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used in the production of com-ethanol. We use both
approaches in our analysis.

The energy balance issue first surfaced in the mid-
1970s when ethanol began to receive attention as a
gasoline extender. Studies during that time that
analyzed the energy benefits of substituting ethanol for
gasoline generally concluded that the net energy value
(NEV, defined as energy content of ethanol minus
fossil energy used to produce ethanol) of com ethanol
was slightly negative (Ethanol Study Committee,
1979; Chambers et al., 1979). In the late 1980s, the
U.S. desire to reduce air pollution placed ethanol in
the spotlight once again and energy balance studies
resurfaced. About the same time, studies estimating the
emissions of greenhouse gases from ethanol began to
appear in the literature (DeLuchi, 1991; Ho, 1989;
Marland and Turhollow, 1990). Although these studies
focused on estimating the greenhouse gases associated
with ethanol relative to gasoline, some of these studies
also reported the NEV of ethanol. However, there was
a considerable amount of variation in the findings of
these reports. This wide variation relates to various
assumptions about farm production and ethanol
conversion. Furthermore, the various researchers used
data from different time periods. Studies using older
data tended to overestimate energy use because

Table 1—Energy input assumptions of corn-elhanul studies

Study/year Com yield Nitrogen Nitrogen
fertilizer fertilizer
application production
rate
Bu/acre Ib/acre Btu/lb
Pimentel (1991) 110 136 37,551
Pimentel (2001) 127 129 33,547
Keeney and
DeLuca (1992) 119 135 37,958
Marland and
Turhollow (1990) 119 127 31,135
Lorenz and
Morris (1995) 120 123 27,605
Ho (1989) 90 NR NR
Wang et al. (1999) 125 131 21,092
Agri. and Agri-Food
Canada (1999) 116 125 NR
Shapouri et al. (1995) 122 125 22,159
This study (2002) 125 129 18,392

NR: Not reported

ethanol manufacturing and farm production technolo-
gies have become increasingly energy efficient over
time. To make matters worse, it is often difficult to
determine why results differ from study to study
because the reports often lack certain details on their
calculation procedures. The purpose of this paper is to
identify the methodological differences creating the
inconsistencies among study results and provide a
more consistent estimate for the NEV of com ethanol.

Table 1shows the wide variation in the NEV estimates
of several studies. Some studies use lower heating
values (LHV) for measuring energy and others use
higher heating values (HHV). Higher heating value,
also called gross heating value, is the standard heat of
combustion referenced to water in combustion exhaust
as liqu'd water. Lower heating value, also called net
heat of combustion, is the standard heat of combustion
referenced to water in combustion exhaust as water
vapor. In other words, the difference between HHV and
LHV is the energy associated with condensation of the
water vapor in the combustion products. Although
these two methods can produce slightly different
results, either approach can be used. However, once a
method is chosen, it should be used consistently
throughout the study for all energy calculations.

Com ethanol Ethanol Totall Coproductsl Netl
conversion rate  conversion  energy use  energy energy
process credits value

gal/bu Blu/gal Blu/gal Blu/gal Blu/gal
2.50 73,687 131,017 (LHV) 21,500 -33,517
2.50 75,118 131,062 (LHV) 21,500 -33,562
2.56 48,470 91,196 (LHV) 8,078 -8,438
2.50 50,105 73,934 (HHV) 8,127 18,154
2.55 53,956 81,090 (HHV) 27,579 30,589

NR 57,000 90,000 (LHV) 10,500 -4,000

2.55 40,850 68,450 (LHV) 14,950  22.500
2.69 50,415 68,450 (LHV) 14,055 29,826
2.53 53,277 82,824 (HHV) 15,056 16,193
2.66 51,779 77,228 (HHV) 14,372 21,105

LHV: Low F?\eai value - 76,000 Btu per gallon of'elhanol. Keeney and DcLuca used 74,680 Blu per gallon of ethangl.
HHV:  High heat value = 83961 Btu per gallon ofethanol. Lorenz and Marris used 82,100 Blu per gallon of ethanol.

1The midpoint or average is used when studies report arange of values.
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Conclusions

We conclude that the NEV of com-ethanol is positive
when fertilizers are produced by modem processing
plants, jom is converted in modem ethanol facilities,
and fa. mers achieve average com yields. Our NEV
estimate of over 21,000 Btu per gallon could be
considered conservative, since it was derived using the
replacement method for valuing coproducts, and it
does not include energy credits for plants that sell
carbon dioxide. Com ethanol is energy efficient, as
indicated by an energy ratio of 1.34; that is, for every
Btu dedicated to producing ethanol there is a 34-
percent energy gain. Furthermore, producing ethanol
from domestic com stocks achieves a net gain in a
more desirable form of energy, which helps the United
States to reduce its dependence on imported oil.
Ethanol production utilizes abundant domestic energy
feedstocks, such as coal and natural gas, to convert
com into a premium liquid fuel. Only about 17 percent
of the energy used to produce ethanol comes from
liquid fuels, such as gasoline and diesel fuel. For every
1 Btu of liquid fuel used to produce ethanol, there is a
6.34 Btu gain.

12 « The Energ)’ Balance ofCorn Ethanol: An Update ! AER-S14

When looking at past NEV studies, it appears that
energy requirements for producing a gallon of ethanol
are falling over time. One of the primary factors for
this increase in energy efficiency is the increase in
U.S. com yields. When ethanol first emerged as a
gasoline extender in the 1970s, com yield was aver-
aging about 90 bushels per acre. This study used
1995-97 average com yield of 125 bushels per acre,
which is about 39 percent greater than the yields of the
1970s. Com yields continue to rise in the United
States—the average com yield per acre for the past 3
years (1999-2001) was about 135 bushels per acre. If
the 1999-2001 average com yield were used in this
analysis, the total energy used to produce a bushel of
com would decline by more than 4,200 Btu. As com
yields increase over time, we can expect the energy
balance of com ethanol to increase, as well. Other
major factors causing this increase in energy efficiency
are related to the energy-saving technologies adopted
by ethanol producers and manufacturers of fertilizers
and other farm inputs. Higher energy costs will likely
continue to provide incentives for these industries to
become more energy efficient, which will continue to
push the NEV of com ethanol higher.

Olliee of Energy Policy and New Uses
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SJR 17, Alaska-Yukon Intergovernmental Relations Accord

Browerville SJR 17 is a resolution supporting the extension of the Alaska-Yukon Intergovernmental

Buckland

Chevak Relations Accord. This accord is set lo expire on September 8, 2003.

Deering
Diomede
Elim

Emmonak The State of Alaska and the Yukon Territory of Canada share not only a long common

Gambell
Golovin
Hooper Bay

K aktovik ethnography.

boarder but also a connected history of resource development and pre contact

In the past, Alaska and the Yukon Territory have enjoyed mutual

ans prosperity from joint efforts in mineral exploration and development. We co-manage

Kivalina

Kobuk important fish and game resources that trans-migrate our boundaries.

Kotlik
Kotzebue
Koyuk

Mountain Village Wap the pending gas pipeline and other matters of potential resource use, exploration and

Noatak

Nome development, it is essential for Alaska and the Yukon Territory lo work cooperatively

Noorvik
Nuigsut
Munam Iqua
Pilot Station

together for the wise use and benefit of our bountiful resources.

Pitka's Point . islati i [
e o This year lattended the annual legislative exchange with our Yukon colleagues in

Point Hope

Poin( Lay Whitehorse. The meetings and discussions that ensued underscore the importance of

Savoonga

scammon Bay
Selawik

Shaktoolik economic growth and well being.

Shishmaref
Shungnak
St. Mary’s

St. Michael I respectfully urge your favorable consideration of this resolution.

Stebbins

Teller
Unalakleet

W ainwright

W ales

W hile Mountain

contj,n,jndt|lc Alaska-Yukon Intergovernmental Relations Accord for our future
&
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CSFOR SENATEJOINT RESOLUTION NO. 18( )
IN THE LEGISLATURE OF THE STATE OF ALASKA

TWENTY-THIRD LEGISLATURE - FIRST SESSION

BY

Offered:
Referred:

Sponsor®: SENATE RULES COMMITTEE BY REQUEST OF THE LEGISLATIVE BUDGET AND
AUDIT COMMITTEE BY REQUEST

ARESOLUTION
Proposing amendments to the Constitution of the State of Alaska relating to and limiting
appropriations from the Alaska permanent fund based on an averaged percent of the
fund market value to protect the fund from inflation and assure that the real value of

the fund will be preserved over the long term.
BE IT RESOLVED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. Article IX, sec. 15, Constitution of the State of Alaska, IS amended to read:

Section 15. Alaska Permanent Fund, fa) At least twenty-five percent of all
mineral lease rentals, royalties, royalty sale proceeds, federal mineral revenue sharing
payments and bonuses received by the State shall be placed in a permanent fund.
Exceptas appropriated under (b) of this section, money in the permanent fund |,
THE PRINCIPAL OF WHICH] shall be used only for those income-producing
investments specifically designated by law as eligible for permanent fund investments.
[ALL INCOME FROM THE PERMANENT FUND SHALL BE DEPOSITED IN
THE GENERAL FUND UNLESS OTHERWISE PROVIDED BY LAW.]

* Sec. 2. Article IX, sec. 15, Constitution of the State of Alaska, is amended by adding a

. - CSSJR 18( )
New Text Underlined [DELETED TEXT BRACKETED]



© o N o g A~ W N R

e ~ S = S N S G Sy
g N W N P O

WORK DRAFT WORK DRAFT 23-L.S1007VvD

new subsection to read:

(b) To protect the permanent fund from the effects of inflation and thereby
assure that the real value of the permanent fund will be preserved over the long term,
appropriations from the permanent fund for a fiscal year may not exceed five percent
of the average of the market values of the fund on June 30 for the first five of the six
fiscal years immediately preceding that fiscal year.

* Sec. 3. Article XV, Constitution of the State of Alaska, is amended by adding a new
section to read:

Section 30. Transition. On the effective date of the 2004 amendment relating
to the Alaska Permanent Fund (art. IX, sec. 15), the unencumbered, unappropriated
balance of the earnings reserve account established under AS 37.13.145(a) is added to
the balance in the Alaska Permanent Fund.

