u v e r ,  B.C., a n d  S e a t t l e .  T h e i r  p r i c e s  
are e s t a b l i s h e d  o f f  S e a t t l e  p o s t i n g s  r e g a r d l e s s  o f  w h e r e  t h e y  
t a k e  p h y s i c a l  d e l i v e r y .

W i t h  t h e  i n c r e a s e  i n  c r u i s e  t r a f f i c  to S o u t h e a s t  a n d  S o u t h  
C e n t r a l  A l a s k a ,  P e t r o  m a r i n e  S e r v i c e s  has undertaker, a d e t e r m i n e d  
e f f o r t  to  d e v e l o p  a m a r k e t  in  A l a s k a  w i t h  t h e  c r u i s e  i n d u s t r y  
u t i l i z i n g  the T e s o r o  b u n k e r  fuel, w h i c h  o t h e r w i s e  w o u l d  be 
s h i p p e d  o v e r s e a s .

T h i s  e f f o r t  h a s  r e s u l t e d  in s e r i o u s  n e g o t i a t i o n s  w i t h  P r i n c e s s  
C r u i s e  L i n e s  a n d  o t h e r  c a r r i e r s .

PETRO MARINE SERVICES
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II. E C O N O M I C  B E N E F I T S

If P r i n c e s s  or  o t h e r  c r u i s e  l i n e s  a g r e e  to p u r c h a s e  the b u n k e r  
fuel in A l a ska, this w o u l d  r e s u l t  ih c a p i t a l  d e v e l o p m e n t  and 
c o n s t r u c t i o n  i n v e s t m e n t  a m o u n t i n g  to a b o u t  $2 , 1  m i l l i o n .  (In 
Seward, it w o u l d  m e a n  $1.2 m i l l i o n  a n d  t h r e e  jobs. In Kenai, it 
w o u l d  m e a n  $ 5 0 0 , 0 0 0  i n  c a p i t a l  i m p r o v e m e n t s ,

The p r o d u c t  w o u l d  b e  l o a d e d  o n  t a n k e r  t r u c k s  in K e n a i  a n d  
t r a n s p o r t e d  to S e w a r d .

The v o l u m e  f o r  all v e s s e l s  c a l l i n g  in S e w a r d  is i n  e x c e s s  of
50,000 m e t r i c  t o n s  o r  a p p r o x i m a t e l y  1 7 , 0 0 0 , 0 0 0  g a l l o n s  a n n u a l l y .  
T h i s  v o l u m e  is e x p e c t e d  to i n c r e a s e  in f u t u r e  y e a r s  a n d  t h e  t r e n d  
is t o w a r d  l a r g e r  v e s s e l s  c a r r y i n g  m o r e  people.

III. P R O B L B M

The c u r r e n t  A l a s k a  s t a t e  m o t o r  fuel t a x  of $ 0 . 0 5 / g a l l o n  is a 
s i g n i f i c a n t  i m p e d i m e n t  co g a i n i n g  the full p o t e n t i a l  of r e s i d u a l  
fuel oil v o l u m e  a v a i l a b l e  at Seward.

We- feel t h a t  the b u l k  of the t o u r  b o a t  fuel b u s i n e s s  c a l l i n g  in  
S e w a r d  c o u l d  be s e r v e d  f r o m  a n  A l a s k a n  s o u r c e  if w e  c a n  g e t  c u r  
p r i c i n g  w i t h i n  a c o m p e t i t i v e  r a n g e  v e r s u s  V a n c o u v e r ,  B.C.

C u r r e n t  h i s t o r y  is s h o w  in E x h i b i t  1. As y o u  car. see, o n  
average, S e w a r d  is $ 0 . 0 8 9 7 / g a l l o n  out of line w i t h  t h e  V a n c o u v e r  
a l t e r n a t e .  Fi v e  c e n t s  p e r  g a l l o n  of th a t  d i f f e r e n c e  is the 
A l a s k a  S t a t e  tax. D i s c u s s i o n s  w i t h  p o t e n t i a l  b u y e r s  h a v e  
i n d i c a t e d  that if w e  c a n  g e t  c l o s e  to the V a n c o u v e r  p r i c i n g ,  we 
wi l l  g e t  t h e  f u e l  b u s i n e s s .  E x h i b i t  2 g r a p h s  t h e  f l u c t u a t i o n s  in 
that p r i c e  d i f f e r e n t i a l .

R e l i e f  of t h e  t a x  c o u l d  b r i n g  in m o r e  t h a n  f i v e  t i m e s  the v o l u m e  
as the S e w a r d  p r i c e  is m a d e  c o m p e t i t i v e  w i t h  V a n c o u v e r .

T he v a s t l y  i n c r e a s e d  v o l u m e  w i l l  m e a n  e c o n o m i c s  of s c a l e  in:

o p r o d u c t  c o s t  
o f r e i g h t
o a m o r t i z a t i o n  of i n v e s t m e n t

T h i s  m e a n s  the s u p p l i e r  c a n  l o o k  at s h a r i n g  t h o s e  e c o n o m i e s  w i t h  
the c u s t o m e r  a n d  g e t  v e r y  c l o s e  to V a n c o u v e r  e c o n o m i e s .  W e  c a n  
sell the r e m a i n i n g  d i f f e r e n c e  w i t h  s u p e r i o r  s e r v i c e  a n d  p r o d u c t  
q uality. (See a t t a c h e d  E x h i b i t s  1, 2 a n d  3.)

- 2 -
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"BUNKER FUEL" I S  DISTINCT IN CHARACTER AND USAGE FROM MOTOR FUEL.
- 3 -

B ur.ker f u e l s  a r e  known i n  t h e  r e f i n i n g  i n d u s t r y  a s  r e s i d u a l  f u e l  
o i l .  T h e y  a r e ,  j u s t  a s  t h e  name i m p l i e s ,  t h e  r e s i d u e  o f  t h e  
r e f i n i n g  p r o c e s s .  When a l l  o f  t h e  d e s i r a b l e  a n d  p r o f i t a b l e  
f u e l s ,  i . e . ,  g a s o l i n e s ,  j e t  f u e l ,  d i e s e l ,  and  h e a t i n g  o i l  h a v e  
b e e n  r e m o v e d ,  t h a t  i s  w h a t  i s  l e f t .

C rude o i l s  v a r y  i n  c h e m i c a l  m a k e -u p  an d  t h e  y i e l d  an d  q u a l i t y  o f
r e s i d u a l  f u e l  may d i f f e r  g r e a t l y  fr o m  o n e  t o  a n o t h e r .  We h a v e  an  
e x c e l l e n t  e x a m p le  r i g h t  h e r e  i n  A l a s k a ;

Cook I n l e t  c r u d e ,  o f  w h i c h  t h e r e  i d  v e r y  l i m i t e d  s u p p l y ,
w i l l  y i e l d  a p p r o x i m a t e l y  28.5%  r e s i d u a l  f u e l  o i l  w i t h  a
s u l p h u r  c o n c e n t  o f  0 .3% . I t  i s  a v e r y  d e s i r a b l e  c r u d e  f o r  
t h i s  r e a s o n ,  b u t  t h e r e  i s  s i m p l y  n o t  e n o u g h  a v a i l a b l e  
s u p p l y .

N o r t h  S l o p e  c r u d e ,  w h ic h  i s  s t i l l  a v a i l a b l e  i n  g r e a t  
a b u n d a n c e ,  w i l l  y i e l d  48% r e s i d u a l  f u e l  o i l  w i t h  a  s u l p h u r  
c o n t e n t  o f  2 .5 % . U n f o r t u n a t e l y ,  t o  h a v e  . l m o s t  h a l f  o f  
e v e r y  b a r r e l  y o u  r e f i n e  e n d s  up a s  a lo w  q u a l i t y  f u e l  f o r  
w h i c h  t h e r e  t r a d i t i o n a l l y  h a s  b e e n  n o  l o c a l  m a r k e t ,  i s  a 
t r e m e n d o u s  e c o n o m i c  d e t r i m e n t  f o r  a n y  com p an y  t o  b e a r .  
C e r t a i n l y  T e s o r o ' s  e a r n i n g s  h a v e  r e f l e c t e d  t h e s e  e c o n o m ic  
r e a l i t i e s  s i n c e  t h e  mid 1 9 8 0 ' s  w hen  i t  s w i t c h e d  t o  A l a s k a  
N o r t h  S l o p e  c r u d e  a s  i t s  p r i m a r y  f e e d  s t o c k .

The q u e s t i o n  m i g h t  b e  a s k e d :  Why i s  t h e r e  n o  l o c a l  m a r k e t  f o r
t h i s  p r o d u c t ?  I t  i s  b e c a u s e  t h e  f u e l  i s  n o r m a l l y  u s e d  i n  l a r g e  
s c a l e  a p p l i c a t i o n s  w h i c h  c a n  a f f o r d  t o  i n v e s t  i n  t h e  e q u ip m e n t  t o  
h a n d l e  t h i s  v i s c o u s  a n d  " d i f f i c u l t  t o  burn"  m a t e r i a l .  P um ping  
ar.d h a n d l i n g  o f  b u n k e r  f u e l  w i l l  r e q u i r e  t h e  m a i n t e n a n c e  o f  t a n k  
and  p i p e l i n e  t e m p e r a t u r e s  o r  a t  l e a s t  1 20  d e g r e e s  F . A t o m i z a t i o n  
f o r  p r o p e r  c o m b u s t i o n  w i l l  r e q u i r e  a p p r o x i m a t e l y  2 00  d e g r e e s  F.

T y p i c a l l y ,  t h e  f u e l  i s  u s e d  i n  u t i l i t i e s  f o r  t h e  p r o d u c t i o n  o f  
s t e a m  c o  t u r n  t u r b i n e s  an d  p r o d u c e  e l e c t r i c i t y .  O t h e r  l a r g e  
a p p l i c a t i o n s  a r e  p a p e r  m i l l s ,  s t e e l  m i l l s ,  an d  c h e m i c a l  p l a n t s .
We h a v e  l i t t l e  m a n u f a c t u r i n g  b a s e  i n  t h e  s t a t e  a n d  m o s t  o f  t h o s e  
t h a t  d o  e x i s t  a r e  w e l l  s e r v e d  b y  c o n v e n i e n t  n a t u r a l  g a s  s u p p l i e s .

PETRO MARINE SERVICES
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THE ECONOMIC O P P O R T U N IT Y

We h a v e  b e f o r e  u s  now a r a r e  o p p o r t u n i t y  t o  d e v e l o p  a  m a r k e t  f o r  
a p r o d u c t  w h i c h  i s ,  c u r r e n t l y ,  an  e c o n o m i c  l i a b i l i t y  t o  o n e  o f  
tw o  m a j o r  i n - s t a t e  r e f i n e r s .  W h i le  t h e  v o lu m e  i s  r.c q u an tu m  l e a p  
s o l u t i o n ,  i t  i s  a b e g i n n i n g  t o  a m a r k e t  t h a t  c l e a r l y  h a s  t h e  
p o t e n t i a l  t o  e x p a n d .

I f  we a r e  a b l e  t o  a c h i e v e  p r i c e  c o m p e t i t i v e n e s s ,  t h e r e  i s  n c  
r e a s o n  t h a t  we c a n n o t  f u e l  t h e  c o a l  s h i p s  c a l l i n g  i n  S e w a r d  o r  
t h e  LNG a n d  c r u d e  v e s s e l s  a t  K e n a i .  T h i s  p o t e n t i a l  new  b u s i n e s s  
o p p o r t u n i t y  n e e d  n o t  b e  l i m i t e d  t o  c r u i s e  v e s s e l s .

To s u m m a r iz e ,  b u n k e r  o r  r e s i d u a l  f u e l  o i l  i s  n o t  a  m o to r  f u e l  b y  
i n d u s t r y  d e f i n i t i o n .  ASTM d e s i g n a t i o n  a n d  "The M an u al o f  O i l  an d  
Gas Term s" b o t h  d e f i n e  t h i s  p r o d u c t  a s  h e a v y ,  h i g h  v i s c o s i t y  o i l  
u s e d  p r i m a r i l y  i n  i n d u s t r y ,  i n  l a r g e  c o m m e r c i a l  b u i l d i n g s ,  and  
f o r  t h e  g e n e r a t i o n  o f  e l e c t r i c i t y .

PETRO MARINE SERVICES

Petroleum Marketing to the M arine Industry
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T H I S  P A C K E T  IS I N F O R M A T I O N  T H A T  S U P P O R T S  
H O U S E  B I L L  453 

A N D
S E N A T E  B I L L  327

T H E  N E W  L E V Y  W I L L  R E D U C E  T H E  T A X  R A T E  
O N  B U N K E R  F U E L  A N D  H E L P  M A K E  T H E  P R I C E  O F  

B U N K E R  F U E L  I N  S E W A R D  C O M P E T I T I V E  W I T H  C A N A D A

3111 •C* Street. Suite 500“
INFORMATION PACKET 0 • Fox (907) 561-6500



r-ipp 09 "?-l 03: 21PM ~EITn .• MARINE hNCH

T H E  S E W A R D  P R O G R A M :  IN  T H E  S P R I N G  O F  1993 P E T R O  M A R I N S  I N V E S T E D  
$ 5 0 9 , 5 0 0  IN A  P U M P I N G / I N L I N E  E L E N D  S Y S T E M  T O  S E L L  S H I P S  B U N K E R S  
IN S E W A R D .  P E T R O  M A R I N E  E S T A B L I S H E D  T H I S  F I R S T  O F  ITS K I N D  
F A C I L I T Y  IN .ALASKA A F T E R  P R I N C E S S  C R U I S E  S I G N E D  A  T H R E E  Y E A R  
C O N T R A C T  TO  3 U Y  A  S P E C I F I E D  M I N I M U M  V O L U M E .  P R I N C E S S  N E E D E D  
B U N K E R S  F O R  V E S S E L  S T A B I L I T Y  A N D  P E T R O  M A R I N E  N E E D E D  A  M I N I M U M  
Q U A N T I T Y  F O R  I T S  R E T U R N  O N  I N V E S T M E N T .  D U R I N G  T H E  1993 S U M M E R  
S E A S O N  P E T R O  M A R I N E  S O L D  4 , 1 0 6 , 8 7 6  G A L L O N S  O F  B U N K E R S  A N D  P A I D  
$ 2 0 5 , 3 4 3 . 8 0  M A R I N E  TAX.

T H E  1 9 9 4  S E A S O N :  T H E  F O U R  M A J O R  C R U I S E  L I N E S  H A V E  T H E  F O L L O W I N G  
R E Q U I R E M N E T  E A C H  S U M M E R  SEASON. ( A 3  O U T  O N E  H A L ?  O F  T H E  PP.INCESS 
A N D  H O L L A N D  F L E E T  C-0 T O  G L A C I E R  3 A Y  A N D  T H E N  R E T U R N  SOUTH)

PORT OF SEWARD MARKET

C R U Z S 3  L I N E

P R I N C E S S  C R U I S E  
H O L L A N D  A M E R I C A  
C R O W N  
R E G E N C Y

S U M M E R  B U N K E R  C O N S U M P T I O N  
T O N S  G A L L O N S

55,855 
55 , 0 0 0  
6, 030 
9, 720

1 5 . 6 3 0 . 0 0 0  (PER LETTER)
1 5 . 0 7 0 . 0 0 0  (PER M E E T I N G )
1 . 6 8 0 . 0 0 0  (PER M E E T I N G )
2 . 6 8 0 . 0 0 0  (PER LETTER)

1 2 6 , 6 0 5 3 5 , 1 1 0 , 0 0 0

S E W A R D  P O T E N T I A L  V O L U M E :  O F  T H E  94 S A I L I N G S  I N T O  S E W A R D ,  64 A R E
B Y  T H E  A B O V E  F O U R  LI N E S .  IF T H E  M O T O R  F U E L  T A X  W A S  R E D U C E D  F R O M  
5 C E N T  P E R  G A L L O N  T O  1.5 C E N T  PER G A L L O N ,  P E T R O  M A R I N E  
R E A L I S T I C A L L Y  E X P E C T S  T O  S E L L  I N  E X C E S S  O F  1 2 , 0 0 0 , 0 0 0  G A L L O N S  O F  
S H I P S  B U N K E R  I N  S E W A R D  D U R I N G  A  S U M M E R  C R U I S E  S E A S O N .  ( N O T E :  T H E  
R E D U C E D  T A X  W O U L D  O N L Y  3E  O N  T H E  R E S I D U A L  P O R T I O N  (32%) O F  T H E  
B U N K E R  F U E L  A N D  T H E  F U L L  5 C E N T S  P E R  G A L L O N  O N  T H E  D I E S E L .  
C O M B I N E D  T A X  R A T E  W O U L D  B E  1.78 C E N T S  P E R  G A L LON)

C R U I S E  L I N E IFO 380 G A L L O N S
T O N S

P R I N C E S S  C R U I S E 3 7 , 8 0 0 1 0 , 3 5 7 , 2 0 0 ( C O N T R A C T  M A X I M U M )

H O L L A N D  A M E R I C A 4 , 0 9 5 1,122,000 (ONE SH I ?  IN SEWARD)

C R O W N 2 , 700 7 4 0 , 0 0 0 (ONE SHIP)

R E G E N C Y 4,050 1 , 1 1 0 , 0 0 0 (TWO SHIPS)

4 8 , 6 4 5 1 3 , 3 2 9 , 2 0 0

P E T R O  M A R I N E  W O U L D  P A Y  A P P R O X I M A T E L Y  $ 2 3 7 , 0 0 0 . 0 0  M A R I N E  T A X  T O  
T H E  S T A T E  O F  A L A S K A  IN 1994. ( $ 3 1 , 6 5 7 . 2 0  O V E R  1993)

PETRO MARINE SERVICES
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S E W A R D  T O T A L  V O L U M E :  W H E N  T H E  S E W A R D  B U N K E R  P R I C E  IS E S T A B L I S H E D  
AS A  C O M P E T I T I V E  PRICE, Y O U  C A N  B U I L D  A  CA S E  T H A T  P E T R O  M A R I N E  M A Y  
3E A B L E  T O  A T T R A C T  A D D I T I O N A L  V O L U M E  F R O M  T H E  F O U R  M A J O R  L I N E S  A N D  
O T H E R S  ( IN O T H E R  W O R D S  B U N K E R  F O R  T H E  R O U N D  TRIP) . O N C E  'THE 
C R U I S E  I N D U S T R Y  S E E S  S E W A R D  A S  T H E I R  B U N K E R  PORT, T H E N  PETRO 
M A R I N E  A L S O  H A S  A N  O P P O R T U N I T Y  T O  S E L L  S T R A I G H T  M A R I N E  D I E S E L  A T  
THE F U L L  5 C E N T  P E R  G A L L O N  TAX* ( C U R R E N T L Y  P U R C H A S E D  IN C A N A D A ) . 
THE F U L L  P O T E N T I A L  O F  T H E  S E W A R D  S A I L I N G S  (94) IS IN T H E  T A B L E  
3 E L O W :

C R U I S E  L I N E IFO 380 M A R I N E G A L L O N S
T O N S D I E S E L

P R I N C E S S  C R U I S E 37,800 N O N E 1 0 , 3  5 7, 2 0 0 ( C O N T R A C T
M A X I M U M )

H O L L A N D  A M E R I C A 16,380 1,260 4 , 3 7 5 , 0 0 0  (TWO SHIPS)

C R O W N 5,400 630 1 , 6 7 3 , 0 0 0  (ONE SHI?)
R E G E N C Y 8,100 1, 620 2 , 7 1 7 , 0 0 0  (TWO SHIPS)
O T H E R 7, 000 3 ,520 3 , 0 0 0 , 0 0 0  (THREE SHIPS)

74,600 7,030 2 2 , 6 2 2 , 2 0 0

ii ii ii ii ii n iinnniiii itiiiinnnnniin

P E T R O  M A R I N E  W O U L D  P A Y  A P P R O X I M A T L E Y  $ 4 7 2 , 6 0 0  M A R I N E  T A X  T O  THE 
S T A T E  O F  A L A S K A .  ( $ 2 6 7 , 2 5 2 . 2 0  O V E R  1993)

U P D A T E  T O  M A Y  1 9 9 3  " P R O P O S A L  T O  D E V E L O P  A N  A L A S K A N  M A R K E T  FOR 
3 U N K E R  FU E L " :

- T E S O R O  I N V E S T E D  $ 7 5 , 0 0 0  IN A  T R U C K  R A C K  L O A D I N G  S Y S T E M  F O R
N OS F U E L  O I L

- P E T R O  M A R I N E  I N V E S T E D  $ 5 0 9 , 5 0 0  O N  A  N E W  P U M P I N G / I N L I N E
B L E N D I N G  S Y S T E M  T O  T H E  A L A S K A  R A I L R O A D  DOCK.

- P E T R O  M A R I N E  E M P L O Y E E D  2 D O C K  W A T C H  O P E R A T O R S .
- W E A V E R  B R O T H E R S  T R U C K I N G  P U R C H A S E D  T W O  T R U C K S  A N D  E M P L O Y E E D

4 D R I V E R S
- T O T A L  S A L E S  F O R  1993 W A S  4 , 1 0 6 , 8 7 6  G A L L O N S , 3 5 6  T R U C K  L O A D S
- T H E  A V E R A G E  P R I C E  D I F F E R E N C E  B E T W E E N  S E W A R D  A N D  V A N C O U V E R

F O R  S H I P  B U N K E R S  IN 1993 W A S  6.08 C U N T S  P E R  G A L L O N

IF P E T R O  M A R I N E  S E T S  A  1994 S A L E S  O B J E C T I V E  O F  1 3 , 0 0 0 , 0 0 0  G A L L O N S :

- P E T R O  M A R I N E  W I L L  H I R E  4 D O C K  W A T C H  O P E R A T O R S  A N D  A
O P E R A T I O N S  S U P E R V I S O R

- T E S O R O  W I L L  U P G R A D E  T H E  T R U C K  L O A D I N G  R A T E  A T  THE
R E F I N E R Y  R A C K

- W E A V E R  W I L L  B U Y  5 A D D I I I O N A L  T R U C K S  A N D  E M P L O Y E E  10
A D D I T I O N A L  D R I V E R S

PETRO MARINE SERVICES
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W H A T  IS S H I P S  H U N K E R S ?

