


representation pnnnple is included.

Alaska 2003 Trust Act (House dill 212) Dramatically Improved Creditor
Protection

The following is taken from an article authored by Stephen E Greer that was
published in the August 2003 issue of Trusts & Estates Magazine.

On July 10, 2003, Alaska's Governor Murkowski signed a new Alaska Trust Act
into law The provisions of this bill greatly enhance creditor protection for th.' t-parly
beneficiary trusts and self-settled spendthrift trusts, further enhancing Alaska's
desirability as a place to create and maintain trusts The following is a short discussion
of some of the more important provisions found in the act. A more complete discussion
can be found in the August 2003 issue of Trust? & Estates

Provisions Affecting both Dynasty Trusts and Self-Setiled Spendthrift Trusts

e Courts cannot compel distributions or attach benef'~ial interest. Creditor protection is
dependent on the protection that a spendthrift clause gives and the law of the state
where the trust administration occurs The protection that an Alaska spendthrift clause
provides is extremely powerful because all creditors are barred from attaching trust
assets before payment or delivery of the assets to the beneficiary An Alaskan
spendthrift clause will protect the trust assets from claims brought by spouses for
support, ex-spouses for alimony, providers of necessity, tort creditors and claims for
child support Moreover, there is a provision in the act which states an attachment or
other judicial order may not be made against the trustee with respect to a beneficiary's
Interest held in trust Nowhere else in the country can a settlor fird such protection.

Dynasty trusts can name a beneficiary as the co-trustee with the authority to make
distributions and there will be no loss in creditor protection. In many circumstances a
settlor would like to give a beneficiary as much control as possible, provided there is no
loss in creditor protection It is now possible to name an Alaska trustee as the
administrative co-trustee and name the beneficiary as the co-trustee in charge of
distnbutions, which for tax purposes would usually be limited to the ascertainable
standard defined in the Internal Revenue Code, without compromising creditor
protection. What beneficiary would not like this right?

A beneficiary can be given a general power of appointment and the trust asset will
still be protected from creditor claims In every large estate there exists the possibility
that distributions will be made to subtrusts that are not exempt from generations
skipping transfe taxes Because the estate tax is progressive in nature, federal taxes
payable at deatl often will be less if the assets in a non-exempt trust are exposed to
estate tax at the beneficiary's death (rather than having the assets exposed to
generation skimping transfer tax when the assets are distributed to skip beneficiaries).
To accomplish th s, a beneficiary in a non-exempt trust can be given a testamentary
general power o' appointmt that will result in the trust assets being included in the
beneficiary's estn' a lax base. One of the most important provisions of Alaska's new
law stales a bem iciary can be given a general power of appointment and the assets
nub ect to this power can not be attached by the beneficiary's creditors This protection
exists, regardless of whether there is a testamentary general power of appointment or
a presently exercisable general power of appointment  Thus a settlor cculd
conceivably give the beneficiary the power to appoint trust assets to himself and until
such time that the beneficiary actually does so the trust assets will continue to be



protected from creditor claims. Thus if the settlor wanted to give tire beneficiary
unlimited control of the trust assets, the settlor could do so but nonetheless have the
assets protected from the beneficiary's creditors until such time that the beneficiary
actually distributed the assets 10 himself Ttis is an attractive alternative when the
settlor wants to make an outright distnbution to the beneficiary.

This provision is also important in any trust where a beneficiary has been given a
Crummey Withdrawal right The Restatement of Law the Third, considers a beneficiary
with a Crummey right to be the owner of the property over which the rights could be
exercised, thus exposing the trust to the claims of a beneficiary's creditors However,
in Alaska a beneficiary can have a Crummey Withdrawal right and the trust assets can
not be subjected to the creditor claims of a beneficiary.

« Use provisions respected. A use provision allows a trustee to make trust assets
available for the use of a beneficiary. The new Alaska law states that real properly or
tangible personal property m;ly be made available for the use of a beneficiary without
the beneficiary's use being considered a distribution, thus insulating the trust assets
from the claims of a beneficiary's creditors. This provision also allows an Alaska
resident to create a self-settled spendthnft trust and protect a home from creditors
where the homestead exemption is inadequate and through the use of a grantor trust
provisions the settlor can be treated as the owner under federal income law and thus
take advantage of all the favorable income tax laws pertaining to homes

«  Trust protectors and tmst advisors are not considered fiduciaries In any long leim
trust it is often advisable to appoint a trust protector who is given the power to remove
and replace the trustee, the power to modify or amend the trust instrument to achieve
favorable tax status and the power to increase or decrease the interests of any
beneficiary to the trust. In the absence of state law to lhe contrary, a court could
consider the trust protector a fiduciary, thus decreasing the possibility of finding
someone who would want to take on the trust protector role The new Alaska law
stales a trust protector may have all of these powers and the trust protector will not be
held accountable as a fiduciary

Additionally, a settlor might appoint a trust advisor that is personally knowledgeable of
the beneficiary's circumstances to assist a corporate trustee in carrying out its
functions The appointment of an advisor greatly improves the chances the purpose of
the trust as envisioned by the settlor will be fulfilled The new Alaska law states that an

advisor will not be held accountable as a fiduciary

Provisions Affecting Only Self-Settled Spendthrift Trusts
Needless to say. many of the provisions applicable to third-party beneficiary

trusts also apply to self-settled spendthrift trusts. But some very important changes
were made that apply exclusively to self-settled spendthrift tiusts.
« A major defect in self-settled spendthrift legislation is corrected In all domestic
self-settled spendthrift jurisdictions, other than Alaska, a “pre-existing creditor" has the
benefit of what is essentially an unlimited statute of limitations to set aside a transfer of
assets as being a fraudulent conveyance. This is oecause a creditor might not
reasonably discover the transfer of assets to a trust until such time that the creditor has
first reduced the underlying action to judgment and then had the opportunity to conduct
a judgment debtor examination to discover the settlor's assets. Even though a creditor
must still prove the conveyance to the trust was fraudulent to have the transfer set
aside, the creditor will have an unlimited period of time in which to do so

Consider this r ample: A doctor, unaware of any patient complaints, transfers
property to a self-settled spendthrift trust Subsequent to the transfer, a patient who
was seen prior to the transfer complains that he was misdiagnosed and the doctor was



negligent Should this patient be considered a 'pre-existing creditor even though tho
patient's claim was unknown to ihe doctor at he time the doctor transferred assets to
ihe trust? If so, the patient would be allowed an unlimited period of time in which lo
assert a claim that the settlor's transfer in trust was fraudulent and to have the transfer
in trust set aside As a result, no doctor, no contractor or for that matter, no individual
who had ever been engaged in business for any length of time could ever completely
discount the possibility of a "pre-existing creditor" from successfully attacking Ihe trust

The new Alaska law defines a "pre-existing creditor" as one who either:

» Demonstrates, by a preponderance of Ihe evidence, that he asserted a
specific claim against the settlor before the settlor transferred assets to the
trust; or

» Within four years after tne settlor transferred assets to the trust, files an
action in court against tne settlor asserting a specific cause of action based
on an act or omission of the settlor (for instance a negligent surgery) that
occurred before the transfer of assets to the trust

As a result of this change, a settlor will now know that after a certain point in time, a
pre-existing creditor cannot suddenly appea' and be able to maintain a successful
fraudulent conveyance action against the settler
*Threats from future creditors has teen substantially reduced, if not eliminated
Threats from future creditors are now practically eliminated. For creditors that arise
subsequent to the transfer of assets in trust, a creditor has 4 years to bring a fraudulent
conveyance action to set aside the trust or the statute of limitations will run out
Realistically the statute of limitations is much shorter. First, a creditor will have to
reduce the underlying claim to a judgment which in itself can take more than 4 years,
before the creditor will be able to conduct a judgment debtor examination in which the
transfer of assets to the trust can be discovered Thus the typical scenario facing a
future creditor is this within a 4 year period all the following must occur; an act giving
rise to a claim against the settior, a lawsuit filed, litigated and reduced to a judgment, a
judgment debtor examination conducted and another fraudulent conveyance action
filed in which the creditor is able to prove that the transfer of assets in trust was
fraudulent as to that creditor, whose existence in all likelihood was unknown to the
settlor at the time the lawsuit was filed. Thus, it is highly unlikely that a future creditor
will be able to prevail against the settlor.

» The definition of a fraudulent conveyance is tightened Delaware, Nevada. Rhode
Island and Utah have adopted the Uniform Fraudulent Transfer Act. Under the
provisions of that act. a creditor can have a transfer to a self-settled spendthrift trust set
aside of the creditor can prove the transfer in trust was "intended to hinder or delay" a
creditor This gives creditors a huge arsenal with which to attach a trust Alaska, on
the other hand, eliminated the words "hinder or delay" from its statute In Alaska, a
settlor s transfer of property in trust can be set aside only if a creditor can prove the
transfer was made with an "intent to cefraud that creditor."

« New affidavit requirement It is common practice for an attorney to require an
affidavit from a settlor of a self-settled spendthrift trust that states the conveyance is
not fraudulent as to any creditor. Alaska now requires the settlor to sign a sworn
affidavit containing specific provisions before t*> settlor transfers assets to the trust
As a result, lhe chance of a fraudulent conveyai has been reduced and the affidavit
also provides additional protection to the attorney who drafts the trust

e CRTSs, including unitrusts with non-charitable reminder beneficiaries protected
Alaska law now allows a settlor to protect an annuity or unitrust interest that has been



retained in @ charitab'e remainder trust In addition, a settlor may create a self-settled
spendthnft trust and protect the retention of a unitrust interest despite the existence of
non-charitable remainder beneficiaries

« An important distinction in Alaska law not changed What was not changed is a
very important distinction contained in Alaska law In Alaska, no creditor of the settlor
(not a child support agency, a spouse or an ex-spouse) is able to reach any of the trust
assets Completed gift treatment is dependent upon a determination that no creditor is
able to satisfy its claim out of the trust assets. Herein lies the ability of a settlor in an
Alaska self-settled spendthnft trust to make a completed gift that is not theoretically
possible in other self-settled spendthrift trust jurisdictions. In each of those other
states, there are specified creditors who can come into existence after the trust is
established and have their claims satisfied out of tne trust Because a transfer of
assets in a self-settled spendthrift trust in those states must he viewed as an
incomplete gift, the trust assets are still part of, and thus must be included in the
settlor’s gross estate In Alaska, a settlor can make a completed gift and with proper
drafting ne able to exc ude the assets from the settlor's estate

Overview of Senate Bill 344

Virtual Representation Amendment.
Expands both the types of proceeding in which notice to one person who may

represent another person may bind another person and the circumstances under which
substitute notice may be given. Expanding the scope of the proceedings to include non-
luciicial settlements anc' informal proceedings under this chapter will streamline the
process for resolving issues relating to trusts and estates and minimize the cost
associated with formal court proceedings The amendments incorporate the doctrine of
"virtual representation” in which representation by one person having a substantially
identical Interest with respect to a particular issue may bind another person.
Representation is not permuted, however, if there is a conflict of interest

Change of Trust Situs to Alaska.

If the requirements of AS 13 36.035 (c) (1)-(4) are met, then the trust can be
moved to (he state of Alaska At that time, if the trust instrument allows or is modified,
then a governing law provision may be added which states that Alaska's laws wiil apply

to lhe trust

Limitations on Proceedings Against Trustees.
AS 13.36 100 expands the reach of the limitations pe iod for claims of breach of

trust against a trustee Under current law, a claim against a trustee for breach of trust is
barred as to any beneficiary who receives a final account that terminates the trust
relationship if a proceeding to assert the claim is not commenced within six months
after receipt of the final account In addition, if the trustee gives the beneficiary a
periodic statement, which the beneficiary does not object, Ihe trustee is resolved of

liability after 24 months

Intention Regarding Spendthrift Restriction.

AS 34.40 110 (a) (3) This new provision clarifies the legislature's intent that the
spendthrift provisions provided by AS 34 40,110 are intended to come under lhe
exception for spendthrift trusts contained in § 541 (c) (2) (bankruptcy code).



Protection *or Interest ar.d Qualified Personal Residence Trusts, Grantor-
Retained Annuity Trusts and Grantor-Retained Uni-Trusts

AS 34.40 110 (b) Clarifies procedures for asserting claims. Language has been
added to make it clear that a beneficiary’s interest in such distributions is protected until
the distributions occur. Adds spendthrift protections for three commonly used types of
estate planning approaches, personal resident's trusts, GRATs and GRUTSs.

Protection for Persons Assisting with Creation of Trusts

AS 34 40 110 (e) Subsection (e) was intended to proievi professionals who
assist in the planning and formation rtf self-settled discretionary spendthrift trusts.
Subsequent experience with the formation of these trusts indicate that frequently
assets are first placed into a limited partnership or limited liability company, and then
interests in such companies are transferred to the trust. The purpose of the additional
language is to protect professionals with respect to the formation of these entities as

well as the formation of ‘he trusts.

Procedure for Assemng Fraudulent Transfer Claim
AS 34.40.110 (b) (1) This provision clarifies that if a cause of action or a
claim is asserted that a transfer to a trust is a fraudulent transfer, then the claim

must oe made under and processed pursuant to Alaska law.

Conclusion

If you have the need for trust services, the Alaska Trust Company is the place to be.
It was formed specifically to concentrate on investment management and trust services. It is
the first independent trust company in our state. We also have the most knowledge and
hands-on experiance regarding trusis that can be setup under Alaska's special trust
legislation. Our services extend beyond those traditionally associated with bank trust

departments.

Alaska has always been the place for a new way to look at things. Let Alaska Trust
Company show you how our state's new trust laws can help assure the most precious wealth
of all - a solid and secure future for you and your loved ones. Visit our website for copies of
the legislation, sample trust forms, and other information



Offering a Full Range of Trust and Investment Management Services L'r
Individuals, Families, and Institutions.

Customized Investment Management

Trustee Services for all Types of Trust Agreements

Probate Administration

Charitable Gift Planning

Estate Planning-including Asset Protection, Perpetual Trust
Arrangements and Life Insurance Trusts

Securities Safekeeping/Custodial Services

Wealth Management utilizing Limited Partnerships and Limited Liability
Companies

Reti'ement Plans, IRA, Profit Sharing, ESc r, etc



See How Easy Itls To Open an Account With Alaska Trust Company

Attorney Submits
Dr; t document to Alaska Trust Company for review (Please see section

12 of website for required provisions)
Completed Data Information Questionnaire

S jned Affidavit of Solvency
Additional information required for asset protection trusts

Alaska 1lrust Company Will
. Pnview document
Consult with drafting attorney and reviewing Alaska attorney, if any

Communicate any changes or concerns
Upon approval, sign finalized document and return duplicate to drafting

"omey

Due Upon Account Set-Up

If Miaska Trust Company will nave custody of individual assets:
It formation on institution currently holding assets: including name of firm,

contact, and phone r\  her
List. f assets to be set-up with cost values and Cusip numbers, etc.

Alaska attorney review fee, if applicable

If Alaska Trust Company will not have custody of individual asser.
Appropriate set-up fee

Appropriate annual fee
$10,000 or other appropriate amount to be deposited in a Certificate of

Deposit account at a> Alaska bank

« Alaska attorney review fee. if applicable

Alaska Trust Company will set-up an account on its Trust System, anu assets as
required Alaska Trust Company will send out statements according to frequency

indicated in the New Account Form

Remember, Alaska Trust Company's fees are very competitive
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Selected Articles on Alaska's Unique Trust Laws

“Does the New Alaska Trust Act Provide an Alternative to the Foreign
Trust?" Journal of Asset Protection. July/August 1997.

. “A New Direction in Estate Planning: North to Alaska " Trusts & Estates,
September 1997
“New Alaska Trust Act Provides Many Estate Planning Opportunities.”
Estate Planning, October 1997.
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Partnerships, and LLCs." ACTEC Notes, 1997
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Planning, November 1998.
“Practice Alert: Alas Community Property Law and Property Trust."
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Community Property Law " Real Property. Probate & Trustee Journal.

Winter 1999

“Self-Settled Spendthrift Trust: Should a Few Bed Apples Spoil the
Bunch?" Vanderbilt Journal of Transnational Law. May 1999.

“Domestic Asset Protection Trusts: More Might Than First Appears.”
Asset Protection Journal, Summer 1999.

"Alaska Enacts Add jnal Estate Planning Legislation ' Estate Planning.

October 2000.
. "Creditor Protection Vastly Improved with Enactment of 2003 Alaska Trust

Bill" Trusts & Estates. August 2003.

Why Perpetual/Dynasty Trusts

“The Megatrusi  An Ideal Family Wealth Preservation Tool." Trusts &
Estates, November 1991.



For more information please contact
Alaska Trust Company
Resolution Plaza
1029 W Third Avenue. Suite 400
Anchorage. Alaska 99501-1981
Phone (888) 544-6775 or (907) 278-6775
Fax (907)258-1649

www alaskatrust com

This pamphlet summarizes some of the more important provisions of the Alaska Trust Act and other
Ieglslatlon li is not legal advice You should contact an attorney for specific legal advice concerning
Alaska s legislation 2005 Alaska Trust Company



TRUST PLANNING

New D
anning

0 A

A_Iaska recently has enacted legislation similar to
laws in certain foreign asset protection jurisdictions.
As a coasequence, an American in any state can cre-

wo goals that often
are sought to be
achieved in estate

assets from claims of
creditors. Reducing taxes
significantly may be a
"sum zero” game if the assets are
attached by creditors. Similarly, pro-
tecting assets from creditors’ claims
may not accomplish all goals
sought unless taxes also are re-
duced. Fortunately, these two gctls
are not only compatible, they usu-
ally are complementary. That is, the
steps to protect assets from claims
of creditors may allow tax reduction
to occur, as well. On the other
hand, a transfer -iat fails to protect
property from claims of the trans-
feror's creditors is likely to fad to
reduce taxes because, almost al-
ways, if a creditor of the transferor
can attach the asset the transfer is
regarded as incomplete for gift and
estate tax purposes. The Alaska
Trust Act (Chapter No. 6, SLA 1997,
effective April 2, 1997) offers a new
tool in the United States to accom-
plish the dual goals of asset protec-
tion anu tax reduction. The Act also
effectively repeals the rule against
perpetuities for a trust created un-
der Alaska law. This article discuss-
es the dual goals of asset pro-
tection and estate tax reduc-

tion and how the Alaska Trust

Act can be used in the context

of estate planning. It also
compares some aspects of
Alaska trusts with certain off-
shore trusts.

ate a trust for his or her own benefit which is protect-
ed from creditors provided, among other things, it is
not a transfer intended to defnud known creditors.
planning are estate tax rBerl.aps of greater importance, Alaska trusts open a
duction and protection odw dimension in estate planning. One of this arti-
cle's co-authors, Jonathan Blattmachr, was the princi-
ple draftsman of this new Alaska legislation.

Steps T?aF)i(ggl%%e Estate

It seems well accepted that an
effective, if not the most effective,
estate tax reduction planning step is
to make lifetime transfers. Lifetime
transfers can avoid gift tax (and, by
removing an asset from ?n estate,
can avoid estate tax, as well) in
ways that cannot be used at death
to avoid estate taxation. However,
lifetime transfers are effective for
these purposes only if they are
"complete” under the federal estate
and gift tax rules. The law appears
well established that a transfer is
complete for such tax purposes
only it is not (or when it nc
longer is) subject to the claims of
the transferor’s creditors.

Fraudulent Transfers, Etc.

In obnerar, “fraudulent con-
veyances" with respect to creditors
whose claims arise either before or
after the transfer are transfers (a)

sy Douglas.!. Blattmachr
Alaska Trust Company
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Milbank, Tweed, Hadley &McCloy
New York, NY
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that the debtor made with
actual intent to hinder,
delay or defraud his or
her creditors or (b) (i) for
which the debtor received
less than “a reasonably
equivalent value" and (i)
after which the debtor
had insufficient assets to meet fu-
ture business needs or to pay debts.
A transfer made by a debtor is
fraudulent as to a creditor whose
claim arose before the transfer if
the debtc made the transfer with-
out rece. .ng “reasonably equiva-
lent value" and the debtor was in-
solvent at the time of or as a result
of the transfer. Proof of actual in-
tent to defraud is not required. Most
states have adopted these rules in
the form of the Uniform Fraudulent
Transfer Act. However, some states
(including New York) still have in
efFect the Uniform Fraudulent Con-
veyance Act. (See N.Y. Debtor and
Creditor Law Secs. 273-281.) Alaska
has adopted neither the Uniform
Fraudulent Transfers Act nor the
Uniform Fraudulent Conveyance
Act. (See Summers v. Hasen, P52
P.2d 1165, 1169 n.5 (Alasl. . 1993),]
Its fraudulent transfer rules are co
tained in Alaska Statutes (AS)
34.40.010 et seq.

Similar rules are contained under
the Bankruptcy Code, and in
the case of bankruptcy, fraud-
ulent conveyances may be de-
fined with reference to the
Bankruptcy Code pr under
applicable state law. The
Bankruptcy Code permits
such trar. &<s to be set as:de

© TRUSTS & ESTATES, September 1997, Atlanta, QA. All rights reserved.



only if made within one year before
filing of the petition, but many
states permit reference to a much
longer period, especially, in the
.ase of transfers to family members.
|See, e.g., FDICv. rappadio, 606 P.
Supp. 631. 632 (8.D.N.Y. 1985) (un-
der New York law - clai"lto set
aside a fraudulent conveyance Is
governed by a six year statute of
limitations).] Avoided fraudulent
conveyances are "brought back"
into the debtor’s estate, usually for
distribution to the debtor's credi-
tors. In addition, some fraudulent
conveyances may deprive a debtor
of (1) homestead or other property
exemptions and (2) a bankruptcy
discharge.

As a general rule, a t*ansfer is
found to have been made with an
actual intent to hinder, delay or de-
fraud cri ditors only if it was intend-
ed to remove assets from claims of
specifically known or anticipated
creditors. "If the debtor has particu-
lar creditors in mind and is trying to
remove his assets from their reach,
this would be grounds to deiy the
[ba kruptcyj discharge (on the
ground of a fraudulent con-
veyance). If the debtor is merely
looking to his future well-being,
[the conveyance would not be
fraudulent and as such) the dis-
charge will be granted."

An example will help illustrate
this principle. A property owner
makes a gift to a family member
(whether outright or in trust) which
does not result in the property
owner being insolvent or unable to
pay her debts as they mature. She
has no known or specifically identi-
fiable creditors. Nonetheless, she
realizes that a claim against her
could arise on account of unfore-
seen circumstances, such as being
involved in a car accident, occur-
ring in the future. This gift should
not be regarded as a fraudulent
conveyance, despite the fact that
she is making it with the general in-
tention to protect the property from
claims that could arise against her
in the future.

Although the fraudulent con-
veyance rules apply to creditors in
bankruptcy, obviously they also
have a broader application. For ex-
ample, in a number of states a ton
claimant is permitted to attack as

fraudulent a transfer made after the
eline of the tort hut prior to any
judgment.’

