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716 W 4TH. S U IT E  400 
AN CH O RAGE. AK 99501-2133 
PHONE. (907) 258-3180 
FAX: (907) 253-4524Proposed Amendments for 

SB 213: Extend the A.P.U.C. & R.C.C.
liberallyReplace "the powers of the commission shall be 

construed to accomplish its stated purpose" in 
AS 42.05.141(a)(1) with "the powers of the commission 
r hall be those specifically conferred btfhe legislature or 
necessarily implied from those specific grants of authority1 
(Proposed by ARECA & Senator Sharp/ Supported by ATA/ Opposed 
by GCI & APUC)

The current "liberally construed" 
original act in' 1970.

language was passed with the
r

i .

Adjust the allocation of the Regulatory Cost Charge (RCC)
(AS 42.05.253): 
and ATA)

(Proposed by Auditor & ARECA/ Opposed by APUC

The APUC should periodically 
worKload on an industry bjA/m
system. (Proposed by Auditor)

uj-Xj ' l > . ~
/ '

Adjust the

ist the RCC factors to reflect 
rktry basis., utilizing a t imekeeping

LL.JA \

gross electric
J//  for electric utilities before |tl^-]>

Delete automatic repeal
Supported by APUC)

s by deleting the cost of power 
C is calculated. (Proposed by ARECA)

of RCC. (Proposed by Auditor/

Auditor and APUC assert the Commission's sunset review is adequate ^  

to address any problems that arise from the RCC. I

To prevent R C C  over-collection, amend AS 42.05.253 and 
42.06.285 to ensure that over-collection does not lapse into 
the general fund, but rather would apply to the subsequent 
year thus reducing that year's RCC rate. (Proposed by APUC/ 
Supported by Ai ECA)

While such language is already in the governor's proposed budget, 
the APUC would like permanent language in their statute.
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Proposed Amendments before S. L&C Conun. 
on SB 213: Extend the APUC & RCC
Page 2

5. Amend AS 42.05.711 to make it easier for utility consumers 
to opt in or opt out of economic regulation. (Proposed by 
Auditor)

I

9

6 .

AS 42.05.711 exempts electric and telephone utilities with revenues 
less than $50,000 and refuse utilities with revenues under $200,000. 
Customers can obtain ecc ,omic regulation by petitioning APUC 
with a petition signed by 25% of the utilities subscribers. The 
auditor thinks this is too great an obstacle to overcome and 
recommends that petition and election requirements be modeled 
after AS 42.05.712. These procedures call for an election if the 
petition is signed by 10% of the first 5,000 subscribers and 3% of the 
subscribers in excess of 5,000.

Further, AS 42.05.711 also allows deregulation elections to be held 
for electric and telephone utilities with revenues of less than 
$325,000 and other utilities with revenues under $100,000. The 
auditor believes more consumers should be given the option to 
deregulate by substantially raising the cut-off amount.

The APUC informed the committee that an increase in the cut-off 
for electric utilities from $325,000 to $500,000 would allow the 
members of nine additional electric utilities to vote to deregulate. 
The cut-off for local exchange telephone companies would have to 
be increased from $325,000 to $850,000 in order for any other 
utility to qualify for the option of voting to deregulate.

Stagger the terms of the APUC member's term. Commissioners 
are appointed for a six year term. (Proposed by Auditor/ Supported 
by APUC & ARECA)

Currently, the terms are scheduled to end as follows:

Consumer seat (1) October 31, 1993
Engineering seat October 31, 1993
Legal seat October 31, 1994
Consumer seat (2) October 31, 1996
Finance seat October 31, 1998



P roposed A m en d m en ts before S. L&C  
on SB 213: Extend the APUC & RCC

Com m .

Page

6 . (C on tin u ed  from  last page.)

The auditor proposes staggering be implemented by m odifying the 
term of the engineering seat with the following language:

"The term o f  the Alaska P ubli? Utilities Commission Engineering  
seat, which is scheduled to be,’in on Novem ber 1, 1993, sha ll end on 
October 31, 1995. Ti is adjustment to the normal six-year term, as 
established  under AS 4 2 .0 5 .0 .0(a), is necessary to appropria tely  
stagger com m ission  m em bership."

lend the procurem en t code, AS 42 .0 1 5 .1 4 1 , to p rov id e  an 
exem p tion — for— Uie__APUC when procuring exp ert w itn esses  
for cases, (Proposed by'XFtlC/'AiArp^^

.Provide a 
practices.

w aiver for the APUC
(Proposed by ATA)

from sta te 's h iring

The Alaska Telephone Association asserted that given the 
tremendous changes in technology within the telephone industry, 
the APUC doesn't have the ability to train their staff on a timely 
basis for such specialized knowledge, while waiting on a list of 
people to be hired within the State.



Sec. 42.05.431. Power of commission to fix rates, (a) When
the commission, after an investigation and hearing, finds that a rate
demanded, observed, charged or collected by a oublic utility foi a
service subject to the jurisdiction of the commission, or that a 
classification, rule, regulation, practice, or contract affecting the rate,
is unjust, unreasonable, unduly discriminatory or preferential, the
commission shall determine a just and reasonable rate, classification,
rule, regulation, practice, or contract to be observed or allowed and
shall establish it by order.
( b l  A municipality may covenant with bond purchasers regarding 
rates of a municipally owned utility, and the covenant is valid and 
enforceable and is considered to be a contract with the holders from 
time to time of the bonds, and rates set bv the commission must he 
adequate to meet those covenants. However, the commission is not 
required to set rates for services regulated bv the commission to 
recover the allocated costs and coverage requirements of services 
that are nor regulated bv the commission. Bonds or other debt 
issued to finance unregulated, competitive ventures hv a municipally 
owned utility shall not be incurred in a manner that would permit a 
creditor, on default, to have recourse to the assets of the basic 
regulated utility business.
(c) The financial covenants contained in mortgages and other debt 
instruments of' cooperative utilities organized under AS 10.25 are 
also valid and enforceable, and rates set by the commission must be
adequate, to meet those covenants. However, a cooperative utility

that is negotiating to enter a mortgage or other debt instrument that 
provides for a times-interest-earned ratio (TIER) greater than the 
ratio the commission most recently approved for that cooperative 
shall submit the mortgage or debt instrument to the commission 
before the instrument takes effect. The commission may disapprove 
the instrument within 60 days after its submission, ff the 
commission has not acted within 60 days, the instrument is 
considered to be approved.

AS 42.05.431 (a.) should be amended as follows: (addition
underlined)



(The remaining subsections of AS 42.05.431 would be re-lettered but 
not substantively amended,]
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wrni PROPOSED ELECTRIC EXCLUSION (315/93 WORKDRAFT J) 
COST OF POWER = FUEL + PURCHASBD POWER 

JULY 1,1993 -JUNE 30,19W

LJNB UTILITY GROS7 REVENUES

SECTOR
1992 Revenue 

(Actual)
Percent RCC 

(1.21)
Estimated

RCC

1 Electric $226,276,158 0538% $1,216,670
2 Gas 114,199,505 0538% $614,042
3 Refuse 33,656,122 0.538% $111,066
4 Wastewater 29,594,329 0.538% 5110,734
S Local Exchange Telephone 76,835,769 0.538% 5423,894
6 Jntcrcxchangc Telephone 92,130,745 0.538% 5495530
7 Cable 5-2500 0.538% 52.702
8 Water 24,097,453 0538% $129570
9 Pipeline 1111,838,906 0.538% $601550

10 TOTAL 5689,131,507 $3,705,410

FORMULA FOR COMPUTING RCC RCC = (B ■ ro 
i 

+ 
1

i X

1

11 B = AT* !C Budget 53,624, 00
12 E = Ettimated Actual Caul Charges ($100,000) + First (100,000)
13 Quarlcr Estimated Collections
14 X = Allowance for Uncollectibles = 5% :t APUC Budget 181.210

15 TOTAL TO BE RECOVERED 53,705,410

16 OR = Utility Gross Receipts 05377% NEW RCC RATE
17 Full Year (1.10) 5689,131507 0.538% New (Rounded)
IB 0.455% Old RCC Rate 

0.083% Difference
19 KY94 Eslimat jd Revenue Base

20 RCC Percent (1.15/1.19)

21 RCC PERCENT ROUNDED 

COMPUTATION PER ELECTRIC kWh

22 1992 Electric Gross Retail Revenue (1.1)
23
24 TIMES: RCC (121)

25 Amount Derived from Electric (1.23 x 1.24)

26 1992 Electric Retail kWh
27

689,131,507 1 8 2 %  %  C h an g e

0 3 3 7 6 9 3 %

0,538%
51,643,270 RCC Electric Share for FYW 
1,216,670 Revised RCC Electric Share

5226,276,158

0.538I f f

$426,600 Difference
192,416 lje»  Legislative Audit Compulation of Electric Overpayment 

(Sunset Audit, page 8)
$234,184 Difference

5226,276,158

3,644,576,595

W  Rate n e r lW I . r i 'X / 1  rr> cn Arirt'ni



AS 29.47.240 is amended by adding a new paragraph (c):
ftfrif the pr.OMflto.of reyftHAIg bondiaro used to fj.paticc 

muLSflpJtaLgr gthgjLCSE* otft mihliciitilitv service which is not 
rate. regulated by-ihi&-A»«sVft PuhHtqjmittes Commission, the 
revenue, bonds ,,mav.J>f>.co cured only by the revenue .of the 
afiffijce.whi.d) is. not rate regulated. Revenue from rate 
regtilflted-gftrvicgs may not secur payment of .interest or 
principal ofxeyenue fronds n sed .to fawnge,capital or other costs 
of  PUi>Ii£_utility services which are not rate regulated by the

 ̂-C^.-> j2Hni
I

AS C9.47.250 is amended to read:
Sec. 29.47.250. No ejection required. An election is not required to authorize the Issuance and sale of revenue bonds, unless otherwise provided by ordinance, except that revenue boptk used to finance any capital or_ptber cost of ajpublig l U i j l i & J n o .1 ralg.rC-gVlalgd by the /V1adca_PubUc Utilities Commission mav be issued and sold opfy after a_bgg.d. 

authorisation ordfoftpc*. I approved bv a majority votc_nt an 
filftttlfilL

/ *



AS 42.05.431(a) should be amended as follows: (addition
underlined)

Sec. 42.0S.431. Power of commission to fix rates, (a) When 
the commission, after an investigation and hearing, finds that a rate 
demanded, observed, charged or collected by a public utility for a 
service subject to the jurisdiction of the commission, or that a 
classification, rule, regulation, practice, or contract affecting the rate, 
is unjust, unreasonable, unduly discriminatory or preferential, the 
commission shall determine a just and reasonable rate, classification, 
rule, regulation, practice, or contract to be observed or allowed and 
shall establish it by order. A municipality may covenant with bond 
purchasers regarding rates of a municipally owned utility, and the 
covenant is valid and enforceable and is considered to be a contract 
with the holders from time to time of the bonds. However, a 
municipality or municipally owned utility subject to this chapter that 
is negotiating to issue bonds or other debt instruments other than 
general obligation bonds to finance, in whole or in part, the provision 
of services that are not rate regulated by the commission shall 
submit the bond or debt instrument to the commission before the 
instrument takes effect, ĥe commission shall have a period of 00 
days within which it may disapprove the instrument and the 
Commission mav. based on a preliminary finding that issuance of the 
instrument would he contrary to the public interest, extend the 
period for an additional Of) days. The financial covenants contained 
in mortgages and other debt instruments of cooperative utilities 
organized under AS 10.25 are also valid and enforceable, and rates 
set by the commission must be adequate to meet those covenants.



However, a cooperaiive utility that is negotiating to enter a mortgage 
or other debt instrument that provides for a times-interest-earncd 
ratio (TIER) greater than the ratio the commission most recently 
approved for that cooperative shall submit the mortgage or debt 
instrument to the commission before the instrument takes effect.
The commission may disapprove the instrument within 60 days after 
its submission. If the commission has not acted within 60 days, the 
instrument is considered to be approved.



Proposed Amendment to AS 42.05.431 (a)

Alaska law now provides utilities that are owned by 
municipalities and cooperatives with a guarantee of rates that is not 
available to other utilities. Specifically, the Alaska Public Utilities 
Commission is required to set rates so as to assure that bond 
covenants of municipal and cooperative utilities are met. (AS 
42.05.431(a); APUC v. Municipality of Anchorage, 555 P2d. 262 
(Alaska 1976))

This protection for municipally owned utilities has existed since 
before 1976. It was extended to cooperatives more recently, in 
1986. When it was extended to cooperatives, however, the 
Legislature included a provision which allows the APUC to 
disapprove new bonds of cooperatives under certain circumstances. 
No such provision was added for municipal utilities, but it is 
necessary to do so at this time.

In general, it may be appropriate to provide municipally 
owned utilities with protections that are not available to other 
utilities. However, municipally owned utilities (particularly ATU) are 
now entering new business that are not rate regulated by the APUC 
and that are in competition with other businesses. Such utilities 
could place its regulated ratepayers at great risk by issuing bonds to 
finance the provision of new services. Current law requires the 
APUC to set rates to ensure that bond covenants are met, therefore 
the APUC would be required to set rates for local regulated services 
to cover losses of the utility in businesses that the APUC does not 
regu la te .

For example, ATU has announced its intentions to invest over 
$100 million to provide “ video dialtone” service and to compete in 
the interstate long distance market. Although the APUC cannot 
regulate either video dialtone service or interstate toll service, the 
APUC would be required to set local regulated rates high enough to 
meet bond covenants and cover losses in these businesses it does not 
regu la te .

The proposed amendment does not entirely remedy this 
problem; that could be accomplished only by eliminating the



provision protecting municipally owned utilities. However, the 
amendment does provide the APUC an opportunity to review new  
bond issues (or other debt instruments) by municipally owned 
utilities that are issued to provide financing for businesses that the 
APUC does not rate-regulate. In that manner, the APUC can either 
disapprove bonds that place regulated ratepayers at unreasonable 
risk or, alternatively, the APUC could require the utility to structure 
the bond instrument in a way that does not place local regulated 
services at risk. This is comparable to the existing provision for 
review of new debt instruments of cooperatives.
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Alaska law now provides utilities that arc owned by 
municipalities and cooperatives with a guarantee of rates that is not 
available to other utilities. Specifically, the Alaska Public Utilities 
Commission is required to set rates so as to assure that bond 
covenants of municipal and cooperative utilities are met. (AS 
42.05.431(a); APUC v. Municipality of Anchorage, 555 P2d. 262 
(Alaska 1976))

In general, it may be appropriate to provide municipally 
owned utilities with protections that are not available to other 

utilities. However, municipally owned utilities (particularly ATU) are 
now entering new business that are not rate regulated by the APUC 
and that are in competition with other businesses. Such utilities 
could place its regulated ratepayers at great risk by issuing bonds to 
finance the provision of new services. Current law r eq u ire s  the 
APUC to set rates to ensure that bond covenants are met, therefore 
the APUC would be req u ired  to set rates for local regulated services 
to cover losses of the utility in businesses that the APUC does not 
regu late.

For example, ATU has announced its intentions to invest over 
$100 million to provide “video dialtone” service and to compete in 
the interstate long distance market. Although the APUC cannot 
regulate either video dialtone service or interstate toll service, the 
APUC would be required to set local regulated rates high enough to 
meet bond covenants and cover losses in these businesses it does not 
regu late.

The proposed amendment provides that the Commission is not 
required to set regulated rates to cover the allocated costs and debt 
coverage requirements of services it does not regulate. Thus, 
although the Commission would still be required to set rates to 
recover all the costs and associated debt coverage requirements of 
the services it regulates, it would not be required to set rates to 
recover shortfalls incurred in services it does' not regulate.

Additionally, the proposed amendment requires that debt 
issued to provide unregulated, competitive ventures be structured so



that, upon default, creditors would not have recourse to the assets of 
the basic regulated utility. This provision protects the assets of the 
regulated utility, and thus the utility’s ability to provide basic utility 
services to ratepayer, from the very real possibility that the utiltiiy 
may incur substantial losses in competitive activities.



F I S C A L  N O T E

S T A T E  O F  A L A S K A

1 9 9 4  L E G I S L A T I V E  S E S S I O N

B I L L  N O .  S B  2 1 3

Revision Date: _ 2/4/93_______________________________________
Title: Extending the Alaska Public Utilities Com m ission and the

regulatory cost charge_________________________________
Sponsor  Senator Kelly______________________________________
Requestor: Senate Labor & Comm erce

Department Affected: Com m erce and Econom ic  Development
B R U : Alaska Public Utilities Com m ission____________________
C o m p o n e n t :______________________________________________

C O M P O N E N T  S E R IA L  N O .