B U N K E R  OIL: F U E L  F O R  TANKER, C A R G O  O R  C R U I S E  S H I P S  D E R I V E D  F R O M  
T H E  3 L E N D  O F  R E S I D U A L  F U E L  O I L  A N D  D I S T I L L A T E  O ILS. T H E  R E S U L T I N G  
3 L E N D  IS D E S C R I B E D  B Y  ITS V I S C O S I T Y .  O N  3 0 A R D  A  SHIP, T H E  B L E N D  
M U S T  3 E  P R S - H E A T E D  A T  T H E  B U R N E R  T O  R E D U C E  T H E  V I S C O S I T Y  F U R T H E R  
F O R  P R O P E R  A T O M I Z A T I O N .

R E S I D U A L  F U E L  OIL: G E N E R A L L Y  A  BLACK, THICK, V I S C O U S ,  SEMIFLUID- 
M A T E R I A L .  IT IS T H E  R E S I D U E  F R O M  C R U D E  O I L  A F T E R  T H E  L I G H T  OILS, 
G A S O L I N E ,  N A P H T H A ,  K E R O S I N E ,  A N D  MID- D I S T I L L A T E S  A R E  E X T R A C T E D  
IN T H E  R E F I N I N G  P R O C E S S .  IT IS A L S O  C A L L E D  R E D U C E D  C R U D E  A N D  N06‘ 
F U E L  OIL. R E S I D U A L  F U E L  O I L  IS L I M I T E D  TO  H E A V Y  C O M M E R C I A L  A N D  
I N D U S T R I A L  U S E  W H E R E  S U F F I C I E N T  H E A T  IS A V A I L A B L E  T O  F L U I D I Z B  F O R  
P U M P I N G  A N D  C O M B U S T I O N .

V I S C O S I T Y :  T H E  V I S C O U S  C O N D I T I O N  OF  R E S I D U A L  F U E L  O I L  IS 3 R C K E N  
D O W N  B Y  U S I N G  M I D - D I S T I L L A T E S  ( N02 D I E S E L  ) O R  O T H E R  V I S C O S I T Y  
B R E A K E R S .  T H E  3 L E N D  IS M E A S U R E D  B Y  A  S P E C I F I C  S T A N D A R D  T H A T  T H E  
R E F I N I N G  A N D  S H I P P I N G  I N D U S T R Y  H A S  F O U N D  TO 3 E  T H E  O P T I M U M  F O R  
E F F I C I E N T  C O M B U S T I O N  A N D  O P E R A T I O N .  T H E  C O M M O N  M A R I N E  3 L E N D S  A R E  
I N T E R M E D I A T E  F U E L  O I L  (IFO) 180 A N D  IFO 380. T H E  N U M B E R S  R E F E R  T O  
T H E  S E C O N D S  IT T A K E S  T H E  B L E N D  T O  PA S S  T H R O U G H  A  M E A S U R I N G  D E V I S E .

A L A S K A :  T E S O R O  IS T H E  O N L Y  A L A S K A  R E F I N E R  T H A T  M U S T  M A R K E T
R E S I D U A L  F U E L  O I L  S I N C E  A L L  O T H E R S  R E - I N J E C T  R E S I D U E  B A C K  IN T O  T H E  
A L Y E S K A  P I P E L I N E .  T H E  O N L Y  A P P L I C A T I O N S  F O R  R E S I D U A L  F U E L  O I L  IN 
A L A S K A  A R E  A S P H A L T  A N D  S H I P S  B U N K E R S .  O U T S I D E  A L A S K A  IT C A N  3E 
U S E D  F O R  R E F I N E R Y  F E E D  S T O C K  ( COKING) B O I L E R  F E E D  F O R  E L E C T R I C  
G E N E R A T I O N  A N D  I N D U S T R I A L  H E A T I N G .

T A X  O N  B U N K E R  F U E L :  T H E  S A L E  O F  T H I S  T Y P E  OF M A R I N E  F U E L  C A N  E A S L Y  
3E E F F E C T E D  B Y  T A X A T I O N .  T H E  S T A T E  O F  C A L I F O N I A  W A S  A  M A J O R  
S U P P L I E R  O F  S H I P S  B U N K E R S  U N T I L  T H E  S T A T S  I M P O S E D  A  8 . 2 5 %  TAX. T H E  
S T A T E  H A S  G O N E  F R O M  3 r d  I N  T H E  W O R L D  TO  22nd. 3 E C A U S E  O F  T H E  
C U R R E N T  A L A S K A  T A X  O F  5 C E N T S  P E R  G A L LON, T H I S  F U E L  IS O N L Y  S O L D  
IN A L A S K A  U N D E R  U N I Q U E  S I T U A T I O N S .  S E E  T H E  A T T A C H E D  A R T I C L E S

R E A S O N S  F O R  B U Y I N G  B U N K E R S  I N  A L A S K A :

- V E S S E L  C H A R T E R E D  B Y  A N  A L A S K A  C O M P A N Y
- V E S S E L  R E Q U I R E S  B U N K E R  F O R  R E T U R N  V O Y A G E  ( S T A B I L I T Y  )
- A N  E M E R G E N C Y
- E R R O R  A T  D E P A R T U R E  P O R T

PETRO MARINE SERVICES
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E X A M P L E  O F  T A X  P O L I C Y  O N  S H I P S  B U N K E R  S A L E S

W E S T C O A S T :  R E S I D U A L  F U E L  O I L  A N D  A N Y  B L E N D E D  V A R I E T Y  S O L D  A S  S H I P S  
B U N K E R S  IS N O T  S U B J E C T  TO  A N Y  E X C I S E  T A X  O U T S I D E  O F  A L A S K A .  
C A L I F O R N I A  I M P O S E D  A  S A L E S  T A X  O N  S H I P S  B U N K E R S  A N D  T H E  M A R K E T  
" D R I E D  UP". T H E  S T O R Y  IS A N  O U T S T A N D I N G  E X A M P L E  OF  H O W  T A X I N G  
P O L I C Y  C A N  I M P A C T  A  M A R K E T .

S O U R C E ;  O I L  P R I C E  I N F O R M A T I O N  S E R V I C E  (OPIS)
4 9 2 - 0 7 - 2 3  1 4 : 4 5 : 0 7  S D T
* * * M A R I N E  F U E L  B U S I N E S S  ' D R Y I N G  UP' IN C A L I F O R N I A :  J O C  R E P O R T S  

T o d a y ' s  J o u r n a l  of  Commerce, i n  a l e a d  art. "a, s a y s  t h a t  t h e  
m a r i n e  fuel b u s i n e s s  ir. C a l i f o r n i a  is d r y i n g  up.

In less t h a n  a year, s a l e s  of m a r i n e  fuel i n  C a l i f o r n i a  h a v e  
s u n k  f r o m  4 m i l l i o n  b b l s  m o n t h l y  to 1 m i l l i o n  b b ls. T h e  r e a s o n  f o r  
the d e c l i n e :  the s t a t e  s a l e s  t a x  o n  [ b u n k e r ] - f u e l  p u r c h a s e s .

T h e  8.25 p e t  t a x  w e n t  in t o  e f f e c t  last J u l y  as a m e c h a n i s m  to 
h e l p  t h e  s t a t e  r a i s e  m o n e y  to c l o s e  a b u d g e t  d e f i c i t .  Ins t e a d ,  t h e  
t a x  h a s  d r i v e n  b u s i n e s s  a w a y  f r o m  C a l i f o r n i a  a n d  is c o s t i n g  t h e  
s t a t e  m o r e  t h a n  S3 m i l l i o n  in lo s t  p a y r o l l  t a x e s  a n d  o t h e r  fees, 
a c c o r d i n g  to a s t u d y  c o m m i s s i o n e d  b y  the P a c i f i c  M e r c h a n t  S h i p p i n g  
A s s o c i a t i o n .

L c s  A n g e l a s  o n c e  r a n k e d  w i t h  R o t t e r d a m  a n d  S i n g a p o r e  as o n e  o f  
the w o r l d ' s  b i g g e s t  m a r i n e  fuel ports, r e p o r t s  t h e  JOC. It 
w o u l d n ' t  m a k e  t h e  t o p  20 today.

5 9 2 - 0 9 - 2 8  1 4 : 4 3 : 5 7  E D T
* * * C A L I ? O R N I A  R E P E A L S  [BUNKER] F U E L  T A X

C a l i f o r n i a  Gov. P e t e  W i l s o n  a p p r o v e d  the r e p e a l  of a m a r i n e  
fu e l  s a l e s  t a x  t h a t  n e a r l y  devastated. S o u t h e r n  C a l i f o r n i a ' s  
[bunker] m a r k e t  b y  d r i v i n g  a w a y  b u s i n e s s ,  the J o u r n a l  of C o m m e r c e  
r e p o r t s  in t o d a y ' s  issue,

T h e  t a x  " p l a c e d  C a l i f o r n i a  b u s i n e s s e s  at a c o m p e t i t i v e  
d i s a d v a n t a g e  w i t h  b u s i n e s s e s  in o t h e r  s t a t e s , "  the g o v e r n o r  s a i d  
in a s t a t e m e n t  a n n o u n c i n g  the r e p e a l .

T h e  r e p e a l  w i l l  t a k e  e f f e c t  J a n u a r y  1, 1993. T h e  8 . 2 5 t a x  o n  
[bunker] fuel w a s  i m p o s e d  a l i t t l e  m o r e  t h a n  a y e a r  ago, as p a r t  
of a n  e f f o r t  to r a i s e  m o n e y  to c l o s e  a h u g e  s t a t e  b u d g e t  d e f i c i t .

T h i s  p a r t i c u l a r  t a x  e n d e d  u p  c o s t i n g  C a l i f o r n i a  [bunker] f u e l  
b u s i n e s s ,  as s h i p s  b u n k e r e d  in a r e a s  w i t h  n o  taxes. L o s  A n g e l e s  
s u n k  f r o m  b e i n g  o n e  of t h e  top t h r e e  [bunker] m a r k e t s  i n  the 
c o u n t r y  to n o t  e v e n  b e i n g  in the t o p  30, the J o u r n a l  of .Commerce 
r e p o r t s .

T H E  C A L I F O R N I A  3 . 2 5 %  D R O V E  B U S I N E S S  AWAY. W I T H  T H E  A L A S K A  R A T E  O F  
13%, 3 U N K E R  S A L E S  I N - S T A T E  A R E  S P E C I A L  C I R C U M S T A N C E S  ONLY. (I.S 
W E A T H E R  E M E R G E N C I E S ,  B A L L A S T  NEEDS, I N - H O U S E  R E Q U I R E M E N T )  T H E R E  
IS N O  "MA R K E T "  P R E S E N T L Y  3 U T  T H E R E  C O U L D  3 E  IF T H E  A L A S K A  M A R I N E  
T A X  O N  H E A V Y  S H I P S  B U N K E R S  W E R E  R E D U C E  T O  1 C E N T  P E R  G A L L O N .  IN 
F A C T  T H E R E  IS A  G O O D  "CASE" FOR T A X  R E V E N U E  G O I N G . U P  IF T H E  T A X  
W E R E  R E D U C E D .

PETRO MARINE SERVICES

Petroleum Marketing to tha Marina Industry
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M em orandum

TO: Senator Bert Sharp, Chairman 
Senate Transportation Committee

FROM: Senator Suzanne Little

DATE: March 9, 1994

RE: SB 327

SB 327 will amend the motor fuel tax to establish a different tax levy on 
residual fuel oil currently produced by Tesoro Alaska north of Kenai. Currently, the 
tax on this fuel, used mostly by cruise ships and other large vessels, is five cents per 
gallon. This bill will change the tax rate for residual fuel oil from the current rate of 
five cents per gallon to one cent per gallon. An economic incentive for cruise ships 
to purchase fuel in Seward would be created by this reduction. We anticipate that 
10-20 jobs would be created on the peninsula by passage of this bill. Additionally, 
because of increased sales of bunker fuel, the state will break even or will have 
increased revenues to the treasury.

Residual fuel oil is the heavy refined hydrocarbon that is the residue from 
crude oil after refined petroleum products have been extracted by the refining 
process. Residual fuel may only be used when sufficient heat is provided to the oil 
to reduce its viscosity and to give it fluid properties sufficient for pumping and 
combustion. These residual fuels are excellent for use in the large cruise ships that 
travel to Alaska.

Because the current tax on the residual fuel is at five cents per gallon, 
companies such as Tesoro Alaska are forced to sell their residual fuel at a loss since 
there is no market for the fuel. By reducing the tax, a market is created with the 
cruise ships; more than 90 cruise ships will be coming into Seward this summer. 
The cruise ships that serve Seward now purchase fuel in Vancouver, British 
Columbia. According to the final report of the Governor’s Task Force on Regulatory 
Reform, if the price for residual fuel can be competitive with prices in Canada, the 
initial potential is for annual sales of $7,000,000 and increased employment for 
Alaskan residents.

I urge the Senate Transportation Committee to Support SB 327.

J a n u a r y - J u n e :  STATE C A P I T O L /  J U N E A U .  A K  >)‘)801 - 1 182 / ( 90" I 465-2828 / Fax: l ‘)07) 465-4779 S e n a * R u b G n u n i i w
l u n e . D e c e m b e r :  54824 K A L I F O R N S K Y  R E A C H  R O A D .  S O L D O T N A .  A K  ! (907) 262-9420 / F A X  ( 90") 262- 188! S e n a J u J k u n ' C o n i m i w
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51 9. Propose a statutory or regulatory change to make marketing of heavy fuels 
(heavy bunker oil) more economically competitive by eliminating or reducing the 
taxes. Statutory reference AS 43.40.1 - May be possible to do by
regulation.

Due to the excessive tax on heavy fuels i f  used instate ($2.10), heavy fuels have 
no instate sales/useage. In 1970-72, heavy bunker fuel was sold, to a small market, fo r  
use instate, by such film s  as Sealand In 1972, the present tax was placed on this fuel. 
All sales then ceased, and have remained non-existent since that date. Currently, there is 
the potential fo r  a market o f these fuels in Alaska, i f  the price o f  the fuel can be 

. competetive with prices in Canada (current fu e l source). The initial potential is fo r  
annual sales o f $7,000,000, and employment fo r  7-10 Alaskans. .Refineries instate do 
produce the heavy bunker fuel, and then it sell as an exported product.

MINING

SI 10. Change the valid timeframe of an Exploration and Reclamation permit from 
one year to five years (DNR). 11 AAC 97.300

Currently permits are only good fo r  one year, and require considerable effort and 
expense in preparation. Exploration and reclamation themselves are likely to span 
several years. Requiring firms to file  anew each year is an unnecessary additional 
expense both for the business enterprise and the State, which does not contribute to either 
the applicant or ADNR.

I f  .ADNR is seeking updated information on changes, then alter the regulations 
to require notification o f  any changes when and i f  changes occur from  those in the 
original approved permit.

SI 11. Add a phrase to 18 AAC 80.020 so that it reads: "Toxic and Other 
Deleterious Organic and Inorganic Substances -Substances shall not exceed Alaska 
Drinking Water Standards (18 AAC 80) or EPA Quality Criteria for Water as 
applicable to substances and use, ie.. i f  the water is not used as a public water system. 
18 A A C  80.020 Source Protection is not the avvlicable use. "

This is recommended in order to get away from effective treated water at the 
source. A.s a result, "raw water" prior to treatment would not have to meet the same 
standards as water taken and treated fo r  public consumption.
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________________________________ COMPONENT SERIAL NO.

EXPENDITURES/REVENUES: (Thousands of Dollars) (inflation not included)

799

OPERATING FY 95 FY 94 FY 97 FY 98 FY 99 FY 00

PERSONAL SERVICES

TRAVEL

CONTRACTUAL

SUPPLIES

EQUIPMENT

LAND & STRUCTURES

GRANTS, CLAIMS

MISCELLANEOUS

TOTAL OPERATING -0 - -0 - -0 - -0 - -0 - -0 -

CAPITAL EXPENDITURE'' -0 - -0 - -0 - -0 - -0 - -0 -

FUNDING: (Thousands of Dollars)

Estimate of current year (FY 94) impact: $ 

POSITIONS:

ANALYSIS: (Attach a separate page if necessary.)

No significant impact is anticipated on the Departi nt of Public Safety.

Prepared By: 
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Date:
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CHAHOE m  REVEN UES ( ) -0 - -0 - -0 - -0 - -0 - -0 -

Rovonoe Code

1002 Federal Receipts

1003 GF Match

1004 GF

1005 GF/Proqram Receipts

1006 GF/MHTIA

Other

TOTAL -0 - -0 - -0 - -0 - -0 - -0 -

FULL-TIME 0 0 0 0 0 0

PART-TIME 0 0 0 0 0 0

TEMPORARY 0 0 0 0 0 0
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"KTN NARCOTICS TEAM” ID :907-247-0073 MAR 3 0 ’94 14:49 No.001 P.02

M arch 10, 1994

To » M E M B E R S  O F  THE OKNfllE JUDICIARY C O M M I T T E E

T hors art) two problem;1. which may ho nddressft) via 1egi s laT. i on. 
Current law mandates that wh*n a largo growing operation ia taken 
down, that all of the plant* bn groomed to the point of the accepted 
market product. This entuilis many personnel hours harvesting, h a n g­
ing, dry i n g  and then plucking the marijuana buds and loaves from > ro

stems*

In essence, police arc being required to finish the illicit p r o c e­
dure of marijuana cultiv a t i o n  just to be able to charge the persons
involved with the approp r i a t e  crime. Even then, if they stall the
trial process, or even Just waiting until the appeal process, the
f i nished product has dried even beyond what would be a salable product 
on the streets and can he as much an half the weight loss of the 
original product.

In a smaller growing operation, this would come into play if the 
suspect were charged with Misconduct Involving a C o n t r o l l e d  Substance
in the F o u r t h  Degree, which ie a class C felony but r o quiroe a suspect
to possess ah least a pound of raari Juana, A S  11 • 71 • 04 0  (a! (3) (f). 
D e p e n d i n g  en when the growing operation is taken down, the i. mount will 
vary. If the harvest har already been made, even a large operation
may not yield a pound of processed and groomed marijuana. The other
end of the spectrum is thnt wo may interdict an operation just getting 
going with h u ndreds of starter plants which when c o mbined would not 
amount to a pound.

It is a waste of enforcement time and resources to process m a r i j u a­
na and could ba greatly simplified if the statute was changed to
simply state that the weight of the cul t i v a t e d  marij u a n a  will be 
c a l c u l a t e d  by w e i g h i n g  the plant after it has been severed from the 
root wad, at the time of seizure. This is the aggregate weight of the 
plant.

The other area of conc e r n  is that a Felony drug sale does not occur 
unless the product is move than an ounce. The drug dealers arc 
aware of that and re f u s e  to sell more than an ounce.

This can be addn?f.rtil by adding a definition to the statute that
tno amount of marij u a n a  weight as purported by the d e a l e r  will be the 
amount used to classify the offense. (If the de a l e r  says it’ s an
ounce and sells it as suHi, the dealer will be c h a r g e d  with selling an
o u n c e . )

A two hundred mature marijuana plant growing operation took our 
n a r c otics enforcement team approximately 3£2 officer hours to process.

T H E  S O L U T I O N
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REPEAL: AS  11.71.080. AGGREGATE WEIGHT OF LI V E  M A R I J U A N A  PLANTS. 
F or the purposes of c alculating the aggregate weight of a live mari­
juana plant, the agg. igato weight shall be the weigh- of the m a r i j u a n a  
when r e d u c e d  to its c o mmonly used form.

ENACTl AS 11.71.080. AGGREGATE WEIGHT OF L I V E  M A R I J U A N A  PLANTS. 
F or the purposes of calcul a t i n g  the aggregate weight of a live m a r i­
juana plant, the aggregate weight shall be the weight of the entire 
plant, excluding the root wad and any growing media a t tached to it, at 
the time of harvest or sc-ir-.ure. OR

A S  11.71.060. P R E S U M P T I O N  OF POSSESSION WITH INTENT TO  DELIVER. A a  

it is n o w  against the law to possess any amount of marijuana, for the 
p u r p o s e s  of prosecution, any person who is found to be in pos s e s s i o n  
of or growing marijuana plants shall be presumed to be growing m a r i­
juan a  for illicit purposes. On a case by case screening, based on 
p robable cause and in accordance with current law, the District 
A t t o r n e y ’ s office in thr- appropriate jurisdiction, may chose to 
prose c u t e  the possession i as an intent to d i s t r i b u t e  case,

ENACT: NEW S T A TUTE A H  11,71.099. WEIGHT OF M A R I J U A N A  FOR SALE.
Fo r  the purposes of cl&L i 3 fy ilig the level of offense in this statute, 
the p u r p o r t e d  weight of mf-ri juana as stated, implied or r e p r e s e n t e d  by 
the person dis t r i b u t i n g  the- substance shall be the weight of c l a s s i f i­
cation, for purposes of c-harging. * For the purposes of prosec u t i o n  
weight if 'he amount exceed* the statutory requirement, the weight as 
d e t e r m i n e d  by the Departmf v<t of Public Safety Crime D e t e c t i o n  L a b o r a­
tory shall be the determjlm-d weight.**

*<If a dealer sells r.r* ounce that is intent i o n a l l y  short in an 
effort by the d e a l e r  trying to avoid felony amounts, he may still bB 
c h a r g e d  with dealing an e*. nee of marijuana.)

* * < I f  an ounce and a h»-1 f is weighed by the crime lab and then Just
prior to trial as long nt- six months to a year later the weight has 
d e c r e a s e d  due to dehydration over time to weigh under an ounfcie, th&
original weight should still be used as the c harging weight.)

C o m m a n d e r /  Invest igat i oni.- S<upp0i't Services 
K e t c h i k a n  Police Department 
361 M a i n  Street 
Ketchikan, AK. 99901 
< 907)£25-6631
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TO: The Honorable Robin Taylor, Chairman
Senate Judiciary Com m ittee

FRO M : Randy S. V V c l k e r ^ ^ ^ y
Legislative Auditor

DATE:

RE:

April 5. 1994 

Senate Bill 333

This m em orandum  is provided to briefly summarize the contents o( Senate Bill 333. The 
bill was introduced by the Legislative Budget and Audit Com m ittee in response to an audit 
released last year.