* Sec. 4. The amendments proposed by this resolution shall be placed before the voters of
the state at the next general election in conformity with art. XEU, sec. 1,-Constitution of the

State of Alaska, and the election laws of the state.

CSSJR 18( ) 2
New texe Underlined [DELETED TEXT BRACKETED)



SJR 18 support Senate State Affairs Committee 5/1/03

I am an enthusiastic supporter of a 5 POMYV payout because it constitutionally inflation-proofs

the entire permanent fund. Right now, only the principal is inflation-proofed, and that is done by

statute, and after the dividend program is funded.

The second reason | support 5 POMYV is that it sets a spending limit. Under the current
distribution methodology, the legislature may appropriate the entire earnings reserve account. 5
POMYV forces us to resist the temptation to appropriate too much money when the fund is flush,

yet makes distributions available in lean years.

Third, an annual payout based on market value is compatible with the fund’s diversified portfolio
that is managed, in conformance to industry standards, for long-term value over short-term gain.
The current distribution method, based on income, was appropriate 20 years ago when the fund
was invested primarily in bonds. A 5% payout is generally recognized by large fund managers
as the highest sustainable payout, beyond which the real value of the fund would diminish over

time. This approach protects the value of the fund and provides a limited, predictable, and

sustainable revenue stream.

The permanent fund trustees combined the fund’s principal and income in one pot of money to
make 5 POMV work effectively. Segregating the principal interferes with value-management
goals by exerting pressure to produce short-term income for dividends or other distributions
during periods of poor performance. Segregating the principal also tempts the legislature to

provide for a greater than 5% payout when the earnings reserve account is flush, as in HIR 1

This isjust what POMYV is designed to avoid.

How the legislature chooses to divide the payout is an important question. 5 POMYV is a
management tool, not a distribution plan. However, the two are intrinsically linked. The use of
the payout should not be set in the constitution because this is an appropriation issue better left to
the legislative process. Alaska Statutes 37.13.140 and 37.13.145 relating to permanent fund
income and income distribution must be amended to conform to 5 POMV because they will no

longer apply as written. | urge you to establish a comparable dividend formula when you change



these statutes. 5 POMYV is too valuable an asset to risk voter rejection by threatening their

dividend checks.

For modeling puiposes, we assume '.,n 8% total return, 3% inflation, and a 5% real return. Under
the existing statutes, 50% of the income available for distribution, or 4%, goes to the dividend
program. Inflation-proofing then takes 3% of the total return, leaving 1% for other legislative
appropriation, which has never been touched. For this distribution to work under POMV, 80%
of the 5% payout must be allocated to the dividend program to provide a comparable amount of
money. Inflation-proofing of 3% has already been accounted for by establishing a 5% payout
limit, leaving 20% of the payout for other legislative appropriation, which is the same as the 1%
under the existing distribution statutes. 50% of the money available for distribution after
inflation-proofing cannot provide the same amount for dividends as 50% of the money available

for distribution before inflation-proofing. 50% of 8 translates to 80% of 5.

It is time to move forward on a fiscal plan. This constitutional amendment combined with a
change to the statutes securing 80% of the annual payout for dividends is a critical step. Itis a
three-way win. The permanent fund gets a better management framework, the legislature gets a

predictable revenue stream, and the people keep their dividend formula.

Thank you.

Mary Griswold

Homer
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Five key differences between the status quo
and PO MV
1. PO MYV offers constitutional inflation-proofing protection of the

entire Fund. The status quo statutorily inflation-proofs Fund

principal.

2. PO MYV is a spending limit. It limits funds available for

appropriations to real income over time. Under the status quo,

the entire earnings reserve may be appropriated.

3. During volatile markets, PO MV offers greatly improved

stability in year-to-year amounts available for appropriation as

compared to the status quo.



D ifferences between the status gqgquo and P O MV

4. POMYV is compatible with the Fund’s diversified, long-term
investment strategy of achieving a 5% real rate of return over
time. The status quo was designed a quarter century ago for a
Fund invested 100% in bonds.

5. Predictable annual appropriations are provided under PO MV,
Under the status quo, itis not known whether funds will be

available for appropriation in any given year.



HJR 26 - Financial projection comparison of the Alaska Permanent Fund

under status quo versus POMV spending limit, beginning in FYO05.
s milios

FY03 (07 FY05 FY06 FYO7 FYo8 (210°) FY10 Fri1i FY12 FY13

Stat
alus Quo Total Retum 3.4% 7.3 7.60h 7.6 7.60% 7.60% 76800 7-60% 7680 760 7.6
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projected 5% POMYV beginning in FY05
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o Lo
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Calculation of annual effective rates of 5% POMYV spending limit

$ millions
FY05 FY06 FYo7 FYos FY09 FY10 FY11 FY12 FY13
Payout based on 5 year moving average 1,235 1,243 1,274 1,329 1,380 1,426 1,473 1,520 1,568
Ending market value (after payout) 24,581 25,429 26,307 27,186 28,078 28,978 29,881 30,795 31,717
Ending market value (pre payout) 25,816 26,672 27,581 28,515 29,458 30,404 31,354 32,315 33,285
Effective payout rate * 4.78% 4.66% 4.62% 4.66% 4.69% 4.69% 4.70% 4.71% 4.71%
FYO05 FY06 FYO7 FY08 FY09 FY10 FY11 FY12 FY13
Payout based on 5 year moving average 1,235 1,243 1,274 1,329 1,380 1,426 1,473 1,520 1,568
less APFC costs to manage the Fund 38 39 41 42 43 44 46 a7 49
5% available for spending after deducting APFC costs 1,197 1,203 1,233 1,287 1,337 1,382 1,427 1,473 1,520
Effective rate after deducting APFC costs * 4.64% 4.51% 4.47% 4.51% 4.54% 4.55% 4.55% 4.56% 4.57%
APFC costs to manage the Fund in % 0.16% 0.16% 0.16% 0.16% 0.16% 0.16% 0.16% 0.16% 0.16%

*Note: The effective rate is defined as the payoutover the ending market value of the Fund (pre-payout) expressed as a percentage.

Filo F:\Porsonal Excol Filos\Oudgot.Statusqo\APFC Status quo.3 31 03.No,33.ils 5:74 PM. 4/20/7003. Lnst Updated 04/17/03
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CS FOR HOUSE JOINT RESOLUTION NO. 26( )
IN THE LEGISLATURE OF THE STATE OF ALASKA

TWENTY-THIRD LEGISLATURE - FIRST SESSION

BY

Offered:
Referred:

Sponsor(s): HOUSE RULES COMMITTEE BY REQUEST OF THE LEGISLATIVE BUDGET AND AUDIT
COMMITTEE

A RESOLUTION
Proposing amendments to the Constitution of the State of Alaska relating to and limiting
appropriations from the Alaska permanent fund based on an averaged percent of the

fund market value to protect the fund from inflation and ensure that the real value of

the fund is preserved.
BE IT RESOLVED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. Article IX, sec. 15, Constitution of the State of Alaska, is amended to read:
Section 15. Alaska Permanent Fund, (a) At least twenty-five per cent of all
mineral lease rentals, royalties, royalty sale proceeds, federal mineral revenue sharing
payments and bonuses received by the State shall be placed in a permanent fund.
Except as appropriated under in (b) of this section, money in the permanent fund
[[ THE PRINCIPAL OF WHICH] shall be used only for those income-producing
investments specifically designated by law as eligible for permanent fund investments.
[ALL INCOME FROM THE PERMANENT FUND SHALL BE DEPOSITED IN
THE GENERAL FUND UNLESS OTHERWISE PROVIDED BY LAW.]
* Sec. 2. Article IX, sec. 15, Constitution of the State of Alaska, is amended by adding a

, -1- CSHJR 26( )
New Text Underlined (DELETED TEXT BRACKETED]



WORK DRAFT WORK DRAFT 23-LS1006M

new subsection to read:
(b) To protect the permanent fund from the effects of inflation and thereby

assure that the real value of the permanent fund will be preserved, appropriations from
the permanent fund for a fiscal year may not exceed five percent of the average of the
market values of the fund on June 30 for the first five of the six fiscal years
immediately preceding that fiscal year.

* Sec. 3. Article XV, Constitution of the State of Alaska, is amended by adding a new

section to read:
Section 30. Transition. On the effective date of the 2004 amendment relating

to the Alaska Permanent Fund (art. IX, sec. 15), the unencumbered, unappropriated
balance of the earnings reserve account established under AS 37.13.145(a) is added to

the balance in the Alaska Permanent Fund.

* Sec. 4. The amendments proposed by this resolution shall be placed before the voters of

the state at the next general election in conformity with art. XHI, sec. 1, Constitution of the

State of Alaska, and the election laws of the state.

CSHJR 26( ) . -2-
New Text Underlined [DELETED TEKT BRACKETED]
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REPRESENTATIVE RALPH SAMUELS, CHAIR

Sponsor Statement for SJR 18

Senate Joint Resolution 26 proposes changing Alaska’s Constitution to require inflation
proofing of the entire Permanent Fund and to limit the payouts from the fund. This resolution
was introduced at the request of the Permanent Fund Coqioration’s Board of Trustees.

Many large endowments and public funds use a system known as “percent of market value”
payouts, or POMYV, to provide payouts while still protecting both the principal and earnings
of a fund. POMYV limits payouts to a set percentage of the fund’s market value, often 5

percent. This has shown to be the maximum sustainable payout rate that will still maintain a

fund’s real value over time.

However, under current law only the principal of the Permanent Fund is protected and
inflation-proofed. The earnings reserve account is not considered part of the principal, is not
inflation-proofed and is open to appropriation. In addition, payouts are computed as a
portion of the Fund’s earnings. This means that if the Fund were to have little or no earnings

in a single year, a payout for dividends or other State spending would not be allowed.

Moving to a POMYV system and adding the earnings reserve to the Fund would not only
provide inflation proofing of the entire fund, but would provide a more reliable and
predictable payout each year, regardless of the Fund’s performance in an individual year.
This would make it more likely that the State could continue the Permanent Fund Dividend
program in the future, an outcome that is heartily supported by many Alaskans.