Expenditures/Revenues:
O P E R A T IN G  E X P E N D IT U R E S F Y  95 FY  56 FY  97 F Y  9B FY  99 F Y O O
P E R S O N A L  S E R V IC E S
T R A V E L
C O N T R A C T U A L
S U P P L IE S
E Q U IP M E N T
L A N D  & S T R U C T U R E S
G R A N T S . C LA IM S
M IS C E L L A N E O U S

0 0 0 0 0 0

0 0 0 0 0 0

0 0 0 0 0 0

0 0 0 0 0 0

0 0 0 0 0 0

0 0 0 0 0 0

0 0 0 0 0 0

0 0 0 0 0 0

T O T A L  O P E R A T IN G 0 0 0 0 0 0

C A P IT A L  E X P E N D IT U R E S 0 0 0 0 0 0

C H A N G E  IN R E V E N U E S  ( ) 0 0 0 0 0 0

F U N D  S O U R C E
1002 Federal Receipts 0 0 0 0 0 0

1003 G F  Match 0 0 0 0 0 0

1004 G F 0 0 0 0 0 0

1005 GF/Program Receipts 0 0 0 0 0 0

1006 G F/ M H T IA 0 0 0 0 0 0

Other 0 0 0 0 0 0

T O T A L 0 0 0 0 0 0

Estim ate of current year (FY  94) cost: $ 0
P O S IT IO N S
F U L L -T IM E 0 0 0 0 0 0

P A R T -T IM E 0 . 0 0 0 0 0

T E M P O R A R Y 0 0 0 0 0 0

Prepared by: Bob Lohr. Executive Director
Divis ion: Alaska Public Utilities Com m ission

P hone : 276-6222 
Date:

Approved by Com m issioner: Paul Fuhs 
Agency: Com m erce and Econom ic  D e v e lo p m e n t^

•Xsta a /
relupment-^'___________  ___________ Date: 2 -  7  -

P R E P A R E R  T O  P R O V ID E  A L L  D IS T R IB U T IO N  C O P I E S  T O  G O V E R N O R ’S  L E G IS L A T IV E  O F F I C E
Office

Rev 11/93
W)-Wgt2W(n.wn

Page 1 of 1_



K 4

\'t 6
r £

i
f-

7
8 

9
10

11

12

13
14

W O R K  D R A F T

i ill ill — i— ■iiiii mi n

8-LS1115SJ
Cramer
3/5/94

W O R K  D R A F T

/

CS FOR SENATE BILL NO. 213(L&C)

IN THE LEGISLATURE OF THE STATE OF ALASKA 

EIGHTEENTH LEGISLATURE - SECOND SESSION 

BY T H E  SEN A TE LA BO R AND C O M M E R C E  C O M M IT T E E

Offered:
R eferred :

S p o n so rs ) :  SEN A TE LA B O R  AND C O M M E R C E  C O M M IT T E E

A BILL

FOR AN ACT ENTITLED

"An Act extending the Alaska Public Utilities Commission; and relating to

regulation of public utilities and to regulatory cost charges."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. AS 39.25.120(c)(6) is amended to read:
A1 (6) the executive director, deputy director, hearing officers, section

heads, and administrative law judges of the Alaska Public Utilities Commiss'on;
* Sec. 2. AS 42.05.253(a) is amended to read:

(a) A regulated public utility operating in the state shall pay to the commission 
an annual regulatory cost charge in an amount not to exceed J> [.61] percent of gross 
revenue derived from operations in the state, as modified under (c) of this section if 
appropriate. An exempt utility shall pay the actual cost of services provided to it by 
the commission.

* Sec. 3. AS 42.05.253(c) is amended to read:
(c) In determining the amount of the regulatory cost charge imposed under (a)

-I
N e w  T e x t  U n d e r l i n e d  { D E L E T E D  T E X T  B R A C K E T E D ]

CSSB 213(L&C)
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of this section,
(1) a utility selling utility services at wholesale shall modify its gross 

revenue by deducting payments it receives for wholesale sales;
(2) a loc.al exchange telephone utility shall modify its gross revenue by 

deducting payments received from other carriers for settlements or access chargeŝ
(3) an electric utility shall reduce its gross revenue bv subtracting 

the cost of power; in this paragraph, "cost of power’* means the costs of 
fuel and purchased power.

* Sec. 4. AS 42.05.253(e) is amended to read:
(e) The commission shall administer the charge imposed under this section. 

The Department of Revenue shall collect and enforce the charge imposed under this 
section. The Department of Revenue shall identify the amount of the operating 
budget of the commission that lapses into the general fund each year. The 
legislature mav appropriate an amount equal to the lapsed amount to the 
commission for its operating costs for the next fiscal year. If the legislature does 
so. the commission shall reduce the total regulatory cost charge collected for that 
fiscal year bv a comparable amount.

* Sec. 5. AS 42.05.711(e) is amended to read:
(e) Notwithstanding any other provisions of this chapter, any electric or 

telephone utility that does not gross $50,000 annually is exempt from regulation under 
this chapter unless [25 PERCENT OF] the subscribers petition the commission for 
regulation under AS 42.05.712(h).

* Sec. 6. AS 42.05.711(0 is amended to read:
(0 Notwithstanding any other provisions of this chapter, an electric or 

telephone utility that does not gross $500.000 [$325,000] annually may elect to be 
exempt from the provisions of this chapter other than AS 42.05.221 - 42.05.281 under 
the procedure described in AS 42.05.712.

* Sec. 7. AS 42.05.711(g) is amended to read:
(g) A utility, other than a telephone or electric utility, tha. does not gross 

$150,000 [$100,000] annually may elect to be exempt from the provisions of this 
chapter other than AS 42.05.221 - 42.05.281 under the procedure described in

CSSB 213QL&C) •2-
N e w  T e x t  U n d e r l i n e d  ( D E L E T E D  . E X T  B R A C K E T E D ]
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AS 42.05.712.
* Sec. 8. AS 42.05.71 l(i) is amended to read:

(i) A utility that [WHICH] furnishes collection and disposal service of 
garbage, refuse, trash, or other waste material and has annual gross revenues of
S300.000 [$200,000] or less is exempt from the provisions of this chapter, other than 
the certification provisions of AS 42.05.221 - 42.05.281, unless [25 PERCENT OF] 
the subscribers [OR SUBSCRIBERS REPRESENTING 25 PERCENT OF THE 
GROSS REVENUE OF THE UTILITY] petition the commission for regulation under 

AS 42.05.712(h).

* Sec. 9. AS 42.05.711 (k) is amended to read:
(k) A utility that [WHICH] furnishes cable television service is exempt from 

the provisions of this chapter other than AS 42.05.221 - 42.05.281 [,] unless [25 
PERCENT OF] the subscribers petition the commission for regulation under 

AS 42.05.712(h).

* Sec. 10. AS 42.05.712(h) is amended to read:
(h) A utility or cooperative that is already exempt from regulation under this 

section or that is exempt from regulation under AS 42.05.711(e), (i), or (k) may 
elect to terminate its exemption in the same manner.

* Sec. 11. AS 42.06.285(a) is amended to read:
(a) A pipeline carrier operating in the state shall pay to the commission an 

annual regulatory cost charge in an amount not to exceed ̂8 [.61] percent of gross 
revenue derived from operations in the state. A regulatory cost charge may not be 
assessed on pipeline carrier operations unless the operations are within the jurisdiction 
of the commission.

* Sec. 12. AS 42.06.285(c) is amended to read:
(c) The commission shall administer the charge imposed under this section. 

The Department of Revenue shall collect and enforce the charge imposed under this 
section. The Department of Revenue shall identify the amount of the operating 

budget of the commission that lapses into the general fund each year. The 

legislature mav ippropriate an amount equal to the lapsed amount to the 

commission for its operating costs for the next fiscal year. If the legislature does

-3- CSSB 213(L&C)
N e w  T e x t  U n d e r l i n e d  I D E L E T E D  T E X T  B R A C K E T E D ]
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so, the commission shall reduce the total regulatory cost charge collected for that 
fiscal vear bv a comparable amount.

* Sec. 13. AS 44.66.010(a)(4) is amended to read:
(4) Alaska Public Utilities Commission (AS 42.05.010) - June 30,

1998 [1994];
* Sec. 14. REPEAL OF SUNSET OF REGULATORY COST CHARGES. Sections 27, 

26, 36, and 38, ch. 2, FSSLA 1992, are repealed.
* Sec. 15. APUC STAGGERED TERMS. Notwithstanding AS 42.05.030(a), after the 

expiration in 1999 of the term of the member of the Alaska Public Utilities Commission with 
a major in engineering, the vacancy shall next be filled for a term of four years in order to 
adjust the staggering of the terms of the members of the commission so that no more than one 
commission member’s term expires each year.

W O R K  D R A F T  W O R K  D R A F T  W O R K  D R A F T

CSSB 213(L&C) -4-
N e w  T e x c U n d e r l i n e d  [ D E L E T E D  T E X T  E i l A C K E T E D ]
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3 BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. AS 44.66.010(4) is amended to read:

(4) Alaska Public Utilities Commission (AS 42.05.010) - June 30, 1998
c- _  -

[1993]. / oTxu>TV £ < -C  p t f f £ L W t

* Sec. 2. Section 36, ch. 2, FSSLA is amended to read:

Sec. 36. AS 42335.253/ enacted by sec. 20 of this Act, and AS 42.06.285,^ 

enacted by sec. 24 of this Act, are repealed December 31, 1998 [1994].

* Sec. 3. Section 38, ch. 2, FSSLA 1992, is amended to read:

Sec. 38. Sections 22 and 26 of Otis Act take effect December 31, 1998 [1994].

* Sec. 4. AS 44.66.010(c) do^^iot apply to sec. 1 ot' this! “Ac

S 110213a
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SENATE BILL NO. 213 

IN THE LEGISLATURE OF THE STATE OF ALASKA 

EIGHTEENTH LEGISLATURE - FIRST SESSION 

BY THE SENATE LABOR AND COMMERCE COMMITTEE

Introduced: 5/7/93
Referred: L&C, JUD, FIN

A BILL 

FOR AN ACT ENTITLED 

"An Act extending the Alaska Public Utilities Commission and the regulatory cost 

charge."

1



8-LS1115\X. 1 
Cramer 
4/16/94

OFFERED IN THE SENATE BY SENATOR KELLY

TO: CSSB 213(JUD)

Page 4, lines 4 - 5:

Delete " m a v  elect to be [IS]"

Insert "is"

Page 4, line 5, after "42.05.281":

Insert "[,] unless [25 PERCENT OF] the subscribers petition the commission for 

regulation"

Page 4, lines 6 -7 :

Delete "[, UNLESS 25 PERCENT OF THE SUBSCRIBERS PETITION THE 

COMMISSION FOR REGULATION]"

A M E N D M E N T



S-LS1115M.1
Cramer
4/28/94

OFFERED IN THE SENATE 

TO: CSSB 213(FIN)

Page 4, line 6:

Delete "Rates"

Insen "For telephone utilities, rates"

Page 4, line 8, after "for":

Insen "telephone"

Page 4, line 11, after "owned":

Insen "telephone"

Page 4, line 12, after "regulated":

Insen "telephone"

A M E N D M E N T

BY SENATOR KELLY





During Interim:
.'5111 C Street. Suite 150 

Anchorage, AK 99503-3925 
(907) 561-2038 

Fax (907) 561-4194

A l a s k a  S t a t e  L e g i s l a t u r e

Senutor Drue Pearce
D i s t r i c t  F

During Session: 
State Capitol 

Juneau. AK 99801-11S2 
(907) 465 4993 

Fax (907) 465-3872

To:

From:

Date:

Senator T im  Ke lly , Chair
Senate Labor &  Commerce Committee

Senator Drue Pearce, Co-Chaij; 
Senate Finance Committee

January 18, 1994

Re: Scheduling a hearing for Senate B ill 218.

Please consider scheduling Senate B ill 218, the Campaign Reform Act o f  1993, at 
your earliest opportunity. This bill prohibits the direct or indirect contribution o f 
pull-tab or bingo proceeds to political candidates or their campaigns.

The original intent o f  Alaska's charitable gaming law was to help finance worthwhile 
charities as state budget support began to fa ll as revenues began their decline.

In 1976, during a special session and over Governor Hammond's veto, the 
legislature added political entities to the list o f  organizations eligible for charitable 
gaming permits. The Alaska Public Offices Commission reports for 1990, 1991, 
and 1992 identify slightly over $1 m illion dollars going to campaigns in Alaska from 
gaming sources. It is unlikely that the public would condone this diversion o f funds 
f  it were w idely known.

AM nonprofits, including political parties and labor organizations, would still be 
allowed to hold permits and use their proceeds for administrative or other charitable 
expenses. They could also use raffles and other permitted games to earn money 
which could then be used for direct contributions to candidates.





J f i s L t i o n s d .

B a i x k ^ A l s i s l ^ a .

Mr. C.B. Toh 
Vice President 
Direct:(907)265-2073 
Fax: (907)265-2141

3 ^ '  Corporate Headquarters P.O. Sox IO06U0 Anchorage, Alaska 99510-0600 (907) 276-11J2
301 W.Northern Lights Blvd., Anchorage, AK 99503.

O ctobe r  21 ,  1 9 9 3

Alaska S t a te  S e n a to r  J a y  Kerttula 
P.O. Box 1 0 0 9  
Palmer,  AK 9 9 6 4 5

Attent ion :  Bill Kelder, Esquire

Re: TRAC Vehicle Leasing in Alaska

Dear  S e n a to r  Kerttula:

I a m  writing you on beha lf  of National Bank of Alaska.  Earlier this  year,  the Alaska 
Legislature e n a c t e d  a s e t  of a m e n d m e n t s  to UCC 1 -201 (37 ) ,  sharpening  the s t a t e  
law dist inction b e t w e e n  a " lease"  and a " secur i ty  inte res t"  in t ran sac t ions  involving 
e qu ipm e n t  and  moto r  vehicles .  While this  n e w  law is helpful in m any  s i tuat ions,  it 
is silent  abou t  our long-s tand ing  Ousiness  prac t ice  of leasing f leets  of motor  vehicles  
to  commerc ia l  bus in e s s  l e s s e e s  unde r  a g r e e m e n t s  wi th  terminal  rental ad ju s tm e n t  
c l a u s e s  (TRACs). W e  s e e k  your  help in enac t ing  legislation th a t  would  clarify the  
s t a t u s  of TRAC moto r  vehicle l ea se s  as  t rue l e a s e s  unde r  Alaska s t a t e  law.

T w o  national t rade  a s s o c i a t i o n s  -- the Am er ican  Au tom otive  Leasing Associa t ion 
(AALA) and the  Equipment  Leasing Assoc ia t ion  (ELA) -- w r o t e  you earlier abou t  the 
n eed  for TR AC/s ta te  legislat ion in Alaska.  W e a g re e  with AALA and ELA.

W h a t  AALA, ELA and Nat ional  Bank of Alaska are  seek ing  is the e n a c t m e n t  of 
legislation adding the  following n e w  sec t ion  2 8 . 1 0 . 3 7 5  to the  Alaska S t a tu t e s :

S ec .  2 8 . 1 0 . 3 7 5 .  TERMINAL RENTAL ADJUSTMENT CLAUSES: VEHICLE 
LEASES THAT ARE NOT SALES OR SECURITY INTERESTS.

In the  c a s e  of m o to r  veh icles  or trai lers,  n o tw i th s tand ing  an y  other  provision 
of law, a t r a n s a c t io n  d o e s  not  c r e a t e  a sale  or secu r i ty  inte res t  merely 
b e c a u s e  it provides  t h a t  t h e  rental  price is pe rmit t ed  or required to be 
ad jus ted  under  t h e  a g r e e m e n t  e i ther  u p w a r d  or d o w n w a r d  by re fe rence  to  
the  a m o u n t  realized upon sa le  or o ther  disposi t ion of t h e  m oto r  vehicle or 
trailer.

This is non-controvers ial ,  public in te res t  legislat ion t h a t  will help put  TRAC vehicle  
l e a s e s  on a level playing field with other  kinds of l e a s e s  for s t a t e  law and 
bankrup tcy  law p u r pose s .  If e n a c t e d  in Alaska,  this  legislat ion will t r e a t  TRAC 
vehicle l e a s e s  like all o th e r  l ea se s ,  with t h e  resu l t  t h a t  TRAC vehicle lessors '  r isks  
and  c o s t s  will be low ered ,  l e s s e e s '  rental r a t e s  will be r educed ,  and  both in te rs ta te  
c o m m e r c e  and c o m m e r c e  within the  s t a t e  of Alaska  will be facili ta ted.



Thank  you very much  for your  consideration.  I look fo rward  to your  earl iest  
favorable response .

Sincerely,' '

Senator Jay  Kerttula
O ctober 2 1 ,1 9 9 3
Page 2

.MATIONAL/Em NK OF ALASKA

Vice President



JOflCPM VOĈC. J«. 
AtHNin DOiKJT 

(Ull IVON*
COWAAD A. OAOOfitAt
* AIAAO mmOUINCAI
cpwih i. hvoovc«om, m
tVA f. tHCAMAN 
MOAAtt RkCIN

V O L F E ,  B O S K E Y  AND L Y O N S
woavs ctmt(a av'ioiwe 
•i« <•» atfliit. w. or. 

WA»MtNOTON, 0 C tOOO#
(lOtl 73}.4100 

f» « . l t o « )  r t r t e o n

V O L P E , BOSKEY AND LYONS -  ? » l ® p 'n o n e  H urt\b® f$
A A  A  i n  %AI /  #  A .

T O : 

PROM: 

D A T ? :

T e l e c o p i e r  H u m b e r :  2 0 3 / 7 3 7 - 5 9 6 6

Biil Kelder, Esquire FAX;
Chambers of Senator Kertuia Tel:

Ed Huddleson

October 4, 1993

(907)
(907)

3 7 G - 0 315 
376-2675

RZivillKS 1 Re: TRAC vehicle leasing in Alaska

To follow up our telephone conversation today, I am 
writing on behalf of the National Bank of Alaska, a s  well as 
the American Automotive Leasing Association and the Equipment 
Leasing Association- We are asking for Senator Kertuia ' s  help. 
What we seek is a non-controversial, public interest bill adding 
the followina new section 28.10.375 to the Alaska Statutes:

Sec. 28.10.375. TERMINAL RENTAL ADJUSTMENT CLAUSES; 
VEHICLE LEASES THAT ARE NOT SALES OR SECURITY INTERESTS

In the case of motor vehicles or trailers, notwith­
standing any other provision of law, a transaction coe3 
not create a sale or security interest merely because 
it provides that the rental price is permitted or 
required to be adjusted under the agreement either 
upward or downward by reference to the amount real: 
upon sale or other disposition o£ the motor vehicle 
or trailer.

. i zed

You will see from the enclosed explanatory material that at least 
twenty (20) other jurisdictions have enacted thia model TRAC/ 
state law or xta equivalent. TRAC vehicle lessors in Alaska 
a3k for your assistance in making thia law a reality in Alaska.

Thank you for talking to me today about this matter. 

TOTAL NUMBER OF PAGES: 25 (INCLUDING COVER SHEET)
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Alaska State Senator Jay Kertula 
P.O. Box 1009 
Palmer, Alaska 99545

Attention: Bill Kelder, Esquire
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Dear Senator Kertula:

Our firm represents both the American Automotive Leasing 
Association (AALA) and the Equipment Leasing Association of 
America (ELA). I am writing on behalf of both AALA and ELA to 
asx. your help in enacting Alaska state legislation to safeguard 
our member companies' wide-spread practice of leasing fleets of 
motor vehicles to commercial business lessees under lease 
agreements with terminal rental adjustment clauses (TRACs).