Interests in Trusts

TWO SETS OF CONTRASTING rules
must be considered to determine
whether interests in trusts are sub-
,ject to claims of creditors. First, as a
general rule, a beneficial interest in
trust that is subject to a restriction
on transfer (called a “spendthrift
provision") is not subject to the
claims of a beneficiary's creditors.
Thus, if the debtor is a beneficiary
of a trust established for his or her
benefit by another person (such as
by a parent) which interest by its
terms and/or applicable state law Is
not assignable, | mmrust assets
should be protected. However,
property transferred in trust for the
beneficiary may be attached by the
creditors of the grantor if the trans-
fer to the trust was a fraudulent con-
veyance.

In virtually all states, property
may be placed in tmst for another
and thereby be protected from the
claims of most creditors of ihe ben
eflciaries (and of the grantor). The
degree of “creditor proofing" usually
varies depending on whether the
trust gives the beneficiary the right
to receive all of the income, is for
the “support” of the beneficiary
and/or restricts alienation of the
beneficiary’s interests. It appears
the maximum protection of trust
property from the claims of the ben-
eficiary’s creditors may be achieved
by placing property in a trust that
gives the trustee complete discretion
as to whether and when to distrib-
ute income and/or principal to the
ber.efi.iary or beneficiaries of the
trust, and which also imposes
spendthrift restrictions. The trustee,
having control over distributions,
probably should not be one of the
beneficiaries, both to secure the
creditor protection and to avoid in-
clusion of the property in the estate
of a beneficiary for tax purposes
(which may be viewed as an addi-
tional form of credit protection). The
beneficiary, however, may partici-
pate as a trustee in investment deci-
sions and may have a non-general
power of app intment over all or
part of the trust corpus.

Such a trust offers major advan-

tages to the beneficiaries. First, the
trust assets should be entirely pro-
tected from the claims of most cred-
itors of the beneflciarie: including
creditors in bankruptcy and spousal
property, and in some cases, even
support claims, in the event of di-
vorce or upon death of the henefi-
ciary." In order to maximize the
creditor piotection, the trustee may
be given broad authority not only
to distribute or accumulate income
and principal, but also to purchase
assets for the use of tnst beneficia-
ries. For example, the trustee may
be authorized to purchase a home
for the jse of the beneficiary, there-
by preserving that asset in the trust
protected from the claims of the
beneficiary’s creditors. (It seems
that this use by a beneficiary should
not cause any income to be imput-
ed to the beneficiary.) The pur-
chase of assets “inside” the trust as
opposed to distributions also pre-
serves the wealth transfer tax sav-
ings that may be achieved through
the use of such a trust. Thus, the
property owner can confer a sub-
stantial benefit on the chosen ob-
jects of his or her bounty by trans-
ferring during lifetime or bequeath-
ing at death assgts to such a "dis-
cretionary- trust.

As noted above, however, a
transfer for less than fair value , in-
cluding a gratuitous transfer in tmst
for the benefit of another, may be
set aside if it constitutes a fraudu-
lent conveyance. For example, a
person could not defeat an out-
standing liability by transferring
while insolvent all of his or her as-
sets into a trust for the benefit of
his or her spouse. Thus, in the case
of lifetime planning, it is best to
have created trusts and make the
transfers in advance of any financial
difficulties in order to successfully
avoid the challenge that such trans-
fers were fraudulent conveyances.

The second general rule relates
to whether and to the extent of
which the grantor of the trust has a
beneficial interest in it Asto a tmst
created for one’s own benefit, the
"black letter" law is that a transfer
in trust for the benefit of the trans-
feror is void as against his or her
creditors, whether their claims arise
before or after the transfer. In oth-
er words, the general mle that has



prevailed throughout the United
States, at least until the enactment
of the Alaska Trust Act', has been
that the' assets in the trust may be
claimed by the creditors of the
grantor to the extent the grantor is
entitled or eligible to receive assets
from the trust, even If the transfer
to ewas not in default of creditors
ard even though the statute of limi-
tations for a person to make a claim
that the transfer to the trust was
fraudulent has expired. For exam-
ple, an individual creates a trust in
1970 from which the individual is
eligible, but not entitled, in the ex-
ercise of discretion of a third party
as trustee, to receive distributions.
A judgment is rendered against the
grantor in 1997 on account of a car
accident that occurred in 1996. To
the extent the tmstee has the capac-
ity to make distributions of trust
ploperty to the grantor, the judg-
ment against the grantor could be
enforced according to the Restate-
ment (2d) Trusts against the trust
assets even though the grantor had
no intention of defrauding that
creditor, or any other creditor,
when the trust was created in 1970.
On the other hand, a judgment
creditor of the grantor generally
may not attach the assets in a trust
of which the grantor is neither eli-
gible nor entitled to receive distrib-
utions unless the transfer was in de-
fraud of creditors.

The Tax Rule

The treatment of self-settled do-
mestic trusts has been explored in a
series of federal tax cases that fol-
low from the creditors’ rights analy-
sis. Specifically, if the grantor's
creditors can reach the entire cor-
pus of such a trust, the transfer to
the trust is regarded as wholly in-
complete and no gift tax is due
upon creation of the trust, As a
corollary, however, the entire trust
is included in the creator's estate
under Code Sec. 2036(aXl).

Thus, in Paolozzi v. Commission-
er , the settlor transferred property
to a tmst under which the trustees
had discretion to pay over the in-
come to her during her lifetime.
The Tax Court determined that un-
der Massachusetts law, the settlor’s
creditors could reach the maximum
amount that, under the trust terms,

could be paid to the settlor — that
is, the entire income interest. Ac-
cordingly, the gift was incomplete
to the extent of that interest. In
OutuHn v. Commissioner , also con-
sidering Massnt husetts law, the Tax
Court reached the same result
where the trustee could distribute
income and principal to the settlor
in the trustee's discretion but only
with the consent of the settlor's
vpouse. The spouse had an income
interest following the settlor's
death, could receive principal in the
discretion of the trustee at that time,
and had a limited testamentary
power of appointment. However,
the Tax Court concluded that the
spouse’s veto power was not suffi-
cient to distinguish the situation
from Paolozzi, regardless of the fact
that the spouse might be an ad-
verse party for gift-tax purposes.

More recently, in Paxton v. Com-
missioner , the Tax Court held that
a tmst was included in the settlor’s
estate where the tmstee had discre-
tion to apply income and principal
among a class of persons including
the settlor; the tmstee was the sett-
lor’s son, who also had a beneficial
interest in the tmst. The Tax Court
looked to Washington state law, but
relied primarily on the Restatement
mle, discussed arlier, to support its
holding.”

Offshore Trusts

In the past few yfars, there has
been considerable use of trusts cre-
ated in those foreign jurisdictions
that provide greater protection
against claims of creditors than is
available under American law. A
so-called “asset protection tmst” al-
lows a grantor to protect assets
from his or her creditors without re-
quiring the settlor to relinquish all
interest in the assets in the trust. In
general, asset protection trusts are
trusts established in foreign jurisdic-
tions that have limited the recourse
of creditors to tmst assets.

The selection of the foreign juris-
diction in which the asset protec-
tion trust will be established re-
quires great care because of the ex-
istence of the English "Statute of
Elizabeth” (precursor to U.S. fraud-
ulent conveyance law, discussed
above), which makes it possible to
set aside a transfer that is intended

to defeat future, but currently un-
known, creditors. Some offshore
sites have eracted “Statute of Eliza-
beth override’ statutes to circum-
vent any questions concerning the
applicability of the Statute of Eliza-
beth. Some of the offshore sites that
have passed such legislation are the
Bahamas, Bermuda, the Cayman Is-
lands, the Cook Islands,(which ap-
pears to offer particularly strong
protection against creditors) and
Gibraltar . Other concerns are politi-
cal stability and the availability of ad-
equate banking and other financial
services in the chosen jurisdiction.
Asset protection trusts usually are
designed so that the settlor, upon
creation of the tmst, will experience
no tax consequences. In almost all
cases, an asset protection tmst will
be a so-called “grantor trust" for
federal income tax purposes, with
the result that the creator will con-
tinue to be taxed on all the tmst in-
come in the same manner as if he
or she con'-nued to own the tmst
property outright. In addition, the
settlor typically retains certain pow-
ers or interests sufficient to render
the transfer to the trust an incom-
plete gift, thereby avoiding gift tax
and keeping the trust property
within the settlor’s gross estate for
estate tax purposes. For example, in
Private Letter Ruling 9536002 (May
12, 1995) (not precedent), the IRS
mled that a transfer to an offshore
trust was incomplete because the
grantors retained a limited power of
appointment over the tmst property.

The New Alaska Tmst Law

Elimination of the Rule
Against Perpetuities. Under the
Alaska Tmst Law, an interest in a
trust will not fail to be valid be-
cause it is non-vested if all or part
of the income or principal of the
tmst may be distributed, in the dis
cretion of the tmstee, to a person
who is living when a tmst is creat-
ed. As a practical matter, this
means a trust can be of perpetual
duration provided the Tmstee has
‘iscretion to distribute tmst income
and principal to the beneficiaries, at
least one of whom s living when
the tmst is created. (This might be
contrasted with South Dakota law,
which provides that a tmst may be
perpetual if the tmstee is authorized



to sell the trust assets and with
Delaware law which has abolished
the rule against perpetuities in its
entirety, except with respect to real
estate.) Thus, a perpetual trust now
can be created under the law of
Alaska which imposes no income
tax. And if the trust is not a grantor
trust (causing the income to be at-
tributed directly to the grantor),
state (and local) income tax can be
avoided to the extent trust income
is not currently disti.outed to bene-
ficiaries who are tax residents of
states (or localities) that impose in-
come tax.

Spcndtbri/l Provisions. A.aska
law also was amended expressly to
provide .hat a person who transfers
property >n trust may direct that the
Interest of a beneficiary of the trust
may not be either voluntarily or in-
voluntarily transferred before pay-
ment or delivery of the property to
the beneficiary by the trustee. It fur-
ther provides that if the trust con-
tains such a transfer restriction, the
restriction prevents a creditor exist-
ing when the trust is created, a sub-
sequent creditor or any other per-
son from seeking to satisfy a claim
out of the beneficiary’s interest in
the trust, subject to four exceptions.

First, if the settlor retains the
power to revoke or terminate the
trust, his or her creditors may attach
the trust property to the extent of
the power of revocation or termina-
tion. However, a power to revoke
or terminate does not include a
power to veto distributions from
the trust to another beneficiary, the
retention of a special testamentary
power of appointment, or the right
to receive a distribution of income,
corpus or both in the discretion of
another person, including a trustee,
other than the settlor of the trust.
The veto power and power of ap-
pointment may be retained by the
grantor to prevent the transfer to
the trust from being complete for
federal gift-tax purposes. By the
same token, retenJon of such pow-
ers will cause the assets to be in-
cludable in the gross estate of the
grantor at death.

Second, creditors of the settlor
may also attach property in the trust
to the extent that the trust income
and principal must be distributed to
the grantor.

Third, the transfer is void with re-
spect to creditors If a» the time of
the transfer to the trust the settlor
was in default by 30 or more days
ir making a payment due under a
child support judgment or order.

Fourth, the transfer is subject to
attachment by the settlor's creditors
if the tiansfer was intended, in
whole or in part, to hinder, delay or
defraud creditors under the Alaska
fraudulent transfer law. (AS
34.40.010.) However, an action to
claim the transfer was fraudulent
may not be commenced unless (1)
If the claimant was a creditor when
the trust was created, the action is
brought within the later of four
years after the transfer to the trust
was made or one year after the
trust is or could have heen reason-
ably discovered, or (2) if the
claimant becomes a creu. "r after
the transfer, the action is com-
menced within four years after the
transfer to the trust.

The foregoing means that if the
settlor is not in default by 3c or
more days of making a child sup-
port payment, the transfer was not
intended to defraud creditors and
the grantor retains no power to re-
voke or terminate the trust or the
mandatory right to receive income
or principal but only retains the
right to receive a distribution in the
discretion ot a trustee, creditors of
the grantor cannot reach the assets
contained in the Alaska trust. If the
grantor retains the power to veto a
distribution to other beneficiaries
and a special testamentary power
of appointment or similar right, the
transfer to the trust will not be com-
plete for gift and estate tax purpos-
es even though it is not subject to
the claims of the grantor’s creditors.
On the other hand, if the grantor
retains no such power to veto or
power of appointment or similar
right, the transfer to the trust will be
complete for estate and gift tax pur-
poses. Thus, the Act offers flexibili-
ty to integrate creditor protection
with the grantor’s tax and other es-
tate planning objectives.

The Rule foy Making th
eRlurﬁst%las?(angt ‘
A; hough FOUi. other jurisdic-

tions (Delaware, South Dakota, Ida-
ho and Wisconsin) allow trusts to

last perpetually in their jurisdic-
tions, no statutory guidance is pro-
vided by their laws as to what con-
nection or nexus is sufficient to
cause their state’s law to apply to
the trust, .he Alaska statute, how-
ever, provides an explicit rule as to
what makes a trust an Alaskan trust
for both the purpose of avoiding
the rule against perpetuities and the
purpose of creating a trust that will
not be subject to claims of the sett-
lor's creditors. First, some of the
trust assets must he deposited in
the state and he administered by a
“gualified person." Deposited in
Maska means held in a checking
account, time deposit, certificate of
deposit, brokerage account, trust
company fiduciary account or other
similar account located in Alaska. A
“qualified person”is an Alaskan
domiciliary or an Alaskan trust
company or bank. Second, the
Alaskan trustee's duties must at
least include an obligation to main-
tain records for the trust (on an ex-
clusive or nonexclusive basis with
other trustees) and the obligation to
prepare or arrange for the prepara-
tion of income tax returns that must
be filed by the trust (again on an
exclusive basis or on a nonexclu-
sive basis with other trustees).
Third, part of the administration
must occur in the state.

L BRERROR FRIG

Although an American now is
able to create an Alaskan trust of
which he or she is a discretionary
beneficiary which will be protected
from the claims of his or her credi-
tors, an Alaska trust will not pro-
vide the same level of practical pro-
tection from claims of creditors
which may be afforded to a trust
created in one of the offshore juris-
dictions, such as the Cook Islands
or the Bahamas. The laws of such
offshore jurisdictions typically have
extremely short statutes of limita-
tions before the period to com
mence an action claiming the trans-
fer to the trust was fraudulent runs
which, as a practical matter, cannot
be met by a creditor especially if
the trust is created and funded suf-
ficiently in advance of the entry of
a final judgment against the debtor
in-an American court. Second, the



jurisdiction may prohibit the en-
forcement of American judgment*.
That means the action must be re-
tried in the offshore jurisdiction. As
a practical matter, that may well be
impossible. Because Alaska is one
of the American stales, its courts
will be required to give full faith
and credit to any judgment of a sis-
ter state although, as indicated, a
judgment against the deb'or wh.i
not be enforceable against the Alas-
ka trust unless there is a finding
that the transfer to the trust was a
fraudulent transfer or some other
reason for voiding the trust, such as
the grantor having been in default
by 30 or more days in child support
payments at the time the trust was
created. Third, at least some of
these offshore jurisdictions explicit-
ly exclude some claimants from
contending a transfer was fraudu-
lent. For instance, in some cases, a
claim founded on a domestic right
(such as an equitable distribution
claim o property in the event of a
divorce) cannot be brought against
a trust situated in that jurisdiction.

In some ways, however, a for-
eign asset protection trust may be
less desirable than an Alaska trust.
Obviously, there is greater political
risk in these offshore jurisdictions
than there is in the United States. In
addition, new "anti-foreign trust”
provisions added to the Internal
Revenue Code (see, e.g., Code Sec.
6048) will not apply to an Alaska
trust. Also, it may be that a court
would be more prone to view the
creation of a foreign asset protec-
tion trust as an attempt to remove
or secrete assets than it would the
creation of an Alaska trust. In a re-
cent bankruptcy court case, the
court expressed considerable hostil-
ity to the creation of an offshore
trust and ultimately applied New
York law to determine whether the
debtor had retained a property in-
terest in the trust (which was estah-
lished under Jersey law) for purpos-
es of determining whether he
should be denied a discharge in
bankruptcy. It appears, however,
that this case may have turned on
the rather extraordinary facts, which
the court apparently perceived as
involving a course of deception and
concealment of assets by the
debtor.

Optlons1lJr H(sjte,rb\yt]e Alaska

A signing .nt C Ntacle t0 the mak'
ing of lifeline transfers is that the
property ov. Ter is then cut off from
the properly. For example, some
persons are willing to make a gift,
and anticipate that they will be
comfortable without the gifted asset
and/or the income therefrom under
the most likely scenarios, but are
concerned about a “disaster” situa-
tion in which they might need ac-
cess to the funds. They may not be
at all concerned about protecting
assets from creditors. In such a
case, an offshore trust may be ap-
propriate to consider. Precisely be-
cau. e the normal U.S. rule permit-
ting creditors to reach the trust does
not apply, the fact that the grantor
is a permissible beneficiary of trust
income and/or principal in the dis-
cretion of an independent trustee
should not render the gift incom-
plete and includable in the estate
under Code Sec. 2036 or 2038.
Thus, the trust can be structured so
that the transfer is a completed gift
upon creation. Gift tax would be
paid (or unified credit applied). In
that way, the “normal” estate plan-
ning benefits of removing gifted as-
sets and the appreciation thereon
from the estate are achieved. How-

ever, the Trustee can give the sett-

lor access to the trust assets.

These same opportunities are
now available to Americans using
Alaska trusts. For example, an indi-
vidual could create a so-called
“Crummey trust" in Alaska for the
benefit of himself or herself as well
as members of his or her family and
protect transfers to the trust from
gift tax using annua! exclusions
with respect to the other family
members. For instance, a woman
who is married and has two chil-
dren could transfer up to $50,000
under the protection of the annual
exclusion under Code Sec. 2503(c)
granting her husband and each
child the right, respectively, to with-
draw $10,000 and $20,000 from the
trust. The transfers to such a trust
created under Alaska law would be
complete and should be excludable
from the grantor’s estate at death
even though the grantor is eligible,
although not entitled, to receive

distributions from the trust in the
discretion of a trustee other than
himself or herself. Of course, the
beneficiaries may exercise the pt w-
ers of withdrawal so that there is no
property left in the trust from which
the grantor could benefit. In addi-
tion, to the extent that the powers
ot withdrawal have not lapsed tax-
free pursuant to Code Sec. 2514(e)
and 2041(bX2), the property subject
to the powers of withdrawal will be
includable under Code Sec. 2041(a)
in the gross estates of the power-
holders.

An individual also could create
an Alaska trust and transfer the
amount of his or her remaining gift
uix exemption equivalent (which
can be as great as $600,000) and re-
main a beneficiary eligible to re-
ceive distributions in ;'ie discretion
of a trustee other than himself or
herself and avoid having the prop-
erty includable in Ins or her estate.
This provides an opportunity lo re-
move the income and appreciation
earned on the property during the
balance of his or her lifetime from
his or her gross estate even though
the grantor has retained the possi-
bility of receiving assets back in the
discretion of the trustee ifappropri-
ate circumstances arise. Similarly,
an individual could make a transfer,
which is complete for estate and
gift tax purposes, to an Alaska trust,
of which he or she is eligible to re-
ceive distributions, equal to his or
her remaining GST exemption un-
der Code Sec. 2631(a) which can be
as great $1 million. This would al-
low the amount protee’ed from
generation-skipping transfer tax to
Increase by post-transfer income
and appreciation during the bal-
ance of the transferor’s lifetime
even though the grantor is an eligi-
ble beneficiary of the trust.

The entitlement to payments
from a grantor retained annuity
tmst (GRAT) described in Code Sec.
27"2(b)(1) or grantor retained uni-
trust (GRUT) described in Code
Sec. 2702(b)(2) must terminate prior
to the death of the grantor or the
trust assets will be includable, in
whole or in part, in the grantor's es-
tate.5 However, if the GRAT or
GRUT is created under Alaska law,
the property may continue in trust
after the grantor's annuity or uni-



such a trust to be used to satisfy the debts
of the se'tlor/decedcnt and toward extend-
ing the recourse of creditors (Including
creditors of a decedent) against such trusts,
In some cases by statute. OB, e.g., Cal.
Prob. Code. Ann Secs. 18200 and 18201,
Slate Street Bank & Trust Co. v. Reiser,
389 N.E.2d 768 (Mass. App. 1979).

21. 22 T.C. 182 (1954). S€€. also, Rev. Rul.
77-378, 1972-2 CB 347, Rev. Rul. 76-103,
1976-1 CB 394.

22 76 T.C. 153 (1981), arq, 1981-2C B. I.

23. see Comm'i v. Pander Wleele, 254 F2d
895 (6th Clr. 1958), dC(. 1962-1 CB 5
ssame icsult under Michigan law); PLR
8350004 (same result under California
law). Neither a private letter ruling (PLR)
nor . national office technical advice mem-
orandum may be cited or used i+ prece-
dent. Code Sec. 6110(J).

24 86 T.C. 785 (1986) . .

25. See, however, Pstate of German v. Unit-
ed States, 851 TC 9 13,610 (Ft. a, 1985)
and Herzog v. Comm'r, 116 P.2d 591 (2d
Clr. 1941), finding that credltois could not
reach assets of a trust of which the settlor
was one of several discretionary beneficia-
ries (or found that the Internal Revenue
Service had failed to meet Its burden to
show that settlor's creditors could reach
the asset held in the trust). However, the
conclusion reached by the Federal courts
I:i these cases may not be the -ame as
those reached by state courts. \ tipare

charge In bankruptcy because of the provi-

trust term ends, and the gnntor
sions of Section 727 of the Bankruptcy

therea.(fjtert Ct())utld be fellglbtlﬁ to ret- Code*); In re M yerton 6 Kuhn, 121 B.R.
Celve aistriputions from the uus 145, 158 159 A n.15 (Dkrcly. S.D.N.Y.
without causing tne trust to be in- 1990)

cludable in his or her estate, pro- o0 mODberst, o1 BR 97. lOléBk.rcty.

vided the grantor survives the an- ¢D California 1988) ... also, Klein &
nuity or unitrust term. Klein et al, 122 NYS 2d 546 (1952) (simi-

Conclusions

The dual goals op a3Set prOteC-
tion and reduction in taxation are
often compatible and complemen-
tary. The new Alaska Trust Act pro-
vides an opportunity foi Americans
in all states to create trusts in Alaska
which may help achieve both goals.
Although not providing all of the
practical protection that may be
available through similar trusts cre-
ated in offshore jurisdictions, many
Americans will prefer for their as-
sets to remain in the United States.
For them, Alaska trusts may be con
sidered. Although not discussed in
detail in this article, making the
trust perpetum m f offer additional
financial, (ax and estate planning

~

lar).