Making these changes in the Constitution, rather than in Alaska Statutes adds an additional
layer of protection to the fund because the Constitution can only be changed with a vote of

the people.

If passed, SJR 18 would place an initiative on the next statewide election ballot that would
propose the following three changes to Alaska’s Constitution:

. Remove the provision that “all income be deposited in the general fund unless
otherwise provided by law”

. Add a provision that would not allow appropriations from the Fund to exceed 5
percent of the average market value of the Fund over five years

. Add a provision that would consider the money in the earnings reserve account to
be part of the Permanent Fund

Email: Representative Ralph Suimiels@lcgis.stnte.ak.us
Session: Alaska Stale Capitol, Juneau, Alaska 99801-1182 = Phone: (907) 465-2095 Fax: (907) 465-3810
Interim: 716 W. 4lli Ave., Anchorage, Alaska 99501-2133 « Phone: (907) 269-0240 Pax: (907) 269-0242
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ALASKA PERMANENT FUND CORPORATION

RESOLUTION OF THE BOARD OF TRUSTEES OF THE
ALASKA PERMANENT FUND CORPORATION RELATING TO A
CONSTITUTIONAL AMENDMENT LIMITING APPROPRIATIONS FROM
AND INFLATION-PROOFING THE ALASKA PERMANENT FUND
BY ESTABLISHING A PERCENT OF MARKET VALUE SPENDING LIMIT

RESOLUTION 03-05

Preserving the real value of the money deposited into the Alaska Permanent
Fund (""Fund'™) over the long term has been a public policy priority of the Board
of Trustees (“"Board') since the original Board was appointed over 20 years ago.
In response to the Board's concerns in 1982 about the effects of inflation on the
value of the Fund, the legislature adopted statutory inflation-proofing that same
year. That change has successfully protected (by statute) the principal of the
Fund for the past 20 years. After several years of review, the Board believes it is
now time for the People of Alaska to make another decision that would: 1)
constitutionally protect the current purchasing power of the whole Fund (both
principal and income) against inflation; and 2) improve the rules governing

distributions from the Fund.

To accomplish these goals, the Board has examined the use by various large
endowment and public funds of a formula approach to establish appropriate
limits on the size of payouts from those funds. This formula approach, generally
referred to as a "percent of market value' (""POMV") spending limit, is applied by
those funds in a manner that assures that, on average, only m|| income of a fund
(i.e. income Net of inflation) can be spent, thereby assuring that the real value of
the contributions paid into the fund will not be touched. Because a POMV

spending limit would provide for distributions from the Fund that are

Resolution 03-05
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predictable and limited, the Board believes that its use is in the best interest of

the Fund and of the people of the State of Alaska.

The Board further believes that the best way to implement a POMYV spending
limit methodology for determining a level of distributions from the Fund that is
predictable and limited is to amend the constitutional provision that established
the Fund (Article IX, section 15 of the Alaska Constitution). Providing for a
POMYV spending limit in this manner would assure all Alaskans that the real

value of the contributions to the Fund will be preserved for all time.

At the Board’'s request, APFC staff has presented a draft constitutional
amendment for further discussion by the Board which, if adopted by the people

of the State of Alaska, would provide for the following:

1. an annual limit on appropriations from the Fund of up to five percent

of the total market value of the Fund, averaged over a period of five

years;

2. using afive year period that allows the legislature and the governor to

know before a fiscal year begins the exact amount that will be available

for distribution from the Fund;

3. Fund income is part of the Fund, rather than being subject to

appropriation by the legislature, as currently provided;

4. assures that the current statutory earnings reserve account established

by AS 37.13.145 becomes part of the Fund when the constitutional

amendment takes effect; and

5. the current references to "principal’ and *income'™ are removed, as
POMYV ensures protection of the principal over the long-term through

a constitutional spending limit.

Resolution 03-05
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The Board believes that this approach effectively balances the goal of providing
for an annual distribution from the Fund that is predictable and limited with the

long-term goal of protecting the real value of contributions to the Fund.

In addition, the Board believes strongly that implementing a POMYV spending
limit approach by constitutional amendment is such an important public policy
goal that proposals for incorporating any other amendments to Article IX, section
15 which might in any way either lessen the chances of approval of such an
amendment by the voters or undermine the legal status of the Fund should be

rejected by the legislature.

Finally, the Board recognizes that implementation of a POMV spending limit
methodology by constitutional amendment may necessitate changes to existing
statutes that deal with the formula for determining and distributing the amount
of the Fund that may be spent each year, including, but not necessarily limited
to, payment of Permanent Fund Dividends and inflation-proofing the Fund. In
anticipation of voter approval of a constitutional amendment providing for a
POMYV spending limit, the Board is hopeful that the legislature and the governor
will work together to develop appropriate legislation to harmonize existing
statutory provisions with the operation of the amendment and/or to adopt such
new statutes as they may consider desirable. In this regard, the Board and APFC

staff stand ready to provide any information or other assistance that may be

helpful.

NOW, THEREFORE, BE IT RESOLVED by the Board of Trustees that the
legislature of the State of Alaska, in consultation with the governor and the
Board, are urged to consider and approve the proposal (dated 4/14/03) for a
constitutional amendment that would implement a POMV spending limit

mechanism that would provide an annual distribution from the Fund that is

predictable and limited.

Resolution 03-05
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BE IT FURTHER RESOLVED by the Board of Trustees that the proposal for such

an amendment be limited solely to implementation of the foregoing goal.

PASSED AND APPROVED by the Board of Trustees of the Alaska Permanent
Fund Corporation this 14th day of April 2003.

Chair, Board of Trustees

ATTEST:

Robert D. Storer, Corporate Secretary

Resolution 03-05
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Mr. Chairman and members of the House Special Committee on Ways &
Means, thank you for the opportunity to discuss with you HIJR 26, a proposed
constitutional amendment for inflation-proofing the Alaska Permanent Fund.

Before speaking to how this proposal changes the way the Permanent
Fund is inflation-proofed, I'd like to make some brief comments about how the
Board came to recommend this change.

For 23 of the Fund's 27 years of existence, the APFC has been governed
by a six- member Board of Trustees. Protecting the Fund against inflation has
been the highest public policy goal of the Trustees since the original Board was
appointed in 1980. The first Board testified to the legislature that the greatest
threat to the permanence of the Fund is inflation. In response, the legislature
adopted statutory inflation-proofing in 1982.

In more recent years, the Board has examined the use by various large
endowments and public funds of a formula approach to determine the method
and size of payouts from these funds. This approach is generally referred to as
"percentage of market value” payouts or “POMV” for short.

The purpose of placing this formula in the state constitution is to protect
the long-term real value of the Fund and to provide consistent and predictable
distributions for the long-term. After considerable review and discussion, the

Board recommended in February of 2001, a constitutional change in the form of
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HJR 15 and SJR 13 which received committee hearings but did not come to the
floor for a vote.

As in the prior proposal, the language in HIJR 26 provides a spending limit
on what can be currently spent or, in legislative parlance, appropriated. The
existing constitutional language establishing the Alaska Permanent Fund only
prohibits the appropriation of principal. In other words, anything but “principal” is
income and can be spent.

Since the first Board of Trustees, 23 years ago, the Permanent Fund
corporation has calculated principal as a notational number that simply equals
the sum of the constitutionally mandated 25 percent of mineral deposits and the
non-mandated (or voluntary) deposits the legislature has chosen to make.
Principal does not vary or move up or down with the market.

Unlike the present statutory provision for inflation-proofing, HIJR 26
provides for inflation-proofing of the entire Fund. But clearly, one of the most
important reasons to support the proposal is that it wculd maximize distributions
over the long term by establishing a percent of market value spending limit. By
eliminating the distinction between principal and income, this proposal would also
avoid the situation where market volatility on the down side prevents any
distribution from the fund for any purpose, whether for dividends or anything else.

This is significant because since 1982, Alaska'’s fiscal picture has changed
dramatically. The Alaska Permanent Fund can be reasonably expected to
produce more future state revenue than any single Alaska resource - more than

oil or natural gas, more than fishing or any other natural resource.
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Whatever future decisions are made by the legislature or the voters
regarding the use of Fund earnings, the five percent payout of market value limit
will assure complete and protected inflation-proofing while providing predictable
and sustainable distributions over the long term.

In managing Alaska’s fishery stocks., the only sensible choice is to avoid
taking too much of any fish stock so that, over the long term, the harvest is
maximized. Of course, over-harvesting can reap short-term rewards of more
fish, but the inevitable result is, at best, fewer fish, and at worst, permanent
impairment or destruction of a fisheries stock. The same is true for managing

distributions from a large investment fund like the Alaska Permanent Fund.

| want to close by emphasizing two key points regarding the Board’s
proposed constitutional amendment. The first point is that if Alaska is going to
have a Fund that is truly permanent, we must take those steps necessary to
ensure permanence. This means investing for future generations as well as
current generations. This will require commitment to basic principles of long-term
investing.

But the critical flip side of a sound long-term investment strategy is a
sound, sustainable, and predictable distribution plan - a plan that will sustain and

provide benefits to each generation of Alaskans.

The second and last point | want to leave you with is that if the Permanent
Fund is going to continue to serve each generation of Alaskans it has to be able

to make distributions so that current generations receive some benefit while not
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“over harvesting” the fund so that there is little or nothing left for future
generations.

We all want to avoid, at all costs, defaulting to the position where the
Constitutional Budget Reserve (or “CBR") is today. Within the next three to four
years, the CBR is destined for extinction. As the investment horizon of the CBR
steadily shortens, it will be necessary to keep the assets of the CBR in very
short-term and less-profitable investments.

| believe that as the day of the CBR’s demise grows near, the Trustees
and staff of the Fund may have to seriously consider a shorter investment
horizon for a significant portion of the Fund.

So, whether we liken the Alaska Permanent Fund to a resource industry
like Alaska's fisheries, one thing is clear: the Alaska Permanent Fund can
continue to import significant new money into our state year after year.

Properly invested and protected, the Alaska Permanent Fund will
successfully convert the non-renewable petroleum wealth of our State into a
permanent and substantial stream of revenue for generations after the last barrel
of oil has been pumped.