What we are seeking is a separate stand-alone bill on
TRAC vehicle leasing, adding the following new section 23.10.- 
375 to the Alaska statutes, Title 28 ("Motor Vehicles"),
Chapter 10 ("Vehicle Registration and Title"), Article 4 
("Filing DFocumencs Evidencing Liens or Encumbrances"):

Sec. 28.10,375. TERMINAL RENTAL ADJUSTMENT CLAUSES: 
VEHICLE LEASES THAT ARE NOT SALES Oft SECURITY INTERESTS

In the case of motor vehicles or trailers, 
notwithstanding any other provision of law, a trans­
action does not create a Sale or security interest 
merely because it provides that the rental price is 
permitted or requited to be adjusted under the agreement 
either upward or downward by reference to the amount 
realized’upon sale or other disposition of the motor 
vehicle or trailer,

The origin, purposes and effect of this provision are explained 
in detail in the enclosures. See Hew Developments: Article 2A 
Leases of Goods, 1993 Commercial Law Annual at pp.124-130 
(enclosed). This is non-controversial, public interest legisla­
tion that, if enacted, will enhance both interstate commerce 
and commerce within the State of Alaska.
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VOUPE. BOSKEY AND LVO^S

Twenty ( 2 0 )  jurisdictions have n o w  adopted our model 
TRAC/state lav/ or its functional equivalent: Alabama, District 
of Columbia, Florida, Illinois, Louisiana, Michigan, Minnesota, 
Missouri, New Jersey, New York, North Dakota, Ohio, Oklahoma, 
Oregon, Rhode Island, Texas, Vermont, Virginia, Washington, and 
Wisconsin. We sincerely hope Alaska will follow suit.

Our specific request is this: If you agree with us that 
this is meritorious legislation, would you p r e - f i l e  a TRAC/= 
state law bill m  1993 for consideration by the Alaska legisla­
ture at the earliest possible time in 1994?

i « I •an!"Thank you for considering cur views on thi 
public interest measure.

Yours very truly,
O  /  . * r ^ ^ i"1 1 1A ^A ' /  - A  rll  -JM  W. _ )

\Lt •

Edwin E. Huddleson, III

Enclosures

cc: (w. enclosures)

Chairman Bill Hudson
Alaska House Labor and Commerce Committee

Mr. James L. Cloud 
Vice President
National Bank of Alaska Tel: ( 9 0 7 )  255-281-
P.O. 3cx 100600 
Anchorage, Alaska 99503

Arthur H. Petarsc.n, Esquire 
One SaalasKa Plaza (Suite *202}

_  •  •  _ » -  - A  A A A IJuneau, aj.asxa jjovi



E L A

A p r i l  9 ,  1 9 9 3
E q u ip m e n t

L e a s in g
A s s o c i a t i o n

of America

Honorable Bill Hudson 
Chairman
House Labor and Commerce Committee 
Stare Capitol Building 
Juneau, Alaska 99801
VIA FAX: (907) 465-6790 Call (907) 465-3744

Attention.: Linda Giguers, Esquire

common lav principles—  a classic benchmark of common sense and 
gut equity—  are used to define a lease and the distinction 
between a lease and a “security interest." UCC filings (or

principle of freedom of contract is preserved for lessors and 
lessees. The statute creates tha opportunity to create a

1 ELA is the major national trado association in the 
nuiti-billion dollar equipment leasing industry, Tha membership 
of ELA consists of about 900 member companies, including 
National Bank of Alaska, that engage in all aspects of 'equip­
ment leasing, involving every sort of equipment and lease 
agreement, including operating leases. 1averaged leases and 
finance leases.

! J 0 0  North. 17th Street • Suite !QIQ • Arlington. Virginia 2 2 2 0 9  - 7Qj/S27-36S$ • Fax 703/527-26^9



statutory finance lease (J2A-103(1)(g)), as well aa a contract­
ual finance lease. The state law of laasa warranties and 
remedies ia clarified and improved, vith the new statutory 
standard on liquidated damages (J2A-504) being a particularly 
welcome feature of 2A. The old vendor-in-possossion doctrine 
for saie-leaaabacks is essentially abolished. These are all 
significant improvements over existing law, which warrant 
enactment of UCC Article 2A-Leasss.

We are advised that Alaska Senate Sill 1112 contains the 
1990 uniform amendments to UCC Article 2A-ieaeea, ELA supports 
these 1990 amendments. They coma to grips with secured 
creditors7 concerns about J2A-303 (assignments) and 32A-307 
(priorities! rights of the lessor7# secured creditors vis a vis 
the lasses)/ they clarify and refine the statutory remedies 
scheme of 2A; and they make it easier to qualify a transaction 
as a statutory finance lease under S2A-103(1)(g) .

UCC Article 2A-Leases, in its new improved uniform form, 
merits your support and enactment. The statute brings together 
in one place the state commercial law of equipment leasing, 
which previously was scattered partly in real estate law, 
partly in tha law of 3alss (UCC Article 2) and secured trans­
actions (UCC Article 9), and partly in tha old common law on 
"bailments for hire." The impact of thia legislation will be to 
enhance interstate commerce, in the public interest, by 
unifying and improving the state commercial law of equipment 
leasing,

2. TRAC/atate law. ELA also supports the model state 
law on TRAC vehicle leasing that vac described in earlier 
correspondence to you from the American Automotive Leasing 
Association (AALA). In our view, the scops of TRAC leasing is 
properly defined by commercial custom so that it is acceptable 
for automobiles and other closely-related equipment within the 
scope of the federal tax Code/TRAC provision, 26 U.S.C.
57701(h), though it would ba objectionable if applied to 
leasing for railroad rolling stock, aircraft, or*any ether 
kinds of equipment,

TRAC vehicle leasing is conducted by a significant 
number of 2LA's member companies, including National Bank of 
Alaska in Anchorage, Alaska. These Bomber companies, their 
commercial customers, and the public interest in enhancing 
interest commerce, would all benefit from enactment of the 
model TRAC/state law, which is limited to vehicle leasing. The 
impact of the model TRAC/state law would simply bring state 
commercial law into agreement with federal tax law.

Wo therefore support enactment of the model TRAC/state 
law in Alaska. This objective could bo accomplished, as



3
explained in earlier corroeponder.es to you from AALA. by adding 
the following new section 28.10.375 to the Alaska Statutes:

Sec. 28.10.37 3. TSMCIJOa. REaTAL ACJtJSTXSsTC CIA083SJ 
VBHICL3 USAS23 THAT AR3 NOT 8AL2S OR 8KC0RITY IHTZRS5T8.

In tha case of motor vehicles or trailers, 
notwithstanding any othor provision of law, a trans­
action does not crests a sale or security intarest 
aereiy because it provides that tha rental price is 
permitted or required to be adjusted under the agreement 
either upward or downward by reference to the amount 
realized upon sale or other disposition of the motor 
vehicle or trailer.

TRAC/state legislation has bean enacted in at least 
sixteen (15) States sc far: Alabama, tha District of Columbia, 
Florida, Illinois, Michigan, Minnesota, Missouri, Haw Jersey, 
New York, North Dakota, Ohio, Oklahoma, Rhode Island, Texas, 
Virginia, and Wisconsin. The Commissioners on Uniform State 
Laws have examined the modal TRAC/stata lav proposal in detail, 
and at length, and they have no problem with it. $ee attached 
letter from che Commissioners.

We support the enactment of UCC Article 2A-Lea«oa 
(Senate Bill *112) in Alaska. SLA also supports tha proposal of 
a aLA to enact the model TRAC/stats law in Alaska.

ThanJc you for considering our views on this important 
1egislation.

Yours very truly,
C V  . o  ( ! 'A  x

C c£w *n>

Edwin E. Huddloaon, III

Volpe, Boakey and Lyons 
Counsel for ELA

cc: Mr. James L. Cloud
Vice President 
national Bank of Alaska 
P.O. Box 100600 
Anchorage, Alaska $9503 
FAX: (907) 265-2141 
Tel: (307) 265-2S16



Honorable Bill Hudson 
Cha irrnan
F ̂ use Labor and Commorce Committee 
State Capitol Building 
Juneau, Alaska 99801

FAX: (907) 465-6790 + -1 B ack : 

Linda Ciguera, Esquire

TRAC vehicle leasing and UCC Article 2A- 
Leasas la Alaska-- ggnaw Bill i i n

Dear Representative Hudson:

I'm writing to you on behalf of the American Automotive 
Leasing Association (AALA)- to ask your help in obtaining 
Alaska stats legislation. Wo are concerned about cur members' 
decades-old practice cf leasing fleats o f  motor vehicles to 
commercial business lessees under lease agreements with 
terminal rental adjustment clauses (TRACs).

UCC Article 2A-Leacoa, the new uniform state lay 
governing leasing of motor vehicles and equipment, is silent 
(or neutral) on tho 3tatua under state commercial law of TRAC 
vehicle leases that are widely used in our industry, with the 
specific approval and endorsement of tha federal tax laws. We 
have no quarrel with UCC 2A. Vot with the clarification cf 
many ether aspects of state leasing law in UCC 2A, we submit 
that the Alaska Vehicle Code should now be amended to make it

- AALA is a national tr&ds association cf companies 
engaged in leasing motor vehicles, primarily to commercial and 
industrial users. The vehicles are generally leased in fleets, 
ranging in size from a raw automobiles to largo fleets of 
hundreds or thousands of automobiles, for periods of a year or 
more. Tha mecbor companies of AALA leaao and manage the 
majority cf sales and service vehicles used by businesses 
throughout ovir country, a market exceeding three and a half 
million vehicles. Vehicles leased by AALA members operate in 
all the States, including Aiaakn.

vV.i-m ni. V j.T .v.ur »x,v.“o W * •’



clear that TRAC vohicia iaasea ara vaiii "leasas"—  net ''sale's" 
or "security interests"-- under stats commercial lav.

i«  BflgjsaraiiDd

Terminal rental adjustment clauses (TRACs) have beer, 
widely used throughout tho meter vehicle leasing industry for 
well over thirty (30) years. A TRAC clausa peinsits (or 
requir8G) an upward or downward adjustment of rent to make up 
for any difference between the projsccod value c? a vehicle and 
the actual value upon lease tarmination. The objective cf TRAC 
vehicle leases is to provide a financial incentive for the 
lessee/usar, who is the party to tha transaction best able tc 
control the maintenance of the vehicle, tc keep tha vehicle in 
'■'cod repair-

Over the years, TRAC vehicle leasing has been incrsas- 
ingly accepted in the law. The federal tax laws were amended 
in 1383 to codify industry practice and specifically recognise

 -  —  » I  . S  *1 _  .  _  A _ _      . . _  J .  % 1      _    1 .  . _______ _ ^

venicia laaaas to commerciai. rasseos are true leases tor state 
tax purposes. And today many varieties of TRAC vehicle leases 
are recognized as true leases for accounting purposes.

TRAC vehicle leases also nave been reeognizsd as trua 
leases for state commercial law purpoaas by 3cma state courts. 
See Old Win? in Hew Settles: UCC Article 2.A~L~?.Sc-?-- 3 2 U.Ala­
bama L.Rev. 615, 638-641 (1983) (discussing case law). But 
ether courts have disagreed. Seg id. Thara appears to be no 
Alaski court decision on point.J Whether TRAC vehicle leases 
are true leases under state commercial law remains unsettled.

This is troublesome for TRAC vehicle lessors, sines the 
state commercial law validity of TRAC vehicle leases (their

2 TRAC vehicle leasing is confined, by virtue of federal 
tax law, to a commercial business setting. It doss net involve 
leasing to consumers.

3 TRAC vehicle leasing was not involved in Disohnsr v. 
United Sank Alaska. 631 P.2d 107 (Alaska S.Ct. 1931). The 
vehicle lease in Dlschner contained a "nominal* option of the 
kind that destroys true lease status undor newly amended UCC 1- 
201(37). It was a "bailment lease3 that was stipulated to be a 
secured sale (not a true lease). San 631 ?.2d at 108 n.2. By 
contrast, TRAC vohicle leases do not involve "nominal" opticr.3, 
and newly amended UCC 1-201(27) i s  deliberately 3ilent as to 
whether TRAC vehicla leases ara, or are not, trua lasses. Sen 
Old Wine in Hew Bottles. 39 Alabama L.Rav. 615, 639 (1988).
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status as '•trua leases" and net = dales" or “sacurity inter­
ests") is important to tho laasor in caaaa whore tho lessee is 
in bankruptcy. When this occur*, a TRAC vehicla lessor is
entitled to receive full currant rants! payaer.ts or (on 
appropriate motion) to repossess the vehicles, if the TRAC 
lease is viewed as a true "lease". 3y contrast, if the TRAC 
lease is viewed as a "perfected security interest3, then the 
TRAC lassor in this situation will have the right to receive 
payments representing only the depreciation on the leased 
equipment (about 50* "tc S0% of full rentals. in the recent 
experience of TRAC vehicla lessors). And if the TRAC vehicle 
lease is viewed as an "unperfected security interest", the 
trustee in bankruptcy may be able to keep the vehicles, without 
caking current payments of any kind, and sell them. See id. 
(citing eankruptcy cases); In re Tulsa Port warehouse Co.. 690 
p.2d 309 (10th Ci r . 1982). True lessors of vehicles ana 
equipment ara thus better off than holders of "perfected 
security interests" who. in turn, are better off than holders 
cf "unperfected security interests3, vhon the lessee is in 
bankruptcy. Sea generally Id re Pacific i n c . ,  780 7.2d
1482 (?th Cir. 1986) (opinion spelling out difference between a 
true ioasa and a security interest, where lessso/borrower is in

U  ^  « r >  W  \ r  V
b a n A . f c  v  w j  j

Typically, foderal bankruptcy courts look to stats 
commercial law to determine whether a transaction is a "lease” 
or a "sale" or a "security interest". See id. We therefore 
seek Alaska state legislation clarifying the 3tatus of TRAC 
motor vehicla leases, in major part because of its impact on 
federal bankruptcy cases. Moreover, the status of TRAC vehicle 
leases as trua leases for tax, accounting and all othar 
purposes would be buttressed, if Alaska state commercial law 
also clearly recognized the trua Isase status of TRAC vehicle 
leases.

To date, sixteen (16) Stares have enacted cur model 
TRAC/stats law; Alabama, the District cf Columbia, Florida, 
Illinois, Michigan, Minnesota, Missouri, New Jersey, Mow York, 
North Dakota, Ohio, Oklahoma, Rhode Island, Toxas, Virginia, 
and Wisconsin. Other States including Connecticut, Oregon, Nov 
Hampshire, Vermont, and Washington, ara actively considering 
our TRAC proposal, which is being raised in moat of the States 
throughout the country. We think Alaska should follow suit.

Tha original sponsor* or UCC Article 2A-Ieasea—  tho 
commissioners on Uniform State Lays-- havs been advised of cur 
proposed TRAC vehicle amendment and they have no problem with 
"it. See attached letter from the Comalaaloners on Uniform State 
Laws' national office on TRAC vehicle leases. Indeed, we do not 
know of anyone —  in Alaska or anywhere else — who oppocas our 
amendment.



TRAC vehicle leasing is a weli-sstablished form of 
business that is her* to stay. It is a good business. It 
lowers lease rental rates. It serves the public interest.
There is no warrant for imposing any state lav or bankruptcy 
law "penalty* on TRAC vehicle lessors for simply using TRAC 
leases that federal tax law specifically recognises and 
encourages. This is only common sense and siapls justice.

2. Validating TRAC vehicle losses
i r .  h i  a  g  . - . a 2 _  V * h\fi '-xS x Z z ------------------

To be very specific, we respectfully suggest that the 
following new section be added to Senate 3111 1*12, seeking to 
enact UCC Article 2A-Laasas in Alaska, adding tha following nsw 
section 25.10.375 to the Alaska Statutes, Title 23 ("Motor 
Vehicles"), Chapter 10 ("Vehicla Registration and Title"), 
Article 4 ("Filing Documents Evidencing Liens or Encumbranc­
es" ) :

Sac. 2 0. 10.37 5. TSiOit S K L  AEaTAL ADJUSTMENT CLAUSES? 
VEHICLS L2A323 THAT ARS NOT SALES OR 3SCURITY INTERESTS

In the case of aotor vehicles or trailers, 
notwithstanding any other provision of lav, a trans­
action dcas not creata a sale or security interest 
merely because it provides that thw rental price is 
permitted or required to ba adjusted under the agreement 
either upward or downward by reference to the amount
realized uoon sals or other disposition of the motor » *»

vehicle or trailer,

Thi3 special provision would not be at odds with UCC . Cur 
understanding is that UCC 2A i3 silent (or neutral) —  not 
hostile—  towards TRAC vehicle leases. We respectfully ask for 
your assistance in enacting legislation that supports the 
public interest by making it clear that TRAC vehicle leases are 
true "leases"—  not saaiea" or "security interests* — under 
Alaska state commercial law.

Other industry groups support AAlA's proposal, Years 
ago, whan TRAC vehicle leasing was discussed by the Commis­
sioners on Uniform Stat9 Lavs, both AALA and the Equipment 
Leasing Association cf America (ELA) supported validating aotor 
vehicla TRAC leases as true leases under stats lav, In the 
viaw cf ELA, tha acopa of TRAC leasing wa» properly defined by 
commercial custom so that it was acceptable for automobiles and 
other closely-related equipment within the acopa of tha tax 
Code/TRAC provision, 25"u.S.C. §7701(h) (1965), though it would 
ha cbjectionabJe if applied tc leasing for railroad rolling 
stock, aircraft, or any other kinds of equipment. This 
accomodation between AALA and ELA reflects an acceptance of tho
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different commercial customs and traditions that prevail In 
different industries.

The i»paat of tha provision vfa ur<a<? vouid simply bring 
state commercial lay into agreement with feeoral tax law.

3 . £0.n£lU giQ Jl

TRAC vehicle leases deserve your support on their 
merits. Our proposed TRAC aaancimont serves tha public inter­
est. It will benefit both lessors and lessees in Alaska, our 
AALA members, engaged in leasing vehicles to commercial 
business laesees in Alaska and other states, strongly support 
the TRAC amendment we seek, «s ask you to support our TRAC 
vehicle amendment i n  the public interest.

Thank you very much for considering cur views.