The impetus for the suggested changes com es primarily from our audit o f  the Department 
o f  Public S a fe ty ’s Division o f  Fish and Wildlife Protection (FW P). H owever, the problem 
identified is not limited to only FWP. Other public officials with discretionary authority 
could also be placed in a conflict o f  interest position.

Section I o f  the bill establishes a requirement for disclosure o f  the formation or m aintenance 
o f  a close econom ic association similar to that contained in the Legislative Ethics Act.

The bill also requires a public officer, if it appears feasible and in the best interests ol the 
slate, to refrain from taking o r  withholding official action in a matter that directly involves 
a person with whom the public officer has a close econom ic association. H owever, il taking 
or withholding official action is not avoidable, the public officer shall immediately disclose 
the action to the public off icer’s designated supervisor.

The bill requires a supervisor, to whom a public officer has made a disclosure, to make a 
written determination o f  whether the off icer’s involvement could constitute a conflic t of 
interest. The supervisor could reassign duties to avoid the conflict or the supervisor may 
direct the divestiture or removal by the officer of the financial interest giving rise to the 
conflict.



Senator Taylor April 5. 1994

Section 2 o!' t he bill is a change to the nepotism prohibit ion in statute. As the result o f  an 
isolated circumstance we found at the Alaska Psychiatric Institute, we arc recom m ending  that 
the statute be expanded. Currently the only relationship that is prohibited is that a person 
may not be em ployed in the same department o r  agency if they arc the spouse of, or related 
by blood to, the executive head of a principal state department or agency.

We arc recom m ending that the statute be expanded to include all supervisory/subordinate 
relationships (not just a relationship to the com m issioner) and that the definition of 
relationship be expanded to include a regular m em ber o f  the o ff ice r’s household.

I have attached a copy o f  the nepotism recom m endation excerpted from our audit o f  the 
Alaska Psychiatric Institute. I have also provided a copy o f  the entire audit report on the 
Division o f  Fish and Wildlife Protection.

I appreciate the C om m ittee’s consideration o f  this legislation. If enacted, this legislation will 
help improve public perception and clarify the legislature 's  disapproval o f  close econom ic 
associations by public officials who have discretion in taking or withholding official action 
that may affect the public officer or a person with whom  the public officer has an econom ic 
association.

Attachment

ALASK . STATU LEG IS LAI RE DIVISION OF LEGISLATIVE AUDIT
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appropriate managerial response to committee recom mendations, the long-term effectiveness 
of the com mittee process as well as overall hospital operations, will suffer.

Recommendation No. 2

The legislature should consider expanding the nepotism statute to prohibit 
supervisory/subordinate relationships o f  immediate family m em bers .

A laska Statute (AS) 39.90.020 prohibits nepotism and reads as follows:

it is unlawful fo r  a person who is the spouse o f  01 is related by blood within 
and including the second degree o f  kindred to the executive head o f  a 
principal state department or agency to be employed in that department or 
agency.

First, we believe this statute should be expanded beyond just the executive head o f  principal 
state agencies to include all supervisory/subordinate relationships. Nepotism at any level can 
adversely impact the work environment.

Second, we believe this statute should address relationships beyond spousal and blood 
kindred to include im m ediate family members. In today’s society, close relationships are 
more com m on in w hich an immediate family m em ber is neither a spouse nor a blood 
relative. Nevertheless, any perceived favoritism shown this family m em ber will likely at feet 
employee morale.

This proposed expansion is not without statutory precedent. The legislature’s Standards o f  
Conduct, AS 24.60.090, state:

An individual who is related to a legislative employee may not be em ployed  
in a position over which the employee has supervisory authority. In this 
subsection, ‘an individual who is related to ' means a member o f  the 
legislator’s or legislative employee’s immediate fam ily  nr a person who is a 
legislator’s or legislative employee's spousal equivalent . . . .  (em phasis 
added]

Further, the Executive Branch Ethics Act, AS 39.52.960, defines an im m ediate family 
member as:

. . . a public o fficer's spouse, a relation by blood within and including the 
second degree o f  kindred, and a regular member o f  the officer’s household, 
[emphasis added]

In defining what constitutes improper influence over state grants and contracts, the Ethics 
Act states that an “ im m ediate family member:”



. . . may not attempt to acquire, receive, apply fo r , he a party to. or have a 
personal or financia l interest in a state grant, contract, lease, or loan i f  the 
public officer may lake or withhold official action that affect:, the award, 
execution, or administration o f  the state grant contract, lease, or loan.

We see no reason lor the State to apply a different standard for improper influence over 
grants and contracts than for nepotism. ‘‘A regular m em ber o f  the officer's househo ld” 
should be a standard for both.

During our review o f  personnel actions, we identified a situation where a public officer 
approved the appointment and promotion o f  an employee, when the public officer and 
em ployee were cohabitants. There was evidence in the personnel file that the relationship 
met the definition o f  an immediate family m ember as defined above under AS 39.52.960. 
A perceived act o f  relational favoritism within an agency, whether factual or not. can 
adversely affect an agency ’s efficiency and effectiveness. As this incident was brought to 
our attention by a num ber of A F i employees during audit interviews, we believe that it 
created significant morale problems at the hospital.

We recommend the legislature expand the current language o f  AS 39.90.020 to include 
regular members o f  an off icer’s household as part o f  the nepotism prohibition. Further, we 
recom mend that all supervisory/subordinate relationships be addressed.

Recommendation No. 3

The Department o f  Health and Social Services (DHSS) should restructure the mem bership 
o f  the A Pi governing body and consider establishing a board o f  governance.

API is required by JC A H O  accreditation standards and state regulations to have a governing 
body with overall responsibility for the operations o f  the hospital. The governing body o f  
API consists o f  the com m issioner o f  DHSS, the director o f  the Division of Mental Health 
and Developmental Disabilities (D M H D D ), and m anagem ent o f  API; namely, the ch ief  
executive officer (CEO), the medical director, the hospital administrator, and the president 
o f  the medical staff.

The continuity within the governing body has been disrupted over the years because four o f  
the six positions (DHSS com m issioner, DM HDD director, API ch ief executive officer, and 
medical director) are political appointees and there has been a high turnover o f  managem ent 
at API. In addition, the com m issioner, division director, and medical director (prior to 1992 
the medical director performed the CEO  function) did not necessarily have experience in the 
management of .a psychiatric hospital. Consequently, decisions may be deferred to a 
committee, delayed, or m ay not be the most efficient/effective option. Since 1988, there 
have been two com missioners, three division directors, two chief executive officers, five 
medical directors, five presidents o f  the medical staff, and three, hospital administrators.

-23-
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B IL L  N O . SB 333

Departm ent A ffected: 
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Title: An A ct relating to disclosure of close econom ic 
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Fiscal Note 
Calcu la tion Sheet

SB 3 3 3

Personal Services

5 class action hearings @ rg 2 1C 
3 days preparation 
2 days hearing

Personnel Board 1 hearing 
d irecto r & s ta ff 
preparation tim e

Travel

A irfare Juneau-Anchorage-Juneau 
4 4 4 .0 0 x 6 trips

10 days per diem (3) $100

Contractual

5 days arb itra to r @ $3120

5 .5 4 4 .0 0

1,000.00
6 .5 4 4 .0 0

2 .6 6 4 .0 0 

1,000.00

3 .6 6 4 .0 0

1 5 ,6 0 0 .0 0

TOTAL $ 25 .8 0 8 .0 0



STATE O F ALASKA
1994 LEG ISLA TIV E SESSION

FISCA L NOTE
BILL NO. SB 333

Revision Date: March 10, 1 9 94_____________________

T itle : "...disclosure of close economic associations by

D epartm ent A ffected: Departm ent of Law

BRU: Leoal  S e rv i ce s_____________________________
certa in  state employees...prohibition against nepotism... 

SDonsor: Senate Rules C om m ittee By Reauest 

Requestor: Senate State Affairs C om m ittee_______

C om ponent: Operations

C O M P O N E N T  SERIAL N O . 0 0 9 3

E XP E N D ITU R ES /R E VEN U ES :

O PERATIN G FY 95 FY 96 FY 97 FY 98 FY 99 FY 00

I PERSO NAL

T R A V E L

C O N T R A C T U A L

SUPPLIES

I E Q U IP M E N T

i LAN D &

i G R A N TS . C L A IM S r L
M IS C ELLA N E O U S I

| T O T A L  O PERATIN G -0- -0 - -0 - -0- *0- -0-

C A PITA L

REVENUE

FUN DIN G :

10Ci ‘

1 0 0 3  1. .

1 0 0 4  Gf-

; 1005 G F/Program

| 1 0 0 6  G F /M H T IA

OTHER

T O T A L -0- -0 - -0 - -0 - -0 - -0 -

P O S ITIO N S:

FU LL-TIM E -0- -0- -0- -0- -0 - -0 -

P A R T-TIM E

T E M P O R A R Y

Estim ate of current year (FY 94) im pact: -0-

A N A L Y S 'S : (Attach a separate page if necessary. 

Please see the attached analysis.

jO l

Prepared by: Richard I. Peoues

j  f )

. Director

Division: Adm inistrativtTSeryigfes D iv is io n a l_______________ / /

J f m l
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H O 0 B B

FISCAL NOTE

STATE OF .ALASKA 
1994 LEGISLATIVE SESSION

BILL NO. S 333

A N A LY S IS  C O N T IN U A T IO N :

This bill am ends the A laska Executive Branch Ethics A ct, under A S  3 9 .5 2 , to add a new  section that provides tha: 

a public officer in the executive  branch m ust disclose a close econom ic association involving a substantial financial m attei 

w ith a person w h o  is likely to  be affected by an official action taken or w ithheld  by the public officer. Current law , under 

AS 3 4 .5 2 .1  2 0 (b )(4) prohibits a public officer from  taking or w ith ho ld ing  official action in order to affect a m atter in w h icf 

the public officer has a personal or financial interest. H ow ever, the existing law  does not include the requirem ents for prior 

disclosure of close financial associations that are contained in the bill.

The bill also am ends the state 's  statute prohibiting nepotism , A S  3 9 .9 0 .0 2 0 , to clearly define th e  s u p e rv iso r 

position of a public officer in relationship to fam ily  m em bers and those living regularly in a person's household to  whom 

the prohibition applies.

It is not anticipated th a t either o f these provisions w o u ld  result in a level of vio lations th a t w ould  cause a fisca 

impact for the Departm ent o f Law .

Page 2 o f  __ 2_



STATE OF ALASKA
1994 LEGISLATIVE SESSION

FISCAL NOTE
BILL NO. SB 333

Revision Date:

Title: "An Acr relating to disclosure.

Sponsor: Senate Rules Committee

Requestor: LB&A Committee

Department Affected: 

8RU: All BRUs

Office of the Governor

Component: All Components

COM PONEN T SER IA L NO.

EXPENDITURES/REVENUES: (Thousands of Dollars)

OPERATING FY 95 FY 96 FY 97 FY 98 FY 99 FY 00

PERSONAL SERVICES 0 0 0 0 0 0

TRAVEL 0 0 0 0 0 0

CONTRACTUAL 0 0 0 0 0 0

SUPPLIES 0 0 0 0 0 0

EQUIPMFNT 0 0 0 0 0 0

LAND & STRU CTU RES

GRANTS, CLAIMS

MISCELLANEOUS

TO TA L  OPERATING 0 0 0 0 0 0

CA P ITA L EXPEN DITU RES

CHANGE IN 
REVENUES 1 1

FUND SO U R CE

1002 Federal Receipts

1003 GF Match

1004 GF

1005 GF)Program Receipts

1006 GF/MHTIA

OTHER

TO TA L 0 o 0 0 0 0

POSITIONS

FULL-TIME

PART-TIME

TEMPORARY

Estimate of any current year (FY94) cost: n/a

AN ALYSIS: (Attach a separate page if necessary. 
No fiscal impact

Prepared by: Michael A. Nizich. Director
Oivision: Division of Administrative Services

Phone: 465-3976
Date: 3)8194

Approved by Commissioner: Patrick P. Ryanr-Ghief of Staff__—•,
Agency: Office of the Governor Date: 3)8)94

PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO  GOVERNOR'S LEGISLATIVE OFFICE
For further distribution information call the Governor's Legislative Office

Rev 11)93 Page 1 o f  1_





C U R R E N T  A L A S K A  S T A T U T O R Y  L A W  RE 
C O R P O R A T E  C U M U L A T I V E  V O T I N G

AS 1 0 . 0 6 . 4 2 0 (d) p r o v i d e s  t h a t  e a c h  s h a r e h o l d e r  e n t i t l e d  to 

v o t e  at an e l e c t i o n  of d i r e c t o r s  h a s  a r i g h t  to v o t e  b v  c u m u l a t i v e  

v o t i n g ,  u n l e s s  the a r t i c l e s  of i n c o r p o r a t i o n  p r o v i d e  o t h e r w i s e .

AS 1 0 . 0 6 . 4 6 0 ( a )  (2) p r o v i d e s  t h a t  a d i r e c t o r  m a y  n e t  be r e m o v e d  

b y  the s h a r e h o l d e r s  if the v o t e s  c a s t  a g a i n s t  r e m o v a l  w o u l d  b e  

s u f f i c i e n t  to e l e c t  a d i r e c t o r  b y  c u m u l a t i v e  v o t ing, u n l e s s  t h e  

a r t i c l e s  of i n c o r p o r a t i o n  h a v e  e l i m i n a t e d  c u m u l a t i v e  v o t i n g .

AS 10.0 6 . 4 5 5  (b) p r o v i d e s  t h a t  an amendment: of t h e  a r t i c l e s  cf 

i n c o r p o r a t i o n  t h a t  w o u l d  e s t a b l i s h  c l a s s i f i c a t i o n  of t h e  b o a r d  m a y  

n e t  be a d o p t e d  b y  t h e  s h a r e h o l d e r s  if t h e  v o t e s  c a s t  a g a i n s t  t h e  

a m e n d m e n t  w o u l d  b e  s u f f i c i e n t  to e l e c t  a d i r e c t o r  b y  c u m u l a t i v e  

v o t i n g ,  u n l e ss t h e  a r t i c l e s  of i n c o r p o r a t i o n  h a v e  e l i m i n a t e d  

c u m u l a t i v e  v o t i n g .

AS 1 0 . 0 6 . 5 0 4  —  1 0 . 0 6 . 5 0 8 , d e a l i n g  w i t h  a m e n d m e n t s  o f  t h e

a r t i c l e s , r e q u i r e  a p p r o v a l  by  b o t h  t h e  b o a r d  a n d  t h e  o u t s t a n d i n g  

sh a res, a n d  i m p l y  t h a t  a s i m p l e  m a j o r i t y  is s u f f i c i e n t .  (AS 

1 0 . 0 6 . 5 0 8  s p e a k s  of t h e  a r t i c l e s  r e q u i r i n g  a l a r g e r  m a j o r i t y . )  

F o r m e r  AS 1 0 . 0 5 . 2 7  6 r e q u i r e d  an a m e n d m e n t  of t h e  a r t i c l e s  t o  be 

i n i t i a t e d  b y  t h e  b o a r d  a n d  a p p r o v e d  by  t h e  t w o - t h i r d s  v o t e  o f  t h e  

s h a r e s  e n t i t l e d  to v o t e  on t h e  q u e s t i o n .

AS 1 0 . 0 6 . 2 2 8  and 1 0 . 0 6 . 2 3 0 , d e a l i n g  w i t h  t h e  a d o p t i o n  a n d  

a m e n d m e n t  o f  b y l a w s , r e q u i r e  a p p r o v a l  b y  e i t h e r  t h e  b o a r d  o r  t h e

1
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o u t s t a n d i n g ^ s h a r e s , and i m p l y  t h a t  a s i m p l e  m a j o r i t y  is s u f f i c i e n t  

( w i t h  c e r t a i n  e x c e p t i o n s ) .

S e c t i o n  7, ch. 166, S L A  1988 s e t s  a g e n e r a l l y  a p p l i c a b l e  

e f f e c t i v e  d a t e  o f  J u l y  1, 1389 for t h e  n e w  C o r p o r a t i o n s  C o d e  (AS 

10.06), " [ e ] x c e p t  as o t h e r w i s e  e x p r e s s l y  p r o v i d e d . "  T h i s  s e c t i o n  

m a k e s  t h e  n e w  c e d e  g e n e r a l l y  a p p l i c a b l e  to c o r p o r a t i o n s ,i n c l u d i n g  

A l a s k a  N a t i v e  C l a i m s  S e t t l e m e n t  A c t  c o r p o r a t i o n s ,  e x i s t i n g  on J u l y  

1, 1989.

S e c t i o n  9, ch. 166, S L A  1988 p r o v i d e s  t h a t  AS  1 0 . 0 6 . 2 0 3  a n d  

1 0 . 0 6 . 2 1 0 ,  p e r t a i n i n g  t o  t h e  c o n t e n t s  o f  t h e  a r t i c l e s  of 

i n c o r p o r a t i o n ,  do n o t  a p p l y  t o  c o r p o r a t i o n s  e x i s t i n g  o n  J u l y  1, 

1939 u n t i l  e i t h e r  (a) t h e  c o r p o r a t i o n  a d e p t s  an  a m e n d m e n t  of its 

a r t i c l e s  s t a t i n g  t h a t  t h e  c o r p o r a t i o n  e l e c t s  to b e  g o v e r n e d  b y  all 

p r o v i s i o n s  of A S  10.06, o r  (b) J u l y  1, 1994, w h i c h e v e r  o c c u r s

first.

S e c t i o n  10(a), ch. 166, S L A  1988 p r o v i d e s  t h a t  f o r m e r  AS 

1 0 . 0 5 . 2 7 6 ' s r e q u i r e m e n t  of  a t w o - u h i r d s  m a j o r i t y  for an a m e n d m e n t  

of t h e  a r t i c l e s  r e m a i n s  in e f f e c t  for c o r p o r a t i o n s  e x i s t i n g  b e f o r e  

J u l y  1, 1989. S u b s e c t i o n  (b) a l l o w s  s u c h  a c o r p o r a t i o n  to e l e c t  to 

be g o v e r n e d  b y  t h e  n e w  s t a t u t e s  o n  a m e n d i n g  t h e  a r t i c l e s .  

S u b s e c t i o n  (c) (added b y  sec: "57, ch. 50, S L A  1989) s t a t e s  an 

e x c e p t i o n  d e a l i n g  w i t h  d i r e c t o r  l i a b i l i t y  in A N C S A  c o r p o r a t i o n s .

S e c t i o n  58, ch. 82, S L A  1989 p r o v i d e s  that, if a c o r p o r a t i o n  

o r g a n i s e d  u n d e r  f o r m e r  AS 1 0 . 0 5  h a s  a b v l a w  ( e x i s t i n g  i m m e d i a t e l y  

b e f o r e  J u l y  1, 1989) t h a t  p r o h i b i t s  c u m u l a t i v e  v o t i n g ,  t h e

c o r p o r a t i o n  m a y  c o n t i n u e  t o  o p e r a t e  w i t h o u t  c u m u l a t i v e  v o t i n g  u n t i l  

J u l y  1, 1994.
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D ILLO N  & FIND LEY
A PROFESSIONAL CORPORATION

Dennis C. Bailey 
Rav S. 3rown 
Caroline Crcm u 
Paui L. DilJon 
Thomas W. Findicv 
Ricnarri D. Monknian 
Ar:nur H. Pcrcrson

One Seaiaska Plaza. Suite 202 
Juneau, .Alaska 09801 

Telephone (907) 536-4000 
Facsimile (907) 586-3777

A N C H O R A G E :
510 L Scree;. Suite 601 

Anchorage. .Alaska 99501 
Telephone (907) 277-5400 
Facsimile (907) 274-9649

S lT K A r 
514 Lake Scree: 

Sitka, .Alaska ‘>9835 
Telephone (907) 747-3900 

Facsimile (907) 747-3990
J a n u a r y  13, 1993

T h e  H o n o r a b l e  J i m  D u n c a n  
A l a s k a  S t a t e  S e n a t e  
S t a t e  C a p i t o l ,  R o o m  119 
J u n e a u ,  A l a s k a  9 9 8 0 1 - 1 1 8 2

Re: Y o u r  d r a f t  b i l l  r e g a r d i n g  v o t i n g  o f  s h a r e s  in N a t i v e

D e a r  J i m :

Y o u r  a s s i s t a n t ,  D a l e  S t a l e y ,  h a s  a s k e d  T o m  F i n d l e y  a n d  m e  t o  

r e v i e w  y o u r  N o v e m b e r  2, 1 9 9 2  d r a f t  b i l l  e n t i t l e d  " A n  A c t  r e l a t i n g  
t o  t h e  v o t i n g  o f  s h a r e s  in N a t i v e  c o r p o r a t i o n s . "  W e  h a v e  d o n e  so, 
a n d  o u r  c o m m e n t s  f o l l o w .

D a l e  m e n t i o n e d  t h a t  y o u r  b a s i c  p u r p o s e  is t o  k e e p  t h i n g s  as 
f l e x i b l e  a s  p o s s i b l e  w i t h  r e g a r d  t o  c u m u l a t i v e  v o t i n g .  T h e  b i l l  
a p p e a r s  t o  d o  tha t ,  a l t h o u g h  t h e  s e c o n d  p a r t  o f  y o u r  f i r s t  s e c t i o n  
l e a v e s  o p e n  a c o u p l e  o f  i m p o r t a n t  (b u t  e a s i l y  a n s w e r e d )  q u e s t i o n s .

W h i l e  n o n - c u m u l a t i v e  v o t i n g  m o r e  c l o s e l y  t r a c k s  t h e  " o n e  m a n ,  

o n e  v o t e "  c o n c e p t ,  c u m u l a t i v e  v o t i n g  h e l p s  a s s u r e  t h a t  a m i n o r i t y  

o f  s h a r e h o l d e r s  w i l l  h a v e  s o m e  r e p r e s e n t a t i o n  o n  a b o a r d  o f  

d i r e c t o r s .  T h e  c u r r e n t  l a w  p r e s e r v e s  b o t h  o p t i o n s .  Y o u r  d r a f t  
b i l l  m a k e s  t h e  n o n - c u m u l a t i v e - v o t i n g  o p t i o n  e a s i e r .