Legislative passage and voter approval of the Board’s proposed
amendment would protect the ability of the Fund to be managed for the long-term
and to continue to pour money into the Alaska economy over the long-term.

The proposed constitutional change before you in the form of HIR 26 is
more compatible with the Fund’s diversified, long-term investment strategy of

achieving a five percent real rate of return over time. The present constitutional
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language was designed over a quarter century ago for a Fund that was invested

100 percent in bonds.

| believe that succeeding generations will rightly view this proposed
amendment with the same degree of appreciation and admiration as the original
one Alaskans overwhelmingly approved 27 years ago. The Trustees believe that
this proposal for complete and protected inflation-proofing makes ultimate good

sense for Alaska’s Permanent Fund and for Alaska’s future.
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Expenditures/Revenues

(Thousands of Dollars)

Note: Amounts do rot irciuce il unlless otterwise noted ellow.
OPERAT ING EXPENDITURES Fy 2004 Fr2o0b6 FY2006 Fy2007 FY 2208
Parsoal Sarvicss
Trael
Cntrectial
yplies
Equiprent
Land & Sructures
Grats & Claims
Miscellareaus
TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0

CAPITAL EXPENDITURES

CHANGE INREVENUES ( ) |

FUND SOURCE
1002 Feckral Receipts
1008 GF Metch
1004 GF
1006 G=/Program Receipts
1037 GFAVental Halth
Other Geaify Type—Dorotdirese)
TOTAL 0.0 0.0 0.0 0.0 0.0

FY 2009

0.0

(Thousands of Tolrs)

0.0

Estimate ofany auratyear (Fr2003) ast: 00

Check thisbox (%) iffuding farthishlll is included inthe GCovermor™s FY 2004 budget prgposal: [
POSITIONS

Full-are

Farttie

Tenporary

ANALYSIS:  (Attach a Separato page it necessary)

SJR 18 would ask voters in the next general election whether to approve a constitutional amendment that
would limit annual appropriations to no more than 5% of the average year-end market value of the Fund

for the preceeding five years.

SJR 18 would not affect the budgeted costs to manage and invest the Permanent Fund, nor would it
change the amount of income earned by Permanent Fund investments.

See the attached schedule for financial projections of the Fund comparing the "Status Quo" to a 5%
POMYV spending limit.

Prepared by Rdeert D. Stoer, Beautive Directar Phone (Q0N4G-2047
DMISION Aleda Permanent Fund Garporatian Date/Tine 4/5/0B5:00PM
Aporoved bz William Gortus, Cormiissiianer Date 4/29/2008
Agency Department ofRevenue
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Alaska Permanent Fund Corporation
SJR 18 - Financial projection comparison of the Alaska Permanent Fund

under statusnﬁuo versus POMV spending limit, beginning in FYO05.
smiias

-projected-

F0o3 [0} FY05 FY06 FYO7 FYo8 FYo FY10 P11 FY12
Status Quo
Toal Retum  -3.4% 7-3% 7.60% 760 7600 7.6 768 76 7.606 7.6
Piraal -end ofyear @apyouts) 2,38 BB 2410 BB BB BB 7990 B8O D80 A3
Reallizzd eamiings resene @t payauts) 633 338 48 1,102 15 2,08 2,46 2,886 33 38b
Uealizd eamings resene (§5%) 118 610 A0 122 148 1718 199 213 23
Total eamiings reene —end ofyear @lappyouts) 0 516 1,78 2,02 2,813 3456 414 4,816 5483 6,197

Total Verket\alle End of Year Gflapayauts) 239 BB XADl 7118 BSL  D4B R0 B7AS BIR FA5
Amal ret incore @&D 1680 17 187 2@ 21 226 230 231 260

Diviced (lurp sum) -Status QuUo 686 * 510 40 M2 597 766 &7 9 1,09 113
Trarsfer status guo InflascHxoolrg (R o prarcaal) 102 50 612 65 a» 707 = 73 3

FY13

7.600
3,96

4,487
244
6,21

B8l
2,716
1,20

810

*The APFC FYO03 projected dividend, paid to Alaska citizens In October, 2003 Is subjoct to available earnings reserve. Tho volatility In tho stock market has takon earnings reserve to zero or below soveral

times this fiscal year. Iftho earnings reserve balance Is zero or negative on 6/30/03, no dividend distribution will be paid to tho Department of Rovonuo.

projected 5% POMYV beginning in FY05

03 Fo4 FYb FY06 FYo7 F038 FY09 FY10 Fril Fr12
POMV -5% (beginning in FYO05)
Total Retum 7606 7606 7.60% 7.60% 78% 76 7.6 7.6
Total Varket Value End of Year @iamyauts) 21754 245 BH4A0. DB3I® 1B B0B BIAT7S AHAB1 D, Ab
Arual ret incore 1,76 184 1,88 1,953 2,08 2.4 2,161 2,28
POMV Payout aallicble Targgagoriataian n lurp sum 125 1243 1,274 1,39 1.3 1456 1473 150
Syearae.ae marketalle 24,76 2454 540 26,5/6 2788 XB56 20463 DAD

Assumptions: Callan Associates 2003 Capital Market Assumptions, APFC 2003 assot allocation, Spring 2003 rovcnuo forecast, financial statements through 3/31/03. All payouts are assumed

to happen at fiscal yoar end, all dollar valuos in millions.

AloF\RsfBrel Bl Allcs DLt SULoplAFFCSUns quo:3 JLOB N 33vis 101 A 4300, InslUpcilodRa7cL

FY13
7.60%

3L.717
2,26
158

3,33
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FISCAL NOTE

STATE OF ALASKA Fiscal Note Number;
2003 LEGISLATIVE SESSION Bill Version; SJR19

() Publish Date:

Revision Date/Time (\ote ifconrectian): Dept. Affectett: Revenue
Titke Grstatutioal Anendrent:: Dbru Permanent Fund Corp
Permenert Fund Incame Component  Permanent Fund Corp
Sponsor Serator Linmin

RegLester Serate State Affaars Component No. 10

Expenditures/Revenues (Thousands of Dollars)
Note: Amounts do ot irciuce inflstion unlless othermise noted ellow.
OPERATING EXPENDITURES Fr2o4 FY2006 FY2006 FYy2007 FY2008 FY2009
Fersoral Sarviass
Trad
Ctrectial
Syplies
Equiprent
Lad & Structures
Gatts & Claims
Misellasas
TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

CAPITAL EXPENDITURES | I

CHANGE INREVENUES ( ) 1 I

FUND SOURCE (Thousands of Tolkrs)
1002 Feckrall Recesipts

1003 GF Matth

1004 GF

1006 G=/Program Reeipts

1037 GAVetal Health

wer(Specify Type--Do Mkabbreviate)

TOTAL 0.0 0.0 0.0 0.0 0.0 0.0
Estimate ofany auraityear (FY2008) ast 0.0
Check thisbox () iffuding farthis [l s included ntte Govermor™s FY 2004 budget praposal -
POSITIONS
RilHae
Part-tine
Tenporary
ANALYSIS: (Attach a separate page if necessary)

SJR19 would ask voters in the next general election whether to approve a constitutional amendment that
would require distributions from the Permanent Fund earnings reserve be as provided in the existing
statutes for determining the annual amount available for appropriation and the amount of the dividend.

SJR19 would not affect the budgeted costs to manage and invest the Permanent Fund, nor would it
change the amount of income earned by Permanent Fund investments.

Prepared bz Rdoert D. Stoer, Beoutive Directar Phone (Q07)465-2047
Dvisin Alaska Permanent Fund Goporatian Date/Time 51248 3:00PM
Aporoed bz Larry Rasily, Deputy Cormissioner Date myddAr

Agency Department of Revenue
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FISCAL NOTE

STATE OF ALASKA Fiscal Note Number:
2003 LEGISLATIVE SESSION Bill Version: SJR19

() Publish Date:

Revision Date/Time (Note if correction): _Dept_ Affete; Offie oftte Covermor

Tite Qrstitutiodl Amendrent eIy © _BRU Hectios
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OPERATING EXPENDITURES Fr2004 Fy20066 FY2006 Fy207 FY2008 Fr20

Farsoal Saviass
Trad
CntractiaAl 15
Qplies
Equiprent
Lad & Sinotures
Gats & Clans
Misellaeos
TOTAL OPERATING 0.0 15 0.0 0.0 0.0
CAPITAL EXPENDITURES |

CHANGE INREVENUES ( )

FUND SOURCE (Thousands of llkars)
1002 Feceral Receipts
1008 GF Match
1004 GF 15
1006 G~/Program Receipts
1037 GFAVetal Helth
Other Geafy Type-Do rotdinese)
TOTAL 0.0 15 0.0 0.0 0.0

Estamate of any currentyear (Fr2008) ast 0.0

Mark thisbox () iffurding forthisalll is incluced nthe Govermor™s FY 2004 budget: proposall -
POSITIONS

Full-tne

Farttine

Terporary

ANALYSIS:  (Attach a separate page if necessary)

0.0

0.0

This figure includes the cost of providing information about this issue in the Official Election Pamphlet, as

required by AS 15.58. Ifthis measure requires the printing of an 8-1/2 by 18 inch ballot, the cost will
increase by $22.0.

Prepared by, Launi Allrd Phone 465-5347
DMISION Dmvisinof Hlectios Date/Timre 5/12/03 10-10AM
Aproved bz, LauraA. Glasser, Diredor Date 5/12/2008
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LEGAL SERVICES
DIVISION OF LEGAL AND RESEARCH SERVICES

LEGISLATIVE AFFAIRS AGENCY
(Q07) 465-3867 ar 465-2450 STATE OF ALASKA State Goitol
FAX (Q07) 465-2029 Jureau, Alada 99801-1132
Maill Stop 3101 Delnariess o 1295 th, Rn. 39
MEMORANDUM May 13, 2003
SUBJECT: Disposition of Permanent Fund Income; sectional summary
(SJR 19)
TO: Senator Georgiana Lincoln
Attn: Sara Boario
FROM: Tamara Brandt Cook

Director h< P

Sec. 1. Amends the state constitution by requiring income of the permanent fund to be
placed in the earnings reserve account and distributed as provided for under three statutes
as they read on July 1, 2002. The statutes are: AS 37.13.140, income of the permanent
fund; AS 37.13.145, disposition of that income; and AS 43.23.025, amount of dividend.