^ u r s  v e r p n f L y ,  iA

cidvin  u i  n u d d le so n , i l l

Vulpe Boskey and Lyons 
Counsel for AALA

Attachment



DIVISION OF LEGAL SERVICES
LEGISLATIVE AFFAIRS AGENCY 

STATE C'F ALASKA

!30 Seward Street. Suite 400 
Juneau. Alaska 09S01-2105

January 20, 1994

SUBJECT:

TO:

FROM:

Sectional Summary of SB 227 (Work Order No. 8-LSL332\A)

Senator Jalmar Kerttula 
Attn: Carol
3 7 ^

Theresa L. Bannister 
Legislative Counsel

You have requested a sectional summary of the above-described bill.

As a preliminary matter, note that a sectional summary of a bill should not be 
considered an authoritative interpretation of the bill and the bill itself is the best 
statement of its contents.

Section 1. Prevents certain motor vehicle and trailer transactions from being 
considered sales or security interests just because they provide that the rental price 
is permitted or required to be adjusted by reference to the amount realized from the 
sale or other disposition of the motor vehicle or trailer.

Section 2. States that sec. 1 doesn’t apply to transactions that are entered into before 
the effective date of the Act.

TLB:gc 
94-043.glc



Alaska State L
SENATE

State Capitol 
Juneau, AK 99801-1182

Official llusinc.ss

February 22, 1994

MEMORANDUM

To:

From:

Re:

Senator Tflri Kelly, Chair
Senate Labor and Commerce Committee

Senator Jay Kerttula

S.B. 227 Relating t ' Vehicle Rental Terms

Please schedule the above bill at your earliest convenience.
Attached you will find a sectional analysis and a sponsor statement. 
I have also included selected back-up for your information.

Thank you in advance for your assistance in this matter.
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Part II. Leases Article 2A
N E W  D E V E L O P M E N T S ;  A R T I C L E
o  a i  q w g  n w  n n n r j airfra uux ivy«^v / v *  vi
Sy Ediuirt E. Huddleton, UP 

I. INTRODUCTION
n. TRUE LEASE OF GOODS GISTINGUI5hr.D FROM 

•SALES* AND 'SECURITY INTERESTS’
a r\r /■'ovruOiT n. u i vjEJi'uciAwm

—. •  .  »  • »»•-* •  r%  4M N' I _ INJ » t . aa M

C. TRAC VEHICLE LEASES
D. IMPLICATIONS FOR THE FUTURE m ovmrcnrc.c 

fv\ WARRANTIES AND DISCLAIMERS 
V. TRANSFER OF LEASE INTERESTS: SECTION

C t A A A f t  A A - iX W
VI. LIEN PRIORITIES: SECTION 2A-307
VII. CONCLUSION

I. INTRODUCTION
Thirty-one stoicS have now caaCiod UfciiOfS; C0Suu£fcLu 

Code (UCC) Article 2A—Looses.! With the 1990 uniform

' Copyright © 1992 by Edwin E- Huddkoon, 133, 3 A. 1837, Stanford 
University, JJ>. 1970, Unlv*nlty of CWca*o; oom bti of i&* California and 
District of Columbia ban; unjngwi in private practice In Washington, D.C.

The author would IDu to thank 3rock J. Austin, Nofiaoor Ned 3. Cohan, 
and Roy S. Powvu, it., tot their heiprui comments on an earlier draft of this 
artick.

i The original 1987 uniform version of the statute was enacted in Florida, 
Oregon, South Dakota, and Utah, w ith come minor variations from staia to 
stale, new Improved UCC Article 2A (with its 1990 uniform amendment*) has 
t5*D enacted to Alabama, Altoona, California. Cainmdc, Deiawifs, tha Dis­
trict of Columbia, Hawaii, ffltiwia. Indiana, Xaruaa, Kentucky, Mains,
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amendments to tho statute now In place, lui eventual enactment 
in all the abates seema assured. Thia snort article briefly survoye 
the iydO amendments, the major coun decisions interpreting 
Article ZA, and some other recent developments about terminal 
rental adjustment clause (TRAC) vehicle leasee and the long­
term impact ox Uu «j  ArtiCie m£A mat nave actfecteu attention «  
state legislatures, courts, and the practicing bar coma to grips
 ‘i L  i t  .  M
7T 1U U  U i 3  i i C W  3 V 4 1 U U ) .

i r . f l i i  r j  — . ~ i : r v \  a  a  r -r i  h t r  f h a  ’j Q O H  s r T . a n . - i r r - n n f a  I a  a j v i  a aw u v c  a u u A o w o u  u^i la io  » v u u  uvuv .AA ivA Juy vw
A r t i c l e  2 A  a r e :

(1) secured lenders' concerns about Sections 2A-303 (assign­
ments) ana 2A-307 (priorities: rights of lessors secured 
creditors v» A vis tho Isssos);

(2) statutory remedies; ana
(3) statutory ! finance leases * 'under 2A-103(15(g).

Bui the single moet important 5new development5 may be an 
increased appreciation within the practicing bar of what the 
Article 2A statute reaiiy says. Over the years since Article 2A:a 
initial promulgation in id&>, the bar haa raiaed a variety of 
concerns about the statute. Some concerns trere un/oundocL5 
Other concerns were more substantial. Yet these concerns now

Michigan, Minnesota, Missouri, Montana. Nobr&ita, Nftvida. New Mirico, 
North Dakota, Ohio, Oklahoma, Pennsylvania. Rhode Island. Virginia. Wis­
consin, and Wyoming. UCC Artkls 2A !a ponding in sew al other states M oi  
this w ritin s  In m id  1992.

TsLftj ana Louisian* en&eted aw ry amendsd u’CC i  1-201(37), sharpen­
ing ih* distinction becsroan a ko*a and a Aocurity intawst, sff-ctiv? 5*ptamb«rr
1, i9&  (Texas) and January i, 1990 (Louisiana).

•Eariy critics oocnpiAir^d, for szampit>, that UCC Anieis 2A failed to 
osfina ’uaconaciooabiljty5—ris* major mxiit on frsuo on  cf wnCact is Artiti* 
Lv out Aroda 2A‘s incorporation by reibrsnca princ^b  (see Comment to 
UCC \  2A-101) means that um concept of :usconsciocsbuity: is UCC 
j 2A-108 is given zpecihe moaning by tbs comparisbts provtsioa is tha c±a 
eaks tn x ls  (UCC 1 2-302), its cffaisi comments, sad csss lew developed 
under UCC 3 5-302. Ordinarily, both ’substantive* ana ‘precscitfal* unces- 
scionabuity era required before s court erin stress cows s iceee pm riaba =a 
uscocerionabla. Soa, tg ., John Deere I V. srtbengh, 533 ?  Sijpp Iced, 
1574-1676 (D Kan 1986). Tha courts rarefy find 'imeonsdonabBtty' la com­
mercial (as opposed to oo&sumsi) lease tnuusciioo*. S«a, s^ ., Pacific 
American Leasing Corp. t .  5 Pis Buikiing Systems, Ino^ »02 ATU w  TOO r04 
rfi. 279 (Axis App 1986). CL UCC Series (Kuadtaen) Special Raisas* 2



4 rvrrrt/'i# t> n o n ro 'T  A nW W V FT O;\a a <̂v iJ£# « cu±jssi iVicui i o

iixjm  to  have been u tia  to  rm t, p a r tic u la r ly  by tho o h irifica tio n n  
in th e  1590 u n ifo rm  am en d m e n ts , A i ieaat, A rtic le  2A n ew
;ocm 3 to be accep ted  as a w o rk ab le  a n d  desirab le  p a r i  c f  th s
-* « -« . />  1 1«« . » V * .»  » • 1 t  VM• i i  ■( 1 • k  a »  r n<L a t  n * v  a o f t s  r . »  r  n u  i : 1 ; a n n u i n  r t a  3  r u u » / ^  * j y

u u n V |  l i n , v  v w w  v v u v i  j a u w  v i  ' . a * v  v  v v j  ■j w v s m u  v ->( o m  *

J  i L    - V .    i L ...................... . a _____cnacLca vuruuxuuui tisw uuuiiunr.

i m i  •» r -g />  €  *£n  i t  G  E r  u  j ~% i >  r v / \  « * \ J j  i \ i  u i » '  n o  ~i T~» 4 j  O ' i r T iJL*. m u f l  i j t i i n m u o  v r  \ j w s - r a  a / i q  i u w v i t ? a o v
from  ’Sa l e s * and  s e c u r it y  in t e r e s t s * 

A. IN GENERAL
r t n .  . .  j .  ________ — L . i L  - -  -  a.  — _________ *  J  I -  , 1 ----------------4 -------------- -  - J  -f ra y  uu  wc ir-aro w ucuic i a u s i is c iv iu u  is* vUS4 2v*fii&u9U 212 2.

tru e  lease or a secured  sale? T ru e  leanes Ions have been  d ia iin*  
gu iahed  from  aaieu for m any pu rpoaea, includ ing  th e  co m m erc ia l 
law of rsm ed ica ,5 w h e th e r U C C  filings are req u ired  an d  th ird -  
p a r ty  r ig h ts , w h e th e r a t r a n s a c tio n  is covered by s tn ts  u au ry  
Lawa,* an d  a lessor's  righ ts  u n d er § 366 o f  the B a n k ru p tcy  C ed e  
w hen  th e  lessee goes In to  b a n k ru p tc y .4 T h e  scops o f  A rtic le  2A

'.1891/ j  2A.01 (caavTSflin* cs*f* irx i autfcom iss dan iiin ; ‘ lUKonscwnabiihy'* 
a  uve con tori 0/  icaae traneectioaii).

3 rTbart si purported 'Is h '  =) :t>*n>j to i« « ui^iuUod jwAi/rty interest, 
Ua» 'kaeor (aecured pony) a* ay be barred fro in octiinins a (jsnciancy judg- 
nv*ni a^alnai » w u u ra a g  'iacsee' (debtor) if H nubd 10  *r/3 co tics 10 tha 
jofruvr s* requL-od by UCC j  9-664(3). Ssa, s . . . , r iensin ; t .  C srfo ii ru b . Cc., 
Ml Aid 1219 (DC App 19SC) (daodsd under old version c 1 UCC i i-Soiii?)). 
Cf. HuddJcson, Old Wine la risw Betties. 3$ Ain L He? 6/6, 641-667

• « ■  • 1  .  *• I 1  « t i  1 •  *ljm-m • —4 ̂  • *  (A  n  <4*1 )<IH>A >A* rv» Q J  Ml I W 4  a i  rrw> ru y y  ̂

may bs c t empt from »teie usury laws. 3*9 HyA3*eon, Oki tVine la  N«rw 
Boole*, 39 Ala L n*v 415, 623 •* a 20 (i£3S? (ooUacting cb*ct»); Kia&rO v. 
Colonial Leeiing Co,. 800 3W2d 157 f t s s  1850) (court iechsr*eieriit«i "=$=#*'
Uxn**ctk>o with twrnuwu purchase option u  a kaa jlog joeurcd iiia, and
• *  -  -  . l a #  . . . . . . . .  « L  .UUpOOOO p̂UOiMOV IVC VWW/ VO WW WWF̂MT /I

•True iceeon of equipment are baiter off than bokisra of ’piffecied aocur- 
rty in u rw u ’ erbo, la cum. are fcsttw o h  then fccteUr? of 4uspwftstwj security 
•ntareete,” when the lessee b ba bankruptcy. B*i jcasrsDy La »  Pacific Sap., 
inc.. 760 Fid lew  (CAS 1986) (opinion spading cm tea dinsranca Ixstwean a 
srea Seaae and a wourity luteroot, srbere keeoB/bomnror U in bankruptcy). 
Thu*, cue iwaor* jeoerftay are s ititk d  to rscsirs fUS current rsritrJ peyTjuiats 
or (on appropriate motioo) to myOi^sn  their squiprneoi, undar i i U5C 3 (vie, 
if the ‘ieaae' transaction is vinrw  es a uu» ieaae. 3e«, *4-, In re Curry 
Printers, Inc., 136 BR 664 (BC ND 2nd 1991); la r» Pwd S&ad&rt Co., 9 BCD 
am . 22 3R  S02. 7 CBC2d 421 (3C 5D Mich 1962) sppnstch’
•nksn by iise taajsrhy c f  courts; sbsn  stsecs a  in ctnkmpicy rscr^anisatioc.
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la LLmiuxi 10 apply to *dxjy uAflhoCtioo, rc£afuicaa of form, Lh.&i 
creates a lea/w* of goode.8

The im p a c t o f  am e n d e d  S ec tio n  1 -2 0 1 (3 7 ) nao so n e ra iiy  
im proved  th e  q u a lity  o f  c o u rt decisions trust c L a ra c w ix o  a 
L-ajoaaction as a leaso, o r safe, o r security  iateffcdt,7 W h a t th e  
am ended  s ta tu te  m ak es  c lea r Is tho  im p o rtan ce  o f tho  le s so r’s 
m ean ingfu l e co n o m ic  in te re s t  in  th e  residual, o r w h a t one  com* 
m eo L ito r ca lls  th e  le s s o r 's  ’ rev e rs io n a ry  in t e r e s t , ’ 5 an th e  
cen tra l lo u c h s to u e  In th e  d e fin itio n  o f a tru e  lease.

)*«or'i administrative rent claim is censured by the ’reoeonabi* renteu vorue’ 
of the equipment —preaumr' .veiy the rent specified in uw lease egree- 
moat—-rejnrdJeaa of the amount of kxwee't echini uee of tbs equipment). 
Compere In re Leaee-A-FToot, lac., No. 91-129966 (BC ED Pa May 7, 1992) 
and ii: i t  Grant B madias tin-. 71 3?. 291, 13 CSC 2d -116 (BC SD ?a  1927) 
i ' subjective approach': whan Iceree to in bankruptcy reorjaniiation, b teor'i 
edminisuaiiv* rent claim is measured based on Ua ie » « 's  actual use or tha 
leased property, and oot on toe reawu rate specified in the loaM ajrean>eai), 
Dy contrast, if a ’lea*#’ b  viewed ** a ’perfected security interest’ end w i  a 
true lews*. then the 'Vwaor ' la lab  situation win hAre the rijh t to receive 
payment* representing only the depreciation on the leaaed equipment (about 
60% to 60% of mil rentait, in the recent experience of aomc equip mem we- 
sore). Arxi if the ’lease1 ia viewed as an ’unpenectsd security inwraet,’ tha 
trustse in bankruptcy cmy fcs sbia to Lup tha snumment, atthcut making 
current payment* of any kind, and *«u it. 3m In re Tuba Port Warehouse Co., 
Inc., 830 P2d 803 (CA1C 1082).

There to no foderal statutory danniiion of a Ioam, and federal bankruptcy 
law jsaeraQy ha* looked to sww commerciai u s  io danna the dilfereaca
between a true lease and a security in to ran. S»e diicusaion of la  re Pan Am 
Coro., 21 8CD 787. 124 BR 960 (BC SD NY 1991).

•UCC J2A-102.
1 * A loose Involve* payment to: Use temporary poeacaakin, tue and enjoy­

ment of goods, with the expectation that tha joodi truj be returned to the 
uvrcor with tome expected reaidual intercat cf varus remaining at the and cf 
the terra. Ia com ran , a ssia Involves in  u&oo&dition&l tjcaa/ei of abso­
lute title to good*, while a ?ocurily interest 'a only *J3 Inchoate hitereat 
contingent on defeuit and limited in the remaining secured debt,1 1A White *  
Summer*, Uniform Commercial Code: Arricie 2A Leases of Goods c i  2, at 6, n 
1 (3rd ed 1991).

*8«e id. at 7-10.
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contract a 'condition to the effectiveness of the lease contract.* 
Two other option* ara added by tho 1990 amendments; furnish­
ing the ieasee with a complete statement of the warranties 
covering the goods (as well aa any limitations or disclaimers) 
made by the supplisr, the manufacturer, or anyono eise or, in a 
nonconsumer lease, teiiing the leasee in writing who tho supplier 
is, that the lessee may invoke the lessor's rights against the 
supplier, and that the lessee can obtain a complete statement of 
the promisee and warranties covering the goods from the 
supplier.

The comments to Section 2A- 103(l)(g) were amended in 
1990 to state that a statutory finance lessor is not required to 
disclose the price (or any amended price) of the gcocb to the 
lessee in order tc qualify for statutory finance lease status. This 
see me reasonable. The objective of the statute is to ensure that 
the lessee knows about any v/arrantias covering the goods, not to 
provide tbs lessee with improved knowledge to enable him or 
ber to ‘bargain down' the lessor s proposed schedule of rents. 
The statutory finance lessee can look to competition among 
lessors and s e l le r s  in the marketplace to obtain s reasonable 
price.

Other 1990 amendments make it clear that, if the statutory 
finance lessor and supplier modify the supply contract effec­
tively against the leasee, then the lessor must taka over and 
assume the supplier's promises that were modified.**

C. TRAC VEHICLE LEASES
Terminal rental adjustment clause (TRAC) m o to r  vehicle 

lease* are an anomaly. While spocifk transactions vary,'5 is 
general a TRAC clause permits (or requires) an upward or 
downward adjustment of rent to make up for any difference 
between tho projected value of a vehicle ana the actual value

* S~ UCC { 2A»2G*K3).
#^.t Kedsior* v. Citioom N s l Service*, Inc., 780 7  Supp file (Nu 

3  1231) (court vspboldb validity «  ’tariy ienain-tloa 'ffR A C  cisti** ia * 
Citicorp euto W*m, a* r«wtocm» under i n  Cdasuinsr Liarin- Ac?, l i  vBC  
; j  1M7-1667§, where tha cIsum sppiiod oaiy if tbs h s s a  tsnaiaited or 
dsfsullod before acd cf tha full W *  Una. Tbs elision ru les that tha d i w  
'ia a reasonable sumo* cf eompenfiating Citicorp for vha defact cf its basic 
expectation that tha Uueo wit) (UidU Um satire b a 1).

COMMERCIAL LAW ANNUAL
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upon ItflAo termination. The objective of TRAC vehicle lease* ia 
to provide 6 financial incentive for the IcadOo/uaer, vvho ia the 
party to the transaction beet able to control the maintenance of 
tuo Vehicle, to ke<sp tho Vohide in good rcpou’.