T h e  t h r e e  s e c t i o n s  o f  y o u r  b i l l  d e a l  w i t h  t w o  a s p e c t s  o f  
c o r p o r a t e  v o t i n g :  (1) c u m u l a t i v e  v o t i n g ,  a n d  (2) v o t i n g  b y  a
g o v e r n m e n t  a g e n c y .  T h e  l a t t e r  p o i n t ,  a d d r e s s e d  in y o u r  s e c .  I ' s  
p r o p o s e d  A S  1 0 . 0 6 . 9 6 0 ( k ) , a p p e a r s  t o  b e  t h e  s i m p l e s t ,  a n d  w e  w i l l  
a d d r e s s  i t  f i r s t .

P r o p o s e d  A S  1 0 . 0 6 . 9 6 0 (k) a p p e a r s  t o  b e  a i m e d  a t  s i t u a t i o n s  
w h e r e  a g o v e r n m e n t  a g e n c y ,  s u c h  as t h e  D e p a r t m e n t  o f  H e a l t h  a n d  

S o c i a l  S e r v i c e s  in c o n n e c t i o n  w i t h  t h e  A.K. v. A h t n a , In c .  c a s e ,  
b e c o m e s  a t r u s t e e  o r  o t h e r  h o l d e r  o f  s h a r e s .  A l s o ,  u n d e r  e x i s t i n g

c o r o o r a t i o n s

V o t i n g  B v  G o v e r n m e n t  A a e n c v

sh/art/duncan.lei

LETTER OF REVIEW



T h e  H o n o r a b l e  J i m  D u n c a n  
J a n u a r y  13, 1993
Re: D r a f t  b i l l  c n  v o t i n g  in N a t i v e  c o r p o r a t i o n s

P a g e  2

AS 1 0 . 0 6 . 2 1 0 ( 1 ) ( H ) , a c o r p o r a t i o n ' s  a r t i c l e s  o f  i n c o r p o r a t i o n  m a y  
i n c l u d e  a p r o v i s i o n  c o n f e r r i n g  u p o n  t h e  " h o l d e r  of  an e v i d e n c e  of 
i n d e b t e d n e s s "  of  t h e  c o r p o r a t i o n  t h e  r i g h t  to  v o t e  in a n  e l e c t i o n  
of d i r e c t o r s  a n d  on a n y  o t h e r  m a t r e r s  on w h i c h  s h a r e h o l d e r s  m a y  
vote. A  s t a t e  a g e n c y  c o u l d  be a " h o l d e r  of an e v i d e n c e  of 
i n d e b t e d n e s s ."

W h a t e v e r  t h e  r e a s o n  t h e  s t a t e  h a s  c o m e  to h o l d  A N C S A  
c o r p o r a t i o n  s h a r e s ,  y o u r  a m e n d m e n t  w o u l d  a p p e a r  to s u c c e e d  in 
p r o h i b i t i n g  t h e  v o t i n g  o f  t h o s e  s h a res. Y o u r  a m e n d m e n t ,  h o w e v e r ,  
lea v e s  o p e n  t h e  t w o  q u e s t i o n s  of w h e t h e r  t h o s e  s h a r e s  m a y  be 
c o u n t e d  to e s t a b l i s h  a q u o r u m  (see AS 1 0 . 0 6 . 4 1 5 )  a n d  w h e t h e r  the 
g o v e r n m e n t  a g e n c y  m a y  g r a n t  a p r o x y  t o  a n o t h e r  p e r s o n  (i.e., an 
A N C S A  c o r p o r a t i o n  s h a r e h o l d e r )  f o r  v o t i n g  p u r p o s e s .  I e x p r e s s  no 
o p i n i o n  cn t h o s e  i s s u e s ,  a l t h o u g h  AS 1 0 . 0 6 . 4 1 3 ( a )  s u g g e s t s  t h a t  t h e  
a n s w e r  to t h i s  s e c o n d  q u e s t i o n  is no. Y o u r  n e w  subsec. (k) c o u l d  
e a s i l y  a d d r e s s  t h e s e  two p o i n t s  and r e m o v e  a n y  d o u b t .  P r e s u m a b l y ,  
y o u  w o u l d  w a n t  t o  s t a t e  t h a t  t h e  a n s w e r  is no to  b o t h  q u e s t i o n s .

C u m u l a t i v e  V o t i n g

T h e  c u m u l a t i v e  v o t i n g  p r o v i s i o n s  o f  t h e  c u r r e n t  l a w  a r e  m o r e  
complex. A b r i e f  o u t l i n e  of t h e m  is a t t a c h e d .  E s s e n t i a l l y ,  t h e  
1989 r e v i s i o n  of A l a s k a ' s  c o r p o r a t i o n  l a w  (the n e w  C o r p o r a t i o n s  
C o d e  [AS 10.06]) c h a n g e d  t h e  p r i o r  l a w  w i t h  r e g a r d  to c u m u l a t i v e  
v o t i n g  b y  p r o v i d i n g  that, i n s t e a d  o f  t h e  c o r p o r a t e  b v l a w s  
e l i m i n a t i n g  c u m u l a t i v e  v o t i n g ,  s u c h  a l i m i t a t i o n  m u s t  b e  in t h e  
a r t i c l e s  of i n c o r p o r a t i o n . U n d e r  t h e  c u r r e n t  law, a c o r p o r a t i o n ,  
i n c l u d i n g  an  A N C S A  c o r p o r a t i o n ,  m a y  e l i m i n a t e  t h e  s t a t u t o r i l y  
p r o v i d e d  c u m u l a t i v e  v o t i n g  by  s t a t i n g  t h a t  e l i m i n a t i o n  in its 
a r t i c l e s .

S e c t i o n  58, ch. 82, S L A  19 8 9  p r o v i d e s  t h at, if a c o r p o r a t i o n  
o r g a n i z e d  u n d e r  f o r m e r  AS 10.05- h a s  a p r e - J u l y  1, 1989 b v l a w  t h a t  
e l i m i n a t e s  c u m u l a t i v e  v o t i n g ,  t h e  c o r p o r a t i o n  m a y  c o n t i n u e  to 
o p e r a t e  w i t h o u t  c u m u l a t i v e  v o t i n g  u n t i l  J u l y  1, 1994. B y  y o u r  
sec. l's p r o p o s e d  A S  1 0 . 0 6 . 5 6 0 ( j ), a c o r p o r a t i o n  o r g a n i z e d  u n d e r  
th e  f o r m e r  law, w i t h  a b y l a w  p r o v i s i o n  e l i m i n a t i n g  c u m u l a t i v e  
voting, m a y  p e r m a n e n t l y  r e t a i n  t h a t  b y l a w  a n d  c o n t i n u e  t o  o p e r a t e  
w i t h o u t  c u m u l a t i v e  v o t i n g .  In o t h e r  w o r d s ,  y o u r  amendment: w o u l d  
s i m p l y  r e m o v e  t h e  J u l y  1, 1994 d e a d l i n e  f o r  r e l o c a t i n g  s u c h  a b y l a w  
p r o v i s i o n  to t h e  a r t i c l e s  o f  i n c o r p o r a t i o n .

T h e  s i g n i f i c a n c e  of t h e  d i f f e r e n c e ,  o f  c o u r s e ,  l i e s  in t h e  
d i f f e r e n c e  b e t w e e n  t h e  m e t h o d  f o r  a m e n d i n g  b y l a w s  as o p p o s e d  t o  t h e  
m e t h o d  for a m e n d i n g  t h e  a r t i c l e s  o f  i n c o r p o r a t i o n .  A m e n d i n g  b y l a w s

sh/ari/duncan.lei
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is easier, b e c a u s e  it m a y  b e  d o n e  b y  e i t h e r  a m a j o r i t y  o f  t h e  b e a r d  
of d i r e c t o r s  o r  a m a j o r i t y  o f  t h e  o u t s t a n d i n g  s h a r e s .  O n  t h e  o t h e r  
hand, an a m e n d m e n t  of t h e  a r t i c l e s  m u s t  b e  a p p r o v e d  b y  a m a j o r i t y  
of t h e  b o a r d  a n d  a m a j o r i t y  o f  t h e  o u t s t a n d i n g  s h a r e s .  P l e a s e  s e e  
t h e  a t t a c h e d  s u m m a r y  o f  t h e  c u r r e n t  s t a t u t e s .

If it is y o u r  i n t e n t  s i m p l y  to a c h i e v e  a g r e a t e r  e a s e  of 
a d o p t i o n  a n d  a m e n d m e n t  in c o n n e c t i o n  w i t h  t h e  p r o v i s i o n  on 
c u m u l a t i v e  v o t i n g ,  t h e n  it a p p e a r s  t h a t  y o u r  sec. 1 a c c o m p l i s h e s  
y o u r  i n t ent. If y o u r  c o n c e r n  w a s  s i m p l y  t h e  p r e s e r v a t i o n  o f  t h e  
n c n - c u m u l a t i v e - v o t i n g  o p t i o n ,  t h e n  t h e  a m e n d m e n t  is n o t  n e c e s s a r y .

Y o u r  sec. 2, a d d i n g  a s u b s e c .  (d) to sec. 10, ch. 166, S L A  
1983, p r o v i d e s  a n o t h e r  f a c i l i t a t i n g  f e a t u r e .  U n d e r  t h a t
s u b s e c t i o n ,  an  A N C S A  c o r p o r a t i o n  t h a t  w a s  i n c o r p o r a t e d  u n d e r  f o r m e r  
AS 1 0 . 0 5  m a y  a m e n d  its a r t i c l e s  o f  i n c o r p o r a t i o n  to  p r o h i b i t  
c u m u l a t i v e  v o t i n g ,  b y  t h e  a f f i r m a t i v e  v o t e  o f  a m a j o r i t y  o f  the 
s h a r e s  r e p r e s e n t e d  a t  a r e c u l a r  o r  s p e c i a l  m e e t i n g - a t  w h i c h  a 
q u o r u m  is p r e s e n t .  C u r r e n t l y ,  A S  1 0 . 0 6 . 5 0 4 ( a ) ( 2 )  r e q u i r e s  t h a t  an 
a m e n d m e n t  o f  t h e  a r t i c l e s  of i n c o r p o r a t i o n  b e  a p p r o v e d  b y  t h e  b o a r d  
of  d i r e c t o r s  a n d  t h e  o u t s t a n d i n g  s h a r e s . S e c t i o n  2 r e m o v e s  t h e  
r e q u i r e m e n t  of b e a r d  a p p r o v a l ,  a n d  c h a n g e s  t h e  b a s e  f o r  d e t e r m i n i n g  
the m a j o r i t y .  Thus, w i t h  y o u r  a m e n d m e n t s ,  an A N C S A  c o r p o r a t i o n  
c o u l d  f a i r l y  e a s i l y  p u t  t h e  n o n - c u m u l a t i v e - v o t i n g  p r o v i s i o n  in 
e i t h e r  its b y l a w s  o r  i t s  a r t i c l e s .

Y o u r  sec. 3 a p p e a r s  t o  b e  s i m p l y  a c o m p a t i b i l i t y  a m e n d m e n t ,  to 
a s s u r e  t h a t  e x i s t i n g  sec. 58, ch. 82, S L A  1989 is n o t  i n  c o n f l i c t  
w i t h  y o u r  p r o p o s e d  A S  1 0 . 0 6 . 9 6 0  (j) (in sec. 1 o f  t h e  b i l l ) .  I 
d e t e c t  no  p r o b l e m  w i t h  it.

H a v i n g  r e v i e w e d  AS  10.06, a n d  t h e  r e l e v a n t  p r o v i s i o n s  of 
t e m p o r a r y  o r  s p e c i a l  l a w  in ch. 1 6 6 , S L A  1988, ch. *50, S L A  1939, 
a n d  ch. 32, S L A  1939 > I s p o t  no o t h e r  p r o v i s i o n s  t h a t  w o u l d  n e e d  
a m e n d m e n t  in o r d e r  t o  a c h i e v e  w h a t  I u n d e r s t a n d  t o  b e  y o u r  p u r p o s e .

T h e  s e c o n d  p a r a g r a p h  of t h e  s h e e t  t h a t  D a l e  g a v e  us r e g a r d i n g  
y o u r  b i l l  t h a t  w a s  i n t r o d u c e d  in t h e  l a s t  l e g i s l a t u r e  ( w h i c h  w e  
h a v e  n o t  r e v i e w e d )  c o n t a i n s  a n  er r o r .  T h e  c o n c l u d i n g  c l a u s e  o f  its 
s e c o n d  p a r a g r a p h ,  "at w h i c h  t i m e  a l l  c o r p o r a t i o n s  w i l l  b e  r e q u i r e d  
to u t i l i z e  c u m u l a t i v e  v o t i n g , "  • is n o t  c o r r e c t .  T h e  n e w  
C o r p o r a t i o n s  C o d e  p r o v i d e s  f o r  c u m u l a t i v e  v o t i n g  a n d  a l l o w s  its 
e l i m i n a t i o n ,  b u t  m e r e l y  s a y s  t h a t  s u c h  a n  e l i m i n a t i n g  p r o v i s i o n  
m u s t  be  in the a r t i c l e s  o f  i n c o r p o r a t i o n  r a t h e r  t h a n  in t h e  b y l a w s  
(as u n d e r  t h e  f o r m e r  l a w ) .

ih/ari/duncan.Ict
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J a n u a r y  13, 1993
Re: D r a f t  b i l l  cn v o t i n g  in N a t i v e  c o r p o r a t i o n s

W e  h o p e  t h a t  t h e s e  c o m m e n t s  a r e  h e l p f u l  to you. If y o u  are 
p l a n n i n g  t o  p r e p a r e  an e x p l a n a t i o n  sheet, su c h  as the o n e  f o r  y o u r  
b i l l  in t h e  l a s t  l e g i s l a t u r e ,  w e  w o u l d  be  h a p p y  t o  r e v i e w  it.

Y o u r s  truly,

D i l l o n  & F i n d l e y

3 y :
A r t h u r  H. P e t e r s o n

A H P / s h
E n c l o s u r e

sh/ari/duncan.lei



The new Alaska Corporation Code was aricotec in 1968. AS 
"10.06.420 (d) provided that shareholders would have the rignt to vote 
for the- election of directors by the cumulative voting method.( If three 
directors were to be electee the shareholder would be emitiled tc cast 
the number of shares owned times three in any manner the shareholder 
desired- i.e. 100,100, or 100; 150 or 150 or 300- by voting for three, 
two cr one director.)

Section 53, Ch. 82, SLA I9S9 provides that notwithstanding AS 
10.06A20 (a) and AS 10.06.460(a)(2) If a corporation provided for non- 
cumulatlve voting in conformance with prior statutory previsions the 
corpcraticn could continue non-cumuiative voting until July 1, I994 at 
which time all corporation would be required to utilize cumulative 
voting.

There are some native corporations that utilize ncn-cumulative 
voting as provided by their corporate documents and wish to continue 
using this method of voting.

The proposed legislation applies oniy to Alaska Native 
Corporations-ANSCA corporations and is written so that corporations 
have the option as to whether they elect cumulative or ncn-cumulative 
voting.

The ncn-cumulative method of voting represents a true form of 
one man one vote. The cumulative method allows a shareholder to vote 
ail cumulated votes to only one director cr to divide the number of votes 
in any manner the voter so eiects among the candidates. The cumulative 
voting method thereby allows a few people to accumulate votes In a 
manner that does not really represent the one man one vote method.

The proposed amendment as written ailows each native 
corporation the opportunity to consider which form of voting they want 
to use and secondly to clarify Section 58. Ch. 32, SLA IS89 as to the 
application of cumulative and non-cumulative voting for corporation 
after IS94..

OVERVIEW



.ATTORNEYS .AT LAW

B A X T E R ,  B R U C E  &  B R A N D
p r o f e s s i o n a l  c o r p o r a t i o n

P O  B O X  3 2 8 1 9  

J U N E A U .  A L A S K A  9 9 8 0 3  

[ . 9 0 7 )  7 8 9 - 3 1 6 6  ( T e l e p h o n e )

C 9 0 7 >  7 8 9 - 1 9 1 3  ( F a c s i m i l e )

February  14, 1994

Senator T im  Kelly
The Capitol Building, Room 101
Juneau , A laska  99801

Re: P roposed  Technical A m endm ent to the C orporations  Code
O ur File No. COO 1-020

Dear Senator Kelly:

I thank  you for tak ing  the time to m ee t w ith  me this a f te rn o o n  c o n c e rn in g  a 
proposed  technical am en d m en t to the A laska C orpora tions Code.

I represen t H una Totem  C orporation, w hich is an A laska N ative  C la im s Sett lem ent 
Act corporation  located in H oonah, Alaska.

Before the A laska  Legislature adopted the new A laska C orpora tions  C ode  in 198S. 
H una T o tem  C o rpo ra tion  am ended  its by law s w ith sh a reh o ld e r  app rova l to p rov ide  for 
n o n cu m u la tiv e  vo ting . The new  C orpo ra tio n s  C ode  prov ides  tha t a co rp o ra t io n  using  
n o n cu m u la tiv e  vo ting  by its shareho lde rs  m ay co n t in u e  to opera te  w ithou t cu m u la t iv e  
voting only until Ju ly  1, 1994.

H una T o tem  C orpora tion  w ishes to con tinue  to use the no n cu m u la tiv e  m ethod  of 
v o ting  by its sh a re h o ld e rs .  T h e  c o rp o ra t io n  b e l iev es  that th is fo rm  o f  c o rp o ra te  
sh a reh o ld e r  v o tin g  truly is rep resen ta tive  o f  the o n e-p e rso n -o n e -v o te  system , and  does  
not p ro v id e  m a n a g e m e n t  w ith  any  in h e re n t  a d v a n ta g e s .  D u r in g  H u n a  T o te m  
C o rp o ra t io n ’s past annua l sh a reh o ld e r  m ee ting , in d e p en d en t c a n d id a te s  w ere  ab le  to 
d efea t all three o f  the m anagem en t slate by the noncum ula tive  voting m ethod.

The seco n d  techn ica l a m e n d m e n t  in c lu d ed  in the p ro p o se d  le g is la t io n  is the 
provision  that a g overnm en ta l agency or en tity  m ay not exerc ise  the vo ting  priv ileges  o f  
the stock of a co rpo ra tion  o rgan ized  under the Act.

T h e  p ro p o sed  legislation is suppo rted  by A FN , the A leu t C o rp o ra tio n ,  S ea la sk a  
C orpo ra tion ,  H una  T o tem  C orpora tion  and n um erous  o ther  v il lage  co rp o ra t io n s  w hich  
curren tly  use the noncum ula tive  method o f  shareho lde r  voting.

o f f i c e s l o c a t e  LETTERS O F  SUPPORT

F R E D  J B A X T E R  

D A N I E L  O .  B R U C E  

C H R Y S T A L  S O M M E R S  B R A N D  

L ' S A  M  K I R S C ' A  

J E F F R E Y  F  S A U E R  

L I N D A  T  M c K I N N G V



B A X T E R .  B R U C E  B R A N D
PR O F E S S IO N A L  c o r p o r a t i o n

Senator T im  Kelly 
February 14, 1994 
Page 2

Y our ass is tance  in in troducing  this p roposed  leg is la tion  is very m uch  apprec ia ted . 
If I can provide  any assis tance „o you conce rn ing  this proposed  leg islation, p lease g ive  me 
a call. T hank  you.

Very truly vours,

B A X T E R , B R U C E  & B R A N D

- Fred J. B ax ter

FJB/pc
cc: G eorge D. C ooper, CEO

H una T o tem  Corporation 
Mr. Larry Kimball, AFN



J a n u a r y  25, 1993

H o n o r a b l e  B i l l  W i l l i a m s ,  R e p r e s e n t a t i v e  
A l a s k a  S t a t e  C a p i t o l  
R o o m  128
J u n e a u ,  A l a s k a  9 9 8 0 1

A t  a r e c e n t  b o a r d  m e e t i n g ,  I r e p o r t e d  o n  o u r  p r o p o s e d  b i l l  t o  a l l o w  
n o n - c u m u l a t i v e  v o t i n g  r i g h t s  to  s u r v i v e  t h e  s u n s e t  p r o v i s i o n  n o w  
w r i t t e n  i n t o  s t a t u t e s ,  as a n  o p t i o n  f o r  t h o s e  A N C S A  c o r p o r a t i o n s  
t h a t  h a v e  n o n - c u m u l a t i v e  p r o v i s i o n s  in t h e i r  A r t i c l e s  of
I n c o r p o r a t i o n  and Byla w s .

S e n a t o r  J i m  D u n c a n  h a s  w o r k e d  w i t h  u s  in t h e  past, a n d  h a s  a
p r o p o s e d  b i l l  f o r  s u b m i t t a l  to  t h i s  l e g i s l a t u r e  - c o p y  a t t a c h e d .

A s  I r e c a l l  f r o m  t h e  l a s t  l e g i s l a t u r e ,  S e n a t o r  F r e d  Z h a r o f f  al s o  
s t r o n g l y  s u p p o r t s  t h i s  issue.

T h e  b o a r d  m e m b e r s  o f  H T C  s u g g e s t e d  I c o n t a c t  you, as a m e m b e r  of 
t h e  H o u s e  M a j o r i t y  C a u cus, to s e e  if y o u  w o u l d  a s s i s t  u s  in
p r e s e n t i n g  t h e  p r o p o s e d  bill, o r  s i m i l a r ,  to a c c o m p l i s h  o u r  goal.

I f  y o u  o r  y o u r  s t a f f  w o u l d  l i k e  t o  d i s c u s s  t h i s  i s s u e  f u r t h e r ,  I 
c a n  b e  r e a c h e d  b y  t e l e p h o n e  at  2 0 6 - 3 8 7 - 1 5 5 3 ,  o r  c o n t a c t  F r e d
B a x ter, o u r  c o u n s e l  w h o  h a s  w o r k e d  w i t h  S e n a t o r  D u n c a n  c n  this 
a m e n d m e n t ,  a t  J u n e a u  7 8 9 - 3 1 6 6 .