Sec. 2. Adds a new subsection to the state constitution providing that AS 37.13.140,
AS 37.13.145, AS 43.23.025, and provisions of law referred to in those sections as they
read on July 1, 2002, remain in effect unless amended or repealed with the change
ratified by a majority of the voters voting on the question. Also provides that money may
be appropriated from the earnings reserve account only as authorized under
AS 37.13.145(b), transfers for dividends, and AS 37.13.145(c), transfers to permanent
fund principal for inflation proofing, as those statutes read on July 1, 2002. Money
appropriated for other uses must be ratified by a majority of the voters voting on the

question.

Sec. 3. Suspends the amendments under secs. 1 and 2 of the resolution on the date of a
determination by the IRS that the permanent fund is subject to taxation. The suspension
terminates on the date the amendments are repealed or 180 days after a nonappealable
judgment by a federal court deciding the fund is not subject to taxation as a result of the
amendments. The amendments are repealed 180 days after the date of a nonappealable

judgment that the fund is subject to taxation.

Sec. 4. Directs the amendments proposed by this resolution to be submitted to the voters
at the general election to be held in 2004.

TBC:mdr
03.115.mdr



THE
FOLLOWING
DOCUMENT(S)
ARE
POOR
ORIGINAL
COPIES



May 13 2003 11:33 HP LASERJET 3330

A laska State L egislature

Please enter into the record my testimony to the Senate State Affairs Committee on
SJR 19/ Constitutional Amend.: Permanent Fund Income. Date: May 13, 2003

ALASKA VOTERS ORGANIZATION
RESOLUTION 2003-10

A Resolution to the 23rd Alaska State Legislature in SUPPORT OF SJR 19. which authorizes an
election to decide if the voters of Alaska wish to approve a Constitutional Amendment, that will
protect the Permanent Fund Dividend program.

WHEREAS, most candidates elected in November 2002 promised they would not touch the
Permanent Fund, without a vote ofthe people; and

WHEREAS, the Legislature and Governor are proposing appropriations from the Permanent
Fund earnings, which is in opposition to the intent of the 1999 advisory vote and election

promises made during the 2002 election campaign; and

WHEREAS, the legislature has failed to recognize the direct correlation between increased state
spending and reduced oil royalty payments being the underlying reason for the growing budget

deficit; and

WHEREAS, the legislature has continued to fund our state government at an unsustainable
level, by making annual withdrawals from the Constitutional Budget Reserve; and

WHEREAS, the legislature continues to deplete our Constitutional Budget Reserve and has
failed to submit any plan to repay this “rainy day account”, as required by the Alaska

Constitution; and

WHEREAS, the annual Permanent Fund Dividend has become a huge economic engine most
business owners and Alaskan citizens rely on each winter; and

WHEREAS, 83% of voters in the 1999 special advisory election clearly said they could spend
their dividend belter than the government and rejected the option of legislative appropriation of

the Permanent Fund earnings; and

WHEREAS SJR 19 would insure that the fund’s principle remains protected through inflation
proofing; and

»

WHEREAS, if approved by the legislature, SJIR 19 will put the question of whether the
Permanent Fund Dividend program should be Constitutionally protected on the ballot for all

citizens of Alaska to vote on; and
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WHEREAS SJR 19 would give the legislature much needed direction to solve the most serious
problem currently facing our state;

NOW, THEREFORE, BE IT RESOLVED by the Alaska Voters Organization, Board of
Directors, that SJR 19 be approved by the 23rd Legislature and put on the ballot for a vote of the

people; and be it

FURTHER RESOLVED that the legislature should prioritize spending and make the necessary
cuts required to obtain a government of tire size and cost that Alaska can afford, without

negatively impacting those citizens most at risk;

Adopted by the Alaska Voters Organization Board of Directors; this 6thday of May 2003.

Signed:

Mike McBride,
Board President

Attest:

Laurie Churchill,
Board Secretary

Alaska Voters Organization
PO Box 2016

Kenai, Alaska

99611-2016

(907) 776-8008
akvoters@ uci.net
wwvv.akvoters.org
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Alaska Permanent Fund Corporation

Status quo dividad payout as a peraant of tte e year average narket valle (premyat)

$millios

FOo3 o4 FY05 FY06 Y07 FY08
Dviced (lupsum trasi) -
Satsquo famula 686 510 40 U2 507 7856

Syearaeraenaretacrae = 48

Diviced (lupsum) % ofs
year moving aerage 2.68% 2.03% 1.65% 1.77% 2.2 2. 7%

5B A6 52 DBP 764

FerCGpitaDvicad  $1,10 $80 $40 $30 $$0 $,20

eper capita dividend in dollars, rounded lo lhe nearest $10

Status quo - MOMA volatility modol projections as of 12/31/02
Updated with March 03 Financial Statements, and Spring oil forecast out to 2015, Callan 2003 Capital Market assumptions.

Estimated return 7.G0% beginning In FYO05, roalizcd return, vnrios from 1.3G in FY03 to a high ol 7.33 In FY13

F:\Personal Excel files\Budgot Status_quo\APFC 0303103.No_33.2003CMA .xls

FYO FY10 Frii Fy12 FY13 Fri4
&7 9 1,08 1131 1,29 1Lz

HD3HB 36 P HB 4 B
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FY03

Dviced (lupsum triarsi|) -
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Total Payout 686
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Residlal ssa% s yearnoving aerage 00%
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Alaska Permanent Fund Corporation
5% payaut oFfiveyear average market alle, divicad status Lo, residLel of5% peiid aut farplblicsenias
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({07 (21(03) FY06 (21074 FYG8 A FY10 Fr11 Fr12
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510 1,25 128 1,274 139 130 145 1473 150

5B 2416 A% D58 DHBS56 2768 BSE DB DA
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00% 3.3 328 27% 22% 19M% 1.8 1B 1.7%
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By Overnight Deliveiy

Mr. James L. Baldwin

Assistant Attorney General

Alaska Department of Law RECEI\/E D

Civil Division

P.0. Box 110300 AR21 198

Juneau, AK99811-0300 SIMb'ov/ix, 1m— . m— iwaST,
SORENSEN &L.ORENSEM

Re: Alaska Permanent fund Corporation

Dear Jim:

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

I. Executive Summary

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

First, it might be argued that the constitutional doctrine of implied immunity of
state instrumentalities from federal taxation applies. A3wc concluded before, this
doctrine has been so narrowly construed that it offers only questionable protection. The
few legal developments under this doctrine have only reinforced our previous

conclusion.
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I1. Constitutional Immunity

The 1988 Report concluded that the constitutional doctrine of implied
intergovernmental tHx immunity had heen ro narrowly interpreted over the years that it
was unlikely to provide a reliable basis for arguing that any income received by a state
was immune from federal taxation should Congress choose to impose such taxation. At
one time, the constitutional doctrine of intergovernmental tax immunity held that, as a
matter of constitutional relationship between the federal government and the states, the
federal government may not tax the sovereign states. This doctrine has been so eroded
over the years that it is difficult to determine what its remaining scope might be.

During our previous consideration of this issue, the Supreme Court decided
South Carolina v. Baker, 465 U.S. 505 (1988), which held (among other rulings) that
the doctrine of intergovernmental immunity did not bar a nondiscriminatory federal tax
on interest earned by holders of state government-issued bonds (*“[Tjhc States have
never enjoyed immunity from all federal taxes considered to be ‘on’ a State.”).
Although that case did not deal with a federal attempt to tax a state or state
instrumentality, but rather a state attempt to dealt with a tax on bondholders, the Court
offered a sweeping analysis of the doctrine of intergovernmental tax immunity, a
disuussiun which might be characterized as dicta. Although the Court never addressed
the question of the “extent to which, if any, States are currently immune from direct
federal taxation,” 485 U.S. at 523 n. 14, the decision includes the often-quoted caveats
that “at least some state activities have always been subject to direct federal taxation”,
485 U.S. at 523 n.14, and “at least some nondiscriminatory federal taxes can be
collected directly from the States even though a parallel state tax could not be collected

directly from the Federal Government.’5 485 U.S. at 523.3

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

3The Court defined “directly” with respect to a state tax on the federal government as
“'when the levy falls on the United States itself or on dll dJENCY or instrumentality BOclosely
connected to the government that the two cannot realistically be viewed as separate entities
and Indicated that the same definition applied to a federal tax on a state. 485 U.S. at 523.
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I11.Fcdcral Taxation Does Not Reach Income Earned by an Integral
Part of a State

Wec previously contended that the strongest argument was that the Fund and the
APFC were an “integral part” of the state, and thus wholly outside the federal tax code.
That is, the IRS has consistently taken the position that the federal income tax law docs
not impose income Uu on income earned directly by a State or an entity that is an
“integral part” of a State absent a specific statutory provision.

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

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

0BS production on Indian reservations by non-Indiian lessees, Cuilun Petroleum Corp. v New
Mexico, 490 U.S. 163 (2988) (describing the intergovernmental inmrunities doctrine as
““thoroughly repudiiatect™ by modem case law'’); and whether state use taxes on bankruptcy sale
proceeds unduly burden the processes of the federal bankruptcy court, california V. Sierra

SummitMnc, 490 U.S. 844 (1989).

5See the Report, at footnotes 26 and 3o, for adiscussion of the varying formms of IRS
interpretations and rulings, and their precedential weight. In this letter, we have included
m of many Private ﬁer Fullngs (PLR}V\IIu are Wltgnseaéjvloe prowdeicii to taxpayers]c

It Written requests for rulings on specific ISSUES aspecific seto

facts. Under section 61 10(23), aﬁrwl%srivaisgfgtter rulings are directedLgnTy aﬁﬁg r that
requested the ruling and may not be used or cited aSprecedent. — since the IRS has substantially
reauced its output of published guidance and no longer produces even general counsel
rrmorarda(dlswssed at footnote 30 ofthe report), private rulings d'€ dvaluable window into
the developing position of the IRS, particularly inareas such as this which are rarely the subject
of published guidance and even MOI€ rarely I|t|gated. Although nonprcccdcntial, prlvaIe |etter
rulings alsognn provide a besis for seeking a similar interpretation by the IRS with respect to
similar fact eims.
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subject to laws governing the conduct of state agencies, e.g., open records law, open
meetings laws, and FOIA. The attorney general provided legal counsel.