. See Myers v. RedmlU, 266 Ala. 270, 96 So
2d 4 0 (1957) (conveyance to wife two
days after automobile accident), and cases
cited In annot., 73 A.LR.2d 749 See, also,
annot., 38 A.L.R.3d 597.

9. Such an Interest would normally be ex-
cluded from a beneficiary's bankruptcy es-
tate as well. See Bankruptcy Code Sec.
541(cX0 and (2). In re Remington, 14 BR
496 (Bankr. DNJ 1981) In bankr ptcy pro
ceeding oi New Jersey resident, both In
come and principal of trust created for his
benefit by relative who resided in Pennsyl-
vania protected under Bankruptcy Code
because under Pennsylvania law spend-
thrift provision was effective to provide
that protection).

10. In some states, trusts are "spendthrift”

only to Ihe extent so provided In the gov-

erning Instrument. In other states, they arc

‘automatically* spendthrift unless the gov-

erning instrument provides otherwise. In

still others, they may not he "spendthrift”
at all (f.c. they are subject to creditor

[ee]

henefits. * claims regardless of spendthrift provisions 3 )
la the instmments). Sec, e.g., Industrial Vanderbilt Credit Corp. v. Chase Manbat
F.nd Notes Nat | Bank v. Hudlong, 106 RI 780, 264 mn Bank, N.A, 100 AD2d 544, 473 NYS

2d 242 (2d Dep't 1984) with Herzog V.
Comm'r, supra.

26. In general, It appears that asset protection
trusts will be effective only against future,
but currently unknown, creditors. The sett-
lor, generally, cannot be Insolvent at the
time the trust Is created or become Insol-
vent as aresult of the creation of the trust.

27. SBE Code Sec. 677(a) (a trust Lsa grantor
trust If, among other situations, the trustee,
without the consent of an "adverse party",
can distribute the trust a'sets to lhe

A2d 18(1970).

11. See e.g., N'Y. Debtor and Creditor law,
Secs. 278 and 279.

12. See, e.g., Scott. 11A The Law of Trusts,
Secs. 152. 155-157.1 (4th ed. 1987); Re-
statement (2d) Trusts, Secs. 155 and 157,
Cal i'rob. Code Ann Secs. 15400-15307.

13 SeeCode Sec 2041

14. See Conversion v. Kellogg, 136 Mich.
App. 504, 357 NV 2d 705 (Mich App.
1984); Scott, supra. Sec. 157.1.

15. See Oshins A Blattmachr, "The Mega-
trust : An Ideal Family Wealth Frcscrva grantor.) There will be no Code Sec. 1491
tlon Tool", Trusts & Estates 20 (November excise tax consequences since no tax will
1991). apply to the transfer of appreciated assets

16. It Is not always clear whether atransfer Ls to aforeign tmst so long as that trust Is a
for fair value for tills purpose. The analysis egrantor trust" and the settlor is a U.S. per-
will depend on applicable law and the facts son. Rev. Rul. 87-61, 1987-1 CB 219.

1 See, e.g., Pa0lozzi v. Commissioner, 22
T.C. 182 (1954).

2. Compare Keg. Sec. 25.251 |-2(c) with Code
Sec. 2038(a).

3. "If and when the grantor's dominion and
control 0f the trust assets ceases, such as
by the trustee's decision to move the situs
of the trust to a state where the gitutor's
creditors cannot reach the trust assets,
then the gift is complete for Federal gift tax
purposes ..."” Rev. Rui. 76-103, 1976-1 CB
293. Sec generally, Kartlganer, Rollins (k Pi-
ontnlca, "Completed Gifts to Offshore
Trusts and the Three-Year Rule,” Journal of
Asset Protection (March/April 19516).

4 See generally, P. Alccs, The law of Fraudu-
lent Conveyance. Sec. 504 (1989) (1991
Cum. Supp. No. 2).

5. Sec, e.g., Tex. Prop. Code Sec. 42.004(a); of the case. 28. AS 34.27.050(a)
(under Texas law, a debtor who acquires 17. Ste Oberst v. Oberst, 91 B.R. 97 (Bkrtcy. 29 Reg Lee. 25.0ll-I(c).
CD. Cal. 1988) 30. Code Sec. 2036(aX2), 2038(a).

otherwise exempt personal property with
intent to hinder, delay or defraud creditors
loses the personal property cxemptlon-
howcver, that Is not the case wllh the
Texas homestead exemption, although a
bankruptcy discharge may be denied); An-
derson Mill 6 lumber Eo. v. Clements,

18. See, e.g., Restatement (2d) Trusts, Sec. 31+An Alaska tmst could not be used to avoid
156.2. child support or alimony payments be-

19. Although apparently not widely known, * cause neither ajudgment for child support
rule somewhat similar to that in Alaska is nor one for alimony Is dischargeable In
contained in Missouri Revised Statute Sec. bankruptcy. Bankruptcy Code Sec.
456.080 523(ax5).

20. However, it seems that not every retained 32. It Is possible that a court would deter-

134 So. 588, 592 (Fla. 1931); (under Florida
law, debtor who acquires otherwise ex-
empt homestead property with intent to
hinder, delay or defraud creditors loses
homestead eken’"tion).
6, Sec, e.g., Bankruptcy Code Sec. 727(a)(2);
mn re Reed, 700 F.2d 986, 988 (5th Cir.

1983) ("a debtor who converts nonexempt

assets to an exempt homestead immediate-
ly before bankruptcy, with Intent to de-
fraud his creditor, must be dcnl-d adis-

interest will trigger the application of tills
rule. For example, a power to direct Invest-
ments probably Is not attachable by the
grantor's creditors. A related Issue Is
whether creditors can reach the assets of a
trust over which the settlor rdtalncd a pow-
er of revocation (or ageneral power of ap-
pointment), and whether creditors can
reach the assets of such a trust to satisfy
the debts of the settlor/decedent. It ap-
pears that the trend is to allow assets In

mine that the statute of limitations of the
grantor's domicile state (m- another state)
should be applied rather than the one pro-
vided under the new Alaski law. This
could mean a shorter, longer or “differ-
enfstatute of limitations. However, the de-
termination that the tmst is "spendthrift"
under Alaska law should apply even If the

rantor is domiciled elsewhere. 5¢¢ 4 Col-
ﬁer on Bankruptcy, 544.02 at 544-13 to
544-14 and fn. 17 (15th ed 1989) ("The



tendency 0f the courts Isto treat the law of
the site of property at the commencement
of the case as governing to the extent that
Sec 544(a) refers to non-bankruptcy law');
4A Co'Her on Bankruptcy, 1 70.26 at 304-
365 (14th ed.) (Whether the bankrupt's
Interest as a CEStUI que trust was, at the
time of bankruptcy, assignable or transfer-
able, or subject to attachment, seizure or
Judicial sale, Is a matter generally to be de-
termined by the law of the sute where the
trust has Its situs* [footnote omitted)); Fer-
rari v. Barclays Busir 5 Credit, Inc, 108
B R 384, 387 (D. Mass 1989) (The author-
ities ... have showi. apreference for apply-
ing the law of the site of the conveyed
property); In re Remington, supra (apply-
g Pennsylvania law to determine Interest
of New Jersey debtor n trust established
under Pennsylvania law). But cf. In re Port-
noy, infra (alleged concealment of assets of
offrr.ore trust as grounds for denial of dis-
chrrge in bankruptcy).
33- 3ut, sec 515 S Orange Grove Owners
Assnv. Orange Grove Partners, Piaint No.
208/94 (High Ct. Raratonga, Civil D!v,
Nov. 6, 1995)
34.In re lurry Portnoy, 201 BR. 685, 695
(S.D.N.Y. 1996).
35. 566, £.0., PLR 9332006 (not precedent)
(transfer to offshore trust of which grantor

<nd members of grantor's family are eligi-
ble beneficiaries a completed gift and will
not be In grantor's estate because under
the law governing the trust a editors of the
grantor cannot attach the trust assets).

36. 86, generally, Blattmachr A Slade, * Build-

ing an Effective Life Insurance Trust’

continued on page 94
Trusts A Estates 29 (May 1990) explaining
how to structure such atrust to hold Insur-
ance policies on the grantor's life. Crum-
mey trusts can hold other assets as well. It
seems that the life Insurance proceeds
should not be includable In the grantor's
estate under Code Sec. 2042 if the grantor
Is merely an eligible benefldary of the trust
which is not subject to the claims of his or
her creditors, because the Incidents of
ownership (which Is the “touchstone* for
application of Code Sec. 2042) held by a
trust are not automatically attributed to the
beneficiary whose life Is insured. See, .0,
PLR 9434028 (not precedent).

37. The Internal Revenue Service has con-

tended that a GRAT Is includable in its en-
tirety under Code Sec. 2039(a) If the
grantor dies during the term for which he
or she is entitled to annuity payments. See
PLR 9345035 (not precedent).



Estate Planning on America’s Last Frontier:
Alaska Trusts, Limited Partnerships, and LLCs

by Jonathan G Blattmachr, New Yont. New Yorke
George E. Goerig, Jr.. Anchorrge, Alaska; and
Riuiard S. Viwaites, Jr., Anchorage. Alaska

Two 1997 statutory changes to Alaska iaw provide
new estate planning opportunities for clients through-
out the country, as well as for some outside the United
States. The Alaska Trust Act, Chapter No. 6, SF \
1997, which became effective in April, 1997, allows
individuals to create “self-settled” trusts ur ter Alaska
law that are immunized under that state's taws from
claims of the individual’s creditors. Another act
amended Alaska law relating to limited partnerships
and limited liability companies formed in that state.
Chapter No. 78, SLA 1997. This second change was
designed to simplify the formation and operation of
these entities as permitted under the new Treasury
Department “check the box™ regulations. These two
statutory changes provide enhanced opportunities in
the United States for asset protection. Perhaps of
greater interest to Fellows, the two acts f -wide new
opportunities in estate planning. Although using either
act alone may be effective, estate planning may be
more enhanced in many cases by using a combination
of Alaska trusts and Alaska limited partnerships or lim-
ited liability companies.

Alaska Trusts

The principal change? made by the Alas!.a Trust
Act are (1) effectively to repeal the rule against perpe-
tuities for Alaska trusts, and (2) to permit an individual
to create an Alaska trust of which he or she is an eligi-
ble beneficiary yet (unlike the law that prevails in vir-
tually all other American states) which will not be sub-
ject to tiie claims of his or her creditors. This latter
change not only provides asset protection, but also
allows lifetime transfers to be complete for federal gift
and estate tax purposes in ways not previously avail-
able under American law.'

As a general matter, to the extent that a creditor
can reach assets transferred by an individual to a trust,
those transfers will not constitute completed gifts and
will be includable in the gross estate of the transferor.
However, it seems certain that if the trust is formed in
“a state where the grantor’s creditors cannot reach the
trust assets, then the gift is complete for federal gift
tax purposes....* Rev. Rul. 76-103, 1976-1 C.B. 293.

'‘Copyright 1997 Jonathan G. Blattmachr. Oeorge E. Goerig. Jr..

and Richard S. Thwaites. Jr. All righu reserved.
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See also Rev. Rul. 77-378, 1977-2 C.B. 347; Estate of
German v. US., 7 CI CI. 641 (1985); Estate of Uhl v.
Commissioner, 241 F.2d 367 (7th Cir. 1957); Estate of
Wells v. Commissioner, T.C. M io 1951-574. Both
Rev. Rul. 76-103 and Rev. Ru». 77-378 specifically
deal with completed gifts, and not with estate exclu-
sion. These rulings make clear that if, under the law
where the trust is created, creditors cannot reach the
property transferred, the transfer is entirely complete
for gift tax purposes.* If die grantor has retained an
interest, as noted above, creditors can reach that inter-
est and pr si'mably the transfer wpjld not be entirely
complete. Although it is theoretically possible for a
transfer to be entirely subject to gift tax (even though
partially an incomplete gift) and still be included in
the gross estate of the transferor, such circumstances
are rare. However, the rulings state that the transfer is
entirely complete for gift tax purposes, not just diat it
is entirely subject to gift tax. It is Jius reasonable to
conclude that the Internal Revenue Service has deter-
mined that no interest was retained by the transferor
because if the grantor had retained an interest, the
transfer would be partly incomplete.l -

In contrast to the law of most American states,
many jurisdictions outside the United States provide
that the interest of a grantor in a trust he or she created
is not subject to the claims of his or her creditors
unless the transfer to the trust was a fraudulent transfer
under that jurisdictions rules. As a consequence,
under U.S. law transfer to such a foreign trust can be
complete for U.S. estate and gift tax purposes, even
though the grantor is a beneficiary of the trust. Indeed,
the German, Uhl, and Wells cases cited above so hold.
In addition, the IRS has explicitly so ruled in private
letter rulings. For instance, in PLR 9332006,4the Ser-
vice held that a transfer to an offshore trust of which
the grantor and members of the grantor’s family were
eligible as beneficiaries in the discretion of a trustee
(who was a person other than the grantor) was a com-
pleted gift anu would not be in the grantor’s gross
estate for federal estate tax purposes because, under
the few governing the trust, creditors of the grantor
could not attach the trust assets. See also PLR
8037116. W.ith the Alaska Trust Act, such a tax-
advantaged trust can now be created under the law of

Alaska.



Self-Settled Estate Planning IVusts

The Alaska Act opens a new dimension in estate
planning for Americans. They can now make lifetime
transfers, which are complete for federal gift and
estate tax purposes, to an Alaska trust of which the
grantor is eligible, but not entitled, to receive distribu-
tions in the discretion of a trustee (other than himself
or herself).” Such self-settled Alaska Lusts could be
used for virtually all lifetime e>; ;% pfenning transfers.

For instance, an indiviouai may make transfers
under the protection of tne Internal Revenue Code
82503(b) gift tax annual <.elusion by transferring
property to an annual exclusion or so-called "Crum-
mey” trust, which provides tint certain individuals
(such as a transfe -t’s spouse, descendants, and per-
haps others, but not the grantor) can withdraw proper-
ty transferred to the trust up to the amount of annual
exclusions not used elsewhere. With an Alaska trust,
the grantor may remain eligible to receive distribu
lion* of trtii property in the discretion of a trustee
other than the grantor without causing the trust 'issei.
to be includable in his or her estate. From an estate
planning perspective, the grantor will want distribu-
tions to him or her to be minimized, because such dis-
tributions diminish the estate tax planning benefits of
havi.ig nade completed transfers to the trust that oth-
erwise would be excludable from his or her estate.

If.an agreement that the grantor would receive the
income from or the use of the assets held by the trust
may be inferred from the circumstances, the assets
almost certainly will be inchllabte in the grantor's
estate, under Code 82036(a)(i), even when coupled
with the finding that the grantor had no legal entitle-
ment to such income or use. See, e.g., Estate ofSkin-
ner v. US., 197 F. Supp. 726 (E.D. Pa. 1961V aff'd,
316 F. 2d 517 (3rd Cir. 1963). On the c»her hand, only
occasional use of trust assets or occasional receipt of
trust income should avoid any such inference. See,
e.g., Estate of Wells v. Commissioner, supra. Actual
retention of the property or the income (that is, the
failure actually to transfer the property or the income
to another) may also result in estate tax inclusion. See,
e.g., Lee v. United States, 86-1 U.S.T.C. 1 13,649

(CCH)(W.D. Ky. 1986).

Annual Exclusion Trusts

Not infrequently, a Crummey trust will acquire
one or more life insurance contracts on the life of the
grantor or on the lives of the grantor and the grantor’s
spouse. Ownership of the policies by the trust is an
attempt to keep the proceeds paid at death from inclu-
sion in the estate(s) of the insured(s). If the insured
holds no “incident of ownership™ in the policy at or
within three years of death, and if the proceeds are not
paid to the estate of the insured, the proceeds should

not be included in the insured’s gross estate. Code
52035,2042.

If the terms of an annual exclusion (or another
type) Alaska tmst that acquires a cash value life insur-
ance contract provide merely that the trustee may, in
(iie exeicise of its discretion, distribute trust assets to
the grantor, the incidents of ownersliip in the contract
should not be attributed to the insured grantor so as to
cause the proceeds to be includable in his or her estate.
See, e.g.. PLR 9434028 (incidents of ownership hid
by a Lust are not automatically attributed to the bene-
ficiary whose life is insured if the beneficiary is not a
trustee).

This provides an opportunity for the grantot,
through the exercise of dis.'retion of a trustee other
than himself or herself, to be eligible to receive cash
value in the policy without causing the proceeds paid
at death to be includable in his or her estate.

Unified Credit, GST Exemption, and Other Trusts

One of the most effective lifedme planning tech-
niques is to transfer as early as possible in life the
amount protected from gift tax by reason of the unified
credit allowable under Code Sec. 2010 or by reason of
the amount of GST exempdon under Code Sec. 2631.
Use of the unified credit (which under the Taxpayer
Relief Act of 1997 will increase commencing in 1998
and condnuing through 2006) early in life can resu’tin
a very large amount being excludable from the . jis-
feror’s estate. The early use of the $1 million GST
exemption (which under the Taxpayer Relief Act of
1997 is indexed, fo: inflation) can be even more effec-
tive from an estate planning perspective. In the long
run, because the GST exemption can be used to avoid
wealth transfer tax on property as it passes from one
generation to the next without limit, the use of the
GST exemption to avoid tax may be even more impor-
tant than use of the unified credit. (As noted earlier, an
Alaska trust can be structured so it can last perpetual-
ly. Also, Alaska has no income tax.)

The remainder following the grantor’s retained
interest term in a grantor retained annuity trust
(GRAT). grantor retained unitrust (GRUT), or grantor
retained income trust (GRIT), including a qualified
personal residence trust, can pass outright to others or
remain in trust. In most jurisdictions in the United
States, the property will continue to be includable in
the gr.'.ntor’s estate if the grantor is eligible to receive
continuing distributions in the discretion of a trustee
after the grartor’s entitlement to payments ceases,
because the grantor's creditors will be able to attach
the trust assets. See Rev. Rul. 77-378. supra. Howev-
er, if the GRAT, GRUT, or GRIT is an Alrska trust, the
property should noi be includable in the grantor's
estate after the annuity, unitrust, income, or use term
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ends, even if the grantor remains eligible to receive
distribution from the continuing trust for the balance
of his or her lifetime in the discretion of the trustee
other than the grantor.

If the Alaska trust holds real property outside of
that state, it is possible that a court would apply the
spendthrift trust rule of the state where the property is
situated rather than the spendthrift trust rule of Alaska.
If the real estate is located in a state where spendthrift
trust provisions are not effective in protecting the
grantor's interest in the trust from claims of his or her
creditors, it may be appropriate to permit the trustee to
distribute trust property to the grantor only if the real
property outside of the state of Alaska is no longer held
in the trust {e.g., the non-Alaska .eal estate has been
sold by the trustee or distributed to other beneficiaries).

In most states, the grantor could not become a
beneficiary to whom the trustee could distribute assets
from any continuing trust after the charitablet.  ofa
charitable lead trust without causing the property to He
includable in the grantor’s estate due to the right of the
grantor’s creditors to attach the trust assets. See Rev.
Rul. 77-378. If the charitable lead trust is created
under Alaska law, however, he grantor may remain
eligible to receive retributions from the continuing
trust after the charitable term ends without causing the
property to be includable in hi*; or her estate. Es.'ate of
German v. U.S., supra. Estate o f Wells v. Commission-
er, supra. Estate of Uhl v. Commissioner, supra.

Use of Alaska Trusts by Non-U.S. Persons

Alaska trusts may also 1 effective vehicles for
use by non-U.S. persons. For example, many individ-
uals who are neither U.S. citizens nor U.S. domicil-
iaries (“foreigners™) have American relatives or
friends whom they wish to benefit. Except for U.S.
real estate and tangible personal property, a foreigner
may make lifetime gifts to or in trust for Americans
without the imposition of U.S. gift tax. Similarly, a
foreigner may make transfers at death to or in trust for
Americans without the imposition of U.S. estate tax,
except to the extent the transfer consists of U.S. reel
estate or tangibles, stock in U.S. corporations, and cer-
tain indebtedness of U.S. obligors. In addition to
avoiding U.S. gift and esta*e tax, these transfers may
be made free of generation-skipping transfer tax.
Treas. Reg. §26.2663-2(b). A foreigner can thus trans-
fer to or place tn trust for Americans unlimited
amounts of non-U.S. assets which will never be sub-
ject to U.S. wealth transfer tax. Such an opportunity
suggests consideration of the creation of a very long-
term or perpetual trust by a foreigner for American rel-
atives or friends whom the foreigner wishes to benefit.

Si*t American states allow trusts to last perpetual-
ly: Alaska. Delaware, ldaho, South Dakota, and Wis-
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consin. Alaska may be the most preferable of all for
several reasons. First, if the foreigner wishes, be or
she could remain a beneficiary of an Alaska trust to
whom the trustee could make distributions without
causing the trust to be includible in his or her estate for
federal estate tax purposes. This could be very impor-
tant due to the major distinction in the taxation of for-
eigners for gift tax purposes on the one hand, and
estate tax purposes on the other. Lifetime gift iy for-
eigners of U.S. securities are not subject to U.S. gift
tax but those same securities, as a general rule, are
subject to U.S. estate tax if includible in the foreign-
er’s estate at death. Hc'ce, a foreigner could transfer
U.S. stock to an Alaska Trust free of U.S. tax, remain
an eligible beneficiary for life and yet avoid U.S.
estate tax on the trust assets at death. Also, only Alas-
ka has a statutory rule of what makes a trust be treated
as sited there: (i) there must be an Alaska t-ustee

jwhose duties consist at least of maintaining a set of
trust records and of'preparing or arranging for the
preparation of any trust tax returns, (ii) part or the trust
assets must be maintained in Alaska, such as by main-
tenance of a bank or brokerage account there, and (iii)
some part of the administration must occir in Alaska,
such as holding some trustee meetings there or effect-
ing some “trades" there.

In fact, even if a foreigner does not wish to benefit
Americans but simply wants  create a trust hr his c-
her own benefit that is protected from claims of his or
her creditors, an Alaska trust may be preferable to one
created in an “offshore" jurisdiction even if that juris-
diction provides for the trust assets to be protected
from claims of the grantor’s creditors. For several rea-
sons, many foreigners acquire or maintain aosel in the
United Slates. Holding those assets through an Alaska
trust may well provide an additional level of protec-

tion for them.