T h a n k s  B i ll, a n d  g o o d  l u c k  a t  t h i s  s e s s i o n .

R e s p e c t f u l l y  S u b m i t t e d ,

H U N A  T O T E M  C O R P O R A T I O N

G e o r g e  D. C o o p e r  
C h i e f  E x e c u t i v e  O f f i c e r

E n c l o s u r e

cc: H T C  B o a r d  of  D i r e c t o r s
F r e d  B a x t e r  
S e n a t o r  J i m  D u n c a n

HCJNA TOTEM CORPORATION
9309 GLACIER HWY.. SU ITE A-103 JUNEAU. ALASKA 99301 (907) 789-1773 FAX (907) 789-1896 TOLL FREE (800) 428-8298





Questions and Answers Received
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Risk-Based Capital Requiremente*™ ENT Of COMMEF
A ECONOMIC OeVELOPME

Property/Casualty Insurance CompafIif6S0f'NajR,NC£

Q: What is the purpose of a capital and surplus requirement for insurers?
A: A capital and surplus requirement is designed to provide an adequate cushion for unexpected increases in

liabilities, unexpected decreases in asset values, inadequate rates, cash flow dnnng problems, and catas­
trophes.

Q: Do states now have capital requirements for insurers?
A: Yes. State laws generally require insurers to maintain minimum levels of capital and surplus. Histori­

cally, insurers' capital and surplus requirements have been established by law at a fixed amount for each 
major line of insurance. For example, now, a state might have a S 1,000,000 minimum capital 'tan Jard 
for all companies in the state that write property/casuaity insurance, regardless of the size of the .. 'mpany
or the differing degrees of risk to which different companies are exposed.

Q: What are the limitations of fixed capital standards?
A: Fixed capital requirements are unrelated to the risk posed by a particular insurer’s business practice'. As

a result, they are too low for many insurers, particularly those that engage in business practice' mat pose 
a relatively high risk for consumers. Furthermore, they often provide an insufficient basis for tirr.eiy 
regulatory action involving inadequately capitalized insurers.

Q: What is a risk-based capital requirement?
A: When a law requires that the minimum level of required capital be maintained with reference v  v.e

specific risks faced by institutions, it is known as a risk-based capital requirement.

Q: Why are state insurance regulators changing to a risk-based capital system for insurers?
A: In recent years insurers’ business practices —  particularly as they relate to exposure to nsk — have

become more diverse. While some insurers remain conservative in both their investments and their 
underwriting practices, others have become less conservative. Companies that assume a more jegressive, 
risk-taking approach must assure that their consumers are protected from the financial hazarJ'' s e a le d  by 
that risk-taking through the establishment of higher capital standards.
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Q: What are the objectives of a risk-based capital requirement?
A: A risk-based capital requirement establishes a standard of capital adequacy that is related to risk. Fur­

thermore. it raises the safety net to protect consumers from the potential for capital inadequacy of insur­
ers. Finally, such a requirement wouid provide insurance regulators with the regulatory authority to take 
action when a company’s actual capital falls below the risk-based capital standard.

n  W i  -

Q: What process has the NAIC gone through to develop risk-based capital requirements?
A: In 1990, the NAIC decided that risk-based capital requirements were superior to fixed standards and

established two working groups to develop such standards. One group was charged with the deveiop-
. .  . mem of the standards for life and health insurers, while the other group was charged with doing the same 

,• for property and casualty companies.

Since that time, the property/casualty working group has sought wide input from insurance regulators, 
expens, academics, industry associations and insurers. Additionally, the NAIC has conducted extensive 
research and testing designed to help develop the formula, evaluate the reasonableness of the formula 
results for insurers, assess the industrywide impact of the formula, and refine the formula. The testinc has 
involved industry and company results, the allocation of risk-based capital charges by risk, individual 
insurer “case analyses," comparisons with raring agency results and results from the NAIC’s Insurance 
Regulatory Information System (IRIS), a sensitivity analysis, a failed insurer analysis, simulation and 
scenario testing, and special surveys of insurer data.

Q: What types of risks will be factored into a company’s risk-based capital requirement?
A: Under the present version of the formula, four types o f  risk —  asset risk, underwriting risk, credit risk

and off-balance sheet risk —  go into the calculation o f  a property/casualty insurer’s risk-based capital 
requirement.

Q: What is an asset risk?
A: Asset risk is the risk of asset default for fixed assets and loss in market value for equity assets. In other

words, asset risk is the risk that a long-term mortgage or bond held by an insurer may go into default, or 
that the value of a real estate property will fall.

Q: How did the working group derive the factors for asset risk?
A: The formulas developed by the Life Risk-Based Capital Working Group were used as a starting point.

Adjustments to those factors were made based upon the differences in valuation reporting for property/ 
casualty insurers as well as other distinctions.

Q: How is the asset risk calculated?
A: The formula establishes a risk-based capital level for each of a number of asset categories. For example,

there are six categories of bonds, reflecting the differing levels of risk posed by different quality obliga­
tions. The reported value o f  the assets in each asset category is multiplied by a risk factor that reflects 
die asset category’s relative risk. For example, a bond rated NAIC 3 (the equivalent of a BB rating by 
Standard and Poor’s) has a risk factor of 0.02, twice the risk factor of a less risky bond rated NAIC 2 
(the equivalent of a BBB bond). Additionally, the asset portion of risk-based capital is increased in the 
event of high concentrations in single exposures.

Q: What is the credit risk?
A: Credit risk is the risk of losses from unrecoverable reinsurance and the inability of insurers to collect

agents’ balances and other receivables.
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Q: How is the credit risk calculated?
A: A factor of 10 percent is charged for reinsurance recoverables from non-affiliated reinsurers und jirliijted

non-U.S. reinsurers, less the reinsurance penalty already taken on the annual statement under the so-
called “90-day rule." Miscellaneous receivables require a 5 percent capital charge.

Q: What is the underwriting risk?
A: Underwriting risk is the risk of errors in pricing and reserves.

Q: How is the underwriting risk calculated?
A: The factors are based partially on the industry’s worst accident year loss reserve development and acci­

dent year loss ratio over a lO-vear period. The industry worst-case factors are modified to limn the 
disparities between lines of insurance. Furthermore, the factors are adjusted for individual companv 
experience and the time value of money.

Q: What are the off-balance sheet risks?
A: The primary off-balance sheet risk is the risk created by excessive growth. Rapidly growing companies

have a greater propensity to encounter financial difficulty.

Q: How is growth risk calculated?
A: The growth risk-based capital formula uses an average growth in gross premiums written and reserves

over the previous three years as a baseline. Insurers with growth exceeding 10 percent recede a charge 
to premiums and reserves.

Q: Will the results of the risk-based capital formula calculations be made public?
A: Yes, both the calculation of each company’s risk-based capital requirement and its total adjusted capital

will be reported on the Annual Statement filed by the company. However, the NAIC has cautioned that 
the formula has not been designed to rate or rank adequately capitalized companies and should not he 
used for that purpose.

Q: Once a company has calculated its risk-based capital requirement and has reported it on the
annual statement, what does the regulator do with that information?

A: The regulator compares the company’s total adjusted capital against the risk-based capital requirement to
determine if regulatory action is called for. That question is answered by the Risk-Based Cepi'ui v r  
Insurers Model Act.

Q: What does the model law do that is not accomplished by the formula itself?
A: The formula provides a mechanism for the calculation of an insurance company’s Authorized C - n r  >1

Level Risk-Based Capital and its total adjusted capital. The model law sets forth the points s. •.«. r:„ n u 
commissioner is authorized and expected to take regulatory action.

Q: What are the various levels of risk-based capital established by the model law?
A: The first level is known as the Company Action Level RBC, which is set at twice the Authorized Control

Level RJBC. The second level is the Regulatory Action Level RBC, at 1.5 times the Authorized C-Tirol 
Level RBC. The third is the Authorized Control Level RBC, and the fourth is the Mandator. C< >1 
Level RBC, set at 70 percent of the Authorized Control Level RBC. (See table)



Name of RBC Level - Percentage of Authorized 
Control Level RBC

Company Action Level RBC 200 Percent
Regulatory Action Level RBC 150 Percent

Authorized Control Level RBC 100 Percent
Mandatory Control Level RBC 70 Percent

Q :  What happens when a company’s total adjusted capital falls below the Companv A c t io n  Level
RBC?

A: If a company files a risk-based capital report (RBC report) which indicates that, while the total adiusted
capital is higher than the Regulatory Action Level RBC, it is lower than the Company Action Le'.e! RBC, 
the insurer must submit to the insurance commissioner a comprehensive financial plan. That plan must 
identify the conditions in the insurer that contribute to the company’s financial condition, contain propos­
als to correct the financial problems of the company, and provide projections of the company's financial 
condition, both with and without the proposed corrections. The plan must also list the key assumptions 
underlying the projections, and identify the quality of, and problems associated with, the insurer's busi­
ness.

Q: What if the company’s total adjusted capital falls below the Regulatory Action Level RBC?
A: If a company’s capital falls between the Regulatory Action Level RBC and the Authorized Control Level

RBC, or if the company fails to file an RBC pian when required, the Commissioner shall perform such 
examination or analysis as he or she deems necessary of the insurer’s business and operations and issue 
any appropriate corrective orders to address the company’s financial problems.

Q: What happens if the company’s total adjusted capital falls below the Authorized C o n t r o l  Level
RBC?

A: In addition to those actions available to the Commissioner for less serious financial problems, the Com-
missioner may place the insurer under regulatory control.

Q: What if the company’s total adjusted capital falls below the Mandatory Control Level RBC?
What happens then?

A: In that case, the Commissioner will be required to place the insurer under regulatory control

Q: When will the risk-based capital requirements for property/casualty insurers become effective?
A: The risk-based capital formula will take effect with the .Annual Statement for the calendar year ending

December 31, 1994, which will be filed by insurers in the spring of 1995. The model law prescribing 
regulatory actions accompanying the results of the formula will take effect on a state-by-state basis upon 
each state's adoption of the law.

v

Q: Will the Model Act be made a part of the Financial Regulation Standards of the NAIC and, there­
fore, be required for certification by the NAIC?

A: That has yet to be formally determined by the NAIC. The NAIC added the Life Risk Based Capital
Model Act to the standards in the fall of 1993 and will not take up consideration of the addition .<[ the 
property/casualty amendments to the standards until 1994 at the earliest.
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State laws generally require insurers to maintain minimum levels of capital or sur­
plus. Historically, state laws have established insurr-s' capital and surplus 
requirements at a rixctf amount for each major line of insurance. For example, a 
state might have a 51,000,000 minimum capital standard for all companies in the 
state thrt write life insurance, regardless or the size of the company or of the 
differing degrees of risk to which different companies are exposed.

In recent years insurers’ business practices— particularly as they relate to 
exposure to risk— have become more diverse. While some insurers remain 
conservative in both their investments and their underwriting practices, other:, 
have become less conservative. These less conservative practices by some insurers 
ran headlong into the economic troubles of the late 1980s and created an increase 
in the failure of insurance companies, to the detriment of policyholders anc 
taxpayers.

In 1990, the NAIC examined both the existing capital requirements and this 
growing diversity in insurer business practices and concluded that consumers 
should be protected by subjecting companies that assume a more aggressive. riSK.- 
taking approach to higher capital requirements. This conclusion led to the 
formation of two working groups charged with the development of risk-based 
capital requirements for insurers. After extensive research and expert advice, the 
NAIC adopted life/health risk-based capital requirements in December 1992 and 
adopted property/casualty risk-based capitahrequirements in December 1993.

It is helpful to think of each of the NAIC’s risk-based capital proposals as 
consisting of two parts:

• The formula and reporting requirement, under which each insurer calculates 
and reports to regulators its capital requirement and total adjusted capital.
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There are two formulas, one for life/health companies and one for 
property/casualty companies.

• The Risk-Based Capital (RBC) for Insurers Model Act, which establishes 
duties for both the company and insurance regulators based upon the figures 
generated by the formulas. There is one model law that covers both life/health 
and property/casualty risk-based capital requirements.

This booklet describes the life/health formula, the property/casualty formula, and 
the RBC for Insurers Model Act.
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The Life/Health Formula

The Calculation of the Risk-Based Capital 
Requirement

Four types of risk— asset risk, insurance risk, interest risk and business risk—go 
into the calculation of a life insurer’s risk-based capital requirement.

Asset risk is the risk of asset default for debt assets and loss in market value : 
equity assets. In other words, asset risk is the risk that a long-tenm mortgage cr 
bond held by an insurer may go into default, or that the value of a real es:^:e 
property will fall.

The formula establishes a risk-based capital charge for each of a number of c'-m 
categories. For example, there are six categories of bonds, reflecting the differ.-c 
levels of risk posed by different quality obligations. The reported value or me 
assets in each asset category is multiplied by a risk factor that reflects the 
category’s relative risk. Bond factors are adjusted up or down based or. 
number of issuers. Additionally, the asset portion of the risk-based car::T 
requirement is increased if an insurer’s assets are highly concentrated in sir.g.e 
exposures.

Insurance risk is the risk that claims might exceed expectations, both from rancor, 
fluctuations and from not making adequate provision in the pricing for unexpected 
risks. The factors chosen represent surplus needed to provide for excess c!d;r.> 
over expected. For example, the risk factor for life insurance risk is based upon 
the net amount at risk. Companies with larger net amounts at risk have lower 
factors since the larger the amount, the greater its predictability.

The interest rate risk is the risk of losses due to changes in interest rate levels. The 
impact of interest rate changes is greatest on those products where the guarar.m;- 
are most in favor of the policyholders and where the policyholder is most like!;. ■ 
be responsive to changes in interest rates by withdrawing funds from the insurer
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Therefore, risk categories vary bv the withdrawal-provision (i.e., whether there 
a substantial penalty for withdrawal).

Like all companies, insurers face a wide range of general business risks. However, 
the characteristics of these risks are difficult to quantify in a general way for all 
companies. One risk that is somewhat quantifiable, and therefore serves as the 
basis for the calculation of general business risk, is the risk that, because of the 
failure of other insurers, the insurer in question would be charged a guaranty fund 
assessment. Under the current system of guaranty associations, a financial crisis in 
the industry would likely trigger payments by the surviving insurers through the 
guaranty funds. A company's exposure to this risk is based upon the total volume 
of business written by the insurer in a given year, as measured by premium 
income.

These four types of risks are combined in a formula that produces the company’s 
Authorized Control Level Risk-Based Capital, which then serves as a standard for 
regulatory action. The purpose of the formula is to estimate the capital levels 
required to deal with losses that may be caused by a catastrophic financial event.

  However, because it is unlikely (indeed, impossible) that ail such possible losses
„ . -  — ,-u will occur at once, a “covariance adjustment” is made to the formula. The

adjustment operates on the assumption that asset risk and interest rate risk are 
correlated, while insurance risk is independent of the other two.

While risk-based capital requirements are intended to be used only as a regulatory 
tool, each company’s Authorized Control Level Risk-Based Capital requirement 
and its Total Adjusted Capital will be reported on the annual statement filed by 
the company, and, therefore, will be available to insurance consumers. However, 
the NAIC has cautioned that the formula has not been designed to rate or rank 
adequately capitalized companies and should not be used for that purpose.

The Calculation of Total Adjusted Capital
Regulators will use a company's risk-based capital requirement as a baseline 
standard against which to compare that company’s Total Adjusted Capital. The 
Total Adjusted Capital is the sum of a company’s capital and surplus. Asset 
Valuation Reserve1, voluntary investment reserves, 50 percent of its dividend 
liability, and its subsidiary company amounts.2

'The Asset Valuation Reserve is described in greater detail in the NAIC publication. The 
‘Valuation of Insurer Assets and the ?{A.IC Securities Valuation Office

2 The subsidiary company amounts are the sum of the subsidiaries' Asset Valuation Reserve, 
voluntary investment reserves, and half the dividend liability times the insurer's percent 
ownership.
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The Property/Casualty Formula

The Calculation of the Risk-Gasea Capital 
Requirement

There are four broad types of risks included in the calculation of the 
property/casualty risk-based capital requirement:

1. Asset Risk— the risk of default and decline in market value of assets.

2. Credit Risk— the risk that premiums and reinsurance recoverables may no: 
be collected.

3. Underwriting Risk— includes the risk that prices and/or reserves are r.ot 
adequate.

4. Off-Balance Sheet Risk— includes excessive premium growth and potential 
liabilities not reported in the annual statement.

Asset Risk

The capital requirements to support the invested asset risk is based on the capital 
charges established by the Life Risk-Based Capital Working Group. The 
life/health formula factors were then adjusted due to differences in valuation 
reporting and other differences between life/health and property/casualty 
companies. The property/casualty formula requires, as does the life/health 
formula, an adjustment for bond diversification and asset concentration, in order 
to add risk-based capital for insurers with rritjre concentrated portfolios.

Credit Risk

Credit risk is the risk of losses from unrecoverable reinsurance and other 
receivables, such as due and accrued income from interest; dividends from real 
estate; and recoverables from parents, subsidiaries, and affiliates, among others.
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Underwriting Risk

Underwriting risk is primarily the risk of pricing and reserving error-. 
reserves are difficult to estimate with high degrees of accuracy, the que-;. 
remains as to how much capital is necessary to support any given reserve le'.e. 
Because reserves for the various types of business possess rather different 
frequency and severity characteristics and are, therefore, not homogeneous, it is 
appropriate to make that determination by line of business. The approach that the 
NAIC adopted is to consider the calendar year reserve developments, by line of 
business, for the industry as a whole over the last 10 years and to base the camiai 
charges on those developments, selecting the worst year of development as the 
base for the risk based capital requirement.

However, the formula makes two modifications to this deficiency factor. The first 
adjustment considers each individual company’s reserving experience. Companies 
with reserve developments that are better than the industry average are giver. _ 
credit in the formula while those exhibiting worse reserve developments are 
surcharged. The second adjustment is for the time value of money. The reserve; 
and the capital requirement are discounted at 5% interest using payment pattern,: 
established at the Internal Revenue Service for each line of business.

The capital to support the other underwriting risk, that is, the risk that current pre­
miums charged are not sufficient to pay futu.e losses, is calculated in much tne 
same way as the reserve risk. Here the formula uses the worst industrywide loss 
ratio over the past 10 years modified by the company’s experience and again, 
discounted for the time value of money. The resultant factor is applied to ir.e 
previous years written premium. Thus, the formula establishes a capital star.carc 
that requires the industry as a whole to have sufficient capital to survive a rece_: 
of the worse underwriting year in recent history.

The worst case scenario factors for reserves and premiums are modifier ' - 
increase the RBC required for lines with relatively favorable historical expene-..; 
and to lower the RBC required for lines with relatively adverse histori.a. 
experience. This recognizes that particularly favorable or unfavorable historic-. 
experience will not necessarily repeat itself in the future.

Off-Balance Sheet Risk

Off-balance sheet risk is comprised of four factors: non-controlled a.-̂ se'.:. 
guarantees for affiliates, contingent liabilities, and premium and reserve jw a t , 
risk.

Non-controlled assets are the amount of all assets not exclusively under tne 
control of the company, or assets that have been sold or transferred subject :o a 
put option contraction currently in force.

Guarantees for affiliates include guarantee for the benefit of an affiliate rr.a: 
result in a material contingent exposure of the company’s assets to liability.

The property/casualty RBC working group found that rapidly growing comc^r..;- 
have a greater propensity to encounter Financial difficulty. To reflect
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additional risk, insurers with growth exceeding an average of 10% per ; ,e r  
the three previous years receive a charge to premiums and reserves.

Like the life/health formula, the property/casualty formula addresses the 
presumption that not all that could happen will happen all at orce through a 
covariance adjustment.

The Calculation of Total Adjusted Capital
Like the life/health RBC instructions, the property/casualty RBC instructions 
provide for a modification to the insurer’s statutory capital and surplus in the 
calculation of total adjusted capital, the figure that is compared with the 
Authorized Control Level RBC to determine appropriate regulatory action. All 
non-tabular discounts are to be subtracted from statutory surplus with a five-year 
phase-in— 20% the first year, with 20% added every year after until it is 100%
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The Mode! Act

A state insurance regulator compares the company’s total adjusted capital against 
the risk-based capital requirement to determine if regulatory action is called for. 
That question is answered by the Risk-Based Capital for Insurers Model Act. The 
formula provides a mechanism for the calculation of an insurance company'; 
Authorized Control Level Risk-Based Capital and its total adjusted capital. The 
model law sets the points at which a commissioner is authorized and expectec to 
take regulatory action.

The first level is known as the Company Action Level RBC, which is set at tv. ice 
the Authorized Control Level RBC. The second level is the Regulatory Action 
Level RBC, at 1.5 times the Authorized Control Level RBC. The third is the 
Authorized Control Level RBC, and the fourth is the Mandatory Control Le-.ei 
RBC, set at 70 percent of the Authorized Control Level RBC. (See cable)

Joase<L*;

Name o f R B C X evd,
■ .

Percentage o f  Authorized 
Control Level RBC

Company Action Level RBC 200 Percent

Regulatory Action Level RBC 150 Percent

Authorized Control Level RBC 100 Percent

Mandatory Control Level RBC 70 Percent
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If a company files a risk-based capicai report (RBC report) indicating that, while 
the total adjusted capital is higher than the Regulatory Action Level RBC. it is 
lower than the Company Action Level RBC, the insurer must submit to the 
insurance commissioner a comprehensive financial plan. That plan must identify 
the conditions in the insurer that contribute to the company’s financial condition, 
contain proposals to correct the company’s financial problems, and provide 
projections of the company’s financial condition, both with and without the 
proposed corrections. The plan also .must list the key assumptions underlying the 
projections and identify the quality of, and problems associated with, the insurer’s 
business.

If the company’s total adjusted capital falls between the Regulatory Action Level 
RBC and the Authorized Control Level RBC, or if the company fails to file an 
RBC plan when required, the commissioner will perform such examination or 
analysis as he or she deems necessary of the insurer’s business and operations and 
issue any appropriate corrective orders to address the company’s financial 
problems.