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

authorized to do so.

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

During our work on the 1983 Report, the IRS issued a private letter ruling
rejecting the exempt status ofthe MET. PLR 8825027 (March 29, 1988). The IRS
discussed the “integral part” theory only briefly, concluding that MET was not an
integral part of the state. The key factors mentioned in the IRS ruling were that it was
created as a corporation to operate independently from the state; the trustees' decisions
could not be overridden by any state agency; the funds were not derived from the state,
were not subject to the claims of the state’s creditors, and were not considered state
funds; the state could not loan, transfer, or use MET funds for any purpose; and the
MET funds could be used only for the tuition payment or refunds to investors.

Michigan then filed returns and sued for a refund of the taxes paid. Inthe
District Court, the parties stipulated the facts and filed cross motions for summary
judgement. The District Court denied the refund claim, determining as a matter of law
that the MET was subject to federal taxation. michigan V. United States, 802 F. Supp.
120 (W.D. Mich. 1992). Michigan raised, and the court addressed, several possible

dc-111890
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Unfortunately, the 6lh Circuit’s decision is so uver-inclusive in its argument and
use of analogous legal tests that it is somewhat muddled, and to some extent confuses,
rather than clarifies, the appropriate legal standard under the "integral part” theory. The
6th Circuit seemed to feel that it had to conclude that the MET was not only an
instrumentality but also a political subdivision in order to conclude that it was an
integral port ofthe state. The Court determined that the statutory description ofthe
MET as a ""public body corporate and politic'* rendered it a state instrumentality. 40
F.3d at 818. The Court relied on an Advisory Opinion of the Supreme Court of
Michigan that the grant of corporate powers to a state agency rendered it a ""quasi-
coiporation” but that the agency nevertheless "remains an instrumentality of the State.”
Id (quoting Advisory Opinion re Constitutionality of PA 1966, 380 Mich. 554,575, 158

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

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

on behalf of the state. Id. at 825.

Citing prior authoritiesZ, the Court focused less on the creation and powers of the
entity rather than its purposes, finding that the "'real criterion” was whether Uie activities

Not surprisingly, this aspect of the Court’s decision hes been criticized as confused
and inconsistent with the authorities relating to political subdivisions, prinerily on the grounds
that MET wes not granted sovereign powers.

40(6215m)i(sl:sxi)(|){1er v.Sham bExr)glgs (I:E;Itatewl44 F.2d 998 (2d CE]I’. 1%4), cert, denied, 323
us 72(1 authority is political subdivision eventhou? it hed no power to inpose
taxes or edgethe credit ofthe state and wes not suhect to Cbbt— |mt|ngp rovisions O:fstate
constitution). Critics question how IVEET can be a political subdivision without sovereign
powers. The political subdivision argument is not likely to mstrong outside the 6th CIFCUIt, due

primerily to the lack of sovereign powers. The case lawis quiite old that a political subdivision
MUt have sovereign powers, defined asthe power to tax, the powor of eminent donein, and the

power to regulate (the police ). Thecase cited, shamberg SEstate, iSthe leading
“political subdivision” case. Itdealt Witha pOf't authority that hedeminent donmain and police

powers, but not the power to tax - it wes held to be a political suiodivision.  Other political
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speculated that it could not be ruled out for the future), and concluded that, on balance,
the presence of five factors led to the conclusion that it was a state instrumentality.10

The Court also distinguished United States v. Maryland Savings-Share
Insurance Corporation, 308 F.Supp. 761 (D. Md,), rev'd on other grounds, 400 U.S. 4
(1970) C'MSSIC*), which was discussed in our Report at pages 85-90. InMSSIC, the
Supreme Court upheld the lower court’s conclusion that a nonprofit insurance
corporation charted to insure savings and loan accounts was not exempt fkoin federal
taxation as an instrumentality. The 6th Circuit pointed out that that MSSIC was a
private corporation, organized by and ior savings and loan members, with a Board
largely comprised of elected directors. 40 F.3d at 827-828. In contrast, the MET was a
public instrumentality, bad a board appointed by the governor, and was delegated
authority to contract on behalfof the etate.

The court, also rejected both of the government’s arguments that tire Uust could
not be an integral part of the state because its corporate form made it functionally
independent and because the source and earmarking of funds made it fiscally
independent. The Court determined that it was "immaterial’ that the state chose to use a
public corporation rather than to assign the functions to a traditional department. 40
F.3d at 828. The Court cited the example of the U.S. Postal Service as a corporate entity
that did not become taxable by virtue of its corporate form. 40 F.3d at 828-29.

Similarly, die Court rejected lhe argument that the source or earmarking of funds was
determinative, again citing the example of the U.S. Postal Service, the TV A, and ports
authority as examples of governmental instrumentalities that obtain funding from

private sources and arc earmarked for the performance of public functions that the
agencies were created to perform. The Court was also critical of the government’s focus

lit Oritics argue that this six-factor test of*instrumentality’” is irrelevant for two reasors.
First, it wes developed in adifferent context involving different law; legislative history and
intent, and diifferent requirements (ERISA and governmental plans). This argurment wes made
by the IRS incriticizingthe ME T case in subsequent rul_irgs. See, e.g., PLR 9809013 (Nov. 7,
1997); PLR 9706006(Nov. 871996); PLR 9627016(Apil 5,1996); PLR 9622019 (Feb. 28,
1996). The IRS’s challenge isa bit disingenuous, however, since it wes the IRS itselfthat
Issued a series of GCMs and rulings relying on this six-factor test for purpose of section 115,
See. e.g. GCM 34704$Dec 2, 1972); G.CM. 34502 (Mhy 2 , 1971); PTR8820030 (Feh. 16,
1988); PLR 8740015 (July 2, 1987); PLR 8650017 (Sept. 10, 1986). Second, critics argue that
“instrumentality” is NOL SYNOMYMOUS WIth “political subdivision” OF “integral part ofa
and thet instrumentalities are not even certain of jon uncer section 115, See, eg, Letter
to Editor fromProf. Elltn P. April, 66 Tax Notae 121 (Jan. 2, 19%) (oitingMaryland Savings-
Share Insurance Corp. V. United States. 400 US. 4,7 n.2 (1970) cmssic") and Rev. Rul. 77-

261,1977-2 CB. 34).
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1 Florida Hurricane Catastrophe Fund

In 1995, Florida successiibtained a private ruling which held that the
Hurricane Catastrophe Fund (""CAT Fund”), a trust fund created by state law, would be
considered an integral part of the state. PLR 9507037 (Nov. 4,1994). It is described as
a “trust fund under state law”, 1.€., a separate legal entity, but it does not appear from the
ruling or the state statute that it was structured as an actual trust but rather as a state
fund. Participating insurers were to pay premiums into the fund, and would be
reimbursed for a percentage of losses resulting from certain events. The state also
imposed an assessment on a broader class o f insurers, including many nonparticipants,

with the revenues to be earmarked for the fund.

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

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

The ruling does rely on the state’s exercise of its taxing power and “significant
contribution™ of monies to the fund, the state’s power to appropriate monies from the
fund for certain specified purposes, and the state’s receipt of the assets upon dissolution
as significant factors in concluding that the state has a “financial interest” in the fund.
Another factor cited by the ruling was that the monies could only be used for purposes

dc-l 1180
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kept in a trust fund outside the state treasury. The fund revenues came principally from
annual premiums for the policies. The fund was authorized to levy annual assessments
un insurers in Lheslate. The law also created a special mortgage recording fee to be
earmarked for the fund. Ifthe fund was insufficient to pay claims, the law also provided
for increased assessments on insurers, or additional special assessments, or surcharges
on hurricane policy premiums. Additionally, the law authorized creation of a bond fund
within the state treasury, and authorized the commerce department to issue state debt
obligations whioh wovldnot be backed by the full faith and credit of the state, as well aa
other further revenue bends which would be backed by the full faith and credit ofthe
state under certain limited circumstances. The bond fund would make loans to the trust
fund to support its operations. Upon dissolution of the fund, any remaining monies after
settlement of any claims, would revert to the state general ftmd.

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

integral part of the state.

3. California Earthquake Authority

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

subject to public rate-making procedures.

The fund was governed by a board consisting of three voting members, all state
officials, and two nonvoting members, both legislators. The board members could
designate a state employee to serve in their place. The board also had an advisory panel.
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Other faciors cited in the ruling were the significant government interest set forth’
by the state in providing assistance to its citizens and economy in the event of natural
disasters of the magnitude of an earthquake. The stale also had argued that this plan
represented an exercise ofthe state’s power to regulate an industry, and that the fund
was as valid an exercise of state power as the regulatory alternatives.

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

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

CEA.

Then in June, 1996, the 1Kb reinstated the ruling granting exemption as an
integral part of the state without discussion. PLR 9641010(June 25.1996) (reinstating
PLR 9622019). The ruling noted that the state legislature was considering legislation
affecting the fund, and warned that the IRS was not giving any opinion as to the
continuing exempt status of the fund if the legislation were to be enacted.ll

After the California legislature further amended the statutory scheme, the state
again sought a reaffirmation of the JLKS's ruling. Subsequently, the 1Kb again issued a
ruling to California, concluding that after numerous statutory changes, the CEA was an
integral part of the state. PLR 9706006(Nov. 8, 1996).

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

11Published accounts of the california Earthquake Authority tax negotiations, discussed

below, and private discussions with Florida, Hawaii, and California state officials and IRS
officials reveal that the 1IRS Was very concerned about the 0verwhelmingly private benefit
characteristics ofthese funds. The IRS required amendments, if necessary, to strengthen state
control, to impose requirements that assets revert to the state upon dissolution (although given
the nature of these funds, the possibility of remaining assets is so remote as to be meaningless),
and most important, to require asignificant state financial commitment.
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had its own officers and employees, and was not under the wmlrul of any alate agency or
any one political subdivision. PLR 9009063 (Dec. 8 ,1989).14

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

state.