Alaska Limited Partnerships and Limited
Liability Companies

Limited partnerships and limited liability compa-
nies have become a mainstay in business and personal
planning. The adoption by the Treasury Department of
the so-called "check the box" regulations effective Janu-
ary 1,1997, vastly simplified the formation and admin-
istration of such entities. See Treas. Reg. §301.7701-1,
2, 3. Prior to the adoption of those regulations, four
complex factors (known as "corporate characteristics
factors™) had to be analyzed to determine whether an
entity other than a corporation would be taxed as a cor-
poration or as a partnership, it is generally preferable
for an entity to be taxed as a partnership rather than a
corporation because profits are taxed once, losses are
passed through to the owners of the entity, and adjust-
ments iu basis are usually more favorable. See, e.g.,



(RC S754. Moreover, entities treated as partnerships for
income tax purposes can be much more flexible in for-
mation. operation and ownership than so-called S corpo-
rations. Subject to certain exceptions (such as for
domestic (U.S.) corporations), an entity may elect on its
first tax return filed after 1997 to be treated as a partner-
ship (or. alternatively, as a corporation) for federal
income tax purposes.

Entities treated as partnerships, in certain circum-
stances, can be used to enhance the protection of assets
from claims of creditors. First, “buy-out” provisions
contained in a partnership agrcemen* (or other docu-
ment) sometimes provide other owners or the entity
itself the right to buy partnership interests (or compara-
ble interests in a LLC) from a partner who becomes
bankrupt. Although these “triggered by bankruptcy”
provisions sometimes are not enforceable, they may be
enforceable in certain other cases. In any event, their
mere existence may chill a creditor from attempting to
attach a partnership interest. Second, as a general mat-
ter, any creditor who does succeed to the economic
interest of the bankrupt partner but does not become a
partner (because, for example, state law or the partner-
ship agreement so provides) nonetheless may be taxed
apparently on a pro rata portion of the income, even if
no distributions are made. See Rev. Rul. 77-137,1977-
1C.B. 178. This may make die attached interest in the
partnership a liability in the hands of the creditor
(because it may generate an income tax liability with-
out a concomitant distribution of cash or other assets,)
which may cause the creditor to agree to disgorge the
asset at a lower price or possibly to abandon it Under
the law of virtually all jurisdicdons, however, a court
having jurisdicdon over the partnership may order its
liqguidadon for any *“equitable” reason. See, e.g., 8A
N.Y. Cons. Law 8121-802. In addition, under those
state laws that otherwise permit a partner to demand to
be bought out upon six month’s nodce (which is the
default rule contained in the* Revised Uniform Limited
Partnership Act), a creditor might convince a court that
a creditor should be able to exercise that power to be
liquidated out.

Under the new Alaska law, a court will be able to
order the disscludon of a partnership or limited liabil-
ity company only if it determines that it is impossible
for the enterprise to condnue to operate. Therefore,
the court will be unable to order a liquidation merely
for an “equitable” reason. In addition, unlike the
default rules under most state laws, an Alaska limited
partnership or limited liability company does not go
out of existence upon the death of c general partner of
a 'imited partnership or of a membe; ofan LLC.

Limited partnerships and LLCs are widely used
for estate planning. They can accomplish many goals,
including providing a family unit with an opportunity

to shift income more efficiently, share in lower bicker-
age and investment advisory fees, and centralize and
harmonize the management of assets and investment
decisions. Use of these enddes changes the nature of
what is owned. In other words, family members no
longer own an interest in the assets owned by the; art-
nership or LLC, but rather own interests in the partner-
ship or LLC. Because the nature of the family’s inter-
est changes, so does it value. Often, the value is
reduced. Lower value may mean lower gift, estate, or
generation-skipping transfer tax when an interest is
transferred. It can also mean a smaller “step-up™ in
income tax basis at death. See IRC §1014.

The Internal Revenue Service has shown a strong
and growing inclinadon to disregard the existence of
the partnership (or LLC) when disregarding its exis-
tence would result in a larger value for estate, gift, or
generadon-skipping transfer tax purposes, and thus,
higher taxes. The Service’s attack, to date, has
revolved around four primary arguments. See, gener-
ally, Aucutt, “More on Deathbed FLPs,” 9 Probate
Practice Report 1 (August 1997), for a discussion of
some of these arguments.

First, the IRS has contended that the taxpayer may
X making a gift upon formadon of the entity to other
equity owners (e.g,, partners) if the taxpayer receives
back an interest worth less than what he or she con-
tributed. The argument may not be sound. For exam-
ple, upon termination any such "gift” to the other part-
ners may be offset by a “gift" back from the others. If
so, any transfer upon formadon must be for lull consid-
eration and cannot be a gift At least in some cases, the
courts have not completely dismissed the argument that
a gift can be made upon formadon, thus this argument
should not be disregarded in forming a limited partner-
ship or LLC. Cf. Estate ofTrenchard v. Commissioner,
T.C. Memo 1995-232. See, also, Horn, “Limited Part-
nerships: Some Thoughts and Theories about Key
Issues.” 23 ACTEC Notes 37 (Summer 1997).

Second, (he IRS has contended that the existence
of the partnership should not be respected in those
cases where he partnership was formed only for tax
reduction reasons, at least if its existence has no other
substantial economic impact. It appears more likely
that there will have been a smaller non-tax impact if a
transfer of partnership units occurs immediately after
the formation of the entity. See, e.g., National Office
Technical Advice Memorandum (NOTAM) 9719006
(formadon of partnership by individual who was ter-
minally ill and died two days after partnership was
formed). See. also. NOTAM 9723009 (formadon 54
days before death), and NOTAM 9725002 (formation
two months before death).

Third, the Internal Revenue Service also has
recently contended that the existence of the partner-
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ship should be ignored because it constitutes > restric-
tion on the use of the assets of (he partnership. See,
e.g.. NOTAM 9719006. IRC §2703 provides that, in
certain circumstances, an option, agreement, or other
right to acquire or use property at a price less than fair
market value or any restriction on the right to sell or
use the property is ignored for estate, gift, and genera-
tion-skipping transfer tax valuation puiposes unless it
is established by the taxpayer that die option, etc., is
comparable to similar ones found in arms' length
transactions.

Fourth, the IRS has attempted to attack partnership
discounts under IRC §2704(b), on the basis that the
partnership agreement (or LLC operating agreement)
imposes one or more applicable restrictions. See, e.g.,
NOTAM 9724703 (provision of partnership agreement
that eliminates the right under Massachusetts law of a
limited partner to withdraw on six months’ notice is
disregarded). A restriction is disregarded for valuation
purposes under Code Sec. 2704(b) only if the restric-
tion will expire or if the family acting together without
non-family members can remo/c it It is understood
that the Internal Revenue Service may contend that any
applicable restriction in a partnership that contains a
fixed term (such as terminating in the year 2039)
means that the applicable restriction will expire by the
terms of the partnership when the term of the partner-
ship ends, and, therefore, any such restriction should be
disregarded for valuation purposes. The Internal Rev-
enue Service may also contend that the family can
remove any applicable restriction (which under Treas.
Reg. §25.2704-2(b) is to be determined under default
state law, and not as limited by the terms of the partner-
ship agreement) even in a circumstance where a non-
family member (such as a niece or nephew) is also a
partner. Under the partnership laws of many states,
certain actions may not require unanimous consent of
all the partners (unless the partnership agreement
expressly so provides).

Alaska law was amended nor only to permit sim-
pler formation of limited partnerships and LLCs pur-
suant to the check-the-box regulations and to use them
more effectively for asset protection and other non-tax
reasons, but also to assist a taxpayer in resisting such
IRS attacks on valuation of interests in partnerships
and LLCs. Fust. Alaska la' is now clear that a single
member (one owner) LLC may be formed. Forming a
limited partnership with only one real owner of equity
(e.g., the same person owns all limited partnership
interests and all of the stock of a corporation which
owns a relatively, small general partnership interest) or
a single member LLC should avoid any argument by
the Internal Revenue Service that a gift is made upon
formation from one owner to another. (If a husband
and wife, both of whom are United States residents, are
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the only partners or members, there also is no taxable
gift because any gift from one to the other should qual-
ify for the gift tax marital deduction under IRC §2523,
barring some provision that would make it a s »-called
“terminable interest”) The Internal Revenue Service
has essentially conceded that a subsequent gift of an
interest even in a wholly owned enterprise is to be val-
ued by looking at the interest transferred in isolation.
Rev. Rul. 93-12,1993-1 C.B. 202. Hence, the "deple-
tion of the value of the estate” argument, which is
essentially what the gift upon formation contention is,
should not arise if the entity is formed by a single
owner who thereafter makes gifts to others of interests
in the entity.

One of the most effective ways to avoid the IRS
contention that the partnership was formed only for
tax reduction reasons and without any other substan-
tial economic or other impact is to operate the partner-
ship or LLC for substantial period of time prior to
making gifts or sales of the units (and forming it as
long before death as practicable if the interests in it
will be held until then). As mentioned above, limited
partnerships and limited liability companies often pro-
vide significant noiutax-benefits, such as providing for
asset protection and lower brokerage or investment
advisory fees through the aggregation of wealth. By
making gifts of relatively small interests in the enter-
prise, the others who receive these tr msfers can partic-
ipate in such non-tax benefits attributable to the struc-
ture of the enterprise.

The IRS argument that the existence of the part-
nership should be ignored under IRC §2703 appears
Hawed. It Ls based on the Code section, regulations
promulgated thereunder, and its legislative history,
which indicate that the section applies only with
respect to the property which Ls the subject of the gift
or transfer at death. In the case of gifts or transfers at
death of partnership intert *s, it is those interesrs (not
the underlying partnerships assets) that must be
restricted for the section to apply. As mentioned, the
section does not apply where the taxpayer establishes
that unrelated third parties have entered into similar
arrangements. Presumably hundreds of such entities
will be created under Alaska law, a majority of which
probably will be created by unrelated third parties. In
many cases, these agreements will contain no provi-
sions other than those provided under default state law.
"Hus may help establish that any family partnership
agreement or limited liability company, at least to the
extent that the governing agreement does not provide
additional restrictions, is the same as that entered into
by unrelated third parties.

The new Alaska law should go far in combatting
»he IRS arguments under §82704(b). First, as a matter
of default state law, Alaska limited partnerships and



limited liability companies last indefinitely (just as
corporations do'/. In addition, as a matter of default
Alaska law, thd terms oi a partnership agreement (or
governing documents of a limited liability company)
can only be changed with the unanimous of all part-
ners (or members of an LLC). Hence, if there is any
partner who is not a family member (such as a niece or
nephew), the family will not be able to remove the
restriction and, accordingly, it should not constitute an
applicable restriction the existence of which may be
disregarded under IRC 82704(b).

Alaska has also eliminated any right of a limited
partner or LLC member to demand to be bought out on ’
six months' notice. In fact, under default state law, a
partner or member is entitled to distributions only as'
provided in the governing documents. Moreover,
unlike the default rules under the law of virtually all
the other states, neither a limited partnership nora Irm-
ited liability company is dissolved under Alaska lew
upon the death of any general partner or member.
Rather, a limited liability company continues for as
long as there -is one member. A limited partnership
continues in existence as long as there is another gen-
eral partner, or if there is none, it dissolves only if a
majority-in-interest of the remaining partners fail to
elect a new general partner within 90 days.

New Delaware Asset Protection Trust Legislation
Effective July 1,1997, Delaware enacted a new law
similar to and intended to produce the same estate plan-
ning and asset protection benefits that the Alaska Trust
Act provides. The official synopsis of the new Delaware
law states that the purpose of the Act is to facilitate the
establishment of trusts in Delaware and is intended to be
like the Alaska Ihist Act In fact much of the language
in the Delaware law is identical to the Alaska law*
Unfortunately, it appears that the Delaware law
will provide less asset protection than the Alaska law
will. Perhaps of mu'h grater significance, it may not
be possible for a gift to a self-settled trust formed
under Delaware law, as enacted, to be complete for

Notes

" The extent of asset protection is discussed in more Jttiii in
Hompesch, Rothschild and Blattmachr. “Does the New Alaska
T ists Act Provide an Alternative to the Foreign Trust?*' The Jour-
nal ofAsset Protection, 9 (July-August. 1997).

¢ For example. Rev. Rul. 77-378 states. In pan:

There would be no doubt of his nonliability for gift

tax upon th: value of the income if he had reserved to

himself the absolute right to the income for his life. But

he made no such reservation. He transferred the entire

property. Whether he would enjoy any of Its Income

depended entirely on the trustee, who. in his uncon-
trolled discretion, could deprive him of it completely. It

N
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federal tax purposes. See Dela. Stat. Ann. 83573.
Subsection &3573(a) appears to provide that the trust
is permanently available to discharge the grantor's
obligation to pay alimony, child support, and property
settlement awards even if the obligation arises after the
transfer to the trust occurs. As indicated above, a
transfer is incomplete for Federal estate and gift tax
purposes to the exter.* the grantor can relegate the
grantor's creditors to the trust. Here, because the
potential use of trust assets is limited and probably
ascertainable, it seems the transfer might be only part-
ly incomplete (i.e., to the extent potential use of trust
assets for child support, etc. is ascertainable). See
TVeac. Reg. $20.2036- I(aXii).

Probably most troublesome is §3573(b), under
which the grantor can certify in writing to any creditor
(including apparently someone who becomes a credi-
tor after the trust has been created) that the trust assets
are available to satisfy the creditor’s claim. That certi-
fication seems to make the trust assets available to that
creditor. This virtually assures that the gift to the trust
is incomplete, because the grantor can relegate his or
her future creditors to the trust assets. This power of
relegation is sufficient to render the gift incomplete.
Rev. Ri' 77-378, supra.

Thin under §3573(c) the trust assets are perma-
nently available to claimants who have suffered per
sonal injury, death, or property damage tha: occurs
prior to the transfer to the trust. It appears quite cer-
tain that these claimants continue forall time to have
access to the property in the Delaware trust to satisfy
their claims, even if the transfer to the trust was not a
fraudulent conveyance. It seems that transfers to the
Delaware trust are incomplete to the extent of any such
pre-transfer claims, under Dela. Stat. Ann. 83573(c).

Nonetheless, supporters of the new Delaware tmst
act are likely to seek to' ive these potential problems
with the legislation cured early in that state’s 1998 leg-
islative session. With certain changes, Delaware law
will provide the same estate planning benefits current-
ly available under Alaska law.

was only by vinue of the trustee’s direction, which on
this record must be regarded as entirely voluntary, (hat
the donor received any of the income: and this direction
might be terminated whenever the trustee deemed it
proper that the wife should receive the income. Such a
hope of passive expectancy is not a right. It Is not
enough to lessen the value ofthe property transferred....
'Whether the grantor enjoy any of the trust's assets is
dependent entirely on the uncontrolled discretion ofthe
trustee. Such a hope or passive expectancy does no:
lessen the value of the property transferred....' Rewv.
Rul. 62-13 is hereby clarified to remove any implication



that an entirely voluntary power held by a trustee to d'.s-
trihutr all of the trust's assets >0the mcantor is sufficient
to render a gift incomplete either In whole or In ,urC
(emphasis added'/.
Section 2036(a)(l) requires that the decedent retain Jiht.
ssion or rgjoyment’or ‘die right to the income." If hi- bu
egal right to income, the ‘'income’ phrase would not support
sion under Section 2036. Perhaps it may be said he has
fned 'enjoyment." However, if some meaning is to be accoid-
word ‘retained." some showing of an arrangement, more
the fact that income was paid to the decedent, should be
}ired.... Since ;uch transfers are treated as complete when
fcr gift tax purposes there is even less reason for the impo-
i of estate tax liability under Section 2036.”
Stephens ct nl.. Federal Estate aid Gift Taxation,
B[4][c) (footnote humbers and footnotes, other than a portion

Itext from n. 42. omitted).
1* Neither a private letter ruling nor a national offic; techni-

oACTEC Notes 246 (1997)

cal advice memorandum may be cited or used as precedent. IRC
( 61 10(jX3). However, they often are indicative of the In’cmal
Revenue Service's position.

* There arc four exceptions (or limitation’; to the new Alisha
spendthrift rule: (I) to Che extent the transfer is a fraudulent con-
veyance (ii) to the extentthatix Tutor is in default by 3Qor note
days in child support, (iii) to the extent that the grantor retains the
rilriit to distributions, nr (Iv) to the extent diat the grantor reraios a
power to revoke. A power to revoke does not include a poncer to veto
distributions to Gtl.cn or to exercise a tesu.nentary special power of
appointment T’.ese two powers (le., to veto or exercise a testamen-
tary special power) can be used to prevent the transfer to Ge oust
fmtu being a coropletcJ gift, but the retention J either power will
cause inclusion in the grantor's estate for federal estate tax purpose*

* See. generally, Hompescl  Alaska v. Delawax:: Compari-
son of Recent Trust Legislation.” to be published in Probate A
Property (JanTFeb. 1i'98). Mr. Hotnpesch was the principal
drafter of the Alaska LLOLimHed Partnersldp Amendment At*.

\
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ESTATE PLANNING

FbramR

T hesi ATE GF ALASKA has adopted a new community
property law by which a married couple may elect to
treat all of their assets or specific as-

| n most community

property states,

many forms of prop-
erty acquired by a mar-
ried coup'e are auto-
matically held as com-
munity property, unless
the couple enter into a
binding agreement to
treat their assets as sep-
arate property. The Ala“ra Com-
munity Property Act (the Act) gives
Alaska residents the option ofcon-
ducting their marita! finances with-
in a community system, making it
the first wholly consensual ¢ im-
munity property statute in nearly
60 years 1 Of even greater impor-
tance to estate planners in other
states, however, the Act allows
both residents and non-residents to
establish Alaska Community Prop-
erty Trusts, by which specific assets
can be held as community proper-
ty under Alaska law.

AIaskPa Community'
roperty

The Act, which became law on
May 22, 1998, allows a husbi’nd
and wife who are both domicile '
in Alaska to enter into an igree-
ment that converts any or all of
their property into community
property.2 The Act draws many of
its key provisions from the
Uniform Marital Property
Act, which has previously
been adopted only in Wis-
consin.3 The key elements
of the Alaska community
property rules for residents
are that:

sets as community property. This ar-
ticle discusses the estate planning
uses and implications of converting
one s separate property to communi-
ty property, and how non-Alaskans
may use an Alaska Community Prop-
erty Trust to obtain the tax and non-
tax benefits of community property

YZ status for select assets.

1. The couple may select which
assets are to be community prop-
erty and which are to be held in
some other form of separate or
joint ownership;4

2. Community property may be
owned with rights of survivor-

ship;5

3- £ach spouse owns ami may
control a one-half interest in the
community property,6 but the
spouses may choose to grant man-
agement authority to one of

them ;7

4. Each spouse is required to
act in good faith toward the other
with respect to their community
property.8

5. A spouse may “reclaim”™ com-
munity property given to a third
party by one of them unless the

.y Jonathan G. Blattmachr
Milbank, t"weed, Hadley & McCloy
and Howard M. Zariisky
Attorney
Rapidan, VA

non-transferring spouse
consents, except fur
gifts ihat do not exceed
$1,000 in any calendar
year or larger gifts
which are ieasonable,
in light of the economic
position of both spous-
es;9

6. An Alaska court may equi-
tably divide commum’y property
along with marital property in the
event of divorce, except to the ex-
tent, if any, the spouses have pro-
vided otherwise in a community
property agreement or trust;10

7. Community property is not
subject to a claim by a surviving
spouse to any minimum or elective
share when the first spouse dies;11

8. An Alaska Community Prop-
rty Agreement may be set aside if
it is found that it was uncon-
scionable wnen made, was not
voluntarily executed, or that ne or
she was not given and did not
have fair and reasonable disclo-
sure of the property and financial
obligations of the other spouse
and did not voluntarily waive such

disclosure.12
The Ala]_s)ka

COmmU[}Itl}/ roperty
rust
Both resident and nonres-
ident married couples may
classify property as commu-
nity property by transferring
it ro a community property



trust and by providing in the trust
agreement thit the property is
community property.13 The Act
requires for a valid Alaska Com-
munity Property Trust that:

1. One or both spouses transfer
property to a trust;

2. The trust expressly declares
that some or all the property
transferred is community property
under Chapter 75 of 'title 34 of the
Laws of the State of Alaska;

3. At least one trustee of the
trust is a "qualified person” whose
powers include or are limited to a.
maintaining records of the trust
and b. preparing or arranging for
the preparation of any income tax
returns that must be filed by the
trust. A “qualified person™ is an in-
dividual Alaska domiciliary, Alaska
trust company or Alaska ba ik as
described in AS 34.75.100(a)
(Michie 1998). The powers to
maintain trust records and prepare
or arrange for the preparation of
trust income tax returns may be

ftgil
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given either to the Alaska trustee
alone or to the Alaska trustee and
one or more other trustees;

4. The Trust must contain the
following language (ir. capital let-
ters) at the beginning of the trust
agreement:

THE CONSEQUENCES OF THIS
TRUST MAY BE VERY EXTENSIVE,
INCLUDING, BUT NOT LIMITED
T0. YOUR RIGHTS W11H RESPECT
TO CREDITORS AND OTHER
THIRD PARTIES, AND YOUR
RIGHTS WITH YOUR SPOUSE
BOTH DURING THE COURSE OF
YOU" MARRIAGE AND AT THE
TIME OF ADIVORCE ACCORD-
INGLY, THIS  AGREEMENT
SHOULD ONLY BE SIGNED AFTER
CAREFUL CONSIDERATION. IF
YOU HAVE ANY QUESTIONS
ABOUT THIS AGREEMENT, YOU
SHOULD SEEK COMPETENT AD-
VICE. 14

5 Both spouses must sign the
trust, even if only one transfers
property to the tmst;

RSs *

S| W<>>|!

BETTER BECAUSE...
Reasonable Fees, Non-Percentage Based
Results Guaranteed, or No Charge

0 Court Authorized Search, Recommended

m  Professional Reports, with Full Documentation
Fully Insured, hr your protection

21 No-Obligaiion Fee Quotation

We prove Heirsh'p and locate Missing Heirs, Beneficiaries,
Legatees, Property Owners, Stockholders and Estianged

Family Members.
obligation, please call

1-800-663-2255

Fax: 1-800-663-3299

V A vV

For more information, without cost or

24
Hours

Internet: httn-j/wvm.heirsearch.com

£ NEfNe ¢

Email: igs@hcirsearch.com

et v 11y TCTRNNIONN. - YEmber
Genealogical M |JR b/ GENMLOGI1CAL Fomnslc
Society SMRCHmc Canter

Established 1967

6. The trustees must maintain
records that identify which prop-
erty held by the trust is communi
ty property and which property
held by the trust is not community

property.

An Alaska Communiiy Property
Trust that meers these require-
ments will allow the conversion of
the trust assets from separate or
joint pioperty into community
property. Furthermore, it allows
the spouses to enter into enforce-
able agreements regarding:

1. Their rights and obligations
in the property transferred to the

tlU St;

2 The management and control
ot the property transferred to the
trust;

3. The disposition of the prop-
erty transferred to the tmst in the
event of the dissolution of the
marriage or of the trust, death of
either or both spouses or the oc-
currence or nonoccurrence of an-
other event;

4. The choice of law governing

the interpretation of the trust; and
|

5. Any other matter that affects
the property transferred to tiie
trust and does rot violate public
policy or a statute imposing a
criminal penalty.