TRAC vehicl3 leasing became increasingly popular after tho 
end of World War II so that, today, m u st Oeets of leased vehicles 
In America are covered by the TRAC form of ieasa. There are 
hundreds of thousands (if not minions) of leased vehicles now 
on the roads operating under i itAc. leases, i nAu V6nicie
5€ BS  rr'aJQ t uQL3 IO f l jQ  01 ifc& SC  D O C a U o ?  O! I v u  p v v C u v i c i i  507 v v a t

viixys. They create tho coniiauing demand for TRAC motor
vt?hiclb t&cusuig in  tn v  ludfkcvjplaCc,

The Importance cx the fttaie commercial law v a lid iiy  oC 
TPAC motor vehicle leases (their 3tarus aa trua ’leasee* and not 
’aaiea’ or ’security interests’) is apparent to the ieaeof In cases 
where the lessee goes into bankruptcy, in usury law cases, and in 
other situations as well." Tai iuvr accords triic lease siaiiia io 
commercial (nonconaumor) TRAC vehicle leases.*3 Accounting

- s e e  s o w *  j~ 5 , su p ra ; u u c  oeriea in o c m a e o o / o p o c u j rveseajw i  i i m i  
J 2A.07, it  35.

wTw U* conlW i TRAC vehicle leailng U>« commercial context invoJY- 
tog buatoeaa Itu c tc . Bee USC ) ?70l(h). Ware i  TRAC kaae to be made to 
* coawimar ii would not qualify at a true it*** for tax purpceo* *ixi the
TRAC keeor could not legitimately claim the ux beoe/it* of enroerohip, Tab
*vuitl »uggwrt that, ** a practtctl m*fcUr, oo TRAC base* vouW i» written 
with consumer lesaewa today. Ywt, apparently, ’ tarty termination ’/TRAC 
claueee are tomeliac* inserted in vehid* kotca to consumers. See Koo'rora v. 
Citicorp NaL Service*, toe., 780 F Supp 618 (ND ill 1991). This tort of TRAC 
clause, limited to Lbs calculation of damage* tot breach, may not Affect the
a**Of'» meaningful waiduai iniarwi in the ordinary case where users a  no 
breech cf the lee** agreement.

There are foderal oooauxner pro tod. ion law* that protect consumer jcwroa 
In TRAC vehicle base*. See 780 F Supp at 619 (ConeutAM Laaiftg Att, 16 
L8C 3 18Q7b(b) require* early tenninatloa chargsa to be ; r=^*ocable ha hjbt 
of tbt anticipated <sr actual h a ra ’h 15 UsC j 1537b (wi>M'9 THaC payment 
by kewe :on aspire Don os a oonsumar Uom: ercosd* three a taao ib® in rxps  
monthly rental, end there v*» do phytical damage to ice property boyoed 
rea*onabb wear end tear, a :rebutubia ptwumjrtioo; exbta that tbe aawuct 
b  unrwaoMhte); Regulation M la 12 CrR i 213.4(g)(t$) (s^n>»). Cf. Huddi^ 
son. Ctd Wlw to New Bottbe, 53 Ala L Rev Sl6, 868 a  a 1?3 (1088). T is  
ovorwhtiming vaa oa TTwtCe, in toy weat, a  in vehicle ha*** w w a  com- 
marcUJ ouaIimm eatliW, outihU the oo&aumar coaUori.
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p r i n c i p l e s  a r e  i n  a c c o r d . 51 B u t  w h e t h e r  c o m m e r c i a l  T R A C  v e h i ­
c le )  l o a a e s  a r e  t r u e  l e a s e  a u n d e r  s t a t e  c o m m e r c i a l  l a w  i s  a  
q u e s t i o n  t h a t  h a s  d i v i d e d  t h e  c o u r t s . "  U C C  . A r t i c l e  2 A — L e a s e e  
I s  d e l i b e r a t e l y  s i l e n t  ( o r  n e u t r a l )  o n  t h a  t h o r n y  q u e s t i o n  o f  
w h e t h e r  T R A C  v e h i c l e  l e a s e s  a r e  t r u e  i e a u c a . ” 5  A t  p r e s e n t ,  t h e  
c o u r t s  a r e  c o n t i n u i n g  t o  g r a p p l o  w i t h  t h a  T R A C  v e h i c l a  l e a s e  
U M J U  O H  a  C c o c  * b y  * G U o  b c n l a i

Three now bankruptcy decisions in ivyi continue the spilt 
in case authority over whether TRAC vehicle icasw are tnw 
leases or ui5§ui8ed •county interest*.

Tee united States District Court in Oklahoma held in la n  
Oiaaeo" that TRAC vehicle leases were true leases, not dis­
guised security interests, in a case involving the leasee s 
bankruptcy. Typical TRAC ieasea were involved, with an initial 
lease term of 12 months ('much icsa than the fifty month eco­
nomic iife the parties expected’). ^nd a series of options to 
renew. Tha Iaaaee was under no obligation to exercise any of the 
renewal options. And the ieeaee was espre#aiy prohibited from 
purchasing the ieasod vehlcioa. Title was retained by tha lessor, 
who ‘guaranteed1 (i.e., took the risk for) a significant part (20 
percent to 30 percent) of the -hi? market yalue of the vehicles, 
measured at the outsat of the lease or at the outset of any option 
renewal. This guaranteed amount was not subject to alteration 
by the TRAC clause. The court found that the TRAC clause was
* n o l  d e s ig n e d  to  c r e a te  a u  e q u i ty  I n te r e s t .  h i  t h e  le s se e , b u t  
r a t h e r  to  p ro  Loci th e  le s s o r  f ro m  u n t o w a r d  a b u s e  o f  i t s  v e h ic le

i  o quajLu y  u  c p c r a t u g  jc s jb b  n e xw r o c c o u n n n j  n a c c u r c a ,  UU  l  t tA U  
rchids icoouf onen uvtinuia* a minim on 5 si rk i5 investment (ccrt. cubjsci to 
variation by tha TRAC dauf») Uirougfcoui tha tana of Ujs ieaw. Ste HuddSs* 
ion, 39 Ala L ihrv, Cl 539-540.

~TH* oiit* c=m* Uw on vcMthor TRAC "hick* •eas-s ere tms lease* <st 
:iugul«*d security intwtwt* W <si»cu«*id la Huddk*on, Okj Win* in Nas Bot- 
t « ,  39 AU L Rev 615, 533~8tl (1963?. Compare in  re  Toisa Part Warehouse 
Co. 690 F2d 809 (CA10 1932) (optn-ind v a h k l*  k a s M  haid to b» 
: iaucc*d u  security/ no; n w  ie u u ,  in b*nxrupu.y) wits Security Lift in*. 
Co. 7, Sxacuuvs Cat Leaning Co., 433 SW2d 316 (Tar Or? App i‘333) (c^an- 
^ 4  v-lKvk  ̂k=**<« fe*ld a w s  hem  and se t Uj staw i«y*y Uinj,

" S ss  Huddkson, Oid wtea a  ii&r B o a is , 35 A& I  t& r 315, 655-441 
(1988).

*  la re Otsaoo, Ce*o Ho. 9 0 -0 3 0 0 -3  (HD Gkla 1091), ‘jm ru iin ; i l l  SK 
n t ,  11 UCC 3ap Ssrv 2d 12S2 (EC HE Okla 1DS0).
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during ib« lease tsrm, and any resultant loss in its equity, upon 
reversion of a vehicle, Such a provision aeema ocooomicaily 
prudent in icaoing properly easily damagdci, destroyed, overused, 
cr obuaod, such aa a motor vehicle.’ The court distinguished 
earlier casaa ‘like In re Tulsa ?ort Warehouse Co.,“  partly on 
the ground that th ey  were decided before the new amendments 
to Section i -201(37).55 Weighing di thes* circumstances, ihs 
co u rt found the TRAC vehicle lease was a true lease.

TRAC vehicle leaaea were also held to he true leasee in 
Basic Leasing, Inc. v. Paccar, Inc.57 There the United States 
District Court for New Jersey ruled is a case involving the 

bankruptcy that neither the TRAC provision, no? an  
option for the iessoe to purchase tha leased trucks, nor a lease 
term for less than the ecouomic life of the vehiciea was LnconsLj- 
tent with true lease status. rCeiyrug on ameQucd fcvsclion 
I - 201 (37). the court also ruied that true lease status was not 
•destroyed by typical 'n e t  Isaac ' p rov isions:

* It rv** ̂ *,  iense th a t s  ^ssase ? c u i i  ^rovids 
property while in p«>>eceeion o f H under a Laos; it ‘eems 
peritxrJy rcn»oahbia for a ieaaaa to agree to undertake soma cf 
toe risk* of low or damage whiio the iesooe enjoy* poeMasion 
and use of the property. 7 o»  same ho Ida trua for iaxs* and
r r u i i n i m t m TB .'

The court ruicd that as a m eter of law, the TRAC truck vehicle 
leasca at Leue were true leasee, not seJee with disguised **cuhry 
interests, under the criteria os’ old Section 1-201(0?}, the com-
: ^ . v p  i a a i  .*.■ a m iy i/ ia - H  1 .0 0 1  fO O S• «  |  k / l  l& U iU M U V U  U rW -V IV M  4  « / v  * \ w  « /  I

1 u3 a*uus «itAU vehicla lessor fared Isss *?sii In In r*3 
Deride Trucking Co.,“  where the Bankruptcy Court denied its 
motion to compel the icaSPo/deblof to assume or reject some 
(."*TT»r~i TRADV U  * « M  * V  W UV, A  i C i W t ' J l  A U 4 «  W V  U * V I V W in /U V U   ? 3 i r

b W I  V  i  i . V 1 V

~ in  re Tuia* Pon rvirsbctj*e Co., wO r2d  eOtf iCAlu ise ij.
"T he  court, to In r* Tuisa Port Warehouse, 890 F2d 809, 811-812 (CA10 

\WU), reiied on tae presence of ’net i«*w: provuiona to support it* oonciuaion 
ih*i ih» ’open-end’ tuwoe then  ears diiPuieed *ecjrhy interw* ado ant mae 
leeae*. Amended UCC i 1-201(97} reject* thi* rwuoning and cciios H cistr 
that the preeeoc* o« 'net lenwe* provl*k#a» dow nor destroy Uw true Vteue 
status of a tsmniictloa.

**eeh« * a a m m • Tew» er P * iW *  ?rw» 1ULM VwT I m  m j  ' , o a i  1
‘  —  ..................■*» <  •  t  -  I ■■ -■■ ■  11  ■■ »%■» ;  « * e *  • •  w  • « « « • • >  \  w  •  r »  i r *  « / «

" to  re Zerfcb Trociics Co, 1901 WL 203786 (BC SD W Va 1301).
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provisions have the same ‘practical effect'  as a nominal 
purchase option:

’TVhiio tho plain language of the Lwmc* requirsa the aquip- 
mcnt to be returned to [the TRAC lessor} a t the cud of the 
term, a aaie occurring to * third party  at the end of a term is 
hi the nouirs of a sale by [the Uxiaewj, sLuco (the ica«o; Is 
required to guarantee U> jtijo i *LAtJ ioonorj LLs purchase pneo 
yf the equipm ent, | i tie i&sv>e>6j reaps cr»6 conem  or sunsrs mo 
loea if the property aciia for more or issa th an  the prj-eslah- 
iLihed reaicuai vsiue which jtho Waaocj hoe jpiaTitnUie'i.'

The Court rejected the argument that = TRAC cLsuss simply 
protecta tho leaaor agauist excessive wear and tear. noting Lii&t 
tho ’also risks tha loss cr reaps the benefit L? technologic*! 
improvements. competition from alia mate forms of transports- 
tion, alriies in the trucking industry, economic recession, 
increased demand or a multitude of other market factors cause

* *.me equipment to sou lor more or itsa man too reiuaawxi 
reaiduai vaiue at the end of the lease term.* The Impact was tho 
same as if the iessee had acquired equity in the vehicles. Recit­
ing amenaod Section 1-201(37) ana its implicit emphasis cm 
'whether the lessor retains a mean imp ui residual iaiol^sl,* the 
Court hold that the TRAC truck leases at issue were security 
agrecmouu» instead Ci true ioaS-ci

None of these ca3ea sot out a fuiiy comprehensive analysis 
of TRAC vehicle leases and whether they should bo accorded 
true lees* at&tus.**

As of mid-1992, 15 states have enacted atatute# staling that 
the mere presence of a TRAC clause in a motor vehicle lease vriii 
not destroy the true ieaso character of the transaction.45 Typical

"CoG2p*r» Graf, The Trouble Wnb TTtAU: Dwiiinj m m  OTaSCO, a 
.'ouniaJ of Equipment Lcaw financing 13 (1991); Huddlaeoa, Old Tflne tn 
New Boole*, 59 At* L Rev oio, 633-9*0 (1955).

Soc s~o LA Whita a Summer-, Uniform Commerciaj Coda. Artkk iA 
Lea/ai of Goodi cb 9. i t  54 (3rd sd 1094) ( Would a ieaea co«(Tic» Cc uuccs- 
sciooibU d ia l • imply obliged tha Wasco to pcrchess the p r s i> t ir j s i  Ha 
erpctr.ed raekjuii raius si ibo end cf Uss k a » ?  Tee answer «-me cieany so 
-uxi v« do ocrt understand why a Uauwsted d tm a ja  ciauso tha i ~ ccic ca rs tha

. 1  I  J  A .  J I M  A  f t
• e j Z O T  T U P V - V  N M U M  V *  U U N W I k  f .

‘•Si* Minn Vchide Cod* » 16SA.J7 (effective M<y if, iW3/; ” . ‘d th *  
Vehicle Cod* J 3*9-271 (effective Via. 1, 1991); Vs V*hide Cods J ^S-3-iOs
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of ihesa statutes is nlinoia Vehicle Code !• 3*201.1 (effective
T j ; r ,  * r .r . A w a U < a I a  l * A « 2 n < rO A l l .  l f  1 JC7X. f  U U  A i v n v  W A 4 4 0 4 V  i v u a i M ^ t

'" T tfm in d  ren t a d ju s tm en t c ’u iu .ae U nict. In  th e  Case of 
motor vahicica c:  traiiara, a  transaction does co l create a ssitf 
z: ascuhcy interest taereiy because it provides th a t lii« roots! 
pr.ca U perm itted or required to be adjusted under tho {tgrca- 
maol either upward or downward by iefsreuOo to the am ount 
rEAilrod upon sals or other disposition of the motor vehicle or 
trailer,1

Vehicle ieiiofs ai6 seeking similar !—̂ioUtiOu in the majority of 
the 3ldt«S. The Commissioners do not oppose this result.

Enactment of special 7RAC/»laia legislation aeests appro­
priate as a practical solution to a practical couunefciil law 
problem. Outside the specific context of motor vehicle leasing, 
equipment lessors oppose according trus lease status to TRAC 
leases, wbich undercut the importance of the lessor's residual 
in La real. There are important policy reasons why, as a general 
proposition, the common law should preserve the Imporianca or 
the lessor s meaningful residual intersat as the touchatono of the 
definition of a true Laee.41

Yftt, TRAC leasing devoiopod spcntanoousiy, y tiara ■?o. in 
the specialized fieid of vehicle ieasing, where residual values are 
relatively predictable ana certain. TRAC leasing lowers lease 
rontti rates. Today, TRAC leasing La the predominani fora of 
vehicle 'leasing to commercial business leesow In America. Thera 
seems to be no good reason to disrupt this woii-eatablujhod way 
of doing business in the field of Vehicle leasing.

Were state commercial law to conclude that TRAC vehicle 
leased are not true leases, it wouid aimpiy raias the transaction 
cceu cf such leases—increasing the TRAC lessor’s risks and

(»ffictirs Jan. 1, 1992); ND Canuiry Coca, ca SS-05 (ocfeetive «Jti  ̂ », 1S35/:»7 
Okie 3l e i } 1110 ?  (effective Jan. 1, 5592); T&s 1-Urt Civ Sta: Ann a n  6637-1 
(e) (effective Sept. I. 1991); Mo Vehich Ccba c i 501 (tffoettva J s s l I, IfrsS); 
A h Vehicle Coda 32-3-tXU (effective Juiy 23, iw ij ;  ? j  VVtich Cede 
j 31-3.1-27 (effective July J, 1001); E! Vihich Ccca $ 3-201.i (eirective Jan. 
i. 1992); NJ Vehicle Ccd> \  3d;10-fi (effective Jus* ia. i&92); Wh 8U l
• 342.G3 (effective July 1, }£&2); NY Yih and Trsd Lew j 317-b. Cos 757, /oo 
(effective Ai“ . 7. 11792); MCL 5 440-2310 (effective Sopt SO. 1&02); Ohio Rerv 
Cod* Ann ; eoGo.ioioi (*OTCirv>» Nov, 0, 1992).

See HuddlwoD, Old Wine to New Bottle*. 39 Ah L Rev 016. 632 CSSs).
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c o o t s  w h e n  t h o  i e & s o e  U  I n  b & a k r u p l c y  a n d  i a  o t h e r  s i t u a t i o n s  a s  
w e i l , a  a n d  i n c r e a s i n g  l e s s e e s '  r e n t a l  r a t e s .  B u t  g i v e n  t h o  f o d e r a i  
t a x  l a w s  a n d  t h o  c o n t i n u i n g  l e s s e e  d e m a n d  f o r  s u c h  i e a a e a ,  i t  
w o u l d  n o t  m a k e  T R A C  v e n i c i a  l e a s i n g  d i s a p p e a r .  I n t e r s t a t e  
c o m m e r c e  w o u i d  b e  i m p e d e d .  B u t  n o  o n e  w o u l d  b e n e f i t .