If the company’s total adjusted capital falls below the Authorized Control Level 
RBC, in addition to those actions available to the commissioner for less serious fi­
nancial problems, the commissioner may place the insurer under regulatory 
control. Finally, if the company’s total adjusted capital falls below the Mandatory 
Control Level RBC, the commissioner will be required to'place the insurer under 
regulatory control.

As of February 1994, five states (California, Illinois, Missouri, Nebraska and New 
York) have adopted the NAIC RBC model act as it applies to life/health insurers.
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Conclusion

Conclusion • 10

In January 1994, the NAIC established a standing task force, the Risk-Based 
Capital (EX4) Task Force, to evaluate and recommend appropriate refinements to 
capital requirements for ail types of insurers. That task force will continue :o 
research and refine the life/health and property/casuaity risk-based capital 
systems. In addition, die task force will oversee the NAIC’s next step :n 
protecting consumers through risk-based capital standards, the development or ar. 
RBC for health organizations.

In 1993, the NAIC created the Health Organizations Risk-Based Capital Work.eg 
Group. That working group is developing a separate risk-based capital formula :or 
health insurance including traditional health insurers, health maintenance 
organizations (HMOs), Blue Cross/Blue Shield (BCBS) plans, and health service 
plans. The working group will expand the provisions in the current life/health 
formula to better measure risk in various health organizations.

For example, insurance companies invest extensively in marketable securities, and 
the risk-based capital factors are set accordingly. However, some health 
organizations have substantial assets in ventures— such as hospitals— that are 
used directly in providing services and, therefore, contribute directly to the health 
organization's ability to control quantity and cost of services. Also, some ha\e 
suggested that health organizations transfer risk differently than do heaith 
insurers, with the former using such devices as negotiated fee schedules, budgets, 
and capitation rate agreements, and the latter focusing on reinsurance and stop­
loss coverage.

The working group is addressing all these issues, along with many others. The 
NAIC’s goal is to develop a seamless system of risk-based capital requirement 
that will be appropriate for the existing environment and accommodate future 
evolution as well. This should facilitate an even playing field for health insurer'
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BCBS plans, HMOs, and others, while not stifling the development 
innovations.

o r

Risk'Based Capital Requirements for Insurers Conclusion • 11



Other Related NASC Publications

The following NAIC publications deal with issues related to solvency regulation: 

Insurers' Distribution o f Assets

Insurers' Long-Term Mortgage Loans andReaLTstate Investments 

Insurers' Medium- andLotuer-Qiialitu ‘BondMoldings 

Issues Concerning Insurance (guaranty funds 

(Profitability 6g Line by State

The ’financial 'Regulation Standards and Accreditation (Program o f the ‘MAIC 

The ‘Valuation o f Insurer Assets and the (fAIC  Securities 'Valuation Cffice

Persons interested in obtaining any of these publications or a catalog of all the 
NAIC’s publications may do so by calling the NAIC Publications Department at 
(816) 374-7259.

\
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I I . I n so l v ency  R i sk  and  R i s k - R a s e d  C ap i t a l

A. IN' 'HM'ty/Casually Insurer In s o l v e n c y  Ki.sk

From a n  economic  perspective,  tin insurer is insolvent  if 
the eco nomic  (market )  value of  its assets is less than  the 
economic  (di scounted)  value of  its liabilities, i .e. ,  if the 
economic  value of r s  net worth is negative.  Because shareholders  
have limited liability, the shortfall will result  in some  combina t ion  
of losses to policyholders  a n d  guaranty fund assessments  on o ther  
insurers.

T h e  imm edia te  cause of insolvency can  be reduct ions  in 
asset values, (for example ,  defaults on  bond  investments  or 
reduct ions in the marke t  value of  inves tments ) ,  or increases in 
liabilities for  claims, (for example,  large natural  catas trophes ,  
such as hur r icanes  a nd  ea r th quakes  o r  from u ne xp ec te d  
increases in the  f requency a n d  severity of tort claims).  Econ omic  
net  worth may  also bec ome  negative as a result of changes  in 
interest  rates,  if increases in interest  rales cause the m ark e t  value 
of assets to fall much  m ore  than  the discounted value of 
liabilities. However,  property/casual ty insurers are not subject  to 
p roduc t  dis intermediat ion as are commerc ial  banks  and some life 
insurance products .

The  under lying causes of insurer failures include b ad  luck 
and  insufficient incentives for safely. While some insolvencies 
will occur  even  with substantial  incentives for safely, inadequate  
or misguided incentives can  result in excessive risk, including 
deliberate u nd er - pr ic i ng  of  policies to generate  cash prior  to 
insolvency. T h e  point  at which "e cono m ic "  insolvency occuis  
cannot  always be d e te rm in e d  with precision.  "Account ing"  net 
worth may differ substantially from economic net  worth,  due  to 
differences that  arise from convent ional  account ing practices 
or managerial  efforts to manipulate  repor ted  net  worth by 
overstating asset values an d  understa ting liabilities. A major  
prob lem in valuing property/casual ly insurer  net worth is that  the 
liability for claims is not known with certainty for some lines of 
insurance until long after policies are sold. Regulators that believe 
an insurer is nea r  insolvency may somet imes  find it difficult to 
mee t  required s tandards of legal proof to remove the insurer 
from the marke t .

Although studies of insurer insolvencies during the late 
IVfiO's and early |97l) ' s identified Irani! and  mismanagement  as 
the primary causes of insuier  i n s n h e n u e s ,  the situation has 
changed since these studies were cond uc te d  A icccni  study of 
property/casual ty insurer insolvencies over the period 1 9 6 9 - I99U
2 Alliance ol Am erican  Insurers

by the A M .  Best Co mpany  (1VVI) identified deficient lo s s  
leserves and /o i  inadequa te  p uc es  as the mii‘ 1 c o m m o n  "i . tuse" 
ol insolvency (results of the report  are illustrated m I able li 
I lie table s h o w s  dial  rapid giowth,  w h ic h  c a n  somet imes  null* a t e  
inadequate,  prices, also has  be e n  frequently associated with 
failure. Less c o m m o n  "c a us e s” of failures include overstated 
assets,  fraud,  failure of re insurance,  and  ca tas t roph es . '  Although 
the study found  that  the most  important  p rob lem is inadequate  
prices,  it is not c lear  whether  prices were in adequa te  at the t ime 
business was sold, as opposed  to being in adequa te  after the fact 
( i .e. ,  af ter  unexpec ted ly high claims have o cc u r re d ) . 2 T h e  
evidence  of  rapid growth suggests that underpr ic ing  up front has 
b e e n  impor tan t  in some insolvencies,  as one  way insurers can  
grow rapidly is by cutt ing prices.

Table 1
PRIMARY CAUSES OF PROPERTY/LIABILITY 

INSURER INSOLVENCIES! 1969-1990

P R IM A R Y  CAUSES

N UMBER OF 
CO M PAN IES

PERCENT 
O F TO TA L

Deficient loss reserves 
(inadequate pricing)

86 28%

Rapid growth 64 21

Alleged fraud 30 10

Overstated assets 30 10

Significant change in 
business

26 9

Reinsurance failure 21 7

Catastrophe losses 17 6

Miscellaneous 28 9

Total 302 100

Source :  A. M .  Best Company  (1991) .  
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T h e  A .M .  Best sillily found  that t>3 percen t  of p roperty /  
casually insolvencies dur ing the per iod 1 9 6 9 - 1 9 9 0  occur red  
among  small insurers,  34 percen t  a m ong m e d iu m  insurers,  and  
only 3 percen t  among  larger insurers.  Insolvency rates ( n u m b e r  
of failures divided by n u m b e r  of  companies)  were much  higher 
lor small and  med ium  size insurers than for large insurers a n d  
largest am o n g  medium sized insurers.  However ,  it would cleat ly 
be a mistake to conc lude  f rom these statistics that  the solvency 
regulat ion system should focus primarily on small  and  m ed iu m  
size companies .  T h e  potent ial  for significant insolvency costs is 
m uc h  higher a m o ng  larger co m panies  even  though  the failure 
frequency for this group is lower. F or  exa mpl e ,  40 pe rc en t  
of property/casual ty guaranty fund assessments  since 1969 
have bee n  generated  by five failures a n d  80 percen t  by only 
25 failures.

More  fundamental ly ,  insolvency risk d e p e n d s  on  potent ial  
volatility in asset returns and  claim costs a nd  on  the incent ives 
of insurers to reduce  insolvency risk by holding  m or e  capital,  
investing in safer  assets, reducing  interest  rale risk, purchasing  
high quality reinsurance,  a nd  diversifying across lines of 
insurance.  Because these risk m a n ag e m e n t  m et ho ds  are costly, 
safer insurance generally will be more  expens ive than  risky 
insurance.  Apart  from any regulatory monito ring ,  incentives for 
safety in turn d ep en d  on several  factors including the d e m a n d  for 
safety by policyholders,  the cost an d  ability of policyholders to 
identify and  monitor  safe insurers,  a n d  whether  insurer  
insolvency wiil result in significant costs to insurer  owners a n d / o r  
managers .

Potential costs to insurance  c o m p a n y  owners from 
insolvency include the loss of future income arising from previous 
investments  m ade  by the insurer  in building a reputat ion a n d  a 
bo o k  of business.  T h e  possible loss of this " f ranch ise  value" will 
provide a significant incent ive for m an y  insurers to avoid 
insolvency.3 This  is true even if pol icyholders  are unab le  to 
readily identify and  monitor  sale insurers —  or  if policyholders 
are less con cer ne d  with safely because  of guaranty fund 
protect ion.  However,  large reduct ions in net  wor th due  to factors 
such as large, unexpec ted  increases in claim costs can  
substantially increase the risk of insolvency a n d  alter insurer 
incentives. Beyond some point,  reduct ions in net  worth may lead 
an insurer to "go for b ro k e , "  i.e. ,  to pursue  very high risk 
strategies with the hope of delaying or p reven t ing  insolvency.

Costly monitoring of insolvency risk by policyholders,  
r ed u ced  incentives for pol icyholder monitor ing  because  of 
guaranty funds, an d  the possibility of "go for b ro k e"  behavior 
provide the major  rat ionales for regulatory monitoring of
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solvency risk and  o ther  forms ol solvency regulation. Regulation 
can  reduce  the cost ol insolvency by monitoring insurers,  by 
constraining excessively risky behavior ,  and  by d os in g  down as 
promptly as possible companies  that have become insolvent.

T h e  objective of solvency regulat ion should be to dupl icate  
as closely as possible the ou tcome of a competi t ive m ai ke t  m 
which all parties have efficient access to all ol the inloi malio' .  
n eed ed  lor rational decisions.  This  means  that solvency regu la ­
tion should not at tempt  to p reven t  all insurer  failures. M.uke i  
exit through failure a n d  voluntary withdrawal is a normal  
ou tcome in a competi t ive market .  However,  failed firms should 
not  be permit ted to place a significant b urd en  on healthy firms 
a nd  policyholders th rough  guaranty fund assessments  a nd  
delayed or incomplete  p ay me nt  of claims. Thus ,  the objective 
should be to facilitate where  possible the rehabil i tat ion of weak 
insurers and  to bring a bout  the order ly exit of unsuccessful  
companies  as closely as possible to the point  where the econom ic  
value of assets falls below the economi£  value of liabilities.

B. Theoretical Basis for Risk-Based  
Capital Requirements

In theory,  r i sk-based  capital refers to a system in which 
insurers would be requ ired  to mee t  or exceed  a mi n imum capital 
requ irement  l ied to specific characterist ics uf the com pany  
that are presumably related to the risk of insolvency. Un d e r  a 
r i sk-based  capital system, if an insurer ' s  reported  capital 
(surplus) failed to exceed  its requ ired  r isk-based  capital  (or 
some percentage of r isk-based  capital) ,  it would be subject  to 
regulatory action. Possible regulatory responses  that cou ld  be 
specified in a r isk-based  capital system might include increased  
monitoring,  restrictions on  growth, requir ing the insurer to ad d  
more  capital to avoid being placed in receivership,  an d /o r  placing 
the insurer in receivership or conservatorship.  A well -designed 
r i sk-based  capital system should help regulators identify f in an­
cially weak companies  while there  is still t ime for rehabil i tat ion 
and  remove unsalvageable companies  from the mark e t  before  
they incur significant deficits that  would place a b u r d e n  on 
healthy insurers.  Such a system should  also motivate insurers 
which otherwise would have in adequa te  incentives for safety to 
hold more  capital and otherwise man age  their operat ions  to 
reduce their risk of insolvency in o rd e r  to avoid increased a t t en­
tion or intervention from regulators.

Risk-based capital would differ fundamental ly from 
the current  system of minimum dol lar  capital (and  surplus) 
requirements,  Inch are identical for all insurers (or b road  
classes of insurers, such as stocks o r  mutuals ) .  Existing minimum
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capital  requ i reme nts  typically are  less th an  or equal  to S2 million. 
These requ i reme nts  probably de te r  entry by some insurers that 
would otherwise be inadequately capital ized a nd  likely to  fail and  
facilitate regulatory act ion against  small insurers that  are 
exper iencing  financial difficulty. Existing min i mum  capital 
requ i rements ,  however ,  have little or  no  impact  on  insurers 
b eyond  some  very small size. An  advantage  of this feature  is that  
they do  not  constrain behavior and  increase costs (and  thus 
prices) for financially sou nd  insurers.  A  d isadvantage  is that  little 
or no  guidance  is p rovided  to regulators about  the a de qu ac y  of 
capital  for all but  the smallest  insurers.  Existing re qu i rements  also 
a re  of little value to regulators in providing a legal basis for 
in te rvening in the operat ions  of all but  the smallest  insurers.  In 
addi t ion,  a weak insurer 's  repor ted  (statutory) capital  may not  
fall below the legal min imum until the m ark e t  value of  its assets 
fall far below its true liabilities. Of  course,  regulators have already 
deve loped  a variety of tools to moni to r  insurer  capital  relative to 
lisk,  including the Insurance Regulatory Informat ion  System 
( IRIS),  less formal analyses of insurer  p remiums a n d  liabilities 
relative to capital,  and  the assessments  deve loped  by private 
rating agencies.

A formal r isk-based  capital system offers several possible 
advantages  com pa re d  to the existing systems of min imum capital 
requ i reme nts  and  regulatory monitor ing of  capital relative to risk. 
T h e s e  advantages have the potent ial  to achieve a n  efficient 
reduc t ion  in the expec ted  cost of  inso'vencies.  As no ted ,  a well-  
des igned r isk-based  capital system should encourage  greater  
safely for insurers for which m a rk e t  incent ives foi safety are 
inadequa te .  A genuinely wel l -des igned r i sk -ba sed  capital  system 
will also provide guidance an d  assistance to regulators.  It will 
p rovide information to help identify weak  co m panies  an d  10 
facilitate regulatory intervention e i ther  before  an  insurer  bec om es  
insolvent or  at a minimal  level of deficit.

A r isk-based  capital system will give regulators legal 
authori ty to intervene if repor ted  capital  falls below r i sk -ba sed  
capital requ irements  (or some pe rcen tage  of r i s k -b as ed  capital) .  
This  authori ty will be valuable in cases where it might otherwise 
have  bee n  difficult for intervention to be uph e ld  by the  cour t  
system. In some instances,  a r i sk -ba sed  capital  system may force 
regulators to lake some action ra ther  th an  delay intervent ion due  
to pressure from the t roubled com pa ny  or the hop e  mat  things 
will get bel ter  without having to dec la re  an insurer  insolvent or to 
sigiulicariily restrict its activities

At the same lime, there are  possible systems besides r isk-  
based  capital that could encourage  insure r salciy a nd  facilitate 
regulatory monitoring and  prompt  regulatory at tent ion  to weak
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insurers. l;or example,  a system ol financial ratio analysis in 
which regulatory action would be required u nd er  specified 
circumstances in principle could help achieve these goals.4 I his 
type of system could m eflcct create implicit capital rcqi i i ioments  
lor insurers in o rder  to avoid increased regulatory at tent ion.  T h e  
theoret ical advantages of r isk-based  capital over  a ratio based 
system include greater ability to reflect and  aggregate the major  
aspects of insurer risk and  the creation of an explicit linkage 
between insurer risk and  required capital .5

On the o ther  han d ,  r i sk-based  capital requ i rements  have a 
n umb er  of serious potential  limitations. It is infeasible for a 
r i sk-based  capital system to duplicate precisely the capital levels 
and  incentives for safely that  would exist in a dynamic,  
competi t ive env ironment in which both consumers  an d  insurers 
have adequa te  incentives for safety. Insolvency risk dep en ds  on 
numerous  factors that are  difficult to quantify,  and  the insurance 
market  is character ized by substantial diversity across insurers in 
typos of business written,  characteristics of customers,  a n d  
methods of operat ion.  It is impossible to specify the "right" 
amount  of capital for most insurers through a formula.  Unavoid­
able imperfections in any meaningful  r i sk-based  capital system 
will likely distort some insurer decisions in undesirable and  
un in tended  ways. As we discuss further below, overly stringent 
r i sk-based  capital requ irements  would produce  significant m arke t  
dislocations to the det r iment  of many insurers and  consumers .  
Thus ,  the desire to achieve the objectives of a risk based  capital  
system must  be t empered  by the reality that  any such system will 
be imperfect  and  that  the inevitable imperfections have the 
potential  to impose significant costs on healthy insurers.

In addit ion,  r i sk-based  capital requ irements  by themselves 
will do little or nothing to help regulators de te rmine  whether  an 
insurer ’s reported  net  worth is overstated.  T h e  great difficulty 
in determining whether  an insurer ' s reported  losses and  loss 
reserves are significantly understated,  especially for long- tai led 
lines of business subject to large volatility in costs,  limits the 
ability of r isk-based  capital to encourage weak insurers to hold 
mo e capital and  to assist regulators. In fact, poorly designed 
r i sk-based  capital requirements could increase incentives for 
some insurers to u n d e r - r e p o r t  loss reserves in o rde r  to show 
lower required r i sk-based  capital,  higher capital relative to 
required r isk-based  capital,  or both.  In general,  some insurers 
will try to manage their required level of r isk-based  capital 
through means  that do not reduce risk or increase economic net 
worth.  Thus, r isk-based  capital is not a substitute for regulatory 
monitoring of prices, reserves, and  o the r financial variables.
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C. Goals and Objectives of R isk-based Capital

T h e  overall  goal o( r i sk -ba sed  capital  should  he to 
minimize the expec t ed  cost of insolvency, including bo th  direct  
a nd  indirect  costs.  T h e  direct costs of insolvency include the 
regulatory monitor ing  and  preven tion  which are ultimately bo rn e  
by insurance  buyers.  T h e  most  impor tant  indi rect  costs are 
m arke t  dislocations a nd  distort ions caused  by the inevitable 
inaccuracies  that  will be imb e d de d  in any pract ical  r i s k -b as ed  
capital  system. Th ese  costs enc ompass  u n in te n d e d  adverse  
effects on  insurance  pricing a nd  availability as well as penal t ies  to 
owners  of sou n d  insurance com panies  resulting from inaccura te  
signals from the  r i sk-based  capital  system. In o th e r  words,  the 
potent ial  benefi t s of r i sk-based  capital  must  be  ba la nc e d  against  
the costs that  arise because of the infeasibility of  dupl icat ing the 
o u tc o m e  of  an  efficient compet i t ive marke t .  A  well -designed 
r i s k- based  capital  system mus t achieve an  app rop r ia te  ba lance  
a m o ng  a n u m b e r  of specific objectives related to risk m e a s u r e ­
ment  a n d  m ar k e t  responses to r i sk-based  capital  requ i re me nt s .0

I. The risk-based capital fo rm ula  should provide 
incentives fo r weak companies to hold more capital 
and/or reduce the ir exposure to risk w ithout 
sign ificantly  distorting the decisions o f financia lly 
sound insurers.

A major  goal of a r i s k -b as ed  capital sys tem should  be  to 
improve the incent ives of insurers to reduce  the exp ec t ed  cost of 
insolvency in efficient ways. Because m arke t  incent ives for safety 
a re  inad equ a te  in some cases, some insurers may  pose  too great  a 
th rea t  of insolvency. Risk-based  capital shou ld  encourage 
insurcrs for which m ark e t  incentives for safety a re  in adequa te  to 
ho ld  more  capital  an d /o r  t ake o th er  act ions to reduce  risk. It 
should  be  emphas ized  that these act ions generally will lead to 
higher p rem iu m  rates for these insurers.

W h e n  a t tempting to affect the behavior of weak  insurers,  
r i s k -b as ed  capital  requ i rements  must  conf ron t  a basic t radeoff:  
increases in the a m o un t  of requ ired  r i sk -ba sed  capital  may likely 
reduce  the f requency  and  severity of insolvencies,  but  they will 
also lead to m ore  and  greater distort ions in the  decisions of 
financially sou nd  comi antes If ii.sk-based  capi tal  rc q n u c m en is  
arc set too low, they will have little el lect  on  insolvencies. 
However ,  if they are set too high, they will c rea te  costs that 
exceed  the benefi ts  of lower insolvency costs As we discuss 
further  below, adverse co ns equences  include tha t  the price of 
coverage would bec ome  higher  than  necessary.
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2. The risk-based capital form ula should reflect the 
m ujor types of risk that affect insurers and how these 
risks d iffe r across insurers.

It is impor tant  that all major  types of risk he reflected 
in the formula.  To  the extent  possible, the types of risk 
incorpora ted  in the forrm.:.. should be related to the underlying 
theory of insurer insolvency risk and  the empirical  evidence on 
the causes of insolvencies. Subject  to practical considerat ions,  
the major  types of  risks should be measured  as accurately as 
possible. This  will r educe  the ex tent  of undesirable distort ions on 
decisions and  m ake  it more difficult for insurers to increase risk 
in ways that  are not  cons trained by the system. It also will m ake  it 
less likely tha t  certain segments  of the industry will be unfairly 
a nd  inefficiently d isadvantaged by applicat ion of the formula.  
F or  example ,  the formula should not  have differential  effects on 
slocks vs. mutuals,  agency companies  vs. direct writers,  or small 
vs. large companies  unless there is c l e y  evidence of  significant 
differences in risk between the groups that can be measured  with 
reasonable p recis ion.7

3. The risk-based capital charges (or weights) for each 
m ajor type o f risk should be proportional to their 
impact on overall risk o f insolvency.