An Alaska Community Property
Tmst may not be amended or re-
voked unless the agreement itself
provides for revocation on a par-
ticular date or on the occurrence
of a particular event or unless the
agreement is amended or revoked
by a later community property
trust. To amend or revoke the
tmst, the later community proper-
ty tmst is not required to declare
any property held by the trustee
as community property. This
means that the spouses may
amend the trust to transmute
property back from community
property to separate property.
Both an Alaska Community Prop-
erty Tmst and 2 later (amending)
Community Property Tmst are en-
forceable without consideration,


mailto:igs@hcirsearch.com
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although no such agreement is en-
forceable f unconscionable when
made or the spouse against whom
enforcement is sought was not
given a fair and reasonable disclo-
sure of the property and financial
obligations of the other spouse,
did not voluntarily sign a written
consent expressly waiving the
right to disclosure of the property
and financial obligations of the
other spouse beyond any disclo-
sure made and d.d not have no-
tice of the property or financial
obligations of the other spouse.

oA
rts

An Alaska Commurity Property
Trust tor nonresidents of the State
of Alaska should be valid for tax
purposes if the trust can create en-
forceable property rights with re-
spect to property contributed by
persons who are not resident or
domiciled within the State of Alas-
ka The law on point supports the
use of a trust in one state to cre-
ate beneficial and property rights
for nonresident beneficiaries, but
even in jurisdictions in which the
law may be less supponive, good
planning can help assure the de-
sired result

The rules by which the state
that should assume jurisdiction
over various aspects of trust ad-
ministration, construction and the
rights of beneficiaries, depend
upon whether the trust corpus is
real or personal property Gener-
ally, the intent of the settlor deter-
mines the jurisdiction for a trust
holding personal property, while
the sites of the real property arc-
determinative with respect to a
tmst on real property.

Issues of the administration of a
trust holding personal property
(whether tangible or intangible)
are determined under the jurisdic-
tion in which the tmst is otherwise
administered, which itself is deter-
mined on the basis of the intent of
the settlor, as disclosed in the gov-
erning instrument. Absent an ex-
press declaration in the instrument
as to the place of administration,
the settlor's intent is usually as-
sumed to be that the tmstee shall
administer the tmst at the trustee’s

principal place of business or
domicile. A settlor who names
two or more trustees who are
domiciled in different states may
manifest an intention that the tmst
should be administered at the
domicile or place of business of
one of them. Therefore, if the sett-
lor names one or more trustees
situated in Alaska, as is required
of an Alaska Community Property
Trust, it may be assumed that the
trust should be administered in
Alaska and that it should be su-
pervised by the courts of that
state.

The requirements for an Alaska
Community Property Tmst include
the designation of at least one
Alaska trustee arid refer repeatedly
to the construction of the rights of
the parties in the property under
Alaska law Under the general
rule, therefore, Alaska courts
should have jurisdiction over mat-
ters involving the administration
of an Alaska Community Property
Tmst even though they might lack
jurisdiction over some or all of the
beneficiaries.15
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Questions relating to the con-
struction of an inter vivos trust
holding personal property and the
rights of the various beneficiaries
will be based on the law of the
state designated in the instrument,
or in the absence of such a desig-
nation, th** la\ of the place of ad-
ministration *fthe issue relates to
trust admin stiarion, or otherwise
the jurisdi .tion that the settlor
would probably have desired to
apply.16 A state need have no
connection with the tmst in order
to use its law in construing the
trust instrument, if the settlor has
selected that particular state’s
law .17

A sim. ar rule applies in deter-
mining the overall validity of a
trust of personal property. The va-

nity of the trust is determined
hi ler w law of the state desig-

d by the settlor, as long as
tl  state has a substantial relation
to the trust and that the applica-
tion of its law does not violate a
strong public policy of the state
with which the tmst has its most
significant relationship.18 A state
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has a substantial relation to a trust
if the settlor designates that the
trust is to be administered there, if
any trustee has its principal place
of business or domicile in that
state when the trust is created, if
the trust is administered in that
state or if it is the domicile of the
beneficiaries.

As to trusts of interests in land,
however, the law of the situs of
the land becomes more important.
The administration and validity of
a trust in land is determined ac-
cording to the law of tu« state in
which the land is situated, even if
the trustees are situated else-
where.19 A court of a state other
than that in which the property is
situated may still exercise jurisdic-
tion over the administration of the
trust, if this does not unduly inter-
fere with the control by the courts
of the situs.20

Issues of construction of the
trust instrument, however, have
not always been construed ac-
cording 'o the situs. Some courts
apply 'he law of the situs,2l but a
few others have applied the law
designated by the settlor in con-
struing a trust on real estate.22 The
law of the situs almost certainly
controls issues of construction
only in the absence of a designa-
tion in the instrument of the gov-
erning law.

Therefore, it appears very likely
that an Alaska Community Prop-
erty Trust holding personal prop-
erty will be respected in matters
of administration, construction
and trust validity, as long as U
meets the basic rules set iunh Ly
Alaika law. On the other hand, it
is quite possible that a court
would view an Alaska Community
Property Trust as not creating
community property interests in
real estate, the title to which is
held by the trust but the location
of which is in another state that
has no community property rules,
or that has significantly different
rules from those adopted in Alas-
ka. A practitioner who wishes to
create an Alaska Community
Property Trust to hold out-of-state
real estate should, therefore,
arrange for the transfer of the real
estate to an Alaska corporation or
partnership or limited liability
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he administration
and validity or a
trust in land
determined according
to the law of the state in
which the land
situated, even if the
trustees are situated
elsewhere.

company if that is otherwise com-
patible with the client's wishes,
since stock, partnership interests
and LLC interests are themselves
personal property, even if the un-
derlying assets are real property.
The stock or partnership or LLC
interests may then be transferred
to an Alaska Community Property
Trust, the terms of which would
be governed more clearly by Alas-
ka law.

Sk O
Commu L}/rbroper%

Although an Alaska Community
Property Trust could be irrevoca-
ble, ihe grantor or grantors
should ensure that neither spouse
will be deemed to make a coni-
ple.ed gift for Federal gift tax pur-
poses to any third party upon the
transfer of property to die trust or
thereafter unless that is what he,
she or they wish. Because both
spouses must sign the tmst, even
if only one of them transfers as-
sets to it, one spouse cannot cre-
ate the trust, make the assets
community property and unilater-
ally control what the disposition
of those assets will be. If the oth-
er spouse does not agree to the
proposed disposition, he or she
presumably will not sign the trust.

The gift tax marital deduction
would appear to be a simple pro-
tection against adverse gift tax
consequences on the creation of
an Alaska Community Property
Trust, but the law does not clear-
ly establish that granting one’s

spouse the immediate, unilateral
and continuing right until death
to withdraw one-half of any prop-
erty transferred to and which be-
comes a community property as-
set should qualify such one-half
interest for the gift marital deduc-
tion. In other words, the fact 'hat
the donee-spouse's interest in the
community property under the
Alaska Community Property Tmst
will terminate at his or her death
(if the right to withdraw that in-
terest from the tmst is not exer-
cised) may mean it is a ter-
minable interest.23

With reasonable planning and
drafting, a transfer to an Alaska
Community Property Tmst should
be capable of qualifying for the-
marital deduction.24 One way is
to create an interest which consti-
tutes an *“estate trust,” that termi-
nates in favor of the donee-
spouse's own piobate estate,
making it thereby disposable by
that spouse’s Will.25 Alternatively,
the transfer may be made to qual-
ify by falling under the life estate
general power of appointment
exception.26 The donee-spouse
must be entitled to all ol the in-
come for life payable at least an-
nually and be granted a lifetime
and/or testamentary general pow -
er of appointment exercisable by
the donee-spouse alone and in all
events in favor of that spouse
and/or his or her estate. These
are known as general powers of
appointment marital deduction
trusts.

Although the statute relating to
such general power of appoint-
ment marital deduction trusts
states that the income must be
payable to the spouse at least an-
nually, the regulations promulgat-
ed under the gift tax regulations
relating to such trusts clarify that
the income does not, in fact, have
to be paid to the donee-spouse
but merely be subject to with-
draw by that spouse.27

The interest created for the
done' spouse in the A’ a Com-
munity I’roperty Trust v_ould be
made tc quality alternatively for
QT1F treatment under Code Stc.
2523(f) by structuring the donee-
spouse’s interest that way and by
election on a timely filed United
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States Gift Tax Return. However,
it nonetheless seems appropriate
to grant the donee-spouse the im-
mediate, unilateral and continuing
right to withdraw his or her half
of the assets transferred to the
Alaska Community Propertv The
nature of community property is
that each spouse owns and may
control his or her one-half of the
assets. Of course, the trust could
piovide that cither or both spous-
es could relinquish his or her uni-
lateral right to withdraw although,
presumably, care should be taken
to ensure that any such relin-
quishment is not a taxable gift,
unless that result is intended 28

Inc&me Tax Treatment Of
k nit
AL

If one spouse transfers property
to the Alaska Community Trust,
the trust presumably will be treat-
ed as a grantor trust in its entirety
with respect to that spouse so that
all the trust property, whether all
or only part of it becomes com-
munity property under Alaska law,
is treaied as owned for income tax
purposes by the grantor-spouse as
long as the income and corpus
may be distributed, without the
consent of an adverse party, to or
for the benefit of either or both
spouses.29 Even if the other
spouse has the unilateral right to
withdraw his or her half of the
community property from the
trust, powers held by the giantor’
spouse are attributed under Code
Sec. 672(e) to the grantor. As a re-
sult the grantor-spouse will be
tieated as though he or she held
that power to withdraw, presum-
ably negating any possible appli-
cation of Code Sec. 678, under
which a beneficiary, who is not
the trust’s grantor but has a unilat-
eral right to withdraw trust prop-
erty, is treated as the owner of
that property for income tax pur-
pose- Moreover, the Internal Rev-
enue Service has consistently held
that the provisions of the grantor
trust rules (Code Secs. 671-679)
which cause the actual grantor to
be treated as the owner of the
trust assets supercede Code Sec.
678.30

When the grantor spouse dies,

hen the grantor
spouse dies,
the trust property will
no longer be treated as
owned by that spouse
for income tax
purposes.

the trust property will no longer
be treated as owned by that
spouse for income tax purposes.
To the extent that the surviving
spouse has a unilateral power to
withdraw such property from the
trust that spouse will be treated
as the owner under Code Sec.
678. Often, a joint revocable com-
munity property trust (that is, one
created by both spouses with
their community property, as well
as, perhaps, separate property)
provides, when the first spouse
dies, that the survivor’ half of
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the assets which had been com-
munity property as well as the
survivor’s separate property, if
any, remains subject to that
spouse's power of withdrawal. If
that pattern is followed in an
Alaska Community Property
Trust, he surviving spouse will
be considered the owner of such
property for income tax purposes
under the grantor trust rules.
However, to the extent the sur-
viving spouse’s power unilaterally
to withdraw one-half of the com-
munity property contributed by
the other spouse expires at or be-
fore the death of the grantor
spouse, the surviving spouse will
not be treated as the owner of
such property under the grantor
trust rules.3l

To the extent a spouse makes a
contribution to the Alaska Com-
munity Property Trust that spouse
presumably will continue to be
treated as the owner of the prop-
erty, as discussed above, for in-
come tax purposes under the
grantor trust rules even if the non-
contributing spouse has a unilater-
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al right to withdraw none, some
(e.g., half) or all of property so
contributed if the income from the
property contributed or the prop-
erty itself may be distributed,
without the consent of an adverse
party, to either or both spouse.32
As a result, during the spouses’
joint lifetimes, each spouse will be
treated as owning for income tax
purposes the assets he or she con-
tributed. That probably will be the
case even if the spouses are treat-
ed as exchanging interests in as-
sets contributed. For example, the
wife contributes Asset X worth $2
million to the trust which became
community property (and, there-
fore, treated as owned under Alas-
ka law as one-half by the hus-
band) and the husband con-
tributes Asset Y worth $1 million
which became community proper-
ty (and, therefore, treated as
owned under Alaska law as one-
half by the wife). Even if the wife
is treated as exchanging a 25 per-
cent interest of Asset X for a 50
percent interest in Asset Y and the
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husband is treated as exchanging
a 50 percent interest in Asset,Y for
a 25 percent interest in Asset X,
the wife probably wiil be treated
as owning all of Asset X and the
husband probably will be treated
as owning all of Asset Y for Feder-
al income tax purposes. The rea-
son is that for income tax purpos-
es (of which the grantor trust rules
are a part), that exchange normal-
ly would be treated as a gift rathe
than as an exchange.33 Hence, the
spouse who contributed the prop-
erty presumably will be treated as
the sole grantor of that asset for
income tax purposes.

To the extent ot the property
contributed by him or her, the sur-
viving spouse will continue to be
treated as the property owner for
income tax purposes under the
grantor trust rules to the extent
the property or its income may be
distributed to that spouse, without
the consent of any adverse par-
ty 33 .er (as well as before) the
other spouse dies. In addition, the
surviving spouse may become to

« Pel Retirement Home
« 1.5 million cats and dogs adopted Into

be treated as the ov/ner under
Code Sec. 678 of property con-
tributed by the first spouse to die
upon that spouse's death to the
extent the survivor has a unilateral
right to withdraw the property af-
ter the death of the first spouse to
die.

Basis Adjustment At Death

One major tax advantage of cre-
ating an Alaska Community Prop-
erty Trust is that it enables resi-
dents of non-community property
states to take advantage of Sec.
1014(b)(6), which states that,
upon tne death of either spouse,
the basis of the entire community
property asset (and not just one-
half of the asset) becomes equal
to the value of the asset at the
death of that spouse (or, if applic-
able, on the alternate valuation
date determined under Code Sec.
2032). Sec. 1014(b)(6) does not
distinguish between property that
i held as community property un
der automatic (opt out) state laws
or under elective (opt In) state
laws. Furthermore, significant au-
thority strongly suggests that com
munity property under an opt in
law, such as that adopted in Alas-
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ka, would lie eligible for the basis
adjustment at death under Sec
1014(bX6).35

However, it is appropriate to
note that Code Sec. 1014(b)(6)
only requires that the property
community property under the
laws of any State (or possession or
foreign country). r a non-Alaska
married person or persons trans-
fers propeny to an Alaska Com-
munity Property Trust, the proper-
ty will be community property un-
der the law of Alaska. Therefore,
it seems literally to fall under the
section.

Although it seems the asset
which is community property un-
der Alaska law is “community
property ... under the community
property laws of (a] State,” it is
possible the courts will hold oth-
erwise .36 Accordingly, married
couples should elect into the Alas-
ka community property system
only if that form of ownership re-
flects their wishes regardless of
whether the basis of the surviving
spouse’s interest in the property
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will be determined on the death
of the first spouse to die under
Code Sec. 1014(b)(6). Moreover,
because the Alaska Community
Property law’ treatment under
that section is untested, it may be
preferable for the couple, if it is
seek;ng a step-up in basis for all
of their wealth when the first
spouse dies, to place all of the as-
sets in the name of the spouse
who will die first. Unfortunately,
that is not always predictable well
before that death occurs. Under
r°dc S=c. 1014(e), no change in
basis occurs under Code Sec.
1014(a) for property which was
given to the decedent within a
year of his or her death and is
reacquired, directly or indirectly,
by the donor ,37

Conclusions

Under the Alaska Community
Property Act, both married
Alaskans and non-Alaskans may
elect fr bpme or all of their assets
to be- community property under
Alaska law. To the extent the val-
ue of what one spouse converts to
community property exceeds the
value of what the other so con-
verts, a gift will be made. That gift
should usually qualify for the gift
rax marital deduction unless the
donee spouse is not a U.S. citizen
and the gift, along with other gifts
to the spouse, exceeds $100,000
in a calendar year,-5*

Although converting assets to
community property that may pro-
vide the surviving spouse a signif-
icant income tax benefit when the
first spouse dies, the change ir the
nature of assets may have other
far-reaching effects.39 Each
soouse, in fact, will have a 50 per-
cent ownership interest in the
community property. That means,
for example, that the community
assets will be s ibjecf to a 50 per
cent division in the event of di-
vorce (except to the extent the
court having jurisdiction over the
divorce may and does order a dif
ferent division under applicable
equitable distribution or similar
laws) and each spouse will be
permitted to dispose of his or her
one-half of the assets when he or
she dies except to the extent
agreed otherwise As with other

community property systems,
spouses hold other rights with re-
spect to their community property
which do not exist with respect to
other property they own. As a
consequence, it is likely that only
couples in long-term stable mar-
riages, and perhaps only those
who have descendants only of
their common union, will elect to
have their assets tieated as com-
munity property under Alaska law

Even if neither the Internal Rev-
enue Service nor the courts rule
that Alaska community property is
community property under Code
Sec. 1014(b)(6), it seems likely it
will be treated as a “50-50" tenan-
cy in common between the spous-
es or, if elected under the Alaska
Act to be “survivorship” communi-
ty property as the Act permits,40
as a joint tenancy with rights of
survivorship between the spouses.
If so, that probably means one-
h.ilf of the asset will he included
in the estate of the first spouse to
die 41

Thus, the Alaska Community
I’roperty Act and the Alaska Com-

/1

munity Property Tmst offer a rare
opoortunity for clients whose mar-
riages are extremely sound, to

ivert those assets that they wish
into community property, with
possibly significant income tax ad-
vantages upon the first spouse’s
death. Furthermore, these new
laws present this o*.,, vnmity with
remarkably few downside risks. ¢

End Notes

1 Inether community property states, mar-
ital property agreements frequently con-
vert some or all of the parties' non-com-
munlty property assets into community
property, filling the gaps left by state law.
However, those agreements differ materi-
ally from the Alaska Community Propertv
Agreements because the former add
some assets to an extant stack ofcommu-
nity property, while the la'ter starts from
a situation in which no assets are com-
munity property prior to the agreement.
On the non-Alaska form of agreement,
sec, e.g, Rasmussen, 'Divorce Provisit,ns
in Opt-In Marital Property Agreements,”
67 Wise Lawyer is (Apr 1994)

Alaska Stat. 3175.060(a) (Michic 1998).
The Uniform Marital Property Act was ap-
proved by the National Conference of
Commissioners on Uniform State Laws in
1983. it Lsadopted in Wisconsin at Wise.
Mat Ann Sec. 766 001-766 97.
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Alaska State Senate

Sefjlon: . Interim
State Capitol 119 N. Cushman, Suite 201
Juneau. Alaska 99801-1182 Fairbanks, Alaska 99701
907)165-2327 , 907)456-8161
907)465-5241 Fax Senatof_Ralph_SeekiPs@legis.state.ak.us

Senator Ralpu Seekins
District D

Senate Bill 300 Sponsor Statement

“An Act relating to the handling of negative equity in motor vehicle transactions”

Senate Bill 300 updates the definition of “principal balance” found .n the Alaska Retail
Installment Sales Act to accommodate the proper disclosure of negative equity. Furthermore, the
oill clarifies how, within a lease arrangement, an incidence of negative equity is handleu.

There was a time when lending institutions required borrowers to monetarily participate in
purchase transactions. In fact, down payments of 25% were quite common. Furthermore, term
loans were held to a maximum of 36 months. But, over the last several years these guidelines
have gone by the w v.-ide. The strength and stability of the national economy have spurred
consumers to demand lower-pavment loans along with greater value.

Banks, credit unions and acceptance companies have accommodated the marketplace by offering
low, or no. down payment options as well as lengthening the allowable repayment period for
many types of lending products. This phenomenon is particularly evident in retail auto sale

where qualified buyers often broaden their budget by opting for 100% financing over the longest

possible term.

The mathematical effect of this financing strategy is simple - the point in time at which the
vehicle’s market value exceeds the outstanding balance on the underlying loan occurs much later
than it otherwise would. Until this point is reached, the owmcr's equity position is commonly
known as “upside down” or “negative”. In other words, the value of the vehicle is not yet

sufficient to completely repay the outstanding balance on the loan.

As a result, when the owner w-ants to trade for a different vehicle, the dealer has to figure out
some way to accommodate the loan payoff in the trade-in. At one time it w'as common practice
in some stales to simply inflate the price of the car to be purchased enough to permit an
allowance for the trade-in that would cover the amount owed. The negative equity disappears.

This method solved the equity problem but failed to adequately describe the transaction
mathematically. So, over time, this practice fell into disfavor and, today, it is more common that
new vehicles are sold at non-negdiable prices, i.e., through factory incentive programs.
Furthermore, the Federal Reserve Board provided guidance on this issue through revisions made
to Regulations M and Z. These Regs control the manner in which lease and credit transactions

(respectively) are disclosed.


mailto:Senatof_Ralph_SeekiPs@legis.state.ak.us

Reg M was revised to provide a dedicated disclosure line on the lease agreement in cases where
aprior loan or lease balance (negative equity) is rolled in to the new lease transaction. Re"isions
made to Reg Z altered the definition of “down payment” thereby solving the negative equity

issue as it may pertain to a loan transaction.

So what does all this have to do with Senate Bill 300? The vast majority of banks and credit
unions are federally regulated. Therefore, they follow federal disclosure laws (state laws do not
come into play). However, acceptance companies, like GMAC, Ford Motor Credit, and others,
are required to follow federal and state laws. The dual adherence requirement has effectively
created a disparity in the manner in which loan and lease transactions are disclosed in cases

involving negative equity here in Alaska.

So the bottom line is that while Federal law has been revised to accommodate this situation, our
state law has not. SB 300 resolves this disparity by updating the definition of “principal balance”
as it pertains to the state’s disclosure requirements for retail sales contracts found in Chapter 10,
Title 45. Furthermore, the Bill adds corresponding language to Chapter 25 pertaining to the
handling of negative equity with respect to lease agreements. These modifications bring state and

federal law back into alignment.



FISCAL NOTE

STATE OF ALASKA Fiscal Note Number; 1
2006 LEGISLATIVE SESSION Bill Version; SB 300
(S) Publish Date; 3/10/06
Revision Dale'Time (Note if correction): Dept. Affected: Commerce
Title Motor Vehicle Negative Equity ‘RDU Banking & Securities (536)
Conponent Banking & Securities
Sponsor Seekins
Requester Transportation Component No. 2808
Expenditures/Revenues (Thousands of Dollars)
Note: Amounts do not include inflation unless otherwise noted below.
OPERATING EXPENDITURES FY 2007 FY 2008 FY 2009  FY 2010  FY2011  FY 2012
Personal Sen/ices
Travel
Contractual
Supplies
Equipment

Land & Structures
Grants & Claims
Miscellaneous

TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0
ICAPITAL EXPENDITURES"
CHANGE IN REVENUES (
FUND SOURCE (Thousands of Dollars)
1002 Federal Receipts
1003 GF Match
1004 GF
1005 GF/Program Receipts
1037 GF/Mental Health
Other (Specify Type -Do not abbreviate)

TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate of any current year (FY2006) cost: 0.0
Mark this box {X) if funding for this bill is included in the Governor's FY 2007 budget proposal:
POSITIONS
Full-time
Part-time
Temporary

ANALYS'S (Attach @ separate paqge ifnecessary)

This legislation addresses the handling of negative equity in motor vehicle transactions. It does not impact
the operations of the division.