Certainly, there are other rulings that conclude that a corporation can be an
integral part of the state. For example, the Hawaii hurricane fund was organized as a
public corporation, yet the IRS did not raise that as an issue. Itwould appear generally
that while corporate status is a significant factor for the IRS, it may be neutralized by
sufficient evidence of state control and, in the words ofthe IRS, “domination.” €€,
€.0., G.C.M. 39601 (Jan. 30,1987) (lawyer trust fund); G.C.M. 38921 (Nov. 26, 1982)
(housing authority).15 Yet is extremely difficult to predict when separate organizational
structure Will be determinative or what level of government control renders a separately

organized entity an integral part of the state.

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

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

In one recent ruling, the IRS held that a trust was an integral part of the state
regardless 0fthe fact that was created as a separate and distinct entity apart from the
political subdivision. The IRS reviewed a trust set up by a municipality to pay retiree
medical benefits. PLR 9809013 (Nov. 7,1997). Although the municipality asked for a
ruling under section 115, the IRS concluded that section 115 did not apply because the

HUSee also PLR *>774052 (May 7.1, 1989) (arts commission is “corporate and politic,”
therefore not integral part).

BSee also PLR 892»?05fi (Ft.b 7.7, 1989) (An unincorporated city economic
development board war, not an integral part because the board could hire its own staff who were
not considered city employe«f. The board wjs created under state statute and funded by taxes,

board members were appointed by the city, the city budgeted expenses, the board submitted
financial reports to city, city audited the board).

(c-111890
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Yet another group of rulings echo the MET ruling in considering the source
and/or destination of the assets and income ofthe entity. In 1994, the IRS held that a
trust fund created by a state court to collect private contributions to pay for judges’
portraits was an integral part of the state. PLR 9439008 (June 30, 1994). The funds
were from private sources and there was no financial commitment on the part of the
government. A key factor in the ruling, however, were that the court created the trust
and controlled it through its ability to select and discharge the state employees who
controlled the funds and the trust. Moreover, reflecting the IRS’s interest (sometimes)
in the destination o f funds, the ruling was expressly made contingent on trust documents
being amended to provide that any funds remaining after the purposes were met would
be delivered to the government’s general fund, The ruling concluded that the trust was
an integral part of the state, since it was created by the court, controlled by the court
officers, and upon termination, any remaining funds would go the state general fund.

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

merit discussioa

Another recent ruling addressed funds created by state officials from the
proceeds of litigation judgments or settlements. The state created two funds to hold
settlement payments received as a result of litigation by the attorney general. PLR
9733003 ((May 9,1997). A fund was created in the state treasury to hold litigation
judgments or settlements, and was controlled by the treasury department Distributions
from the fund were made pursuant to court order. All income from investment of the
fund was deposited in the fund. Fees were paid to the treasurer for investment and
administrative services. The fund consisted of two litigation settlements, funds A and
B. Settlement A was from state litigation against a trade school. The state court’s order
required the Attorney General to create a fund, fund A, to receive payments from the
defendants for civil penalties, attorneys fees, and restitution to students of the school.
In other words, the proceeds in the fund were to be paid as restitution to the individual
claimants. The second fund, fund B, consisted of settlement proceeds of antitrust cases
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private benefit. It is unclear why the IRS has adopted this analysis, but it is equally
clear that not only is it now a key element under section 115, there is anot insignificant
likelihood that the IRS may wcii import it into an “integral part of the state™

determination as well.

D. Summary Regarding Integral Part Theory
Overall, we believe tliai these developments have helped to further elucidate the

courts’ and the IRS’s rationale under the integral part theory in ways that generally arc
favorable to the fund and the APFC. The MET decision is particularly generous, as are

the disaster fund rulings.

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

the state.

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

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

A comparison o f MET with the Alaska Permanent Fund and APFC is both
instructive and reassuring. The key characteristic of the MET and similar prtp~d
tuition programs, which gives pause to the IKS and, we suspect to any court, is the
source and destination o fthe program funds at issue. The MET may have had all the
appearances of being a part of the state, but it was still wholly a private activity
conducted by private investors for the benefit of private beneficiari«B. The atata

dtc-111890
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skeptical of its reliance on the political subdivision cases in particular, or its apparent
finding that “instrumentality” status is sufficient for exemption under the “integral part”

theory.

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

IV.Secfion 115Exclusion From Income

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

A. Michigan Educational Trust

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

17 . . .
Section 115 and “'integral part” theory are not merely alternative arguments. The
distinction has important consequences— if the income were excludibie under section 115, ,

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

the public benefit.

C. Section 115 Rulings

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

guidance.

ISApparently, even ifthese self-insurance entities are not organized as separate
corporations, they are treated as such by the IRS (absent exclusion under section 115) because
unincorporated entities primarily involved in insurance activities are taxable as corporations.
Rev. Rul. 83-132,1983-2 C.B. 270.

de-111890



r.

QJ 98 fK

Morrison & Foerster LLP

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

were school district employees. The board held legal title to cash and other propeity
contributed by the members. The board could enter into contracts for administrative and
custodial services, the investment goals were safety, liquidity, and return on
investment. The income could not accrue to a private party. Upon dissolution, assets
would be distributed to the members.

The IRS concluded that "'[t]he investment of positive cash balances by a state or
political subdivision thereofin order to receive some yield on the funds until they are
needed to meet expenses is a necessary incident of the power of the state or political
subdivision to collect taxes and other revenues for use in meeting governmental
expenses.” Therefore the fund performed an essential government function. Since no
part of it accrued to any private party, members could redeem their interest at any time
except during emergency situations, and the dissolution clause provided that the assets
returned to members. The IRS held that the income accrued to a state or political
subdivision. The fund wtm a wholly-owned instrumentality of the political subdivisions,

and its income was excluded under section 115.

This approval of governmental investment activities as essential governmental
functions has been criticized by some commentators who favor restricting state
exemption from federal taxation. It also potentially creates some tensions with the IRS
position on programs like the prepaid tuition programs, where the IRS takes the position
that it is not an essential governmental function fur the government to lend its own
exempt status to the investment activity of individual investors. The IRS faces this
difficulty particularly in reviewing programs in which the state indirectly conducts

investment activity on behalfof individual beneficiaries.

2. Litigation Settlement Funds

As discussed above, several ruIings address funds created by state officials from
the proreeds of litigation judgments or settlements. In one case, a state created two
funds to hold settlement payments received as a result of litigation by the attorney
general. PLR 9733003 ((May 9, 1997). Settlement A was from state litigation against a
trade school; the proceeds in fund A were paid as restitution to the individual claimants
who were former students o f the school. The second fund, fund B, consisted of
settlement proceeds of antitrust cases in federal court brought by the state asparens
patriae for its residents. The plaintiff class members who were to receive the settlement

proceeds in fund B were the state and municipalities.

The IRS eeemed to conclude without discussion that the funds were on essential
governmental function. Applying the accrual test, however, the IRS determined that
only the income of fuud B was excluded from gross income under section 115, since

dc-1 11890
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D. Summary of Section 115

It is clear from the rulings that the IRS adopts a very broad view that an
“essential governmental function” is whatever the state legislative says it is. Most
rulings quote Rev. Rul. 77-261, which stated the premise that “it may be assumed that
Congress did not desire it any way to restrict a state’s participation in enterprises that
might be useful in carrying out those projects desirable from the standpoint of the state
government which, on a broad consideration of the question, may be the function ofthe
sovereign to cond u ¢t e, €.0., PLR 9669634 (Dec. 1,1995).

For purposes of the accrual test, the IRS has long looked to the destination of the
funds and more particularly, looks for benefits to private individuals, whioh apparently
is fatal under section 115 (although apparently not under the “integral part' theory,
under the MET decision and disaster fund rulings). Certainly in the MET ruling, the
IRS made its decision based on a private benefit analysis without any actual discussion
of accrual. This seems to reflect a trend toward emphasizing a concern with benefits to
private individuals over the historical understanding of the accrual test (which required
that the income must accrue in a technical sense). J€€ Rev. Rul. 90-74. To some extent
the IRS appears to use the private beneficiary test as a separate requirement from the
accrual test, rather than apart of it, S€€, €.0., PLR 8825027 (MET). On the other hand,
there are numerous rulings in which the IKS has granted section 115 exclusion to
governmental pension plans, which exclusively pay benefits to individuals. S€g, €0,
G.C.M. 34704 (Dec. 2, 1971); PLR 8825027 (July 2,1988). The IRS has not explained
how it distinguishes pension plans from prepaid tuition plans in terms of the applicable
criteria. One possible explanation is that the rulings also appear to reflect a trend toward
examining whether the activity benefits the government financially by relieving itof
some present or future financial obligation, which can have the effect of permitting
private benefit which is considered “incidental” to the public benefit, resulting in an

even more generous application of section 115.

Although there is no authority for this argument, it may be possible to argue
under section 115 that any income that does not benefit private parties (i.e., is not
transferred to the dividend fund) should be excluded under section 113. We find no
rulings addressing whether income can be allocated in this fashion, although the MET
ruling determined that the payments by the state and investors into the fund were
excludible, presumably as some form of “capital” contribution. Section 115 does not
purport to characterize all of the income of an entity as taxable or excluded from gross
income. Rather it provides that “gross income does not include™ income of a certain
character. Arguable, income that in fact accrues to the state should be excludible, even
if the income that ultimately benefits private persons might not be.

dc-111890
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V1. Conclusion and Recommendations

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

The many rulings issued by the IRS, while not authoritative, arc nevertheless

instructive. Itis clear that many of the factors discussed in rulings relating to legislative

urposes, governmental function, and state control are present in the Fund and APFC.

€€ Report at 45-64, 104, 122-25. The recent rulings reinforce the importance o f these
indicia of state creation, control and domination. While wc would reiterate our
preference that the Fund be managed by an agency rather than a corporation, the
statutory amendments and other changes in the APFC’s mode of doing business have
dune much lu relieve this concern. The several rulings grunting Integral part status to
corporations also indicate that although this may be an important threshold
consideration for the IRS, it does not appear to be determinative given sufficient
evidence of state control and financial commitment,

We continue to be concerned about the potential perception ofthe dividend fund
program as an improper private benefit, particularly in light of the wide-ranging
discussion about Lhe futuit of the Fund dud the dividend program. W hile private benefit
has always been an element of the accrual test under section 115, it increasingly appears
to be an important criterion of independent significance. The rulings suggest that
private benefit is simply impermissible under section 115. other than that incidental to
the public purpose (e.g., payment of state employee insurance claims under a pooled
insurance program). Itis unclearto what extentthe income ofthe Fund, although it
clearly accrues to the State, might be considered to ultimately benefit private

beneficiaries.