Differences in r i sk-based  capital charges for the major 
types of  risk should be consistent  with their  importance  in 
explaining prior  insolvencies based  on  both theoret ical  and  
empirical  analysis. For  example,  since both theory a nd  evidence 
suggest that  a large propor tion of proper ty/casual ty  insurer 
insolvencies were associated with inadequate  prices and  loss 
reserves rather  than  reduct ions  in asset values, the  formula 
should produ ce  results that  are broadly consistent  with these 
findings.

4. The risk-based capital system should focus on iden tify ­
ing insurers that are likely to impose the highest costs 
of insolvency.

Although  most  insurers that  fail are small a n d  insolvency 
f requency  rates are higher amo ng  small insurers th an  for larger 
insurers,  a rest ive ly  small nu m be r  o f  insurance failures have also 
imposed substantial insolvency costs on the guaranty fund 
system. Although about  20 0  insurer  insolvencies have tesulted m 

guaranty fund assessments since 1969, live failures account  lot 
40 percen t  of the assessments a nd  twenty-five account  (nr 
80 percent  ( A . M .  Best Company,  1 9 9 1 ). Clearly, the objective 
Of reducing total insolvency costs can best he achieved hy 
focusing resources on  the identification of those companies  that
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have the greatest  risk of imposing high costs in liio event  of  f inan­
cial distress.
5. T h e  f o r m u l a  a n d / o r  the m e a s u r e m e n t  o f  a c t u a l  c a p i t a l  

s h o u ld  re f lect  e c o n o m ic  va lues  o f  asse t s  a n d  l iabi l i t i es  
w h e n e v e r  p ra c t i c ab le .
Net  worth calculated according to e i ther  statutory or 

generally acc ep ted  account ing  principles can  differ significantly 
from the eco no mic  value of net  worth.  For  example ,  loss reserves 
generally are not  d iscounted an d  bonds  are car ried  at  amor t ized  
value ra ther  than  marke t  value (or  es t imated  mark e t  value) .  
Ignoring potential ly large dif ferences  be tween  account ing  a n d  
econom ic  values would redu ce  the ability of a r i sk -ba sed  capital  
system to assist regulators and  encourage  greater  safety for 
weak  companies .
6. To the extent (hat is possible, the risk-based capital

system should discourage under-reporting  o f loss
reserves and other form s o f m anipulation by insurers.
As noted ,  poor ly-des igned  r i s k -b as ed  capital  requ i re ­

ments  might  increase incentives for insurers to u n d e r - r e p o r t  
loss reserves.  They  also might be subject  to o ther  forms of
manipulat ion by insurers th rough  the p resenta t ion of  their
financial results. Th e  formula should be des igned to reflect a n d  
control  these possibilities to the extent  that  is practically feasible.
7. The form ula  should avoid com plexity that is of

questionable value in increasing accuracy o f r is k -
measurement.

Increased  complexity will likely be subject  to diminishing 
returns in increasing accuracy.  Giving up  potential ly minor  (or 
quest ionable)  increases in accuracy to reduce  complexity will 
m ak e  the system easier to explain,  un d ers ta nd ,  and  use.
Increases in complexity will m a k e  it more  difficult for insurers to 
discern the implications of their  decisions on  requ ired  r i sk -  
based  capital,  an d  it may lead some  users to mistakenly believe 
that  the system is more  precise than  actually is die  case.
Addit ional  complexity could increase the l ikel ihood of significant 
u n in te nd ed  consequences ,  because  of the addi t ional  difficulty in 
considering all of  the possible effects of r i sk -ba sed  capital on the 
market .  As a practical  mat te r  the benefits a nd  costs of any 
addit ional  data report ing u nd er  a system of r i s k-based  capital 
also will need  to be cons idered carefully.
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9 5 T H  S T O R Y  c f  L e v e l  1 p r i n t e d  in  F U L L  f o r m a t .

C o p y r i g h t  1 9 9 3  T h e  M e w  Y o r k  T i m e s  C o m p a n y

T h e  N e w  Y o r k  T i m e s

J u n e  19, 1993, S a t u r d a y ,  L a t e  E d i t i o n  - F i n a l

S E C T I O N :  S e c t i o n  1; P a g e  34; C o l u m n  1; F i n a n c i a l  D e s k ;  Y o u r  M o n e y  

P a g e

L E N G T H :  57 5  w o r d s  

H E A D L I N E :  T A X E S ;

T h e  M a n y  A d v a n t a g e s  O f  a H y b r i d  C o m p a n y

B Y L I N E :  3 y  J a n  M. R o s e n

B O D Y

N E W  Y O R K  a n d  N e w  J e r s e y  a r e  e x p e c t e d  to e n a c t  l e g i s l a t i o n  s o o n  a l l o w i n g

p r i v a t e l y  o w n e d  b u s i n e s s e s  a n d  p a r t n e r s h i p s  to o r g a n i s e  as  l i m i t e d  l i a b i l i t y

c o m p a n i e s ,  w h i c h  c o m b i n e  t he t a x  a d v a n t a g e s  o f  a p a r t n e r s h i p  w i t h  t h e  l e g a l  

p r o t e c t i o n  o f  i n c o r p o r a t i o n .

C a l i f o r n i a  arid a d o z e n  o t h e r  s t a t e s  a r e  c o n s i d e r i n g  s i m i l a r  p r o p o s a l s ,  a n d  31 

s t a t e s  a l r e a d y  r e c o g n i z e  l i m i t e d  l i a b i l i t y  c o m p a n i e s  -- s o  n a m e d  b e c a u s e  

l i a b i l i t y  f o r  s u c h  t h i n g s  as l e g a l  j u d g m e n t s  a g a i n s t  a c o m p a n y  or b a n k r u p t c y  a r e  

l i m i t e d  to t h e  e n t i t y ' s  a s s e t s  l i k e  a c o r p o r a t i o n .  T h e s e  b u s i n e s s e s  d o  n o t  p u t  

t h e i r  o w n e r s '  p e r s o n a l  a s s e t s  a t  r i s k  b e y o n d  t h e i r  o r i g i n a l  i n v e s t m e n t .

" I t ' s  t h e  w a v e  o f  t he f u t u r e ;  it p r o v i d e s  m o r e  f l e x i b i l i t y  w i t h  p r o t e c t i o n  

f r o m  l i a b i l i t y , " s a i d  A s s e m b l y w o m a n  H a r r i e t  D e r m a n ,  R e p u b l i c a n  of  M e t u c h e n ,  w h o  

is s p o n s o r i n g  t h e  m e a s u r e  in N e w  J e r s e y  a n d  e x p e c t s  p a s s a g e  t h i s  m o n t h .

A c c o u n t i n g  firms, f or e x a m p l e ,  a r e  e a g e r  to a v o i d  a r e p e a t  of  " t h e  f i a s c o  

wiien L a v e n t h o l  & H c r w a t h  w e n t  u n d e r , " a n d  p a r t n e r s  w e r e  p e r s o n a l l y  l i a b l e  f o r  

m i l l i o n s  o f  d o l l a r s  o w e d  b y  t he p a r t n e r s h i p ,  s h e  said. T h a t  b a n k r u p t c y ,  /hich 

l e d  to  a s n a r l  of  l i t i g a t i o n ,  c a u s e d  s o m e  m a n a g e r s  of  o t h e r  f i r m s  to v o i c e  

d o u b t s  a b o u t  a c c e p t i n g  p a r t n e r s h i p s ,  if o f f e r e d .

K e n n e t h  J. N o r c r o s s ,  a p a r t n e r  i n  P i t n e y ,  H a r d i n ,  K i p p  & S z u c h  in M o r r i s t o w n ,  

N . J . ,  s a i d  t h a t  l i m i t e d  l i a b i l i t y  c o m p a n i e s  c o u l d  be  u s e f u l  f o r  " e v e r y t h i n g  

f r o m  n e w  v e n t u r e s  at A . T . &  T. d o w n  to t h e  c o r n e r  d e ^ . "

W i t h  p a r t n e r s h i p s ,  i n c o m e  a n d  l o s s e s  f l o w  d i r e c t l y  to t h e  p a r t n e r s ,  a v o i d i n g  

c o r p o r a t e  t a x a t i o n ,  b u t  p a r t n e r s '  p e r s o n a l  a s s e t s  c a n  b e  at  r i s k  f o r  t h e i r  

f i r m ' s  l i a b i l i t i e s .

T o  p r o t e c t  t h e m s e l v e s  f r o m  l i a b i l i t y ,  b u s i n e s s  o w n e r s  c a n  i n c o r p o r a t e .  B u t  t h e y  

w i l l  f a c e  F e d e r a l  c o r p o r a t e  t a x a t i o n  u n l e s s  t h e  b u s i n e s s  m e e t s  t he r i g o r o u s  

r e q u i r e m e n t s  f o r  a n  S c o r p o r a t i o n :  n o  m o r e  t h a n  35 p a r t n e r s ,  n o  f o r e i g n  p a r t n e r s  

a n d  o n l y  o n e  c l a s s  of  s t ock.

F a m i l y  b u s i n e s s e s  o f t e n  w a n t  t w o  c l a s s e s  of  s t ock, v o t i n g  s h a r e s  f o r  t h e  

f a m i l y  m e m b e r s  a c t i v e  in t he b u s i n e s s  a n d  n o n v o t i n g  f o r  t h o s e  w h o  a r e  not .  T h us,  

t h e y  a r e  p r e c l u d e d  f r o m  a S c o r p o r a t i o n ,  b u t  t h e y  c o u l d  s e t  u p  a l i m i t e d  

l i a b i l i t y  c o m p a n y .
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M o s t  e x i s t i n g  c o r p o r a t i o n s  a r e  n o t  l i k e l y  to w a n t  to c o n v e r t ,  Mr. h o r c r c s s  

s a i d ,  b e c a u s e  t h e y  w o u l d  f a c e  " an e x i t  tax" f o r  d i s s o l v i n g  t h e i r  c u r r e n t  

i n c o r p o r a t i o n .

H e  p r e d i c t s ,  h o w e v e r ,  t h a t  w h e n  t h e  l e g i s l a t i o n  p a s s e s  in M e w  Y o r k ,  M e w  

J e r s e y  a n d  C a l i f o r n i a  -- a l l  i m p o r t a n t  s t a t e s  f o r  b u s i n e s s  -- t h e r e  w i l l  b e  a 

r u s h  to  a d e p t  t h e  n e w  form, w h i c h  is a l r e a d y  p e r m i t t e d  in  o t h e r  b i g  b u s i n e s s

s t a t e s ,  i n c l u d i n g  I l l i n o i s ,  T e x a s ,  F l o r i d a  a n d  D e l a w a r e .

B r i a n  L. S c h o r r ,  a p a r t n e r  in Paul, W e i s s ,  R i f k i n d ,  W h a r t o n  & G a r r i s o n ,  a n d  

c o - c h a i r m a n  o f  a d r a f t i n g  c o m m i t t e e  f o r  th e  m e a s u r e  p e n d i n g  in  i l b any, s a id, " I 

t h i n k  it h a s  b r o a d  a p p l i c a t i o n  in r e a l  e s t a t e ,  j o i n t  v e n t u r e s ,  a t r i c a l

i n v e s t m e n t s ,  h i g h  t e c h n o l o g y  a n d  v e n t u r e  c a p i t a l , "  as  w e l l  a s  o i l  a n d  gas ,

r e o l a c i n g  b o t h  a c t i v e l y  m a n a g e d  p a r t n e r s h i p s  a n d  p a s s i v e  i n v e s t m e n t  

p a r t n e r s h i p s .  H o w e v e r ,  a t t e n t i o n  s h o u l d  be  g i v e n  t h e  s t a t e  t a x  t r e a t m e n t  of 

l i m i t e d  l i a b i l i t y  c o m p a n i e s ,  Mr. S c h o r r  s a id.

T h e  m e a s u r e s  p e n d i n g  in  N e w  Y o r k  a n d  M e w  J e r s e y ,  l i k e  t h e  o n e  r e c e n t l y  

a d o p t e d  in D e l a w a r e ,  a r e  f l e x i b l e ,  a l l o w i n g  b u s i n e s s e s  to t a i l o r  t h e i r  l i m i t e d  

l i a b i l i t y  c o m p a n i e s  f o r  t h e i r  o w n  p u r p o s e s ,  Mr. S c h o r r  p o i n t e d  out. B u t  tc 

q u a l i f y  f o r  t h e  s a m e  t a x  b r e a k s  a s  p a r t n e r s h i p s ,  h e  c a u t i o n e d ,  th e  l i m i t e d  

l i a b i l i t y  c o m p a n i e s  m u s t  c o m p l y  w i t h  I n t e r n a l  R e v e n u e  S e r v i c e  r e q u i r e m e n t s .

S U B J E C T :  C O R P O R A T I O N S ;  P A R T N E R S H I P S

NAME: ROSEN, J A N  M

G E O G R A P H I C :  N E W  Y O R K  S T A T E ;  N E W  J E R S E Y
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intended 
co m p an ie s  

and

ENTERPRISE
Partnership, Corporation A ren’t Only Ways to Start Out

F o rm in g  as a L imited  Liability C o m p a n y  Offers  Best of Both W orlds
By J o t r e y  A. Tanneunbaum

S ta f f  R tp o r ie r  a /T n r .  W a l l S  r u m *  J o u r n a l
Robert II. Kane's start-up enlerprise Is 

a moulli(ul: Octagon Communications 
Limited Uablllly Co.

The name doesn't exactly have a ring to 
It. It's rather awkward on stationery and 
business cards. It even tails lo convey the 
company's Intended business: Investments 
In rural cellular telephone companies.

But loud and clear, the name conveys 
something else: a new form ol ownership 
that Mr. Kane and his seven partners ex­
pect wall serve them well. Their enter- 
p r is t- lo  be based In Denver-ls neither a 
traditional partnership nor a traditional 
corporation. Rather, under Colorado law. It 
Is a "lim ited liability company." or LLC. 
Growing Interest

Mr. Kane and his partners expect to en­
joy the best o( toth worlds: Ihe lax advan­
tages of a partnership and Ihe legal sale- 
guards o( a corporation. Tel they face 
none ot the drawbacks associated with 
forming a so-called subchaple* S corpora­
tion. which also Is taxed much like a part- 
nershlp. For example, S corporations can't 
have corporate shareholders, but LLCs 
an. " I t  some corporation ever wants to ot­

ter me Jllllons i ' dollars (or my Interest. 
'II be able to sell It.** Mr. Kane says.

Nol yet worth jllllnns, Octagon doesn't 
even have an ottice. But It Is in the tore- 
trout ol > movement toward the LLC as a 
form ot ownership (or small U S. busi­
nesses and Joint ventures. "Interest In Ihe 
LLC concept Is growing remarkably last," 
says John R. Maxtield. a Denver lawyer 
who helped write Ihe LLC law there.

Fasi. anyway, by the slow-paced slan- 
dards ot lawmaking.-In 1977, Wyoming be­
came Ihe first state to authorize LLCs. but 
It took until 19SS (or the Internal Revenue 
Service lo conllrm that the new Wyoming 
entities would be treated as partnerships 
tor federal tax purposes.

To dale, only live other states-Colo- 
rado. Florida, Kansas. Virginia and, most 
recently, Utah-have followed Wyoming In 
authorizing their own LLCs. according to 
an American Bar Association survey. But 
lawyers In many other states report grow­
ing Interest because ot the IRS ruling. Two 
ABA panels are studying the topic, as Is 
the National Conference ot Commissioners 
on Uniterm Stale Laws, a group allied with 
Ihe ABA. Meantime, moves are atoot to in­
troduce LLC statutes In Arizona. Illinois, 
Maryland, Michigan, Nevada. Ohio. Okla­
homa and Texas, the ABA survey found.

"I'm  stunned by the amount ot excite­
ment generated by these entitles." says 
Barba -a C. Spudls. a Chicago attorney and 
Ihe head ot one ABA panel on LLCs. 
F lexibility  of a Partnership

One appeal ol LLCs Is Uiat. as with 
partnerships: any Income (lows through 
uniaxed to the Individual owners. Such 
owners don't avoid personal taxes, but 
they do avo'd corporate taxes. Regular 
corporations face higher maximum (axes 
In Ihe (list place. And If the corporations 
pay dividends, owners are (axed again.

Of course. S corporations avoid double 
tnxatloa-bul they don't enjoy all the ad­
vantages ot partnerships when It comes to 
juggling Income and deductions. For ex­
ample. ihe 2t)7c-owner ot an S corporation

normally must pay taxes on 207r of any In­
come. By contrast, partnership members 
are tree lo divvy up any Income 3rd tax 
liability as they see lit. Thus, equal part­
ners might change the allocations ot prolit 
or loss year to year to lit their Individual 
lax needs. LLCs otter Ihe same (reedom.

With LLCs. as with regular corpora­
tions, only the company's assets, and not 
the owners' personal assets, are at risk In 
business-related lawsuits. In partnerships, 
so-called limited partners cn|oy such pro­
tection. but general partners don't. And 
limited partneis (ace restrictions on how 
active they can be In the b_jiness. LLCs 
are designed to protect all partners while 
Imposing no limits on their activity.

Not surprisingly, lawyers I- a feu 
stales say LLCs are an easy sen. Since 
Colorado's LLC statute went into effect in 
April 1990, 250 LLCs have been organized 
there, an official says. Forming an LLC 
usually costs 51.000 to SS.000 In attorney 
and tiling tecs, depending on complexity, 
says Mr. Maxtfeld. Ihe Denver lawyer.

But some state programs have draw­
backs. Florida LLCs are exempt from fed­
eral corporate taxes but sub|ect to the 
state's 5.57c corporate-income lax.. Since 
Florida has no personal Income lax affect­
ing partnership Income, "that 5.57c Is 
enough to sc3te people oil," says Jose M. 
Sariego, a Miami lawyer.

Moreover, the IRS has yet to give Its 
Imprimatur to any state LLC program ex­
cept Wyoming's, Ihough a tew LLCs else 
where have gotten favorable prlvate-lelter 
rulings. And lawyers say it's unclear how

enterprises treated as LLCs In their home 
states will be treated In states without LLC 
laws. Ot the stales without LLCs. Indiana 
alone explicitly recognizes LLCs organized 
elsewhere. "There has been no HUgntlon 
on LLCs." says Robert R. Keatlnge, a Col­
orado lawyer who heads (he other ABA 
panel on LLCs. “ And nobody wants to be 
Ihe test case."
Benefit for Foreigners

Still, proponents say the LLC raises lit­
tle risk lor enterprises operating only In 
their home state or outside the U.S. And 
It's Ideal lor foreign Investors-normally 
barred ,. n  S corporations.

LLCs don'i lim it the number or type 
ot owners, as S corporations do. except (or 
a twoowner minimum. But because ot 
other restrictions, only closely held enter­
prises are suited to be LLCs. For example, 
it any owner leaves, the others must ail 
(ormally agree to keep the enterprise go­
ing. " I t  you have 200 members. It's hard to 
get everybody lo sign cff un anything," 
Mr. Keatlnge says.
i But even closely held companies face 

uncertainties on a number ot technical and 
procedural Issues, such as whether the 
conversion ot a partnership Into an LLG 
amounts to a "termination" under tax law, 
which mlghl Increase tax liability. IRS rid­
ings are still awaited. In the meantime, 
warns Ms. Spudij, the Chicago Lwyer. 
many LLC investors are entering un­
charted term or/.

*  a  *



Limited liability Companies:
GaininBy Thom as Earl Geu

Momentum
T

"  lie limited liability company 
(LLC), a unique and relatively 
new form of unincorporated 
business organization, is available by 

statute in 24 states and is being con­
sidered to some extent in almost 
every other jurisdiction. An LLC is 
a hybrid form of business created 
by combining the organizational 
and tax attributes of partnerships 
and corporations in a unique mix.

In m any respects the LLC resem­
bles its organizational cousin, the 
limited partnership, because it 
m ay qualify for partnership "flow 
through" federal income taxation 
while retaining lim ited liability for 
its members. Unlike a limited partner­
ship, however, an  LLC is not required 
to have a general partner with "unlim ­
ited" liability. In that regard the LLC 
m ore closely resembles the S corpora­
tion, which also approxim ates the 
"flow through" income taxation. 
Conceptually, therefore, the LLC m ay 
be analogized under existing law to 
a combination entity consisting of a 
limited partnership w ith  an S cor­
poration general partner. The LLC, 
however, carries m uch less tax 
and organizational baggage and 
complexity than a combination entity'.
In short, the LLC seems to be an 
efficient and flexible form of business 
that allows its members both limited 
liability and partnership federal 
income tax treatment.

Origins: The Lim itada Model

LLCs are also similar, and owe 
their origin, to other types of recog­
nized business organizations. For 
example, the legislative history of 
the seminal 1977 W yoming LLC act 
expressly compared the LLC to the 
partnership association adopted in 
Pennsylvania in 1874, in Michigan in 
1877 and  in several other states. The 
LLC is also similar to "lim itada." a 
Latin American business form that in 
turn is similar to the Germ an GmbH.

Partnership associations largely 
became extinct as viable business 
entities because they generally placed 
a cap on the m axim um  num ber of 
members; suffered from the lack of 
w idespread availability of enabling 
or registration provisions to facilitate 
interstate business; and, after the 
advent of the federal income tax, suf­
fered from uncertain tax treatment.

The limitada, by contrast, was 
viable in foreign jurisdictions when 
W yoming adopted its LLC act in 1977; 
and its viability continues today. The 
a ttrit-ie s  j f  the limitada generally 
include management by an "adminis­
trator"; limited liability; and continu­
ous life for at least 20 years without 
limitation by death, separation or 
dissociation of its members.

The limitada was, in fact, the 
genesis for the original Wyoming 
legislation, which was prom pted by 
the request of an oil com pany to make

the benefits of the limitada available 
in this country. The limitada was also 
im portant in Florida's enactment of 
the second LLC act. The Florida leg­
islative committee examining the act 
hea^d testimony that the LLC would 
encourage international investment 
from  Central and South America by 
giving nvestors from that region a 
familiar investm ent vehicle in the 
United States. Thus the LLC, at 
least in a sense, evolved from the 
oid partnership association in the 
United States, and its development 
was encouraged by  the success of 
limitadas and similar organizations 
in the western hem isphere and in 
o ther civil law nations such as France, 
Germany, Greece and Saudi Arabia.