Phone 907.269.8159

Prepared by:  Mark Davis, Director
Date/Time 2/28/06 10:53 AM

Division Banking & Securities
Approved by:  william C. Noll, Commissioner Date 2/28/2006
Agency Commerce, Community, and Economic Development
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Alaska Auto Dealers Association
5001 Old Seward Highway
Anchorage, AK 99503

March 24, 2006
RE: SB 300

Dear Senator Seekins:

The Alaska Auto Dealers Association Board of Directors met on March 23, 2006 and
passed a resolution in support of SB 300.

SB 300 will benefit dealers and consumers by allowing captive financing sources such as
GMAC and FMC to lease vehicles under the same requirements and terms as federally
chartered banks with regard to disclosure and treatment of negative equity. More
financing sources will economically benefit dealers and consumers and we urge the

Legislature to support SB 300.

Sincerely,

Jon Cook
Legislative Director
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(and UM .ttK «) - Noma and Address (Including bounty);

i Ford

W KS¥DE DRIVE FAIRBANKS AK
Laseor - Mama jnd Addraw:

iHI~1eHB"HR DR?VEIFAIRBANKS M 99701

"Foed Crocrt" is Ft/'d Motor Credit Company. The "Holder" is
By #ign'ng "You" (Leasee and Co-l.esse*) agree to le”se this Vehicle according to the terms on me front and back of lhia base.

HtD CRIHNBIK--==———-- — and its assigns

fiew/UsediDrmo  M'eage al Delivery Year/Maka/Mjdei GVWiflrack (lbs.) Vehide ID# Vehicle Use
NEW 5324 1FTPU14586FA27882 PERSONAL
1. Amount Stic At 2. Monthly PaymentS 3. Other Charges a. Total of Payments
Lease Signing or 106?.67 (not part of Your monthly payment) (Tha amount You will
Delivery Yw.f Trst m; Cispoettkxi itr (f You do have paid by the end
(Itemized Below) * isdoeon S. C. ’ - -a - J~-cfjee the Vehiow) o' the lease)
payments QIffp3 <6/ due on the _ WE
a~ 1
day of each month, lal.gf Your monthly |
20C0.00  poyments is s . 26464 .41

* |temization of Amount Due et Lease Signing ot Delhrcry

. Amounts Due At Lesse Signing or Delivery:
. Capitalized coei reduction $
. First monthly payment

o o o o un

. riUe tees w b. Rebates and noncash credits

e. Rogietra: on fees c. An*yrji to be paid In cash
f. N/A w
B H/A = m

N/A N7A

6. How the Amount [> « At Lease Signing or Delivery will be peid:

) _ . 0.00
. Refundable security deposit a. Net trade-in allowance .
Z0DOTOO0-

wjjr

doc - 295.00 2000.00

Total i 2000.00 Total §.

7. Youi monthly peynnnt is determined «c ehown below:

ic Groae capitalized coat The agreed upon value oi the Vehrte (S 35S80.00 j ?nd any items You pay

over the lease term (such as service contracts, insurance, and any outstanding prior credit or lease balance) , 40971.00

(Itemized below)™
b. Capitalized coat reduction. The amount ol any not trade-in allowance, rebate, noncash credit, or cash

thet Yer: p-.y mat reduces r.ie groe# CapitaliZE0 € 0 S ..ottt - 343-33
c. Ad|ueted capitalized coat The amount used in calculating Your base monthly payment.......... o} — ftSH.er
d. Raeir!;.»i valut The vahjn ol tha Vehicle et ute end of the 'ease used in calculating Your basemoi.".hy payment - 179$g-00
«. Depreciation and any amortized amount!. The amnynts charged for the ,rcle’s decline in value

trough normal use and for otfier items paid OVer the 1€aSe TEIM ... = 22637-67
f. Sat.t charge. The amount charged In addition to the depreciation and any amortized am oOUNES.......ccccoeereerccccniens + T~
g. Trial c» base monthly ;>eymt>ita. The depreciation ana any amortized amounts plus the remcharge............. - ~ 27528.06
h. 1c-«e« payments. The nuMCSr 0< PAYMENTS N YOUF T8 ASE ittt -f 24
1. BNVE MONTRTY PAYMENT oottt s £ s R £ £ et £ ettt ettt ettt ean = 1063.67
L Mojjt”- salee /u»s tax . .. . + M/A
A WTPT
1 N7A T77T
m. Total monthly po/ment 1063.67

24

n. Lease term In months. .

% Early Termination. You mzy hove lo pay a substantial charge If You end this lease early. The charge may be up to severs! thousand Cedars.

| The actual charge writ depend on wtwrn the lease Ic terminated. The earlier You and the laaae, the yaater this charge M likely to bi.

8. Excess Wear and Use. You may bo charged lor excessjive wealbased on ouv standards lor normal ufe. At the schedu'efl Bad of lhis lease, unless

| O $ Ycu punhsse the Venida, You must pay to Lessor cents per mile lor eacn mile m excess ot, - miles shown cn the
vdomaiar. See Ifen< 19 and 23 on bock lor nddtional excess wear and use terms.
9. Extra MII Option Credit. Al i i i i M/A i i
. Extra eogs Option Credit. A the scheduled end of this lease, You wil receive a credit of. cents per unuéed mile for file numtsr of
unused miles between end — miles, less any amounta You owe under ihis lease. You will not receive any credit ii

the Vehicle is dee'royed, If You bmrnaie Youi lease early, exaruee any purer n r option, are in default o: rhe credit is las* than J1.00.



§2:43:68 g 03-02-2006 319
fx X (E0r3'T \

information on earty terrrwiaowi. purchase option and maintenance

19074551057 Seekins Ford

Crther Important T«m*. Sm Your leas* dccumenb tor addMonal
responsiblebes. warronbts, late and dJtoult charges, insurance and any security ntorasia. If appfoablr

IS. LIFE, DISABILITY AND OTHER INSURANCE These coverages are not
required to enter Into this lease and will not be provided unless You sign below If
insurance ia to be obtained by Lessor, the coverages are shown in @ notice JIVEN

11, WARRANTY The Vehicle Is oovored by any warranty,
extended warranty or service contracr indicated below:

[29” Standard now Vehicle warranty provided by the to You this dote and ore tor the term of this lease.
manufacturer or distributor of the Vehicle.
py FORD ESP tLoiteeurence M/A s N/A
Insurer Initial Coverage
If the Vehkie Is of a type normally used tor personal use rnd the Lessor,
Ineurml(B) Premium

or the Vehicle's msnufacturer, extends s written warrant" or ecrvice con-

tract covering the Vehicle wtrhin to days trom the date ol this lease, You
Insured's Signature!?)

get Implied wirrantto* of nwrchentablllty end fitness for a particular pun Disability M/A t N/A
pose covering the Vehicle. Otherwise, You urdirsand and agree that there Insurance
are no such implied wemndes except et otherviee required by state law. Insurer Monthly Coverage
t N/A
313.00 Insured Premium

11. OFFICIAL FEES AND TAXES $
T.ye estimated total ancon You will pay lor official and license fees, regi-

stration, title and taxes over the tcrrr of Your lease, whether Included with Insured's Signature

Your monthly payments or assessed otherwise. The aetuai total of tees Pther N/A
and taxes may be higher or lower depending on the tax rates In sheet or nsurance Type
the value ot tic leased proporty at thu time a fee or tax « assessed.
N/A £ N/A
Insurer
13. LESSOR SERVICES N/A Monthly Coverage
(See Item 18 on back) < N/A
irtsured(s) Premium
14. LATE PAYMENTS You wtl pay s lata charge on
each paymwnl that la not rsceivea within 10 days after Insureds Signatures)
it is duo The charge is 7.5% of the toll amount of the . M/ZA
Total Premium* S,

scheduled pa/ment or $50.00 whichever is less.

“ 16. Itemization of Qrou Capitalized Cost

Agreed Upon Valuo Salw/Use Tax &Other Trtle Feas Licence &Registration  Extended Warn.nly & Lessor Services____ Acquisition Fee

cmevergo.oo Applicable Toiein? N/A B 15.00 S-rvior.Mago \V/ 595.00
+1 ot - A

Documentation Fee Lit* Insurance E:::Jii:]ig Insura:ce WEAR CARE N/A / m ns ea >m Grots

. N/A m wop—500.00- Ctf- 4>Sjé,8?>.u(1 — XYW rW o

SIGNATURES AND IMPORTANT NOTICES \ /

Modification:  This lease sots forth sti of the agreements of Lessor ant* Yo" tor
this lease must be in wdtmg and signed by You and Fore Lredit.

Lessee -UPST/IF DOUIL KI1F By: JL - Title-

Co-Lesseo". — By. -X ...

mUTlﬁpr/W&EE%FDEHéE 1Y|9|g EI@N]FR% D AND AGREE TO BE BOUND BY THE ARBI}HF;&TION PROVISION

NOT'CE w I?(o ;:ot sign this lease before You read |t0r If It has any blank speee to be filled In, &2) You have the right to get a ttlied-In copy of this
aAl™, You slate that You havo hr'm given a fllled-m copy Ol this leeae | ha lima You S|g It and notice of an asatgnmant of thlS lease by the

Lessor to Holder.

Lonsoe; UFESHtf DOWN JOE- By: Title:.
By X Title:.

Co-Lessee . ,

Lessor is hereby notified that Holder has assigned to mintermediary." as delined In the Red Carpet Lease Assignment its rights (but not its obligations) with
respect to tno purchase ol this Vehicic and the sole of this Vehicle at leas* termination.

Lessor accepts bus lease and assigns itto Holder under the lerms of the Rod Carpet Lease - WOB Plan Agreement Program No
between Lessor and Holder unless otherwise Indicated here:
QJ LEV GUARANTY
Lessor  SEEKINS FORO-LINC-MERC.. INC. By IL e
P LBs0 R SOp 0 e useq. QUEStIONS?? Contact Ford Credit at 1-P00-727-7000 or www.frrdcredit.com
A ous edtiions may ¢ used. NOTICE: SEE OTHER SIDE FOR IMPORTANT INFORMATION
CONSUMER PAPER

ORIGINAL


http://www.frrdcredit.com

ALASKA SIMPLE INTEREST VEHICLE RETAIL INSTALLMENT CONTRACT DATE 03-05T505 on

m9074694067 Seekins Ford 12 44.23 p m.
2p Coda)
UPSIDE DOWN JOE SEEKINS FORO-LIWC-FIERC-, INC.
-555 DOWNSIDE DRIVE 1625 SEEKINS FORD DRIVE
FAIRBANKS AK FAIRBANKS AK 99701
www.fordcredtt.com

You, the Buyer (and Co-Buyer, it any), may buy tha vehicle described below tor each or on credit The cash price « shown below at ‘Cash Price * The credit price
la own beiow aa Total Sale Price ' By signing this contract, you chooce to buy the vehicle on credit under the agreements on the front end back of this contract.

New/Used Mileage Year and Make Model Vehicle Identification Number Use For Which Purchased
N/A 2006 F~1S0 SER X & Personal O Agricultural
NEW FORD TRUCK 1FTPU14s86FA27882 O Commercial
tradeiri 2005 FORD TRUCK 14000.00 . 17586-00
Yeer and Make Gross Allowanc-e- Amount Owing YOU ARE RESU'RED TO |NSURE THE
e "' [TOtHATION OFAMOUNT FINANCED Wiy IEREE, YOU Ma T OSTAIR VEHICLE
i G OICE
A o >%¥%§L NSURANCE _ COVERAGE
own Paymen . . FOR BODILY INJURY AND PROPERTY
Third Party Rebate Assigned to Creditor ... S N/A PN%%S CAUSED TO OTHERS IS NOT
RN Doun PAYMEN e o VA PEE CREDIT DISABILITY A
e _ SRRER OFTIGNAL. INSURANCE ARE
Trade-in (description a OVE)....,,_ S 0 00_ NOT RE UlRED T BTAIN CRED'
Total Down Payment..___________ § o) ARD IR NRTBE rOY LD (N
Unpaid Balance of Cash Price (I minus2)..... ..s36479.00 (3)  YOU SIGN AND AGREE TO PAY THE
Amounte paid on your behalf (Seller may be retaining a portion of twee amounts) ~ PREMIUM.
To Public Officials Credit
(i) for license, title & registration feest _  11S.00 ; O Life *l A
(i) lor official fees 15.00 Insurance Company
(ill) for taxes (not in Cash Price) AlL s - 130-00 m 1 m
To Inaurance Companies for N/A Premium " Insured(s)
CrEdI_t Lllfe Ir]gurance ---------------------- )8 - You/We went Credit Life Insurance.
CYNil Disability Insurance- $ N/A
$ -NA
17A f N/A .
N/A Buyer Sigrte
S
*1ORD 1ICFTRTRIDJT mmfofNEUATIVh tmni - 3586.00¢ -
<W7A -for"M mner N/A Co-Buyer Signs
cH T for™m i HIA Credit
tI/A foT A s N/A O OlsabflfyJZA
Total . ) r~*5irw (4 Insurance Company
Amount Financed (3 pius 4). t 40490 . W oo A AL Insured(s)
You/We want Credit Disability Insurance.
PERA(IJ\II[Z\INU?fo c FINANCE Amount PTotal of# Total Sale
t CHARGE  Financed Payment Price ,
RATE d The dollar amount ¢ amouni ol Theyamojnt The total cost Buyer Signs
* The coal of your i dit ik ctaf)t provided you will have of your purchase
! e credit wi Ip you or on paiu when you ~on credit,
credit ao a yearly rate cost you your behalf heglsoh;ljztljeedai :inocvlvur?;:gg/rggrﬂ Co-Buyer Signs
payment*. oFf$ M
11.00 12569.20  €049Q.QQ  $53059.20 5305830 OTHER OPTIONAL INSURANCE
Coverage and Premium a id
i ieuronce Company Iflmuod. Mfflhfl
Number of Payment*  Amount of Feyment* 1When PaYmenta am Due
WuMoothty O SomLAnmwHy QAnnualfy 1 JO - M L
m | »/a ByJL/A- U A-
m I hla

M L MA—


http://www.fordcredtt.com

19074594057 Seekins Ford _12:46:00 p.m. ~ 03-02-2006 6/9
Insurance ipmoanv term in Months
* *e BN ATUIM/DANES JUA. S ia-
S 884,32 AWt 44.2006
h - _ SyJUX. Jui.
/A NA 1HA
. r-».
JA 4m-
BylJ/A -
Prepayment: Hyou pay otf your debt early, you will not havo to pay a penalty, y NA-
lata Payment' You must pay a late charge on the portion ol eucti payment received more than 10 You/We want the optional Insurance for
days late. The charge is 7.5 percent of the late amount or $50.00, whichever Is lose which premiums are inchded abav*. e

Security Interest: You are giving a secunty Interest in the vehicle being purchased
Contract: Please see this contract for additional informaition on security interest, nonpayment,
detaull. the right to require repayment ol your debt in full..betore..the scheduled date, and

prepayment penalty. «Uyer Bigne
We o 13 »>>.}‘.§1 C S
. , 0-Buyer Signs
D Your last installment payment under thi6 oontrad Is a balloon payment. yer sig
Credit Life and Credit Disability Insurance an
EXCESS WEAR. USE AND MILEAGE CHARGES for the term of the contract, lira amount and

If the box directly above is checked, this section. Paragraph B, and Paragraph C of this ~ coverages ere shown In a node# or agreement
contract apply. You may be charged for excessive wear based upon our standards tor ~ given to you today.

normal use. If you exercise the option to sell the vehicle back to Creditor under Para-

graph £a you must pay the Creditor so n/a  permile for each mile In eX0€SS of  EH Debt Cancellation Waiver Addendum (Optional)

mi|eS ShOWI’] on the Odometer, If this box Is checked you have purchacod a debt
- cancellation waiver. Purchase of this coverage is

optional and Is not required to obtain credit The
teims and conditions of the debt cancellation waiver
ere set forth In the attached Addendum which is
incorporated into this contract The price tor tha dobl
cancellation warver Is set forth on this contract In the

Any chango In mis contract must be In writing and signed by you and the Creditor.

Buyet X ella ; :

Signs Itemization of Amount Financed under section 4.
0-Buyer_ Buyer.

glgns Signs

YOU ACKNOWLEDGE THAT YQU HAVE READ AND AGREE TO BE BOUND BY THE ARBITRATION PROVISION ON

THE REVERSE SIDE OF THIS CONTRACT.

The / nnual Percentage Rate may be negotiated with the Seller. The Seller may assign this contract and may retain

Its rig it to receive a portion ot the Finance Charge.
N Tl HWUP  Hi«* NI ESH S

Do not sign this contract before you read It or i it contains any blank spaces. You are entitled to an exact copy of the

contract 9ou sign.

Buyer (and Co-Bu¥er) ncknowtedge that (1) before signing this contract, Buyer (and_Co-Buyerz received and reviewed
a tiue and completely filled In copy of this contract and al) at the time of signing this contract, Buyer (and Co-Buyer)
N

received a true and completely filled In copy of this contract.
CONSUMER PAPER

suyer ¥ Co-Buyer X_
signs Signs
soiierSEEKIMS FORD-1TNF-fIFRC, , WC™*- W HMGR.
THIS CONTRACT IS NOT VALID UNTIL YOU AND SELLER SIGN IT.

SKMw tew -
Saillor may trans'ler this contract to another person. Thar person will Than hava all Bailer s rights, privileges, and ramadlea. By signing bolow, the
Sailor assigns this contract to EURO fIQTQR f.RfQIT rHVPAIIY (‘Aaalgnoo”),
To contact Assigns# about thia contract, call 1-8Q Q -7?7-7000 or vUIt Ihair wobcite at mmm.fnrrtrrortit rnlt
&@*SE1uMS FORD-LIMC-HERC.. 1]ICX Tile EAl BVIB

rc 17S50-SIOCI 06) (Pr=*wu» w>*on» nwy NOT b* wed.) SEE OTHER dDE FOR ADDITIONAL AGREEMENTS

1-0 irsio-B-Si

ORIGINAL

KB



"m Yy - ALAS ININAL SAl
9 0 7 4 1~ e>' 12 46 41 pm

The Undersigned Seiler (CredBDf) Soto
andita Undersigned Buyesr  JPSUjfi PQUj- JO E woommmeeeemeon .- _ Buya
0* following desorbed property and p JritaJSw pay oriThe terms set forth b* jw and on me revere# side of the agreement Buyer acknowledge and
represents that the property=s being purchased primarily tor. (a) Personal or Famiy use ..")$() Commercial or Buslnees use O (check one)

YEAR (RAPE NAVE moa BOOYTYrt IDQBBCATION NUMBER NEW/USED

2006 FORD TRUCK F-150 SFRTEFS SIIPFRCRCU iy 1 1FTPUL46fifiFA?27flIft? MFU

COMPREHENSIVE AND COLLISION INSURANCE REQU R~D: Buyer must vnmediataiy procure Comprehensive and CoHown Insurance coverage. Thia
Insurance must contain a Lose Payable Clause Endorsenw  .imrng Weis Fargo Bank. N.A. fWFB") as Lienholder. This maranca may be procured through
and placed with Buyers choice dHbroker and company, subject la WFB's right lo refuse ta accept an neuror for reasonable cause. It proof of this neurance is
not provided to WFB within fifteen (15) days of the dale of tho Contract WFB may, at its option, order a policy to protect la interest in the collateral and Buyer
musi pay for such poicy or, at WFB's option, such costs shall be added to me balance of Buyers loan. This insurance will not nclude tod r/ injury*, "public

labVIty" and property damage liability,* and will not comply with any state Inane*! raepcneibltey law MAXIMUM DEDUCTIBLE IS 1600.
[TEMIZATION OF AMOUNT FINANCED

IUnpr I ---.35980 .QQ— At Rt G unaraBW iUy GavteraiiaprtiodHTim, a0 .KY)
OoctimonlFw 295. QQ_ Oadd $ H/A*— M/A.
Rii R0 JUA b- MW/A.
tow soon rnc* 36275. Q00— i GAPCcw*ot 499-QOm  CLASSIC GAP
Ubwr Payinurt Qaniife N/A KW Gurplid
Cam t— JUA. Crw BUDMTy MA Drtturerca G TN
FeWTatinvita | - JLQSL FVUCKSHRYOORcHg - 130. QQ ToPublic ONcaw
rict* UNOn ok 3586.QQ whi 1 4715.00
I\A@RD I\-Il-lﬁiCK E\%DXED ITION 2005 Amount Tiuiiced (<¢ 4) - 40490,Q00 ¢
Bnmmw $ 0.00 FfcMiiuf CAx-gxt 12560 - 80 49
G (LD $ Tola of Payrmw** 5 * G m53050.80 o
lot*: guk Pt (L »4 ¢ @ 5305Q.BFl_ w
ANNUAL
Amount Flrwnmd FINANCE CHARGE PERCENTAGE RATE Total of Maymwita Total 8ala Price
I, 40490.00 12560.80 11,00 noF 53050.80
I toTM S orovxt TAo Drar Mrourtt tr CHW i i
i e I
payrr.mu U icnadoiud. peymanors Q, ofl
Numnar Of P*ymant» krour* of Payrvani* WT*A Hymmm* A
59 t 884.18 rtONTHLT BEGINNING 04/14/2006
1 ( 884.18 FINAL PAYTtENT OUE ON 03/14/2011

caeorr urt imswuhc* *md color weaeujrv insuiumcs me not rsquvkl *Ooarun cnton. and *a>notm ptowom» m youu*<andv * k my tr» khhot™ cool

D gan LN i
"a» IVi@iNangia Mtoo
N/A 'INVov]ngco .
Sigraua
Jano OocHUto Wo» Joai
erutt*
A wfct
A
WO{H m Wo wont (Oinf
N/A ireunc* SQuogifo
X
S

Y. B nli a aaourty Vrwwi r t_fr*QQXX)or proywty FACIcftYVBIfr pjrog pey of! Mjr, you v
b f U purOMoxi noa (brfot d—ortpfio* o> omar pnpitr, WappHoabfcf: h*f to p*t mponoffy.
aar

UTQAGH» AWt MR VAR Tina nimie ZA* ThoistMKK Hf
of the contract. Bud then terms and condiitions in thdr Mtirety.

titWFDQMOMrMI_m I* watf M pm N «»aya«lla i I*cU*t*aitoM frhatatfftifcftiQaM liffiia*en»e***,

ArMrVINit Clause; The terms end eondlUsM on Die reverse side ef this documini irt part 3ud th onsint

The AraiMFirceitaie Rite miy be negoDMid wtU the Setter. The Seftar Buy assist this contract and retain IS right to racolvt t part if the finance cftarga.
Before removing the vehicle described tetOW from the Stae of Aitjkj, Imust obtain written permission from the lienholder named on die vehicle We and'or reorstrason as

requtrsd by Section 26.10.491 of the Alesha Motor Vehicle Act Wells Fargo Barth, N.A will not auihonze removal from US.A

Suy- HtewMoitotwluKamitotonutenMnonyimnLMMrk*>t»K*inU mow*mhmW.omitW >lrmiM aUhM itomwudw

. . NOTICE TO BUYER . L
"TAOMetun ((iwnnmuc scooBiNt on twe rer.tr Ete iop part nr trric i~ iritv arocpmint



9074594057 Seekins Ford 1246 15pm 03'02'2006
PocunwraSa* zas™U iL £MQOJ Vo™ |. IUAtc - m
“URLP -aAg — m *-iia
To«mC.«iPne* an i 36275.0Q - I, GAPfawwio* 459.00m riASSIC G
t)M | Pt TIRt CsKXUF JUA=<mir» 0 yin.
Cretl M/A Lr*XD*MbdAT X LA Towaurenot Cgncm i
Pneftrs Trad* k>VJua -0, Q Q _ TWVIMfWMeoa'fing * «e noon -HFPJ\m‘H
FORD TRUCK EXPEDITION 2005 (#C0M 1 Lpn Or Trr 3586.00 @i [ 321LQO0-
MAKE MOOCL YSAB Ao Q9
Tran Down Peymeni | Y QUR- i HoCee -12560.80
N«tdaah Met [1i'» ui J} S 36275.00 p] kjtil o<Ptymena ¢ 6; S — 53Q5Q_M— m
youra+k Ppca @ + 4 1+1
ANNUAL
Amount Financed FINANCE CHARM PERCENTAOQE RATE Total of Paymanta Total Sal* Prte*

S 40490.00 11-00 % » 53050.80 t 53050.80
ﬁ]ewno i.0l cradK ptovkMd Tha dotanmount He oredt Tha COtt Of you erode aa e The amotas you tab N*” paid The SMI cost of youi cram
[dyou C  IYyoUI ban«e mu coat you yMHLy>sM tdlar you haia maga & pvnnaa*. raudwg yot# doaw

ptymanb aalrF\%utad 0.00

Nimbar ol naymanb Mnouis or Payment.