T h e  o r i g i n a l ,  c c n t r a i  p u r p o s e  o f  t h e  U C C  i s  t o  f a c i l i t a t e  
i n t e r s t a t e  c o m m e r c e  i n  t h e  p u b l i c  i n t e r e s t .  T h e  s p e c i a l  
T R A C / s t a t e  l e g i s l a t i o n  s e e m s  c o n s i s t e n t  w i t h  t h i s  p u r p o s e .  
T h e r e  s e e m s  t o  b e  n o  w a r r a n t  f o r  i m p o s i n g  a n y  s t a t e  l a w  o r  
b a n k r u p t c y  l a w  :  p e n a l t y 1 c c  T R A C  v e h i c l e  l e s s o r s  f o r  s i m p l y  
u s i n g  T R A C  l e a s e s  t h a t  f e d e r a l  t a x  l a w  s p e c i f i c a l l y  r e c o g n i z e s  
a n d  e n c o u n t g e o .  T h i s  i s  o n l y  c o m m o n  s e n s e  a n d  s i m p l e  j u s t i c e ,  
s a y  t h e  p r o p o n e n t s  o f  s p e c i a l  T R A C / s t a t e  l e g i s l a t i o n .

a  r \ w  » / * t  (  m v  A  k  i / * »  * n / > v >  r r > »  •  r r tu , iw rijiV /Aiiurio r Oi\ l ira  r  u  i uruii

The implications oi smendou Section 1-201(37) for 
ruptcy cases have now been generally recognized by the 
practicing bar. Thia ia particularly true alter the widely followed 
Fan Am bankruptcy litigation, where the parties considered and 
ultimately rejected other standards (e^., accounting principles, 
FAA regulations) for der\ing a trua iaaee in  th9 costart cf
L  I l  . . . . .  ? _ l i J .  I I . .  I a  . . .  - -  _ .  J J  aL - a « i . i .  1--- -
L K t i i a i  u j y i C /  u u j c o ,  i x i J v t o u j r  i v  l l l q j  t y c v u X  u u u  u l a v  s t a v e  h a w

should control the application of federal bankruptcy law. But
iho Uniform Commercial Code ia the common law. And it is 
only sensible to iook to the ooinraon-iaw deHniiion of a true 
lease, in amended Section i-20i(37), in any contest where the 
defmition of a true lease ia a t issue,

Tax law may also be affected by amended Section 
1-202(37). The impact may be feR initially in Us las? assess- 
menU of tranaactions involving fixed prico purchase cpiiona."

# S«* note* 8-5, tupwu
* C i.  Msooo *  Umbncbt, Tax Aspects or Equip nwot oh 3, at

377-378 ia 1 Equipment Leaniag-Levera£.d Leasing (3rd *d 1988) (PLL 
Frttch, RsUs aa ft Sbraei eds.) (sIe rscssl ysan, for s  variety c: reasons, U s 
lervorajsd teasing industry has become mow Trifling to follow the hod of prior 
visa law (and uninterrupted precise* ia many uoaisrreraged kass}  arii anpioy 
5xsq price purtb*»a options ia caaas where lAatr praeenca anosara clsarty 
compatible (or not incompatible) with true lease analysis and authority. Spa> 
cifkaiiy. many recent leverapd kntse transect ions have featured lessee 
purchase options exercisable at a flxed (or capped) price equal so or ia cxceae
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SPONSOR STATEMENT S.B. 227 

TERMINAL RENTAL ADJUSTMENT CLAUSES 

FOR MOTOR VEHICLES AND TRAILERS

SENATOR JAY KERTTULA

S. B. 227 WOULD CLARIFY IN LAW THE STATUS OF LEASES WHEN 

THEY INCLUDE A TERMINAL RENTAL ADJUSTMENT CLAUSE. A 

TERMINAL RENTAL ADJUSTMENT CLAUSE (TRAC) IS A SORT OF 

INSURANCE POLICY FOR THE LESSOR. IT PROVIDES FOR AN INCREASE 

OR DECREASE IN THE COST OF THE LEASE DEPENDING ON THE VALUE OF 

THE VEHICLE AT THE END OF THE LEASE. IF THE VEHICLE HAS BEEN 

WELL MAINTAINED THEN THE COST TO THE LESSEE WILL BE LESS. IF 

THE VEHICLE HAS HAD MORE THAN REASONABLE WEAR AND TEAR,

THEN THE COST TO THE LESSEE WILL BE GREATER THAN THAT 

NEGOTIATED AT THE BEGINNING OF THE LEASE. THIS TRAC IS 

WRITTEN INTO A LEASE IN ORDER TO PROTECT THE VALUE OF THE 

ASSET OF THE LESSOR AT TERMINATION OF THE LEASE.

THIS SECTION WOULD MAKE EXPLICIT IN LAW THAT A TRAC 

DOES NOT IN AND OF ITSELF AFFECT THE NATURE OF A LEASE IN 

MOTOR VEHICLES OR TRAILERS-THESE LEASES CAN STILL BE "TRUE"



LEASES. (A TRUE LEASE IS ONE IN WHICH THE LESSOR HAS TITLE AND 

RETAINS OWNERSHIP IN THE ASSET DURING AND AFTER THE LEASE.)

THIS IS IMPORTANT ESPECIALLY IN BANKRUPTCY CASES WHERE 

THE LESSOR OF A TRUE LEASE IS ABLE TO RECOVER THE VEHICLES 

FROM THE LESSEE WITHOUT FEAR OF THE COURT TYING THE ASSETS 

UP. FOR EXAMPLE. IF THERE WAS A QUESTION AS TO WHETHER THE 

LESSEE HAD A PROPRIETARY INTEREST IN THE ASSET, THEN THE 

BANKRUPTCY COURT COULD PREVENT THE LESSOR FROM RECOVERING 

THE VEHICLES IMMEDIATELY AND COULD, WORSE CASE, SELL THE 

VEHICLES AND PAY ANY NUMBER OF THE LESSEE'S DEBTS.

THIS MAKES IT VERY IMPORTANT FOR THE LAW TO BE CLEAR ON 

WHETHER OR NOT A TRAC AFFECTS THE NATURE OF A LEASE. THIS 

SECTION WILL CLARIFY IN LAW THAT TRACS CAN BE IN TRUE LEASES 

WITHOUT CHANGING THE NATURE OF THAT LEASE.
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A laska Permanent 
Cap ita l Management Company

900 West Fifth Avenue, Suite 701 
Anchorage, Alaska, 99501

Phone: (9 37) 272-7575 9 Fax: (907) 272

February 2,1994

Mr, Carl Brady, Jr.
Board Member
Alaska Permanent Fund Corporation 

VIA COURIER 

Dear Carl:

Thank you for providing a copy of the Permanent Fund Trustees1 Resolution 93-12 
which sets in motion a legislative request to authorize Alternative Investment Strategies,
Thank you, also, for a copy of the proposed legislation and the analysis thereof.

At the outset, allow me to comment that this proposal appears to have been well thought 
out The Trustees started with the broad concept of Alternative Investments (which 
could have involved everything from investments in timber, agricultural land, and venture 
capital) and quickly narrowed it down to investments in corporate stock.

Having established that focus, certain important investment parameters were wisely 
established:

1. Other institutional co-investors ere required This insures that additional 
participants—-institutional investor peers—  scrutinize each transaction.

2. A significant level of other institutional participation is established. When the 
Fund started real estate investing, it used the same approach and it provided for the 
important useful exchange of information between large funds. It also provided a needed, 
comfort and confidence level and "eased" us into investments and relationships over tune.
This gave us an opportunity to expand our knowledge, increase our returns and revise and 
establish policy over a long protracted period.

3. A cap is placed on the amount of such investment. This is wise os it controls the 
amount of non-divcrsifioetion which could occur and restricts tho Fund to activity in the 
small and medium capitalization company field. You won't be able to join in the 
Paramount takeover under this legislation; and you shouldn't!!

RiXl&mi mth tin U S  SearitU* and Exch*w OxrmuiUm

—Z  T R . P R o m  C>AVC &os£-
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4. An effort ia made to specifically exclude companies in die oil and gas sectors who 
may operate tc Alaska. This, too, is prudent in that it would be wise to avoid even the 
appearance of involvement in this sector in an oil and gas state.

I think that you and the Trustees have done a fine job and that the request for the 
legislation is reasonable and well thought out You are to be commended on reaching for 
the opportunity to increase bottom line yield and the passage of the legislation will permit 
that

Finally, allow me to observe that the current legislative draft is adequate and will permit 
you to do the job. It is not as artfully written as I would have preferred because it appears 
to be preoccupied with the business form of how a transaction might be put together 
rather than the investment itself. Each transaction is different and it could be a limited 
partnership, a joint venture, a corporation, etc. Each venture might use a financial 
adviser, a consultant, a brokerage merger and acquisition team, etc. If I had a chance to 
rewrite the legislation, I would dwell on the investment, not who pulls the deal together 
and how it is organized.

I have taken the liberty of enclosing my view of more focused legislative verbiage.

As always, thanks for giving me an opportunity to comment I enjoy being "kept in the 
loop" and hope that I have been constructive.

Please give my regards to the other Trustees.

Sincerely,

David A, Rose 
Chairman



Alaska Permanent Fund Corporation
P.O. Box 25500 Juneau, Alaska 99802-5500 

(907) 465-2047

M E M O R A N D U M

DATE: April 12, 1994

TO: Senator Loren Leman
Chairman, Senate State Affairs Committee

FROM: William Ii. Scott
Executive Director

SUBJECT: S en a te  Bill 244

Senate Bill 244, introduced at the request by the Board of Trustees, would 
amend current law with respect to equity investing. Specifically, it would 
allow the Perm anent Fund to purchase -  under certain conditions -  more 
than  five percent of the stock of a corporation.

The bill sets out general policies and guidelines for alternative asset 
investing. The purpose of the alternative asset investment program is to 
prudently employ a modest percentage of Perm anent Fund assets to 
alternative investments to produce a well-diversified, profitable portfolio 
which will enhance the Fund's total return. The goals of the program are: 
(1) to achieve superior total returns compared to traditional asset classes; 
and (2) to diversify away from traditional capital m arket risks.

Even though alternative investments as an asset class are employed by 
hundreds of public and private corporations and institutions around the 
country, including universities and state retirem ent systems, they would 
represent a new type of investment for the Perm anent Fund. As such, it is 
understood tha t a significant amount of education will be required both 
within the Corporation and within the legislature before such investments 
would be initiated, even on a limited basis.



To begin the educational process, I am enclosing the following six 
attachments:

A ttachm ent #1 is draft language for a proposed committee substitute for 
SB 244. This language, rather than focusing on the transaction 
mechanics of the new investments, more properly addresses alternative 
investments as simply a new asset class to be made available to your Fund 
managers for investm ent under the very stringent guidelines set forth by 
the Prudent Investor Rule. It is important to recognize that the particular 
selection criteria for each of these investments will most likely evolve and 
be adjusted over time as a result of the interaction between the staff, the 
Board and our consultants.

A ttachm ent #2 is the Board of Trustees resolution dated December 6, 
1993 in support of the original legislation. The Trustees adopted this 
resolution by a vote of five to one.

A ttachm ent #3 contains excerpts from the minutes of the December 6 
Board meeting in which Trustee Brady made the case for the proposed 
change.

A ttachm ent #4 is the Executive Summary from the "1992 Survey of 
Alternative Investm ents by Pension Funds, Endowments and 
Foundations." This document indicates th a t investment by our peers in 
the asset class of alternative investments is widespread, significant and 
growing. For example, the top 200 funds in the U.S. and Canada 
currently have $36 billion invested; this represents 3.6 percent of the 
assets of those funds th a t allocate dollars to alternative investments.

A ttachm ent #5 is a reprint from the Spring 1994 issue of The Journal o f 
Investing. The headline of the featured article is "Alternative Investments 
Grow Rapidly a t Tax-Exempt Funds." Interestingly, this article indicates 
tha t it is the largest funds which are most the active in alternative 
investing. In fact, of the 33 $10 billion-plus funds surveyed, more than 80 
percent participate in a t least one alternative investment asset.

A ttachm ent #6 is a copy of a letter from Dave Rose, the Fund's previous 
executive director, stating his support for the legislation and his 
reasoning, as well as some thoughts about the specific prohibitions 
included in the proposed committee substitute.

S e n a t o r  L o re n  L e m a n
A p r il  12, 1 9 9 4
P a g e  2



The bottom  line is th a t  th e  Board w ishes to have the au th o r ity  con ta in ed  
in th is  am endm en t because we a re  convinced it w ill he lp  us to do a  b e tte r  
job p ro tec ting  and  enh anc ing  the P e rm anen t Fund. I would a sk  for your 
"uppo rt an d  s ta n d  ready  to provide add itiona l in fo rm ation  a t any tim e.

S e n a to r  L o re n  L e m a n
A p r il  12 , 1 9 9 4
P a g e  3



Attachment •'/2

RESOLUTION OF THE BOARD OF TRUSTEES 
OF THE ALASKA PERMANENT FUND CORPORATION 

PERTAINING TO LEGISLATIVE CHANGES IN THE ALASKA STATUTES 
RELATING TO ALTERNATIVE INVESTMENTS BY THE 

ALASKA PERMANENT FUND CORPORATION

RESOLUTION 93-12

BE IT RESOLVED, THAT the Board of Trustees directs staff to 

seek legislative changes to provide that, notwithstanding any other provision of 

law, but subject to the prudent investor provisions, the Alaska Perm anent Fund 

Corporation m ay invest in the category of "Alternative Investment Strategies."

PASSED AND APPROVED by the Board of Trustees of the Alaska 

Perm anent Fund Corporatioi

Alaska Perm anent Fund Corporation

ATTEST:

Corporate Secretary
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G r o w  R a p i d l y  a t  T a x -  

E x e m p t  F u n d s

THOMAS J. HEALEY
is head of the Pension Services Group at Goldman, Sachs & Co. in New 
York. He joined Goldman in 1985 in charge of real estate capital markets 
and became a partner in 1988. Mr. Healey was previously ,L,e assistant 
secretary for domestic finance at the U.S. Treasury Department in Washing­
ton. He holds an A.B. degree from Georgetown University and an Ai.B.A. 
from Harvard.

DONALD J. HARDY
is the director of Private Investment Services at the Frank Russell Company 
in Tacoma, Washington. He has been with Frank Russell since 1977. Mr. 
Handy has more than twenty-five years of investment experience, and has 
previously been a fitnd manager, a securities analyst, and a trust officer. He 
holds a B.S. from Boston University and an M .B .A . from the University of 
San Franasco.

W
hen interest rates on U.S. Treasury 
bills clipped below 3% list summer 
co their lowest level in thirty yean, 
investors and die public alike were 

caught by surprise.
But no one was more alert to this drop chan 

pension hind managers. These specialists knew that 
the continuation o f this trend could make it difficult 
to match the high investment returns o f the 1980s.

One look at the figures illustrates the prob­
lem: between the end o f 1991 and the end o f  1992, 
total returns on equities dropped from 33.0% to 
9.0%; on cash, from 5.75% to 3.61%; and on fixed- 
income investments, from 16.1% to 7.6%.'

N E W  ASSET CLASSES IN  S P O T L IG H T

Tax-exempt hinds, appropriately, arc explor­
ing new  ways to increase re tu rns. O n e  result is 
greater interest in categories like alternative invest­
ments. w hich have a strong poten tial fo r higher 
returns.

A number o f studies have shown that private

U.S. cquicics produced re tu rn s  o f  18% o r  19% 
during the latter part o f the 1980s. while some lever­
aged buyout funds did considerably better.

O f  course, the illiquidity  o f  these private 
investments makes them subject to greater due dili­
gence and oversight. But the results can be worth it, 
especially v/hen other potentially high-yielding asset 
classes like real estate are still under water.

Additionally, with traditional sources o f  capi­
tal like insurance companies and banks faring m ajor 
constraints, tax-exempt funds find themselves in a 
new role —  providing a much more active source o f  
capital. They are offered a m uch w ider range o f  
private investment opportunities at extremely attrac­
tive returns.

Yet this asset category stili suffers from one 
major problem, along w ith its potential cyclicality 
and relative youth: Very little systematic data are 
available. Funds traditionally have been secretive 
about their most successful alternative investments, 
and the variety o f  strategies involved lias m ade it 
hard to develop useful benchmarks.

To start building a m ore accurate picture.



G oldm an, Sachs 6c C o. ana cnc Frank Russcii 
Company joined forces iast summer to iaunch the 
first truiy comprehensive study o f this investment 
category. The study requested data on alternative 
investment participation trom the 228 largest tax- 
exempt rnnds in the U.S. and Canada (assets ranging 
thorn $500 million to $68 billion).

194 (85%) o f che 228 liinds contacted respond­
ed, a remarkably high response rate ('Exhibit 1). The 
results of the study, ennded “ 1992 Survey o f Alterna­
tive Investments by Pennon Funds, Endowments and 
Foundations,'’ were released in the tall of 1992.

S T R O N G  P A R T IC IP A T IO N  IN 
A L T E R N A T IV E  IN V E ST M E N T S

This a rtic le  discusses the findings o f the 
survey, using the terms tax-exempt timd and investor 
interchangeably to refer to respondents. Percentages 
are rounded in the text and shown to the nearest 
tenth of a percentage point in die exmbits.

The survey defines alternative investments 
(AI) as illiquid private investments that have not 
been registered w ith  the Securities and Exchange 
Commission. It focuses on eight different types o f  
strategies w ithin the asset class, strategics typically 
grouped together under the rubric o f "alternative 
Investments.”2

These strategies are buyout funds, venture 
capital, mezzanine financing, oil and gas programs, 
distressed companies, targeted investments, nmberland 
(and/or farmland), and other. All strategies involve an 
equity or equity-like component (Exhibit 2).

L A R G E ST  F U N D S  M O S T  A C T IV E 
IN  T H IS  M A R K E T

One o f  the  most impressive findings o f  the 
survey is the last growth rate o f  this asset class. The 
assets held by tax-exempt funds have tripled over the 
past six years.

More specifically, in 1986 about one-third o f 
the respondents in  the survey held $12 billion in this 
investment category  (Exhibit 3). Today over half 
(54%) have invested a total o f  $36 billion in alterna­
tive investments. This is a compound annual growth 
rate o f 20%.