The developments of the last ten years also have revealed the surprising extent to
which this concern with private benefit seems to be influencing the IRS’ interpretation
of the “integral part' theory. Since that theory has been developed in only one case,

ET, which the IRS rejects, the IRS presently is to a great extent in a position to
interpret “integral part of a state™ as it chooses, constrained only by its own prior (and
reversible) rulings. On the other hand, the disaster fund rulings seem clearly to suggest
that private benefit is not a bar to an entity being characterized as an integral part of the
state. In cases where there is significant private benefit, the IRS appears to be willing to
overlook it if there is not only sufficient evidence of public purpose end state control,
but also a significant state financial commitment such that the assets of the state are at
risk in tho enterprise. Although this focus on the state’s financial commitment does not

dc-111890
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Alaska State Legislature

Please enter into the record my testimony to the Senate State Affairs (committee name)

on SJR19 , dated 051303

I would like the following message to be added as written testimony to SJR 109.

Please support SJR 19.

This legislation will put an end to all the proposals to raid the Permanent Fund. The
PEOPLE of Alaska have said 'NO' to such raids every time they are proposed, but it
would only take ONE instance of inattention to allow the Permanent Fund to be lost.

Please vote in support of SIR 19.
Your constituents WILL remember that you did.

Joann Odd
P.O. Box 39296
Ninilchik, AK 99639



MY 19 2003

A laska State L egislature

Please enter into the record my testimony to the Senate State Affairs Committee
committee name

Committee on SJR 19 Date, 5-13-03
bill #/ subject

With all the numerous Permanent Fund bills submitted before the 23rd legislature SJR 19 is one of the
best. It can save the permanent fund and not raid the fund as others will.

Please support SJR19 for the continuation of a legacy for the children of Alaska.

We must guaranty a vote by the people of Alaska before we spend any permanent fund money.
After all it is the Permanent Fund not the Temporary Fund.

Signed: Malcolm G. McBride

Testifier

4 Voter household
Representing (optional)

1111 Fifth Avenue, Kenai. Alaska 99611
Address

907-283-7409 or 398-9177

Phone number



A laska State L egislature

Please enter into the record my testimony to the Senate State Affairs Committee on
SJR 19/ Constitutional Amend.: Permanent Fund Income. Date: May 13, 2003

ALASKA VOTERS ORGANIZATION
RESOLUTION 2003-10

A Resolution to the 23dAlaska State Legislature inSUPPORT OF SJR 19. which authorizes an
election to decide if the voters of Alaska wish to approve a Constitutional Amendment, tratwill

protect the Permanent Fund Dividend program.

WHEREAS, most candidates elected in November 2002 promised they would not touch the
Permanent Fund, without a vote of the people; and

WHEREAS, tre Legislature and Governor are proposing appropriations from the Permanent
Fund earmings, which is in opposition to the intert of the 1999 advisory vote and election

promises made during the 2002 election campaign; and

WHEREAS, tte legislature has failed to recognize the direct correlation between increased state
spending and reduced oil royalty payments being the underlying reason for the growing budget
deficit, and

WHEREAS, tre legislature has continued to fund our state government at an unsustainable
level, by making annual withdrawals from tie Constitutional Budget Reserve; and

WHEREAS, tie legislature continues 1o deplete our Constitutional Budget Reserve and has
failed to submit any plan to repay this “rainy day account”, as required by the Alaska
Constitution; and

WHEREAS, the annual Permanent Fund Dividend has become a huge economic engine most
business owners and Alaskan citizens rely on each wirter; and

WHEREAS, 83% ofwvoters in the 1999 special advisory election clearly said they could spend
theirdividend better than the government and rejected the option of legislative appropriation of

the Permanent Fund eamings; and

WHEREAS SJR 19 would insure thet the fund’s principle remains protected through inflation
proofing; and

WHEREAS, ifapproved by tre legislature, SJR 19 will put the question of whether the
Permanent Fund Dividend program should be Constitutionally protected on the ballot for all

citizens of Alaska to vote on; and



WHEREAS SJR 19 would give the legislature much needed direction to solve the most serious
problem currently facing our state;

NOW, THEREFORE, BE IT RESOLVED by the Alaska Voters Organization, Board of
Directors, that SJR 19 be approved by the 23rd Legislature and put on the ballot for a vote of the

people; and be it

FURTHER RESOLVED that the legislature should prioritize spending and make the necessary
cuts required to obtain a government of the size and cost that Alaska can afford, without

negatively impacting those citizens most at risk;

Adopted by the Alaska Voters Organization Board of Directors; this 6lhday of May 2003.

Signed:

Mike McBride,
Board President

Attest:

Laurie Churchill,
Board Secretary

Alaska Voters Organization
PO Box 2016

Kenai, Alaska

99611-2016

(907) 776-8008
akvotcrs@ uci.net
www.akvotcrs.oru
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Alaska State Legislature

Please enter into the record my testimony to the ~ gx\oJrL -W & \YIS
committee'name
Committee on , dated 5/13/03
bill #/ subject public hearing date
Signed: cj~LC<j ajul (- I J)
Testifier

Representing (optional)

M P>0% n \KiSici <Y}b35
Address

Phone number



Dear Legislators:

lam in favor of the passage of this bill because it protects the PFD and prevents
it from being tapped without a vote of the citizens of Alaska. Itwill help to keep
the permanent fund; PERMANENT After all the PDF does belong to the people so
why shouldn't we have a say on how the government spends our resources.

Iwas very disappointed that the bill HIR3 was held up in com m ittee because it
would have required a 60%, of Alaskan voters to pass government spending. This
bill lowers that figure to a 50% vote but SJR19 will at least give Alaskans a voice.
I have been hearing an outcry from the mainstream Alaskan on what this
government has been implementing so lrecommend that if all of our legislators
wish to remain in public office for another term that they remember what they
promised the people when they were campaigning. No new taxes, to protect the
PFD and to cut the size of government. Please remember that you were put in
Juneau to serve the people of this state. Ithank you for your time and | pray for a
result that will accommodate the majority of the people of Alaska and not special

interest groups.
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S enate committee report®
First Committee of Referral

DATE: 5/10/03 FURTHER: Health, Education and
Social Services

Date of 5-Day Notice: g ? / DATE TURNED «~» [/ -

(in accordance with Uniform Rule 23) IN TO OFFICE: . ly  ——

State Affairs Committee considered SENATE JOINT RESOLUTION NO. 20

SJR 20 US COAST GUARD ROTC IN ALASKA

Relating to the establishment of Reserve Officer Training Corps programs in Alaska by the United States
Coast Guard.

and recommends: Senate Bill:
M same title
be replaced with [ 1 new title
House Bill:
adopt previous _ [ ] same title
[ ] technical title
attached amendment(s) [ ] new: SCR #_
adopt Letter of Intentb y Committee
further referralt o Committee
NEW FISCAL NOTE(S): PREVIOUS FISCAL NOTE(S):
Department Department
[ ] APPROPRIATION - no fiscal note
Do Not
SIGNATURES AND RECOMMENDATIONS Pass Amend

Chair,
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FISCAL NOTE

STATE OF ALASKA Eiscal Note Number:
2003 LEGISLATIVE SESSION Bill Version:

() Publish Date:

Revision DateA ime (\ote ifcorrectian): Dept. Affedie™ DMVA
Titke US Coast Guard ROTC Program BRU
Component

Component No.

EXpendlturES/RevenUES (Thousands of Dollars)
Note: Amounts do ot inciuce it uinless otterwise roted ellow. .
OPERAT ING EXPENDITURES Fr2o4 FY206 FY206 Fr2007 FY2008 FY 2009
Persral Sarvicss
Tradl
CntrectLal
yplies
Eouprent
Land & Structures
Grants & Claims
Miscellarenus
TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

CAPITAL EXPENDITURES Q0 0.0 0.0 0.0 0.0 0.0

CHANGE INREVENUES () |

FUND SOURCE (Thousands of Dolkars)
1002 Feckral Receipts

1008 GF Match

w
P
v
8

Sponsor Serator Hion
Reguester "

TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate of any aurant year (FY2003) astc 0.0

Mark thisbox (X) iffunding forthis ill is included inthe Govermor's FY 2004 budget proposal -

POSITIONS

FullHne

Fatte

Terporary

ANALYSIS:  (Attach a separate page if necessary)

SJR 20 relates to the establishment of a Reserve Officer Training Corps programs in Alaska by the United

States Coast Guard. 1his would have no fiscal impact to this Department, as it would be a Federal
program. However the DMVA supports the establishment of JROTC and ROTC programs.
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SJR 20
Supporting Establishing Coast Guard ROTC and JROTC in Alaska

Sponsor Statement

Senate Joint Resolution 20 supports establishing a Coast Guard Reserve Officer
Training Corps (ROTC) at the University of Alaska and a Junior Reserve Officer
Training Corps (JROTC) at Juneau-Douglas High School and Kodiak High School.

The Coast Guard does critical work for America's coastal communities and
homeland security. They save hundreds of lives each year, police Alaska’s fisheries,
and secure our ports and harbors. With the new security requirements after September
11,2001, the Coast Guard's mission has expanded. This is the perfect opportunity to
expand the Coast Guard's existing JROTC program in Florida to include Alaska
communities with a substantial Coast Guard presence. Itis also an ideal time to
develop ROTC programs at the college level, enhancing opportunities at the University
of Alaska and increasing training and recruitment for this branch of America's armed

forces.

The Coast Guard is the primary military presence in both Kodiak and Juneau. Coast
guard members are active in these communities and greatly valued. This resolution
supports strengthening these ties and by doing so, both the Coast Guard and Alaska
communities. Iwould appreciate your support.






THE
FOLLOWING
DOCUMENT(S)
ARE
POOR
ORIGINAL
COPIES