Whwt Ptrywants Ale tws

HONTHLY BEGINNING 04/14/2006
PINAL PAYMENT DUE ON 03/14/2011

i IM Sul paymant w* no *w ta or*w awatwMinf pflnop*. batenp*. *ccncad M nM to itn ON ol paywraa. IM marfaa. m any Ktna4 coata kaktdtoe laawanoa

CSEPrrfUHINUJNAMCI JUIO CA&OTT O'SZtBILmr IKSUMNCI AZIf NOT A*OuF.<0 to oa HUNtm m |, end a« nw M provide tnto* yatl e I* and agreeto pay * * aNMonal CML

59 t 884.1e
1 S 884.18
In any M
w 8w A
Type fVantii*Tt | f
* Crad'Li MM X
forV* Crad'Lite , N/A M Sggcg 0
Singte Cram Dtaaotity ; N/A P LA&W
tnsuranc*
Jatw Crediit UN
1 N/A [raunnes
Jam Cram Dtaabfrly \CNR; é”KA'%*&E
t N/A minxte

M CUhrrr mayar giaaa Galar a aaaaOy Waara* wim goe*a er property
kiOiy QtooAooiO a t! (bool jaaortpdon lor«y property. Il appacae*.)-

CipfwM

%grvun

X
Aiuri
X

X

X

SfOfuw

raeeArMETTPtt you **r of! carry you M | no.
nave to pay a penalty.

Udtowm 1IN®»1 bliamn Sate bet yaaaata Nn»n a»taasal irk olwraaoat aayau* @Mt.8C he.a»aNH aal>a”aiao matNaianai
aS M aeiN iO. laMlaaaal thatyet«l meeyewmh ISa NO am taa,ea IM Mart* flat N caaaaaN M b mMaat tfeaONaaaoat aarin attka Miami

ArWtrattOT Ctaim T>» larmi sad cortdmwj on Uw ntrtne M | gf Sli documentirt p«ft of the cootnct. Rood then term* M CMdtbom M IM if oMhcfy.

' IM Aimbol Fgromagt Role may bo nojoilaiefl aitk tha Saltar. The SaBor may ttilffi nut contracl and retain Its right to rrccrva a part ol the (trance chirps.

Before renani
recuired by
kwywr f

the vehide describee belowframPis State of Alaska, | molt obten writtsn permissiar,
ion 28.10491 of the Alaska Motor \ehide Act Weds forgo Bert. NA will not authorize renovd framU.SA

itlwtn aNka aSftttoaN abramm* i»aytw arenH smegs. rfs w caerat. waailrI-raSs »*S»y layttiW nMtmoatlaM Wary On.times n>

ission fromtte hertddt nered antirevehide trte antvor nigStration as

notice to buyer

THE TERMS AMD CONDITIONS APPEAFilIIéIG ON THE BACK HEHE'ir ARE PART OP THIS SECURITY AGREEMENT

(= Do not dJN mi* Contra. oaten: yen reed itor | any ntenoac lot
you aign It |c) Vop 'nay al any Iron pay off thy lull uop.ua oaonct Sua untie' in* Centric*.

agree tanna. acapi aa to unovawsia Mumaaaat.

o*/w Id Ttiua . «nwy,0 to a copy or mo Conlraa j: Ota nm«

NOTICE; Any holder ol this conaumar cradK contract is sub)sct to all claim* and defense* which the debtor could aaeen against tha mallar of goods or services
obtained pursuant hereto or with t»* procaada hereof. Recovery hereunder by the debtor thell not e.ceod omounts paid by the debtor horounder.

Co-Buyers end Other Owners Aco-bu¥er is @ persoi who |s responses tor pa

vehicle“but does not have to pay the dob

_)(in the entire debt, An other ownot is a p*mon whose neme S on the title to_the
The other owner knows that the Creditor has a_security ninyntn m the ver.clo and concents to too secunry .merest The

Buyer(si hereby consent to releane ot intomnabon concerning the com tc at owners or thu vehicle

Other owner eigne here:

TA|f* CONTAaCT CONSITTITTEh THE ENTint AunrCMCNT BTTWCEh fME a*rr*i;EC HCPCTO *nO .rwl aptdy to. ru*. to lhc Dcnofr of ano lanc O™ nori. s.eOJtOrv. atinwtanratfws, aucumaocv

nno Srvwyi. aZtno (kryar and Sailor, me euyar lwrvey arvnewlaeeae rvovtpl 0

apun copy horvcrf prior to cewaufnmarlon artf ail Boyar* ar« loviSy end aavaratly labir

Seller intends to Assign this Agreement to Wells Fargo Bank, N.A.

SEEKINS FORD-LINC-MERC.. INC.

Sintu O g 2 A ¥K 1 MS FORD DRIVE

[aua,... . FAIRBANKS AK 99701
FEBRUARY 28th, 2006

» 240 M

Hi ol W

- City. 8wm. 7*3

*Fiimr «ftnm * MMitini

BuyWkc Stgnaifci® 02/2872@6

UPSIDE DOUN JOE

-555 DOWNSIDE DRIVE
FAIRBANKS AK

Moitag A.-wr-w-




Il IKICT AL L HGM T C A Irt e 12:46 49 pnv * <SB30k~ 8/9
90076569@0) S seekinsToid - UHEDITOR-SELLER (Name and Address)

INC.

uie

M at ftvai{

*You' tiM 'your* rotor to th* Buy* (And Co-Buyor. i any) at *w Pw>pirty B*mg fi*cn*»*c -QiKMorta Sm* ‘U tit K)th* tHm of < Prop*fTy Being Purvvwd. «Credmx" nOudej tm
pvty to whom tr>$ contract« aaaigrag, it artg. You miy buy Si* gooas or propony doacnbeo MOw lor c«th or or a«M  Th* cash once <Lshown Often* u "C**h S*I* Pnc*- Tha cna*
pna* « shown Dftow ** ‘Total Saw Pnco.- SIS(}/YL!g this oontrici, you *grt« to buy tha gooQi or property on erea* under the *gr*fm*nt* on the from and back of tha contract, You
«0mq to nay the Gnxttor the Amount Financed and Rione* Cnaro* accortang to tn* pavmont »chwcfut« shown potow. Creditor wti tgure th* Hnwio* Ctwae on ada*y baaa.

PROPERTY BEING PURCHASED (COLLATERAL)

S W
FAIRBANKS AK FAIRBANKS AK 99701

hsw/used Year and Make M0d6| GVW it Truck (Ibs) Identification Number Use For Which Purchased
2006 o
NEU FORO TRUCK F-150 SERIE 5324 1FTPU14586FA27882 o Househord
| 1 Aohcultural
(J commercial
gern 2005 FORD TRUCK 14000-00 17586.00 INSURANCE
Year and Make Gross Allowanca Amount owing
INSURANCE ON THE GOODS OR PROPER-
, ITEMIZATION OF AMOUNT FINANCED TY BEING PURCHASED MAY BE OBTAINED
Cash Sale Price PRICE INCLUDES | 295.00 DOC FEE s 36275.00 (Jy FROMAPERSON OF YOUR CHOICE.
R Hoced e G COPE B
ebate* Assigned to Creditor
Cash Down p%ymem f, K W DOES NOT INCLUDE 'BODILY INJURY
Other N/A W LIABILITY.” PUBLIC LIABILITY," AND 'PRO
Tradeln o | PERTY DAMAGE UADILITr COVERAGE
fade-IN (description above) S REDIT LIFE, CREDIT DISABIUTY

C D AN
Total Down Payment . _ 0.00 @ OTHER OPTIONAL INSURANCE ARE NO
Unpaid Balance of Cash Sale Price (1 minus 2) 3627h~W @) REQUIRED T8 OBETAII\EJ CREDIT YAND W

' ' ini i : NOT BE PROVIDED UNLESS YOU SIGN
?glgﬁgltlsc Fgflf(ljc?;t ey?Ourr behatf (Sailer may be retaining a portion of these amounts., NOT b, FROVIDED. INLESS, 1O

(i) license, title & registration fees $ 130-00 ; .
() UCC. fees & N/A Credit Ufe Insurer
(ill) taxes (not iE Cash Sale fPrice) I N/A 130.00 s N/A
To Insurance Companies for: ,
Credit Life Ir]s_urange N/A Premium Insured(s)
Credit Disability Insurance «7A _
Other Insurance  N/A N/A Signature(s)
Other Charges .
To_N/A for N/A N/A Credit__
TDATTW for W Dlsab”lty. Insurer
Jo FORD ffaTORTKnntorTrtADIT-TN payoff H/A
Total :
N 40490-00 @ Premium Insured
FEDERAL TRLT H-IN-LENDING DISCLOSURES Signature
ANNUAL finance Amount Total of Total Sale
PERCENTAGE CHARGE Financed Payments Price N/A N/A
RATE fhe dollar ~ The amountof  The amountyou  The total cost of Tvoe of Insurance Term
mitecost of your Credit  amountthe  credit provided  will have paid your purchase yp
ac a yearly rate. creaitwill cost  toyouoron  whenyouhave ~ oncredit /A S N/A
you. your behalf.  made all'scheduled including your Insurer Premium
payments down payment of
0.00 Signature
11-00 % $ 12573.40 $ 40490.00 $ 53063-40 s 53063.40 C
« for the term of the contract The
Payment Schedule: ~ Number of  Amount of When Payments e 0 o his

Parents date.

1 final 1\ chem % WfU SStl@ Required Insurance

Creditor requires buyer to acquire  and
Prepaymo. Ifyon pay off your deb! early, you will not have to pay a penalty. [T]alntaln comprehens|ve . and coII[s|on
insurance for the term of this contract in an

. i i i 9
Late Payment: If your payment is lato sovon days or more, you will be ctiwged ths greater ol 20% of the omnunt oniiaf to U nooH wains of th*



12:47:16 pr. 03-02-2008 9Pﬁ
i ! uuuv unQAJIf
9074694027 « Seek b F°)“‘ T”S”T PEFTY DAMA4GE LIABILITY COVERAGE
Trade-In (descnpOor above t. CREDIT LIFE, CRSXT DiSABIUTY AND
Total Down payment 0.00 OTHER OPTIONAL INSURANCE AFC NOT
36773. (XT REQUfRED TO OBTAIN CREDIT AND WILL

a. Unpaid Balance of Cash Bala Price ¢ minus 2)
4. Amounts paid on your behalf (Seder may be retaining k portion of these amounts.)

To Public Officials tor

O N, titke& registrajioijecs S.  130.00.
(I U.C.C. fees
(Ui) taxes (not In Cosh Sale Price) $ N/A 130.00
To Insurance Companies for:
Credit Life Insurance N/A
Credit Disability Insurance nr
Other Insurance  N/A 77T
Qther gharges
To N/A r N/A N/A
CCTSSIirGAP f m .w
Jo FPRg nuio« CRﬁPI TRAUH-IW PAVTP
Total el - w
5. Amount Financed (3 plus 4) 400 0.00% "3
FEDERAL TRUTH-IN-LENDING DISCLOSURES
ANNUAL FINANCE Amount Total of Total Sale
PERCENTAGE CHARGE Financed Payments Price
RATE The dollar ~ The amountof ~ The amountyou  The total cost of
The cost of your credit am.oun.t the CI'EdIt PrOVlded ” have pald your pUTChaSE
as a yearly rate. creditwill cost  toyou oron whe n you have on credit,
you. yoUr behalf.  made all' scheduled including your
payments.  idown paymen. ol
S 0-00
11.00 12573.40 40490.00 53063-40 53063.40
Payment Schedule:  Number of Amount of When Payments
Parents EachpPg”
Lfinal s 834739

Prepayment Ifyou pay off your debt early, you will not have to pay a penalty

Late Paymen Ityour payment is late seven days or more, you will be charged the greater ot 20V, ot the
Interest due or cents, to a maximum of $25.00. Il you are delinquent two payments or 32 days inthe case
o!a tingle poym -it contract, me late tee is not limnod.

Security Intern Y-u are giving a security interest in the goods or Property Being Purchased as
described aGn,» The “oo0o0s or Properry FWig Purchased secures other obligations now or hereafter owed
by you to the Creditor and other collateral held by the Creditor, including funds on deposit with the Creditor,
secures this contract (see reverse side under Security).

Additional Information: See the contract (reverse side) for additional information about nonpayment,
default and anv required repayment in full before the scheduled date

NOTICE TO THE BUYER

+ Do not sign this contract before you read it or If it contains any blank spaces. You are entitled to an
exact copy of the contract you agn

« The Seller intends to assign this contract to Alaska USA Federal Credit Union.
* Any change Inthis contract must be in writing and signed by you and the Creditor.

Al e e

R. (Does not appIY If purchased for commercial or a ricultyral use. In that case, |
debtor WI|| not assert against any assignee or subsequent hoder of this contract an%/ ciaf rs
defenses or setofts which you may have against the Seiler or manufacturer of the goods purchased.]

. BUVEI' acknowledges receipt of d true and complstelv filled in oopy of this contract at the time of

Signing
02/28/2006

Buyer's Signature Date  Co-Buyer's Signature Date

NOT BE PROVIDED UNLESS YOU SIGN

ANDACGREETO PAY THE PRPVIUM
Credit Life___
Insurer
$ N/A
Premium Insured(s)

Sigmrtvre(s)

Credit
Disability.

N/A
Premium

Insurer
fnsured

Signature

N/A

Term
N/A

Premium

N/A
Type of Insurance
N/A S
Insurer

Signature

Credit Life and Credit Disability Insurance
are tor the term of the contract. The
amount and coverages are shown ir, a
go%lce or agreement given to you on this
ate

Required Insurance

Creditor requires buyer to acquire and
maintain - comprehensive and  collision
insurance for the term of his contract In an
amount equal to the cash value of the
goods or Rropertyl with a loss payable
cause in the ‘name of the Creditor, and
Erméltmg 10 days notice of cancellation to
reditor

ASSIGNMENT
By S|gn|n(_1 below, the Seller accepts this |
contract 1f no other Assignee is named in
a separate asqunment attached to this
contract, the SBIler assigns It to Alaska
USA Federal Credit Union,

Seir:  SEEKINS FORQ-LINC-HERC.,

By._
QUESTIONS?

AlaskaUSA

J 1rs J'Wiir *

PLEASE CALL US AT
563-4567
1-800-525-9094 (Outside Anchorage)

AKUSA 02163 R A"20/04

SEE REVERSE SIDE FOR ADDITIONAL TERMS AND CONDITIONS OF THIS CONTRACT

YELLOW - Sollw PINK Buyw

white +Creditor
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Date Referred to Committee FURTHER REFERRALS: Finance

Date of Committee Action

The LABOR AND COMMERCE Committee considered

SENATE BILL NO. 310 EMPLOYMENT OF PRISONERS

An Act relating to the employment of prisoners; and providing for an effective date,

Recommends it be replaced with [ ]HCS or [ ]CSfor
For Senate Bills with new title: / ] Technical Title [ ] New Title: HCR.

[ ] attach amendmc its
[ ] add new referralto Committee
[ ] Letter of Intent Committee

1Jslof NEW FISCAL NOTES PREVIOUS FISCAL NOTES
+Assigned by ChiefClcik's Office Fiscal
Septs.: Fiscal | Indet,
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FISCAL NOTE

STATE OF ALASKA Fiscal Note Number.

2006 LEGISLATIVE SESSION Bill Version: sB310HCS-DQLWD-WIB-04-21-06
() Publish Date:

Revision Date/Time (Note i correction): Department.  Laboi and Workforce Development

Title: Employment of Prisoners RDU: Business Partnerships
Component: Workforce Investment Board

Sponsor: Senate Finance

Requester: House L&C Component Number 2659

Expenditures/Revenues (Thousands of Dollars)

Note: Amounts do not include inflation unless otherwise noted below.

OPERATING EXPENDITURES FY 2007  FY 2008  FY2009  FY2010 FY2011  FY 2012

Personal Sen/ices

Travel

Contractual

Supplies

Equipment

Land & Structures
Grants & Claims

Miscellaneous
TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0
JCAPITAL EXPENDITURES | I 1 I I
CHANGE IN REVENUES ( ) I I I 1
FUND SOURCE (Thousands of Dollars)

1002 Federal Receipts
1003 GF Match

IC04 GF

1005 GF/Program Receipts
1037 GF/Mental Health

Other (Specify Type-Do not abbreviate)
TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate of any current year (FY2006) cost: ~ None
Mark this box (X) if funding for this bill is included in the Governor's FY 2007 budget proposal:

POSITIONS
Full-time
Part-time
Temporary

ANALYSIS: (Attach a separate page if necessary)

There is no anticipated financial impact to the department as a result of this legislation.

Prepared by:  John Pratt, Executive Director Phone: (907)269-7487
Division: Alaska Workforce Investment Board Date/Time: 4/21/06 1.05 PM
Approved by:  Greg O'CIaraY. Commissioner Date: 4/21/2006
Agency: Department of Labor and Workforce Development

(Revism) 9/7/2005 OVB) Page 1of 1



Alaska State Senate

Senate Finance Committee

Mail Stop 3100
. . State Capitol
Official Business Juneau, Alaska 99801-1182

SPONSOR STATEMENT
Senate Bill 310

“An Act relating to the employment of prisoners; and providing for an
effective date.”

The legislation that created the Alaska Correctional Industries program and
commission was repealed on July 1, 2005. The primary purpose of SB 310
is to provide the necessary statutory authority so ‘he Department of
Corrections can continue providing inmate work and training programs

without interruption.

SB 310 is needed to provide for employment of prison inmates under AS
33.30. This employment program will be funded from Receipt Support
Service funds. The bill provides the necessary statutory authority to
participate in critical federal Prison Industry Enhancement (PIE) programs.
It also grants the authority to actively participate and partner with private
enterprise. These partnerships will provide realistic work experience and
vocational training for prisoners under conditions similar to those that
prevail in the private sector. SB 310 will aPow the department to make a
deduction from the offenders’ wages to apply to the cost of confinement.
These receipts will support the prison employment program.

In addition, the prison employment program will allow inmates to work
toward tlnancial responsibility by taking deductions from wages to pay for
child support, victim restitution, criminal fines, civil judgments, fees for

utilities, as well as other obligations.

SB 310 is a vital piece of legislation if we are to continue inmate work and
vocational training programs in our correctional facilities.



Page 3, lines 6 - 17:
Delete all material and insert:

"* Sec. 2. AS 33.30.191(b) is amended to read:

(b) The commissioner may enter into contracts or cooperative agreements with
any public agency for the performance of conservation projects. After the effective
date of this Act the [THE] commissioner may enter into a contract with an individual
or private organization [AGENCY] for the employment of prisoners if the

commissioner consults with local union organizations before contractinZ and
ensures that the contract will not result -n the displacement of employed workers.
be applied in skills, crafts, or trades in which there is a surplus of available
gainful labor in the locality, or impair existing contracts for services [WORK TO
BE PERFORMED WILL HAVE MINIMAL NEGATIVE IMPACT ON AN
EXISTING PRIVATE INDUSTRY OR LABOR FORCE IN THE STATE AS

DETERMINED BY THE CORRECTIONAL INDUSTRIES COMMISSION UNDER

AS 33.32.015]."



Page 5 line 20

Move (6) to line 16 and renumber it (4)
Move (4) to line 18 and renumber it (5)
Move (5) to line 20 and renumber it (6)



Alaska State Senate

Senate Finance Committee

Mail Stop 3100
.. . State Capitol
Official Business Juneau, Alaska 99801-1182

Sectional Analysis
Senate Bill 310

“An Act relating to the employment of prisoners; and providing for an
effective date.”

Section 1. Deletes the “Correctional Industries Program” from AS
23.15.580(g) and focuses on employment of prison inmates whhe
incarcerated. The Correctional Industries Program sunset on July 1, 2005.

Section 2. Replaces “agency” with “private organization” and specifies
that a contract for prison labor must include at least minimum wage requireu
by AS 23.10.065 and paid in a timely manner according to contract.
Removes reference to Correctional Industries Commission.

Section 3. Removes reference to Correctional Industries Commission
oversight.

Section 4. Removes the reference to AS 33.32 Correctional Industries and
renumbers provisions.

Section 6. Allows the Commissioner to establish inmate compensation
based on minimum wage for partnerships with private vendors and based on
prevailing wage to participate in federal Prison industry’ Enhancement (PIE)
programs (partnerships with private vendors that sell products across “tate
lines). Past legislation did not have provisions to pay prevailing wage as
required by federal PIE programs.

Section 8. Removes the reference to Correctional Industries.

Section 9. Is amended by adding a new paragraph that allows the co.st of
confinement to be deducted from prisoner wages.



Section 10. Removes the reference to purchases of livestock. Removes the
reference to the Correctional Industries Fund and Commission.