The survey reveals that the largest funds are 
most active in alternative investing (Exhibit 4). These 
investors dominate the asset category. By and large, 
they are the ones that have committed professional 
staff and developed consistent strategics within this

Survey Participation: Breakdown of 
Funds Surveyed

E X H IB IT  1

No imcrmanon oblamod 
34 funds (15%)
S209 bUllon (12%)

Union7 funca (3%)
$35 billon (2%)

Endowfri*rt/ Foundation 19 fund* (8%) 
$66 bilion (4%)

Tcial Func* Suv»v»a «128. n o m trn n q  st.7 trilton m n  
To ta l  F u n d *  f t M o o r c u n g  -  194. rp c r a w n m g  s i  .5  IrJH on « * M

investment category.
O ver 80% o f investors w ith  assets o f  $10 

billion or more participate in at least one alternative 
investment asset. Put another way, thirty-three funds 
with assets o f  $10 billion or more account for 69%, 
or $24.6 billion o f all alternative investment assets.

Among the remaining funds, those with assets 
from $5 billion to $9.9 billion account for only

E X H IB IT  2 
A s s e t  A l l o c a t i o n

S o u rc e s :  Pensions & Investments, G o ld m a n  S a c h i/ F n n k  
R u s se ll 1992 S u rve y .



E X H IB IT  3
Estimated Growth of Alternative 
Investments

E X H IB IT  5
Average Allocation to Alternative 
Investments by Fund Size

Avenge Collar Coinmicmenc to Alternative Investments'

TototFund <mu

"Includes ail funds committed whether drawn down or not.17.9%, or $6.4 billion, while funds with under $5 
billion have 13%, or S4.8 billion, in Ai assets.

The largest funds certainly have significantly 
greater resources to investigate opportunities in this 
market. They also have the potential to obtain better 
returns and gain more control than smaller players. 
Furthermore, large funds can make significant invest­
ments in private equity without exceeding their asset 
allocation guidelines.

For example, funds with over $10 billion in 
assets commit, on average, $750 million to AI assets, 
versus a mere $106 million for funds under S4 billion 
(Exhibit 5). Yet alternative investments comprise 
only 3% o f total assets for these giants, compared to 
5% for the funds w ith under $4 billion in assets.

E X H IB IT  4
Participation in Alternative 
Investments by Fund Size

Ftfi48bsc

•» 5%
A venire Commitment to AJterranve Investments u Percent of Total Ajuea

This docs not mean that smaller hinds cannot 
invest elliciently in alternative investments. It just 
means that when they do, the investment usually 
involves a larger portion of their asset allocation. And it 
usually means that they invest mote heavily in certain 
types of AI investment than do their larger peers.

B EH A V IO R  D IFFE R S BY F U N D  T Y P E

The historical behavior of cax-exempc funds 
differs not only by fund sice, but also by fund type 
(Exhibit 6). Endowments and foundations were the

E X H IB IT  6
Alternative Investments by Fund T ype

1900

D lA fcM M dto*

10.4%



first to enter this market, investing steadily in the 
1970s and 1980s. This early involvement probably 
stem m ed from the long-range th ink ing  o f their 
boards, as well as a shorter chain o f command. Even 
today, these tunds are the most committed to alter­
native investing, keeping 10% of their assets in AI 
hinds versus only 5% for corporate funds and 3% for 
public funds. Despite their smaller size, endowments 
and foundations co n tin u e  to com m it a greater 
portion o f their assets to alternative investments than 
corporate or public funds.

C orporate  and public funds did not start 
participating heavily in this market until 1982. Today 
their total investment in this asset class far surpasses 
the others. This fact is probably more a function of 
their size than a greater commitment.

11 fact, co rp o ra te  funds today lead their 
public fu"d peers, although the public funds appear 
to be catching up. W ith the possible exception of 
targeted investments (assets with a special component 
such as a social or geographic imperative), union 
pension funds that flirted briefly w ith the idea of 
alternative investing seem to be sitting on the side­
lines. T h is m ay b e  th e  resu lt o f  m em bersh ip  
constraints.

T H E  E IG H T  M A JO R  IN V E ST M E N T  
STRA TEG IES

O ur study breaks alternative investments into 
eight different investm ent strategies (Exhibit 2). 
Some o f these, like venture capital and oil and gas 
programs, have been around for yean, and thus have 
solid track records.

But others came o f age in the 1980s. These 
include several corporate finance-related strategies 
such as leveraged buyout equ ity  funds (LBOs), 
m ezzanine fin an c in g  (su b o rd in a ted  debt), and 
distressed companies (restructuring o r bankruptcy 
funds). The rem aining strategies include farmland 
and/or umberland and “ targeted investments.'’

The alternative investment assets o f respon­
dents that did n o t provide a detailed breakdown 
were assigned to  the “other" category. Coinvest­
ments and project financings are likely to be among 
the investments in this category.

Inclusion o f  these newer strategies dramati­
cally expands the AI category. This expansion has 
given AI assets more importance in the overall asset 
mix and is probably the reason why alternative assets 
are considered such an important, newly recognized 
asset class today.

E X H IB IT  7
Fund Participation by Investment 
Strategy

Percent of Funds that Participate in Each Investment Strategy 
and Plan to Commit Inioai/Addinonai Funds
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FUNDS D IF F E R  IN  T H E IR  
IN V E ST M E N T  M IX

W hen tax-exem pt funds first consider AI 
investing, they usually start with venture capital, 
complementing it with one or two other strategies. 
Within this structure, most investors do not seem to 
have one preferred plan for AI asset allocation.

Given this p a tte rn , it is no surprise  that 
venture capital is the most popular asset on a partici­
pation basis (Exhibit 7). Almost 90% o f  the funds 
with alternative investments have allocated some 
dollars to this strategy. Investors also report th u  they 
arc more interested in investing in venture capital in 
the future than in any other investment strategy.

Even though venture capital attracts more 
participants, however, it attracts far fewer dollars than 
leveraged buyouts (Exhibit 2). Investors iiave invest­
ed $9 billion in venture capital versus $14 billion in 
buyout funds.

LBOs represent 41% o f all AI assets, which 
makes them the largest AI investment com ponent 
(Exhibit 2). Venture capital comprises 26% o f  all AI 
assets, while mezzanine financing accounts for 10%. 
These top three strategies represent 77% o f all AI 
assets. O f  the remaining 23%, investors have put 7% 
in oil and gas programs, perhaps because these have 
been around the longest, 4% in distressed companies, 
3% in targeted investments, 2% in tim berland or 
farmland, and 6% in “other.”

The popularity o f  LBOs is related to the size 
o f each investment. Despite the attraction o f venture 
capital, it is difficult for investors to com m it large 
amounts o f  assets to these deals because o f  the small



E ^IH E B IT  8
Leading Strategies: Investor Profiles

size of individual venture investments.
Leveraged buyouts, how ever, give equity 

investors an o p portun ity  to com m it large tioilar 
amounts m far fewer deals. In doing this, the investor 
usually purchases significant conrroi of a company. 
Given the asymmetry between the two most popular 
AI strategies, it is not surprum g that large investors 
and public funds, in particular, gravitate toward 
buyout funds, while smaller investors, endowments, 
and foundations focus on venture capital (Exhibit 8).

E X H IB IT  9
Investment Process — Vehicles’

B H H

'Limited partnerships and other comminr’ed vehicles.

Coinvescment/Add-on Investment with Funds: The investor 
invests in parallel with or in different securities tfom the 
Limited Partnership.
Fund of Funds: A muldple-managcr vehicle with investments 
in more than one fund.
Direct Investments: The investor does not use an intermedi­
ary such as a Limited Partnership or Fund of Funds.

The largest tuntis keep 46% ot their AI assets 
in buyout funds, while public funds keep 50%. On 
the other hand, smaller funds have 39% of their assets 
;n venture capital, while the largest invest only 20% 
in that strategy.

R E A SO N S F O R  IN V E ST IN G  IN  
T H IS  A SSET CLASS

The study examines the mam reasons funds 
invest in alternative investments. Predictably, 63% 
said they were looking for superior returns. But 
another 33% said their main motive was diversifica­
tion. This is understandable because the_volatilicy o f 
this asset ciass has a low correlation with other asset 
classes. O f  the remaining participants. 2% said they 
arc looking for an infiacion hedge, whiie 2% believe 
chese assets enhance their reputation.

T he lack o f inform ation about alternative 
investing has made it difficult to understand the 
investment process itscif. To clarify this, the study 
looks at three different aspects o f  the process: the 
choice of investment vehicle; organization and deci­
sion-making; and monitoring and measurement.

T H E  P O P U L A R IT Y  O F LIM IT E D  
PA R T N E R SH IPS

Lim ited partnersh ips are by far the m ost 
popular investment vehicle, accounting for 80% of 
.ill alternative investment dollars (Exhibic 9). Direct 
investment accounts for 13%, while coinvestment 
with funds represents 4% and fund of funds are 3%.

With limited partnerships, investors can rely 
on outside experts for assistance in m aking their 
investment decisions. This is particularly helpful for 
smaller investors with limited staff.

A lthough many investors reported  seeking 
out coinvestment opportunities with general part­
ners. only the largest funds have been able to do this 
on a consistent basis. To date, coinvestment attracts 
approximately $1.6 billion.

T he study shows rhat lim ited partnerships 
have been, and will likely continue to be, the prima­
ry vehicle for alternative investing (Exhibit 9). But it 
also reveals that certain pressures are changing the 
typical partnership structure. As pension funds gain 
more experience in alternative investing, they want 
to take a more active role.

For instance, investors rank negotiating terms 
and conditions as the most im portant contractual 
issue. Additionally, investors are putting pressure on



partnerships to establish p rio rity  returns anu to 
reduce the carry trom the traditional 20%.

While some investors do not emphasize these 
cost issues, they do search tor general partners that 
put their own capital at risk rather than relying soieiv 
on investors' capital. Overall, the bottom iine seems 
to be a trend toward selectang a general partner with 
whom the investor can forge long-term  partnerships.

A lthough direct investm ent is the second 
favorite investment vehicle, with 13% of alternative 
investment dollars, it is difficult to gauge whether 
more funds are going to move toward this vehicle in 
the future. There is no consensus on the subject.

Clearly, the largest and most experienced 
funds are those that do the most direct investing. 
They are also the ones that plan to do the most direct 
invesnng in the future (Exhibit 9). For example, 50% 
of the investors with over S10 billion in assets pian to 
commit additional funds through direct investing, 
comparea to only 25% of the smailer tiinds.

Direct investing allows the larger funds to 
avoid the fees charged by general partners. Many 
smaller tunds say they would like to do more direct 
invesnng, but they simply do not have the resources, 
time, or staff to do the necessary groundwork.

D E C ISIO N -M A K IN G

Participation in altemaave investments brings 
with it a unique set o f  risks and rewaids. As private 
investments, these assets are much less liquid than 
traditional stocks and bonds. Thus the due diligence 
process is different, more complex, subjective. and 
more judgmental. In addition, invcsnnents must be 
held longer than many others to yield the expected 
results.

To determ ine whether investors handle this 
category differently, the study looks at w ho is 
responsible for the decision-making process, includ­
ing the initial decision to participate in alternative 
investments; allocation by strategy; and, finally, selec­
tion o f individual investments.

The study shows that top-level management 
exercises unusually strong control over this entire 
three-tier process. T he investment com m ittee or 
board of directors maintains total control over the 
first two decisions virtually 100% of the time. They 
maintain control over the selection o f  individual 
investments about tw o-thirds o f  the time. W hen 
they do give up control, the board or investment 
committee delegate the third tier o f decisions to the 
chief investment officer or other professional staff

39% of the time auu to on outside eonsuicam 0% of 
the time.

Neariv hait (49%) o f the investors use outside 
^.onsuuanrs to help evaluate or manage this asset 
category. The studv defines consultants as external 
advisors who provide either non-discrcnonary advice 
or handle selection and oversight of investments on a 
discretionary basis.

Looking at the specific functions performed 
by chese advisors, survey respondents said they use 
consultants in an advisory capacity (22%), to handle 
due diligence (18%), to take on the enarc decision­
making process (6%), and as Qualified Plan Asset 
Managers (QPAMs) (3%).

There is no consensus am ong respondents 
about how to measure performance in this asset cate­
gory. Although 52% report using a benchmark, there 
appears to be little cosisistencv. Many tunds consider 
their benchmarks to he proprietary information.

W hen it comes to measuring actual perfor­
mance, most investors report turning this task over to 
the intern'd staff or the trustee bank. The respondents 
arc splir on measurement methods. 53% use internal 
rate of return as their primary method; 48% use time- 
weighted rate of return; and 16% use cash on cash.

A large m ajority o f respondents (84%) say 
thev w ould welcom e developm ent o f  generally 
accepted performance m easurement standards for 
this asset class.

L ooking  tow ard  the  fu tu re , 71% o f  the 
funds say they intend to expand their alternative 
in v es tm en t assets in  th e  fu tu re . T h is  an sw er 
suggests a strong appetite for these investm ents. 
More specifically, the funds selected four strategies 
as most popular going forward: venture capital, 
buyout funds, distressed companies, and mezzanine 
financing.

Investors were also asked which single invest­
m ent strategy they w ould favor if  they were just 
starting out. The three top choices were venture 
capital (39%), buyout funds (16%), and mezzanine 
financing (8%), in that order.

However, when asked to select three invest­
m ent strategies, investors still rank venture capital 
first (81%), but m ezzanine financing  is second
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(56%) and buyout tunas third (52%). This suggests 
that venture capital and mezzanine tinancing mav 
be the leading alternative investment strategics in 
the tuturc.

The dming seems right. Today, the economy 
has started to expand. Yet many tradinonal lenders 
are still relegated to the sidelines until they solve 
their own capital adequacy and loan problems.

In the m eantim e, pension funds, endow ­
ments, and foundations are tilling this gap. These 
tax-exempt investors have suddenly become a much 
more important source o f capital to the economy as 
a whole. Thus, thev receive a much larger tlow ot 
more sophisticated transactions to evaluate and select 
from. And many o f these transacnons tall into the 
lltemanvc investment category.

To evaluate and track chesc transactions mav 
take more expertise than other investments. But with 
the potential for double-digit returns, clearly the 
rewards justify the extra effort.

It i clear today that alternative investments 
offer investors an unusual opportunity. By investing 
in these strategies, tax-exem pt funds may achieve 
both the higher returns and the diversification they 
will need in the 1990s to succeed in the new. Iower- 
return investment environment.
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F̂ollowing u how the study definei the cighr strategies 
commonly conjdeted alternative investment.:

Venture eapiul: Equity investments in compamea that have 
undeveloped or developing products or revenue.

Buyout funds: Equity investments in public or private 
companies that result in the purchase of a significant portion or 
majority control of the company.

Distressed tompanics: Investments made through the 
purchase of debt or trade claims m companies mat are in financial 
hstiess, restructuring, or bankruptcy.

Mezzanine financing: Investment in me lubotdinated debt 
of privately owned compamea. The debtholder participate* in equity 
ipprccianon tnrougn conversion features such as rights, warrants, or 
options.

OH and gas programs: Investment in the expioraaoo for oil 
ind/or gai reserves or in the development of proven reserves.

Timberland or farmland: Investment in land to harvest 
limber or farm commodities.

Targeted investments: Investments that have a special 
component, usually related to geographical, economic, or social 
issues. These investments are sometimes referred to as "ETh," or 
"economically targeted investments," and include investment in 
minority-owned businesses and state-financed housing.

Other: This category is a catchall that includes assets that 
respondents did not break down into individual strategies. Coinvest­
ments and project tinancing] may be among the investments in this 
category.
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i—  a i h a n i  hi

CHAIR S E E K I N S :  Yes. -Mr. Eraay.

.MR. BRADY: I'm gome to roiiow our senior T ru stees  example ot’ try ing
take the floor tor a wmie ana stana up iiere ana ta ik  to you about this 
subject. No orfense. .Mr. Freeman. I th ink  Mr. S u rz ’s presentation 
h ighlighted an opportunity here th a t w asn 't presented necessariiy by 
his presen tation , but presented to you in the fashion of understanding  
of som ething m a t sounds to be very complicated and  possibly even 
beyond the  grasp of most of the activities we do. in your mind.

I probably am the one responsible for ail of this today and it has to do 
with a num ber of things. Firstly, we've all concluded one way or 
another. I believe, th a t the strategy of diversification tnrough asset 
allocation is the prim ary key to our success. As a m atter of fact. I 
don't know how many of you saw this article in Forbes M agazine 
recently, with which I don t agree. but which basically asks why 
spend a lot of money with money m anagers because, if you ju st 
bought into S&Ps and saved ail th a t monev. you'd ena up with 
approxim ately the same resuits? I don't concur that, over a long 
penod of time, this is true.

I f  w e ' r e  g o i n g  t o  c o n t i n u e  t o  g r o w  i n  p r o f i t  i n  t h e  s t y l e  a n d  m a n n e r  a t  
w h i c h  w e ' v e  s e t  o u r  o b j e c t i v e s ,  t h i s  h o r i z o n t a l  d e v e l o p m e n t  o f  a s s e t  
a l l o c a t i o n .  I  t h i n k ,  i s  v e r y  i m p o r t a n t  t o  a i l  o f  u s .  I f  w e  d o n ’ t ,  t h a t  
p y r a m i d  i n  t h e  m i d d l e ,  o u r  b o n d s ,  k e e p s  g e t t i n g  b i g g e r  a n d  b i g g e r  
a n d  w e  h a v e  a  s h a l l o w e r  h o r i z o n t a l  a l l o c a t i o n .  I  t h i n k  t h a t ,  t o  
c o n t i n u e  t o  d i v e r s i f y ,  w e ' v e  g o t  t o  c o n t i n u e  t o  d o  t h i s .  W e ' r e  i n  
a l t e r n a t i v e  i n v e s t m e n t  s t r a t e g y  r i g h t  n o w .  T h a t ' s  a l l  r e a l  e s t a t e  i s .
W e ' r e  b e t t i n g  o n  P e t e  a n d  L l e w e l l y n  a n d  o t h e r s  t o  f i n d  t h e  d e a l s  t h a t  
m a k e  t h e  m o s t  s e n s e .  T h a t ' s  a n  a l t e r n a t i v e  i n v e s t m e n t  s t r a t e g y .  I  
d o n ' t  w a n t  t o  c o n f u s e  t h i s  w i t h  v e n t u r e  c a p i t a l  o r  w i t h  t h e  o c h e r  
i n v e s t m e n t  f u n d s  t h a t  t h e  S t a t e  o f  A l a s k a  d o e s .  T h i s  i s  n o c  b u i l d i n g  a  
w a t e r  p i p e l i n e  t o  C a l i f o r n i a  o r  b u y i n g  i n t o  a  g o l d  m i n e .  I  t h i n k  w e ' r e  
l o o k i n g  a t  h e r e  a  s t r a t e g y  t h a t  w o u l d  a l l o w  u s  t o  d o  s o m e  o f  t h e  t h i n g s  
t h a t  w e ' r e  c u r r e n t l y  p r o h i b i t e d  f r o m  d o i n g .