Neither W yoming nor Florida 
LLCs were im mediately popular with 
business planners. Only tw o Florida 
LLCs were formed in the first year 
after enactment of enabling legisla­
tion. Wyoming LLCs f( rmed at an 
average rate of only three a year 
between 1978 and 1988. In 1988, how­
ever, the IRS issued Rev. Rul. 88-76, 
which classified a W yoming LLC as a 
partnership for federal tax purposes. 
Since the issuance of Rev. Rul. 88-76, 
neither the IRS nor state legislatures 
have looked back. Two states adopted 
LLC acts in 1990, four in 1991,10 in 
1992, and legislation has been intro­
duced in m ore t1 an 20 states in 1993. 
The increase m the num ber of states
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the old partnership associacion in the United 
States, and its development was encouraged 
by the success o f lirmtadas and similar 
organizations in the western hemisphere 
and in other civil law nations such as France, 
Germany, Greece and Saudi Arabia.”

adopting LLC legislation led the 
National Conference of Com mission­
ers on Uniform State Laws (NCCUSL) 
to appoint a committee to draft a uni­
form LLC law, which could be 
approved as early as A ugust 1994.

Federal Income Tax 
Classification

One w ay to understand the LLC 
is to look at the criteria that d istin­
guish an organization taxed as a part­
nership from an organization taxed 
as a corporation (an "association" in 
tax classification parlance). In addition 
to an aid in understanding the LLC, 
tax classification is a critical factor in 
entity choice.

The primary source for determ in­
ing whether a business organization 
will be taxed as a partnership or a 
corporation is Treas. Reg. § 3C1.7701, 
which lists six basic characteristics 
usually found in corporations: (1) asso­
ciates (members). (2) an objective to 
carry on business and to divide the 
gains therefrom, (3) continuity of life, 
(4) centralized management, (5) liabil­
ity for debts limited to corporate 
property and (6) free transferability of 
interests. The first two "major charac­
teristics" are common to both partner­
ships and corporations and are ignored 
in distinguishing the two entities.

To be classified as a corporation 
for federal income tax purposes, an 
organization m ust have at least three 
of the last four characteristics. To be 
classified as a partnc ship, therefore,

the LLC m ust /n il at least two of the 
four tests for corporations.

• C ontinuity of life. An organiza­
tion lacks continuity of life, according 
to Treas. Reg. § 301.7701-2(b), if the 
death, insanity, retirement, resigna­
tion or expulsion of any m em ber of
a general partnership, or of the gen­
eral partner of a limited partnership, 
causes a absolution. The fact that 
the remaining members m ay agree 
to continue the partnership does not 
necessarily mean that the organization 
possesses continuity of life. The conti­
nuity of life standard was applied to 
a Wyoming LLC in Rev. Rul. 8S-76 
and the IRS ruled that the LLC lacked 
continuity of life.

The W yoming LLC statute provid­
ed that the LLC dissolved at the death, 
retirement, resignation, bankruptcy, 
expulsion, dissolution or any other 
event terminating a m em ber's mem­
bership unless nil remaining members 
consented to continue the business 
under a right to do so stated in the 
organizational documents. Newly pro­
posed tax regulations, however, would 
allow a majority (rather than all) of the 
remaining general or limited partners 
in a limited partnership to continue 
business after a dissolution event 
involving a general partner wi thorn 
that organization being deemed to 
have continuity of life. Presumably the 
same rule w ould apply to an LLC clas­
sified as a partnership for tax purposes.

• Free transferability  of interests. 
Federal regulations provide that free 
transferability of interests exists if

substantially all of the com plete inter­
ests in the partnership, including 
governance and economic rights, can 
be transferred "w ithout the consent 
of other members." The regulatory 
language does not require all other 
members to consent to the transfer. As 
a result the IRS informally has ruled in 
PLR 9210019 that a Texas LLC requir­
ing only the majority vote of the other 
members to transfer a "complete inter­
est" lacked free transferability.

° C entralized m an ag em en t Cen­
tralized m anagem ent exists if a group 
that does not include all members 
has the exclusive authority  to make 
managem ent decisions on behalf of 
all members. The W yom ing LLC in 
Rev. Rul. 88-76 vested m anagem ent 
in three of 25 m em bers. Therefore 
the LRS ruled that the LLC had cen­
tralized management.

Recent LLC rulings help to define 
the param eters of centralized m anage­
ment. In Rev. Rul. 93-6 (Colorado), the 
IRS ruled that centralized m anage­
m ent existed in a tive m em ber LLC, 
where all five members were elected 
managers. The IRS reasoned that the 
act vested m anagem ent authority in 
m anagers rather than members and, 
thus, that m em bership alone did not 
permit m anagem ent authority. There­
fore, the five "m anagers" constituted 
centralized m anagem ent even though 
the "managers" were also the only 
members ot the LLC. Further, in Rev. 
Rul. 93-5 (Virginia) the IRS stated that 
centralized m anagem ent could result 
from the use of various techniques
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that concentrate power in fewer than 
all members. The ruling identified the 
use of proxies as among the several 
techniques that can result in central­
ized management.

• Limited liability. Almost by 
definition, and in almost all cases by 
express design, an LLC will possess 
limited liability. In most cases limited 
liability is one of the reasons for orga­
nizing an entity as a limited liability 
companv. The regulations state that 
an organization possesses limited lia­
bility if no member is personally liable 
for debts or claims against the LLC.

Based on these four "major charac­
teristics," it is relatively easy to obtain 
partnership classification of an LLC 
for federal income tax purposes. The 
im portance of the tax factors to the 
LLC form of business has led to a vari­
ety of approaches to drafting statutes. 
These approaches are usually labeled 
either "bulletproof" or "flexible." Bul­
letproof statutes mandate failure of at 
least two of the four major corporate 
tax attributes, most com m only conti­
nuity of life and free transferability.

Flexible statutes, by contrast, allow 
the members to pick and choose which 
tax classification characteristics they 
want the LLC to fail. Thus, LLCs 
organized in compliance w ith flexible 
statutes grant the members discretion 
in structuring tire LLC. LLCs orga­
nized under flexible statutes, howev­
er, will not "automatically" meet the 
partnership classification require­
ments. Nonetheless, even flexible 
statutes provide "default" provisions 
that will govern in the absence of 
agreem ent to the contrary. These 
default provisions usually  result in 
partnership classification. Obviously, 
planners in states that have flexible 
statutes m ust be very careful to struc­
ture the LLC so that it qualifies as a 
partnership for federal income tax 
purposes if such treatm ent is im por­
tant to the members of the LLC.

Partnership Taxation Advantages

Although a com parison of S corpo­
ration taxation and partnership taxa­
tion is beyond the scope of this article,

a basic understanding of a few of the 
tax differences is necessary to under­
stand when to use an LLC instead 
of an S corporation. Two of the big 
advantages of partnership taxation 
when compared to S corporations are 
eligibility and special allocations.

The S corporation eligibility 
requirements are very specific and 
severely limit the businesses that may 
avail themselves of S status. The most 
important of these eligibility require­
ments are the requirements that only 
domestic corporations (those formed 
in the United States) qualify for S sta­
tus, that S corporations have no more 
than 35 shareholders, that each share­
holder be an individual or a limited 
type of trust (a qualifying trust), that 
none of the shareholders is a nonresi­
dent alien, that the corporation have 
only one class of stock, and that the 
corporation timely elect and file to 
be taxed as an S corporation.

.Although perfection of the election 
m ight seem perfunctory, complica­
tions may arise because the statute 
governs both when and by w hom  the 
election m ust be made. S status termi­
nates whenever any of the eligibility 
requirements cease to be met. This 
could occur, for example, when the 35 
member limitation bum ps into a sec­
ond or third generation estate plan, 
when a decedent fails to craft a trust 
as a qualifying trust or when it is nec­
essary to seek more equity capital for 
a growing concern. Limitations exist 
on the percentage am ount of passive 
revenue that may be received by an 
S corporation before risking termina­
tion. Limited liability companies do 
not suffer from these limitations when 
they are taxed as partnerships.

Another major advantage of 
partnership taxation, com pared to 
S corporation taxation, is that income 
and loss my be specially allocated 
to different partners (within statutory 
parameters). S corporation sharehold­
ers m ust receive their pro rata share 
of the corporation's income and loss. 
The availability of the special alloca­
tion is probably most im portant in 
capital intensive organizations, 
including real estate transactions,

where pass-'.hrough loss treatment 
may be an important factor in the 
investment decision.

Other differences between the fed­
eral income taxation of S corporations 
and partnerships include different 
tax treatment on liquidation and 
basis treatment of a member's or 
shareholder's debt.

Unfortunately, tax questions arise 
when an LLC is classified as a partner­
ship, in part because several tax issues 
turn on tine distinction between gener­
al m d  limited partners. Tine distinc­
tion between general and limited 
partners creates interpretive questions 
because an LLC member is neither a 
limited nor a general partner. There 
are also unresolved tax issues con­
cerning accounting method, passive 
loss limitations, at-risk limitations, 
the unified audit rules, and self- 
em ploym ent taxes. Even so, the com­
bination of partnership tax treatment 
and organizational flexibility are gen­
erally viewed as advantages of the 
LLC com pared to the S corporation, 
and in m any instances these more 
sophisticated tax issues will not be 
determ inative of entity choice.

Estate and gift tax valuation issues 
also m ay be important in the selection 
of an  entity for a closely held (espe­
cially family) business. Tire trouble­
some valuation issues that arise in Lire 
use of other organizations also exist 
for LLC use. One of the valuation 
pressure points, for example, is IRC 
§ 2704(b), a successor to the old anti­
freeze § 2036(c). Section 2704(b) 
imposes valuation limitations in the 
family business setting w hen there 
are greater liquidation restrictions by 
agreem ent than according to state law. 
This places a premium  on the careful 
crafting of the LLC. Further, adm inis­
trative rulings like Rev. Rul. 93-12, 
which deals with minority discount, 
w ould apply by analogy to the LLC.

Finally, state tax treatment of LLCs 
m ay be important in entity selection. 
Indeed, state revenue loss projections 
because of LLCs have been hotly 
contested in m any state legislatures. 
Revenue projections may vary widely, 
depending on the assum ptions used
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"One problem with ihe use o f LLCs is 
their extra-territorial' use in multi-state 
business. Fortunately, this problem is 
becoming less important as more states 
adopt LLC legislation that provides for 
registration o f foreign LLCs ’'

concerning w hich entities will choose 
or convert to the LLC form. A lack of 
uniformity characterizes the state tax 
treatment of LLCs. Several states 
sim ply m irror the federal income tax 
scheme and classify LLCs as partner­
ships for state tax purposes. Delaware, 
M innesota and  other states require 
LLCs to pay a minim um  annual filing 
fee or tax. Florida and Texas tax LLCs 
essentially as corporations under their 
income or business franchise taxes. In 
other states, like Illinois, the taxing 
structure is more complicated and  
som ew hat ambiguous.

M ulti-S tate 
LLC Operations

One problem  with the use of LLCs 
is their "extra-territorial" use in m ulti­
state business. Fortunately, this prob­
lem is becoming less im portant as 
m ore states adop t LLC legislation 
that provides for registration of 
foreign LLCs. W hen an LLC does 
business in a state that does not 
statutorily recognize LLCs, a risk 
exists that tire forum (non-adopting) 
state will not recognize the limited 
liability of the LLC granted by the 
adopting state.

"Comity," as a general matter, 
requires the forum state to recognize 
and adm it the operation of the laws 
of the domiciliary state (the state of 
organization) w hen those laws are 
not contrary to its ow n public policy. 
M atters of comity, therefore, often 
involve difficult policy issues unique 
to the forum  state. Two lines of rea­
soning exist to resolve the problem:

• The forum  state m ay recognize 
the limited liability of the LLC be­
cause it already recognizes by statute 
the limited liability of corporations 
and limited partnerships.

• The forum state may reason 
that the public policy of the state is to 
grant limited liability only by express 
statute and, in the absence of statute, 
that the forum  state does not recog­
nize the limited liability of LLCs. Ulti­
mate resolution of this "comity" issue 
also m ay involve general conflicts of 
laws, full faith and credit, due process 
and the commerce clause.

The various state LLC acts 
address the same organizational 
issues addressed by statutes govern­
ing other business organizations. LLC 
statutes, for example, address forma­
tion, contributions, filing, agency 
pow ers of members, governance 
rights of members, liability of mem­
bers, organizat: mal record and infor­
mation requirements, sharing and 
allocation of profits and losses, the 
identirication of dissolution events, 
effect of occurrence of dissolution 
events, and rights or liquidation. 
Because of the present lack of unifor­
mity in state LLC acts, it is not possible 
to state general principles that apply 
in every state. However, a common 
statutory LLC pattern does exist:

1. Almost all state acts provide 
for two organizational documents, 
usually identified as the "articles of 
organization" and the "operating

agreement." The authoritative w eight 
given these docum ents is consistent 
with flexibility, one of the hallmarks 
of the LLC. As a result, m any m atters 
may be agreed on by the members.
A trend may be developing that the 
operating agreem ent serves as the 
basic organizational docum ent (like 
the limited partnership agreement) 
and the articles serve only a notice 
function (like the certificate of limited 
partnership). Several states more 
closely follow the corporate model, 
however, under w h’cn tine articles 
play a far greater role in the hierarchy 
of authority than that just described.

2. Except in a few states, gover­
nance and agency authoiity  is vested 
in the members unless otherwise 
provided in the organizational docu­
ments. The docum ents usually may 
vest governance in either "m anagers" 
or in "members."

3. The statutes provide for dis­
solution on the happening of specified 
events and at the end of a term of 
years (usually 30). W hether the 
parties m ay continue the business 
after dissolution or m ay avoid disso­
lution altogether is uniquely a m atter 
of the particular state law and also has 
federal income tax implications.

4. U pon dissolution or w ithdraw al 
of a member, the statutes provide for 
a "buy-out" or "put" of that m em ber­
ship interest, much like that afforded 
by tire Revised Uniform Limited 
Partnership Act.

5. States have treated voting and 
profit sharing either on the basis of 
membership (one person/one vote, 
per capita) or on the ratio of the

State Operating Provisions 
and Choice o f Entity
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mem ber’s original contribution or capi­
tal account to the total original contri­
bution or the total capital accounts of 
all members (pro rata). Again, the vot­
ing and prolit sharing arrangements 
may vary in the LLC documents.

6. One of the most im portant state 
law LLC attributes is the limited liabil­
ity of members. Particularly in LLCs 
with a small m em bership, however, 
there are several ways this advantage 
m ay be nullified in the normal course 
of business, m uch as limited liability 
is subject to nullification in the close ^  
corporation context. Tort liability, for 1 
example, wili accrue to any individual 
m em ber who has personal responsi­
bility in the commission of the tort. -  
Contract liability for the debts of the 
organization is often dealt w ith con­
tractually by using guarantees and 
sim ilar arrangements. "Piercing the 
veil" issues, although generally an 
open question for LLCs, also may be 
addressed by courts. Finally, creditors 
and others m ight attem pt to assert the 
law of agency in an attem pt to find 
personal liability.

Rules of thum b for LLC use are 
difficult to state because of the flexible 
LLC structure. Nonetheless, commen­
tators have suggested the LLC be used 
f  r real estate investment, receivables 
financing, corporate joint ventures and 
entrepreneurial and family businesses. 
Most states also allow professionals to 
organize as, and use, LLCs subject to 
the state's professional corporation act.

Foreign investors m ay favor LLCs 
over unfamiliar forms of business sud i 
as the corporation. The comfort level 
of foreign investors m ay play an 
increasingly im portant role, given the 
current status of the North American 
Free Trade Treaty'. Finally, many 
knowledgeable lawyers believe that 
the LLC choice is most appropriate to 
organizations that otherwise would 
choose a different flow-through tax 
entity such as a partnership, limited 
partnership or S corporation.

Conclusion

The limited liability com pany 
is an im portant organizational

development for business planners.
It offers many advantages over other 
business organizations. It is, however, 
only an additional arrow in the busi­
ness planner's quiver of available or­
ganizations and clearly not a panacea. 
Indeed, the demise of other business 
forms due to the LLC is probably 
greatlv exaggerated, because most 
LLCs will suffer the disadvantages of 
lack of free transferability of interests 
and lack of perpetual life. As a result, 
many, perhaps most, entities choosing 
to operate as C corporations before the 
advent of LLCs probably will continue 
to choose C corporation status. More­
over, federal income tax classification 
as a partnership brings the LLC under 
the same package of "tax shelter" rules 
designed to combat abusive limited 
partnerships. These rules include, for 
example, the publicly traded limited 
partnership rules, the passive activity 
loss limitations and the at-risk rules.

The prim ary advantage of the 
LLC  may be its efficiency in accom­
plishing business planning goals 
that already can be accomplished 
by using a combination of other 
organizations.

Although the LLC form of 
business is an extremely im portant 
addition to the existing m enu of busi­
ness entities, the LLC is neither the 
first nor the last business form to 
evolve through time. LLC use m ust 
be m atched carefully to client needs, 
just as the use of m ore familiar 

organizations m ust be m atched to 
client needs.

Thomas Earl Geu is an  assistant 
professor of law, University of South 
Dakota. Geu is a Section co-advisor 
to the Limited Liability Drafting 
Committee of NCCUSL.
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performance analysis, report writing —  and 
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expert".. .and why 9 7%  o f our customers are repeat customers.

PARTNERSHIP VALUATIONS, INC.
1*0 . Box 1SW • AmupctK MD 21 KM • (8001-I2M 656

N ovem ber/D ecem ber 1993 51



— a — T H M — — b b m s h m b — i

MEMORANDUM
H u g h e s  T h o r s n e s s  

G a n t z  P o w e l l  &  B r u n d in

TO; S e n a t o r  T i m  K e l l y
S e n a t e  L a b o r  & C o m m e r c e  C o m m i t t e e  
ATTN: J o s h  F i n k  (Via Fa x  465-3756)

FROM: R o b e r t  L. M a n l e y
C h ai rm an , W o r k i n g  G r o u p  on L i m i t e d  L i a b i l i t y  C o m p a n i e s  
C o m p o s e d  of M e m b e r s  of the Ta x L a w  and B u s i n e s s  La w 
S e c t i o n s  of the A la s k a  Bar A s s o c i a t i o n

S e n a t e  Bill 347
L i m i t e d  L i a b i l i t y  C o m p a n i e s

DATE: M a r c h  22, 1994

I am w r i t i n g  to p r o v i d e  you  w i t h  some  a d d i t i o n a l  i n f o r m a t i o n  on 
) im it ed  l i a b i l i t y  com pa ni es . LLC's are a r e l a t i v e l y  new form of 
-usiness e n t i t y  in the U n i t e d  States. At the pr e s e n t  time, 37 
states h a v e  e n a c t e d  L L C  l e g i s l a ti on  and le g i s l a t i o n  is p e n d i n g  in a 
nu mbe r of o t h e r  states. E n c l o s e d  for your  r e f e r e n c e  is a brief 

b l i o g r a p h y  on  the subject.

LL C  is a b u s i n e s s  en t i t y  w h i c h  c o m b i n e s  the best f e a t u r e s  of a 
c o r p o r a t i o n  and a p a r t n e r s h i p .  Li ke  c o r p o r a t e  sh ar eh old er , LLC 
o w n e r s  are not r e s p o n s i b l e  for c o m p a n y  l i a b i l it ie s  b e y o n d  their 
i n v e s t me n t.  L i k e  a par tn er sh ip , there is no c o r p o r a t e  double  
taxation. Rathe r, ow n er s (like pa rtn er s) incur fede ral  income 
t a x a t i o n  at the i n d i v i d u a l  level b a s e d  on the p r o f i t s  and losses 
a l l o c a t e d  to chem.

T h e  p r o p o s e d  l e g i s l a t i o n  is d r aw n  l ar ge ly  fro m a p r o t o t y p e  act 
d r a f t e d  by a w o r k i n g  gr oup  of the B u s i ne ss  L a w  S e c t i o n  of the 
A m e r i c a n  Bar  A s s o c i a t i o n  w i t h  input from  the Al a s k a  D e p a r t m e n t  of 
L ab or & C om me rc e.  T h e  Al a s k a  w o r k i n g  g rou p has m o d i f i e d  vario us  
p r o v i s i o n s  to c o n f o r m  w i t h  A la s k a  p r o c e d u r e  and add itional 
d e v e l o p m e n t s  in the law.

At this point, the lack of L L C  l e g i s l a t i o n  puts A l a s k a  at a 
c o m p e t i t i v e  d i s a d v a n t a g e  in a tt r a c t i n g  i n v es tm en t f r o m  outside. 
T hi s is p a r t i c u l a r l y  so w i t h  forei gn  i n v es to rs  w h o  are f am il i a r  with 
the l i m i t e d  l i a b i l i t y  c o m p a n y  format b e c a u s e  it is c o m m o n l y  used in 
Eu rop ea n,  A s i a n  and S o u t h  A m e r i c a n  countries.

A n LL C c a n  p r o v i d e  i nv es to rs  w i t h  c o n d u i t  tax tre atment, limited 
l i a b i l i t y  for in vestors, and f r e e d o m  fr o m m a n y  of the re st ri ct ion s 
im po se d on S - c o r p o r a t i o n s  and limit ed p ar tn er sh ip s.  As ind ic ate d 
LLC  l e g i s l a t i o n  is p a r t i c u l a r  imp or t an t to f a c i l i t a t e  foreign 
inves tme nt.  At the p r es en t time, n o n - r e s i d e n t  aliens m a y  not be 
S - c o r p o r a t i o n  s h a r e h o l d e r s .  Thus, in o r de r for t ho se i n ve st or s to 
secure l i m i t e d  liability, they mu s t op e r a t e  as C - c o r p o r a t i o n  
s h a r e h o l d e r s  (subje ct to do u b l e  taxation) or as limit ed p art ne rs in 
a l i m i t e d  p a r t n e r s h i p  (giving up o p e r a t i o n a l  c o n t r o l ) .
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