F o r  e x a m p l e ,  w e ' r e  l i m i t e d  t o  t h e  e x t e n t  o f  5 %  o n  a n y  p u b l i c l y  t r a d e d  
e q u i t y .  T h i s  s u m m e r ,  w h e n  a l l  t h i s  s t a r t e d .  I  m e t  s o m e  v e r y  b r i g h t  
f e l l o w s .  W e ’ v e  h e a r d  o v e r  a n d  o v e r  a n d  o v e r  t h a t  t h e  k e y  t u  a  l o t  o f  
t h i s  i s  t h e  p e o p l e  y o u  f i n d  fo * *  y o u r  p a r t n e r s .  I  t h i n k  t h a t ' s  t r u e  i n  a n y  
s u c c e s s f u l  e m .  e p r e n e u r i a l  e n t e r p r i s e .  T h e s e  g u y s  a n d  g a l s  h a v e  
r a t e s  o f  r e t u r n  t h a t  a r e  p h e n o m e n a l .  T h e y ' r e  d o i n g  p a r t n e r s h i p s  
w i t h  p e o p l e  l i k e  o u r s e l v e s .  I f  w e  h a d  a n  a l t e r n a t i v e  i n v e s t m e n t  
s t r a t e g y  o f  5 ^ .  w h e t h e r  w e  f u n d  i t  o r  n o t .  b y  r e s o l u t i o n  w e  c a n  r e s t r i c t  
i t  h o w e v e r  w e  w i s h .  L e t ’ s  s a y  w e  d o n ' t  w a n t  t o  d o  t i m b e r ,  a l t h o u g h  
t h a t ' s  b e e n  v e r y  s u c c e s s f u l  r e c e n t l y ,  w e  d o n ' t  w a n t  t o  d o  d a i r y  f a r m s ,  
w e  d o n ' t  w a n t  t o  d o  g o l d  m i n i n g ,  a n d  w e  d o n ' t  w a n t  t o  e v e n  g e t  i n t o
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some or the iPOs or some or the otner m inus tna t are naopem ng. But. 
iet's sav th a t we wanted to partnersniD witn some people wno ouv 
w hat they feel are  unaen/aiuea sm aii-cap. puoliciv traaed  companies, 
tor w hatever reasons. They can e ither influence the board or put 
them selves on the Doaru or oo things to maximize tneir rates ot 
re tu rn  th a t otherw ise aren t happening. It may be tha t there's one 
senior shareholder chats got a large percentage of it and you can 
recapitalize, do ail the things tn a t need to be done to tix tne company, 
and get the ra tes of retu rn  tnat company is iikeiv to get being fixed, if 
you will.

Bill Scott and I met with these folks. These kinds of peopie are real 
in teresting. I th ink  this is som ething we ought to do. I don t th ink  
we should take 1% and throw it out there for a home run. but I th ink  
we should take some percentage as we broaden our diversification 
and look a t opportunities with peopie ana companies tha t are 
successful a t m axing a lot of money.

By the way, although I know this doesn t carry a lot of weight w ith 
you. Mr. F reem an, alm ost everybody eise is doing this. It is not ju st 
the sw ingers, the universities, and the colleges, but the public 
entities, the s ta tes, and the corporations are in this category. I got a 
sam pling of th is m yself and over 100 entities sim ilar to ourselves 
have an a lterna tive  investm ent strategy. T hat doesn't m ean we take 
5% of our money and throw it a t the wall and say, "Do deals, w hatever 
they are, and we ju s t tru s t you." T hat's not the suggestion I have 
here. The suggestion I have here is th a t we pass a resolution th a t 
allows us to incorporate, in our legislative package, the ability to 
invest in a lterna tive  categories. Then, through our own m eans and 
devices, such as lim itations as we calked about w ith real estate, we 
control through resolutions w hat it is we w ant and wish to do. I don't 
have anybody in mind. There's not m any Duraceil deals tloating 
around. Those come around once in a while. There are. however, a 
lot of sm all-cap companies and other situations chat come along th a t 
are good. The rates of re tu rn  some of these people are generating are 
really good. As our oil revenues go down and other things take place, 
you could create  a scenario th a t we ought to have other opportunities 
and ways to m ake money around here.

Having said th a t, the example th a t I tried to lay out here to do th is is 
prohibited because, in many instances, we may tir.d ourselves in a 
partnersh ip  w herein we would own more than  5% of a specific stock. 
We can 't do th a t. But. if we had an alternative investm ent category 
and we invested w ith partners and it was understood th a t these  
investm ents, m ade from time to time, in most cases, we would find 
ourselves in a situation  where we would have 20% to 30% of th is 
partnersh ip  * .a t would own 30% to 50% of a publicly traded company.

A la s k a  P e r m a n e n  F u n d  -55- D ecem b er 6 ,1 9 9 3



We ju s t dipped over tne ease. 'What i '.vane to do is convince you. as 
best I can. tn a t througn our asset allocation and diversification, sve 
shouid have this category. Once we nave this category and the 
au thority  to cio tnese surts or things, then we come back and we look at 
the opportunities through presentations to learn  the history, the track  
records, the benchm arks, and all the things we talked about earlier 
that we need and w ant co nave to feei comiortable about this. Then, if 
we choose to do this, we can do it. .Mr. Surz said it and Mr. Stone said 
it. Not ju s t because everybody else is doing it. I do believe i t’s a missed 
opportunity, if we don t have ourseives positioned so th a t we can take 
advantage of these kinds of opportunities as they continue to come 
along.

With S80 million to S120 million a month coming in. the pyramid 
keeps getting  bigger and we re shallow er on our diversification.
T h a ts  why I feei. a fte r having learned a little  bit about this from 
reading stacKS of im orm ation and discussing those with 
Com m issioner P.exwinkel. it s som ething we shouid be doing. The 
other ooara Com m issioner Rexwinkel sits on is going to do it. W ere 
not throw ing som ething at the wail, closing our eyes, and looking out 
the corner to see w hat's going to happen. This is som ething that's 
got some prem edita ted  thought to it and some pre-exam ination. I feel 
.ery  strongly th a t th is is som ething we should have in a resolution to 
be able to incorporate. I've got a copy of the New York s ta tu te , if 
anybody w ants to see w hat they did. They ju s t  authorized up to "X" 
percent of th e ir allocation for th a t  category.

T hat doesn 't force us into any position to have to do anything. It 
would ju s t  allow, if the tim ing is such th a t we cs.i convince the 
L egislature we re righ t about this, the passage of legislation to 
authorize us to engage in these different opportunities, as they come 
along. T hank you.

CHAIR SEEKINS: .Are there  any comments? Mr. Freem an.

MR. FREEMAN: I would assum e from your rem arks, Mr. Brady, that a 
change in legislative authorization  would be necessary for w hat you 
w ant to do?

MR. BRADY: I th ink  so. oniv as respects, from w hat I understand, the
potential of in ten tionally  going out and having an indirect, but real, 
ow nership tn more th an  5% of a publicly traded  company. That's 
w here the L egislatu re  would have to come into play.

MR. SCOTT: If you can 't do tha t, then  you can't accomplish the types of
private buy-outs involved here. If  you can 't own more th an  5%, then  
you can 't effectively operate in th is arena.
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It's in teresting  to me. and it mav oe lust or incidental help, tha t i t ’s 
been dem onstrated over the years tha t ingner tax rates dry up 
en trepreneurial capital. The oniv reason 1 make that point is th a t 
w ere  going into a period of higher tax rates, uniess Congress and 
Clinton chance the ir minds, and we re gome to see a drying up of 
en trepreneurial capital and it may very weil be that aiso 
dem onstrates an opportunity for tne institutional investor to take the 
place of some of tha t.

CHAIR SEEKINS: Com m issioner Usera.

COMMISSIONER USERA: I'm wonderinc w hat is your experience in
term s of the necessity of having sta ff involved. Did you feel that the 
W ashington ana Orecon funds feit it was necessary to s ta ff up to do 
oversight of this process?

MR. STONE: It was in terestine tnat. a t the time we got involved, staff did it 
all. T here was no outside expertise. To be honest with you. I don t 
th ink  they increased their staff a t all with respect to w hat they were 
doing. That's not true. In W ashington, they added one person who 
was specifically involved in alternative  investm ents.

COMMISSIONER USERA: The impression I get is th a t you do have to 
know v/hat you're doing. You have to be tuned into it and not. like 
w ith passive investm ents, say th a t you'll check back in six m onths or 
a couple cf years. Certainly, it requires close m onitoring and having 
a sound communication system between the funds, as well as the 
gatekeeper and the company th a t's  going to be a parent. If I'm 
hearing  you right, w hat they're doing is saying they're in agreem ent 
and they  collectively, as partners, are going to insure the success of 
this company by using these very best and brightest people who are 
going to go in and add value to the investm ent.

MR. STONE: T hat is true, to a certain degree. Let me add this. John was 
m entioning Paul Saylor earlier w ith respect to real estate. He is very 
well know and very good. Surprisingly, in this area there  are some 
very good people. We found some excellent, if you will. Paul Saylor 
types who could m onitor this and have done a very good job for 
W ashington and Oregon.

COMMISSIONER USERA: They were on a contract basis?

MR. STONE: Yes. I'm not recommending adding staff. This guy talked 
earlie r about sm art people. There is some real talen t out there in 
term s of companies who are overseeing this as consultants and 
advisors who do a wonderful job.
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COM MISSIONER USERA: Mr. Chairm an, eouid I usk. just one otner 
question? W hat is the competition for the good deais?

MR. STONE: W hat we round to nappen is. in the i980s. this asset category 
got flooded with monev. I th ink  th a t is one of the reasons you've got 
so m any problems. W hat has nappenea now is a lot of that money 
has puiled back. T h a ts  in the form of insurance companies. Banks 
can 't do it any more because the regulations have changed and they 
can no ionger be involved in this type of asset category. So. the 
num ber of good deais have increased dram atically  with the available 
doilar th a t s out there. The funds are having potential deais go 
across the ir table th a t are very attractive.

COMMISSIONER USERA: Do the deals come to you or do you go out and 
look for the deais?

MR. STONE: They come to tne fund.

COMMISSIONER REXWINKEL; Mr. Chairm an. I have a question. Do we 
have legislative au thority  to do some of these that Mr. Surz pointed 
out on page 2 of his presentation, which include hedged funds, 
m arke t neu tral. and m anaged futures?

MR. BRADY: No.

COMMISSIONER REXWINKEL: None of them?

MR. SCOTT: We can hedge individual positions, but not on a speculative 
basis.

CHAIR SEEKINS: Mr. Freem an.

MR. FREEMAN: I suspect th a t my feelings and position on this and my
lack of en thusiasm  doesn't come as a surprise  to Mr. Brady. I don't 
w an t to make a long-winded pitch on the m erits of it. I'll be a little 
more practical than  that. I asked the question w hether you thought 
th is was going to require legislative approval and a change in the 
s ta tu te  and I'm sure  th a t it will. From a practical standpoint, how do 
I pu t that?  One of the lessons I learned in politics is. once in a while, 
you try  to do som ething you th ink  shouid be done, but it's very 
unpopular politically. Even though som ething is unpopular, if you 
can get it done, it's a lose/win situation, as far as politics is 
concerned. B ut anytim e you tackle som ething that's  very unpopular 
and don't get the  job done, ail you've done is dim inish your credibility, 
harm ed  your repu ta tion  politically, and haven 't accomplished 
any th ing  o ther than  that.
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From a practical stanaDoint. i994 is an election year ana  you know, 
as weii as I do. tne concern chat our politicians have tor reaction t'rom 
the public as far as tam pering w ith the Perm anent Fund. The 
chances of accom plishing tne changes in the law th a t you need are  
ju s t about mi. If  you re not going to accomplish th a t and can't get the  
job done. I th ink  it's harm ful to the Perm anent Fund w ith regard to 
the feelings of the  puDlic as far as the Perm anent Fund Board of 
T rustees is concerned to a ttem p t it. if you can't get the job done. You 
can do as you wish, but w hether th is is good or bad. there are a lot of 
people in the Legislature today th a t I served with years ago and were 
there  when the Perm anent Fund was created. They are well aw are 
of the  background, the history, and  the philosophy all along the line 
and m ost of those people have enough seniority th a t they 're in 
positions of reasonable miluence toaav. When I have serious 
thougnts about the Perm anent Funa. I don t hesitate  to calk to them  
and I nave a p retty  gooa idea w hat are some of the ir feelings. 
R egaraless of the m erit of w hat you re trying co do. it's not going to 
happen. My suggestion wouid be co discuss it ana w hatever you w ant 
to do. but I w ouldn't put my foot on the line to get it done. T hat s ju s t  
my opinion.

MR. BRADY: Mr. C hairm an .

C H A I R  S E E K I N S :  M r .  B r a d y .

MR. BRADY: Mr. F reem an. I respectfully disagree. You know better th an  
I th e  evolution of the investm ent stra tegy  of this Fund. At one time, 
we d idn 't have a real estate portfolio. At one time, we didn 't invest in 
stocks. We sim ply started  with some bonds and some cash. I th ink  
th a t the  Fund w as late in m aking the proper decisions in those 
investm ent stra teg ies. The results will bear th a t out.

H aving said th a t. I don't th ink  th is is an  a ttem pt to hoodwink the 
L egislature. I'm a ttem pting  to. as convincing as I can be. go back to 
our asse t allocation strategy and I th ink  we can m ake awfully good 
sense to all of our legislators th a t the success in our Fund has been 
largely due to th a t, to date. I th ink  we need to continue to broaden 
th a t. I don't know w hat's going to be coming next. You said S10 
billion and I th in k  it's more th an  that. W hatever it is. there are 
hedging opportunities through diversification th a t we re foolish to 
ignore. I believe th is is one we shouid give very serious consideration 
and we shouid move forward in a continued asset allocation through  
diversification, if you will. W hat we end up purchasing, a t the end of 
the day, rem ains to be seen. The fact is, the tim ing is here. As I 
spoke a t the las t Fund m eeting w hen I said I w anted to bring th is up,
I sa id  I w anted to bring in somebody who could try  to explain th a t
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this isn c som etm ng tn a t is novel, new, or unique to one or two private 
investors, but this is som ething tha t's  going on in iots of ways with 
lots of funas w ith iots of money.

The in te resting  th ing is th a t this concentration of money is not in the 
trad itional risk-takers. I say trad itional risk-takers are typically 
colleges and universities. I guess they tigure. if they lose some 
money, they can go back and get some more and have it replaced. 
They do swing more th an  the sta te  retirem ent funds. Having said 
that, it's  not ju s t the colleges and universities, it's universal. I'm 
sorry th a t  maybe we haven't had a work session prior to this to go 
through and exemplify some of the activities with proven results.
I've had  the opportunity cf having done tha t and have seen those 
results. I see the future here and it's very clear to me th a t we're 
amiss, if we don t do this. If it's a gamble at this point in time 
because of politicians going off and being re-elected. I'm prepared to 
take th a t  gamble because I feel th a t it's im portant to this Fund to be 
able to have th is diversification. Then we can sit down and decide 
where it m akes the most sense co go forward.

CHAIR SEEKINS: Mr. Brady, if you perhaps w ant to bring some action, you 
m ight w ant to do th a t during New Business.

MR. BRADY: I intend to do so.

CHAIR SEEKINS: T hank you very much. We are one-half hour behind on 
our agenda.

MR. SCOTT: Mr. C hairm an, because we are one-half hour behind, could I 
intercede here? I have checked w ith Mr. O'Leary and he could 
sw itch to a point la ter on in the agenda. We do have Capital 
G uardian  here to address you and one part of th e ir presentation is 
going to be a conference telephone hook-up. Those people are ready 
and w aiting and. if it’s all right w ith you. I th ink  we shouid go on to 
th a t one next.

CHAIR SEEKINS: We would like to then go ahead w ith C a p ita l  
G u a r d ia n ,  who is righ t on time.

MS. YORBA: They had to go out and place a quick telephone call.

CHAIR SEEKINS: So, we will have two new items under New Business.
One will be a real estate  resolution and one will be dealing w ith 
a lterna tive  investm ents.

Mr. Scott, would you introduce the next presenters on the agenda, 
please?
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CS FO R  SEN A TE B ILL NO. 244(STA)

A  B I L L

F O R  A N  A C T  E N T I T L E D  0
J7 ^

1  " A n  A c t  r e l a t i n g  t o  e q u i t y  i n v e s t m e n t s  o f  t h e  p e r m a n e n t  f u n d ;  a n d  p r o v i d i n g  f o r

2 a n  e f f e c t i v e  d a t e . "

3  B E  I T  E N A C T E D  B V  T H E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  A L A S K A :

4 *  S e c t i o n  1 .  A S  37.13.120(g) is amended by adding a new paragraph to read:

5 (21) notwithstanding AS 37.13.120(i), equity investments may comprise

6 , more than five percent of the stock of a corporation if the investments in excess of five
n nJY 1/ YVOA- m o J r t t
/ . . ' W ' i b '  Percent consist of an interest in aTpartnership or ownership injj/collective investment
f  j / 2-/' -3 reco'-.r>(f y

; / j , ,8V~ vehicle, and only under the following conditions:
ivL I y    —

y  9 (A) the fund may not own more than a 60 percent interest in a
itt
'v 10 pannership or collective investment vehicle;

1 1  ( B )  the aggregate investment of the fund under this paragraph

12 may not exceed five percent of the total investments of the fund;

1 3  ( C )  at no time may the fund own, directly or indirectly, through

1 4  a corporation, pannership, or collective investment vehicle, more than five
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' ^ ’ I - / ' percent o f any entity that has substantial oil and gas/operations in the state;
\  J

(D) appropriate policies and procedures for investments under 

this paragraph shall be reviewed and approved annually by the board.

* Sec. 2. This Act takes effect immediately under AS O l/l 0.070(c).
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