Section 11. Adds a new section to provide ror transition from the former
Correctiona' Thdustries Fund to program receipts and provides an effective
date matching the sunset date of July 1, 2005.

Section 12. Adds a new section to provide for transition from previous
legislation for the non-coverage of AS 23.30 (Alaska Workers’
Compensation Act) for the period July 1, 2005 through the day before the
effective date ofthis act.

Section 13. Adds a new section to provide for a retroactive date matching
the sunset date of July 1, 2005, for the non-coverage of AS 23.30 (Alaska

Workers’ Compensation Act).

Section 14. Provides for an immediate effective date.



FISCAL NOTE

STATE OF ALASKA -iscal Note Number, 1
2006 LEG'SLAT'VE SESS'ON Bill version. _  sB310__
(S) Publish Date: 3/27/06
Revision Date/Time (Note if correction): Department:  Labor and Workforce Devolopmont
Title: Employment of Prisor :re PDU: Business Partnerships
Component: Workforce Investment Board
Sponsor Senate Finance
Requester:  Senate Finance Component Number 2399
Expenditures/Revenues (Thousands of Dollars)
Note: Amounts do not include inflation unless otherwise noted below
OPERATING EXPENDITURES FY 2007  FY 2008  FY2009  FY2010 FY201l  FY 2012
rersonal Services
luvel
Contractual
Supplies
Equipment

Land & Stru”.ures
Grants & Claims

Miscellaneous
TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

ICAPITAL EXPENDITURES |

CHANGE IN REVENUES ( )

FUND SOURCE (Thousands of Dollars)

1002 Federal Receipts

1003 GF Match

1004 GF

1005 GF/Program Receipts

1037 GF/Mental Health

Other (Specify Type-Do not abbreviate)
TOTAL

0. 0.0 0.0 0.0 0.0 0.0

Estimate of an currentyear (FY2006) cost:
Mark this box{) if funding for this bill is included in the Governors FY 2007 budget proposal.

POSITIONS
Full-time
Part-time
Temporary

ANALYSIS: (Attach a separate page if necessary)

There is no anticipated financial impac. ha department as a result of this legislation.

Prepared by:  John Pratt, Executive Director Phone: (907)269-7487
Division: Alaska Workforce Investment Board Date/Time: 3/24/061:24 PM
Approved by:  Greg O Clara?/ Commissioner Date: 3/24/2006
Agency: Department of Labor and Workforce Development

{Revised 9/7/2005 OMB) Page 1of1



FISCAL NOTE

STATE OI: ALASKA Fiscal Note Number: 2
2006 LEGISI.ATIVE SESSION Bill Version: SB 310

(S) Publish Date: 3/27/06

Revision Date/Time (Note if correction): Dept. Affected: Corrections

Titl-s An Act relating to the employment of prisoners; RDU Institutional Facilities

and providing for an effoc'ive date. Component Correctional Industries Pioduct
Sponsor Senate Finance Committee Costs
Requester Finance Component No. 702

Expenditures/Revenjes (Thousands of Dollars)
Note: Amount? do not include inflation unless otherwise noted helow.
OPERATING EXPENDITURES FY 2007 FY 2008 FY 2009 FY 2010  FY 2011  FY 2012
Personal Services
Travel
Contractual
Supplies
Equipment
Land & Structures
Grants & Claims
Miscellaneous
TOTAL OPERATING

ICAPITAL EXPENDITURES | | I I | I

CHANGE IN REVENUES ( ) | | | | |

FUND SOURCE (Thousands of Dollars

1002 Federal Receipts

1003 GF Match

1004 GF

1005 GP/Program Receipts

1156 Rt eipt Supported Services 31

Qiher (Alaska Correctional Industries Fund) (3.1
TOTAL

ocoocoomocoo
cCoococopo o o
oo Coocooo
cCcCoocococococoo
cCcCoocococooo o
CcCoococooco o o —
oo ocoocooo
oo ococococo o
oo ococooo o

)
0.
0.
0.
0.

8
8

oFrFrFrFoocoo
O mmo o oo

Estimate of any current year (FY2006) cost:
Mark this box I X) if funding for this bill is included in the Governors FY 2007 budget proposal: !

POSITIONS
Full-time
Part-time
Temporary

ANAI.YSIS (Attach a separate page ifnecessary)
Passage of this legislation provides the statutory authority to the Department of Corrections to continue

providing inmate work and training programs without interruption. Legislation that created the Alaska
Correctional Industries program and commission sunset on July 1, 2005. This bill provides retroactive
clauses for the non-coverage of AS 2.3.30 (Alaska Workers’ Compensation Act) and for transition of the
Alaska Correctional Industries Fund to program receipts under AS 37.05.146(c)(81). It also provides the
program the statutory authority to participate in federal Prison Industry Enhancement (PIE) programs and to
actively participate and partner with private enterprise. This legislation will allow the department to make a
deduction from the offenders' wages to apply to the cost of confinement. Thase receipts will support the

prison employment program.

Prepared by:  Sharleen Griffin. Director Phone (907) 465-3339
Division Administrative Services Date/Time 3/24/06 8:00 AM
Approved by: Portia Parker, Deputy Commissioner Date 3/24/2006
Agency Department of Corrections

(Revised 9/7/2005 OMB) Page 1of 1
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PIS Certification Program

PIE Final Guideline

[Federal Register: April 7, 1999 (Volume 64, Number 66)] [Notices]
[Page 17000-17014] From the Federal Register Online via GPO
Access [wais.access.gpo.gov] [DOCID:fr07ap99-112]

[[Page 17000]]

DEPARTMENT OF JUSTICE
Office of Justice Programs [OJP(BJA)-1213] RIN 1121-AA36
Prison Industry Enhancement Certification Program Guideline

AGENCY: Office of Justice Programs, Bureau of Justice Assistance
(BJA), Justice.

ACTION: Issuance of final guideline.

SUMMARY:

The Office of Justice Programs, Bureau of Justice Assistance (BJA), is
issuing this final revision to its Prison Industry Enhancement
Certification Program (PIECP) Guideline proposed for public comment
on July 7, 1998, 63 FR 36710-36719. Under Title 18 U.S.C. 1761fc).
BJA PIECP certification excepts participating agencies from certain
Federal restraints placed on the marketability of prison-made goods
by permitting the transport of such goods in interstate commerce
and the sale of such goods to Lie Federal government. This Guideline
addresses statutory amendments and reflects administrative
experience gained by BJA since the last final PIECP Guideline
published on March 29,1985 (50 FR 12661-64). The publication of
this Final Guideline is considered to be a Federal action that will not
significantly affect the quality of the human environment. Therefore,
preparation of an environmental impact statement is not necessary.

3/27/2006
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U.S.C. 35). Since its inception in 1979, the PIECP program has
certified 38 work pilot projects throughout the country. Prison
administrators find PIECP participation an effective way to address
idleness among ever- increasing prison populations and as a cost-
efficient method for providing inmates with marketable job skills.
Taxpayers benefit because PIECP wage dedu-tions result in
reductions in incarceration costs. Inmate wages benefit society,
generally, in that deducted amounts are authorized to address victim
compensation, inmate fa. .ily support needs and taxes. Lastly, PIECP
industries obtain broad market access for their products because
they are excepted from the Ashurst-Sumners Act prohibition against
the interstate transport of prisoner-made goods and from the Walsh-
Heaiey Act prohibition against certain contract sales cf prisoner-
made goods to the Federal government. BJA first issued a Final
Guideline to implement this program on March 29, 1985, 50 FR
12661-64. After providing an opportunity for public comment on the
revised Guideline on July 7, 1998 (63 FR 36710- 19), the agency
now publishes this Final Guideline to offer updated program
clarification. In so doing, the legislative underpinnings of relevant
laws are examined and the scope of their applicability is defined.
Compliance expectations are explained as program guidance. Refined
administrative practices reflect experience gained by BJA over the
past 14 years. Ti.e background history, guidance definitions and
administrative requirements described in this Guide|:ne are specific
only to the PIECP and have no bearing on or relationship to the
development, goals or administrative practices of any other prison

industry program.

1. Background of the Prison Industry Enhancement
Certification Program kPIECP)

a. Legislative History

1. Unregulated Prison Labor The 19th Century evolution of industrial
capitalism and private sector use of prisoner labor spawned a
number of conditions that adversely affected several major segments
of society. By the turn of the 20th Century, these segments joined in
an organized appeal to Congress and state legislatures nationwide.
They collectively asserted that the production and distribution of
unregulated prisoner-made goods in interstate commerce needed to

be

[[Page 17001]]

eliminated or, at a minimum, controlled. Human rights activists
turned the public's attention to poor prison work conditions and
inmate exploitation. Organized labor argued that the demand for
prisoner-made products, anywhere, necessarily displaced a possible
demand for the product of free labor. Free enterprise manufacturers
at the time were disturbed because manufacturers of prisoner-made
goods did not bea" the burden of overhead costs borne by private
industry compete s. Prisoner-made goods were sold at below
market prices. Tf.. viability of private industry competition was
thereby undercut. ?n December 1924, Secretary of Commerce

http.Y /w\vw.nationalcia.org/pieguide2.ntnil 3/27/2006
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CORRECTION

THE FOLLOWING DOCUMENT(S)
HAVE BEEN REFILMED TO
ASSURE LEGIBILITY OR PAGINATION

Central Microfilm Services
Departement of Education 6¢ Early Development
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PIE Certification Program

PIE Final Guideline

[Federal Register: April 7, 1999 (Volume 64, Number 66)] [Notices]
[Page 17000-17014] From the Federal Register Online via GPO
Access [wais.access.gpo.gov] [DOCID:fr07ap99-112]
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DEPARTMENT OF JUSTICE
Office of Justice Programs [0JP(BJA)-1213] RIM 1121-AA36
Prison Industry Enhancement Certification Program Guideline

AGENCY: Office of Justice Programs, Bureau or Justice Assistance
(BJA), Justice.

ACTION: Issuance final guideline.

SUMMARY:

The Office of Justice Programs, Bureau of Justice Assistance (BJA), is
issuing this final revision to its Prison Industry Enhancement
Certification Program (PIECP) Guideline proposed for public comment
on July 7, 1998, 63 FR 36710-36719. Under Title 18 U.S.C. 1761(c).
BJA PIECP certification excepts participating agencies from certain
Federal restraints placed on the marketability of prison-made goods
by permitting the transport of such goods in interstate commerce
and the sale of such goods to the Federal government. This Guideline
addresses statutory amendments and reflects administrative
experience gained by BJA since the last final PIECP Guideline
published on March 29,1985 (50 FR 12661-64). The publication of
this Final Guideline is considered to be a Federal action that will not
significantly affect the quality of the human environment. Therefore,
preparation of an environmental impact statement is not necessary.

3/27/2006
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effective oate: Thi« Guideline is effective April 7, 1999; existing
participants will liave until April 7, 2000 to achieve compliance with
all of the new lequirements set forth in this Guideline except for
those relating to the National Environmental Policy Act (NEPA). The
new requirements implementing NEPA are effective immediately.

for further information contact: Jeffrey R Hall, Law Enforcement
Program Manager, Bureau of Justice Assistance, 810 Seventh Street,
NW, Washington, DC 20531. Telephone: (202) 616 3255.

SUPPLEMENTARY INFORMATION:
Scope of Program Announcement

I. Introduction: Program Purposes and Objectives Il. Background of
the Prison Industry Enhancement Certification Program (PIECP) a.
The Legislative History 1. Unregulated Prison Labor 2. Prisoner
Idleness and Prisoners' Need for Job Skills Training b. The PIECP
Program 1. Current State of the Program 2. Future Challenges c.
Discussion of Comments c. 1-11 (see Nos. pp 821-847) IIl. Program
Guidance a. PIECP Purposer. b. Definitions c. BJA's Initial
Considerations for Determining Propriety of Work Pilot Project
Certification 1. BJA's Exercise of Discretionary Authority To Define
and Certify 50 Work Pilot Projects 2. Threshold Inquiry for
Determining Applicability of PIECP Exception Status d. Mandatory
Program Criteria for PIECP Participation 1. Eligibility 2. Inmate Wages
3. Non-Inmate Worker Displacement 4. Benefits 5. Deductions 6.
Voluntary PIECP Inmate Worker Participation 7. Consultation With
Organized Labor 8. Consultation With Local Private Industry 9.
Compliance With the National Environmental Policy Act (NEPA) IV.
PIECP Administration a. Certificate Holders 1. Project Structure 2.
Application Content 3. BJA Review 4. Standard or Provisional
Certification 5. Certificate Holder Designation Authority 6. Certificate
Holder Mon.toring Responsibilities b. Cost Accounting Centers' PIECP
Exception Status c¢c. Compliance Reviews 1. Performance Reports 2.
On-Site Monitoring Reviews d. BJA's PIECP Administration e.
Exception Status Suspension/Termination 1. Notice of Possible
Compliance Violation 2. Voluntary Compliant:.; Agreements 3. Failure
To Achieve Compliance and Effect of Non-Compliance 4. PIECP
Exception Status Suspension and Termination

I. Introduction: Program Purposes and Objectives

The Prison Industry Enhancement Certification Program (PIECP),
codified at 18 U.S.C. 1761(c), was first authorized by the Justice
System Improvement Act of 1979, Pub. L. No. 96-157, 93 Stat.
1215. The PIECP was expanded from 7 to 20 pilot projects under the
Justice Assistance Act of 1984, Pub. L. 98-473 Sec. 609k(a)(l), 98
Stat. 2077, 2107. In 1990, The Crime Control Act of 1990, Public
Law 101-647 Se. 2906, 104 Stat. 4789,4914, raised to 50 the
number of PIECP projects that may be excepted by the Bureau of
Justice Assistance (BJA) from certain Federal restrictions on the
marketability of prisoner-made goods, including the Ashurst-
Sumners Act (18 U.S.C. 1761(a)) and the Walsh-Healey Act (41

http://wnv'\v.nationalcia.org/pieguide2.htm] 3/27/2006
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U.S.C. 35). Since its inception in 1979, the PIECP program has
certified 33 work pilot projects throughout the country. Prison
administrators find PIECP participation an effective way to address
idleness 3mong ever- increasing p ison populations and as a cost-
efficient method for providing inmates with marketable job skills.
Taxpayers benefit because PIECP wage deductions result in
reductions in incarceration costs. Inmate wages benefit society,
generally, in that deducted amounts are authorized to address victim,
compensation, inmate family support needs and taxes. Lastly, PIECP
industries obtain broad market access for their products because
they are excepted from the Ashurst-Sumners Act prohibition against
the interstate transport of prisoner-made goods and from the Walsh-
Healey Act prohibition against certain contract sales of prisoner-
made goods to the Federal government. BJA first issued a Final
Guideline to implement this program on March 29, 1985, 50 FR
12661-64. After providing an opportunity for public comment on the
revised Guideline on July 7, 1998 (63 FR 36710- 19), the agency
now publishes this Final Guideline to offer updated program
clarification. In so doing, the legislative underpinnings of relevant
laws are examined and the scope of their applicability is defined.
Compliance expectations are explained as program guidance. Refined
administrative practices reflect experience gained by BJA over the
past 14 years. The background history, guidance definitions and
administrative requirements described in this Guideline are specific
only to the PIECP and have no bearing on or relationship to the
development, goals or administrative practices of any other prison

industry program.

Il. Background of the Prison Industry Enhancement
Certification Program (PIECP)

a. Legislative History

1. Unregulated Prison Labor The 19th Century evolution of industn
capitalism and private sector use of prisoner labor spawned a
number of conditions that adversely affected several major segments
of society. By the turn of the 20th Century, these segments joined in
an organized appea. to Congress and state legislatures nation;

They collectively asserted that the production and distribution ot
unregulated prisoner-made goods in interstate commerce needed to

be
[[Page 17001]]

eliminated or, at a minimum, controlled. Human rights activists
turned the public's attention to poor prison work conditions and
inmate exploitation. Organized labor argue'lthat the demand for
prisoner-made products, anywhere, necessarily displaced a possible
demand for the product of free labor. Free enterprise manufacturers
at the time were disturbed because manufacturers of prisoner-made
goods did not bear the burden of overhead costs borne by private
industry competitors. Prisoner-made goods we. e sold at below
market prices. The viability of private industry competition was
thereby undercut. In December 1924, Secretary of Commerce

http://www.nationalcia.org/pieguide2.hunl 3/27/2006
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Herbert Hoover held a conference on the subject of the '' ruinous
and unfair competition between prison-made products and free
industry and labor." 70 Cong. Rec. S656 (1928). Then-Secretary
Hoover authorized an advisory committee to study the problem. This
committee issued a report to Congress in 1928 wherein Chairman of
the Advisory Committee on Prison Industries, Arthur Davenport,
submitted the following conclusions:

(1) Certain maj factors in the normal cost of production which
must be met by all ma ufacturers are entirely absent in the case of
prison industries. If anything approaching normal efficiencies of
operation can be attained with the use of prison facilities and labor,
the total costs of production are . . . below those of the manufacturer
who must meet large overhead expenses as well as employ free
labor. (2) It is the universal belief that prisoner? should be usefully
occupied whether as a part of their punishment or as a means of
rehabilitation by teaching them the habits of industry. To this end
nearly every State . . . provid[es] productive work for their

prisoners ... (3) The volume of goods produced by prison labor is
already very large in some lines, but as more prisoners are put to
work, ana tne industries become more efficient, the output of our
prisons will be greatly increased. (4) The effect of placing on the
open market a volume of goods which have been produced below
normal costs, is to lower prices and disorganize the market * * * The
increase in prison production which is predicted will exaggerate this
evil and make it difficult if not impossible for manufacturers
employing free labor to exist in trade where the prison output
becomes heavy. (5) The solution of this problem, if prison production
is to continue * * * would seem to be the elimination, in une way or
another, of the direct price competition of the prison products with so
called ' 'free products"* * *, 70 Cong. Rec. S656 (1928). In closing,
Chairman Davenport urged that solutions be found, '' [otherwise
either prison industries must cease and prisoners kept in idleness or
the manufacture of products competing with prison output will
become impossible. Either of these developments would be
disastrous * * *." See S. Rep. No. 344, 70th Cong., 1st Sess., re-
printed, Cong. Rec. S656 (Dec. 15, 1928), ' 'Statement of Prison
Labor Problems as Shown by Report of Senate Committee." Even if a
state prohibited its own correctional institutions from producing and
marketing prisoner-made goods, that same state had no jurisdiction
to control such goods produced in other states, transported in
interstate commerce and sold within its boundaries. As an initial
solution to this problem, Congress enacted the Hawes-Cooper Act in
1929, Pub. L. 70-669, 45 Stat. 1084, recodified by Pub. L. 95- 473,
92 Stat. 1449 (1978) [formerly codified at 49 U.S.C. 11507, omitted
in the revision of Title 49 by Pub. L. 104-88, Title | Sec. 102(a), 109
Stat. 804 (effective January 1, 1996); See S. Rep. No. 104-176].
This law divested prisoner-made products of their interstate
character upon their arrival in the state of their destination and
permitted the laws of that state to become operative with respect to
the sale and distribution of such products. It was described, at the
time of enactment, as an enabling act because it did not prohibit the
transportation of prisoner-made gooas or force the enactment of
state legislation. In 1935, Congress enacted the Ashurst-Sumners
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Act, Pub. L. 74-215, 49 Stat. 494 (1935', which authorized Federal
criminal prosecutions of violations of state laws enacted pursuant to
the Hawes-Cooper Act. Subsequent amendments to this law,
including Pub. L. 76-851, 54 Stat. 1134 (1940), strengthened
Federal enforcement authority by making any transport of prisoner-
made goods in interstate commerce a Federal criminal offense. As
amended, 18 U.S.C. 1761(a) now provides:

Whoever knowingly transports in interstate commerce or from any
foreign country into the United States any goods, wares, or
merchandise manufactured, produced, or mined, wholly or in part by
convicts or prisoners, except convicts or prisoners on parole,
supervised release, or probation, or in any penal or reformatory
institution, shall be fined under this title or imprisoned not more than
two years, or both [herein referred to as the Ashurst-Sumners Act].

Certain prisoner-made products were excepted, by statute, from the
Ashurst-Sumners Act prohibition, including ' 'agricultural
commodities or parts for the repair of farm machinery" as well as

' ‘commodities manufactured in a Federal, District of Columbia or
State institution for use by the Federal Government, or by the
District of Columbia, or by any State or Political subdivision of a
State or not-for-profit organizations." Title 18 U.S.C. 1761(b). Tue
Walsh-Healey Act, 49 Stat. 2036 (1936), as amended in 1979 by
Pub. L. No. 90-351, Sec. 827(b) and codified at 41 U.S.C. 35, also
controls the production of prisoner-made goods. This statute
prohibits the use of prisoner labor to fulfill general government
contracts which exceed $10,000. BJA certification pursuant to Sec.
1761(c) excepts prisoner-made goods produced at PIECP work pilot
projects from the Walsh-Healey Act contracting restrictions, as well
as the Ashurst- Sumners Act interstate transportation restrictions. 2.
Prisoner Idleness and Prisoners* Need for Job Skills Training The
PIECP exception to the Ashurst-Sumners and the Walsh-Healey Act
restrictions was introduced into the Senate in 1979 after the 1978
Fontiac, lllinois prison riot. In the wake of that uprising, Senator

Charles Percy (R-Ill.) stated:

[L]ast summer in Pontiac, lllinois, our worst fears about the
conditions in the Nation's pr sons erupted into a nightmarish reality.
The Pontiac prison riot of 1978 ended with three guards dead, three
others seriously wounded, and $4 million in property damage * * *.
The shopping list of problems and deficiencies in our pr son system is
long and well known. Overcrowding, old and obsolete facilities, lack
of training or educational programs, crime within prison walls,
frustration on the part of guards and inmates are all a part of the
dreary picture * * *, Recidivism is now a substantial element in our
overall crime rate, and prisons are often accurately characterized as
a ' 'school for crime," rather than a deterrent to crime * * *. 125

Cong. Rec. S11834 (1979).

These concerns caused Congress to take measures to encourage
prison industries, provided that they not engage in unfair competition
with private sector business and labor. Senator Percy's bill, now
referred to as the Prison Industries Enhancement Act, Section 827 of
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the Justice System Improvement Act of 1979, Pub. L. 96-157, Sec.
827(a), 93 Stat. 1215, was enacted on December 27, 1979. As
amended, it now offers 50 certified projects an opportunity to
participate in che
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interstate market, provided certain safeguards to free-world labor
and industry, and to prisoner-workers themselves, are met. See The
Crime Control Act of 1990, Pub. L. 101-647, Sec. 2906, 104 Stat. at
4914. In describing the purpose of his introduced legislation, Senator
Percy explained (125 Cong. Rec. S11834 (1979)):

My amendment would do two basic things: First, it would authorize
the [BJA] to encourage development of pilot demonstration projects
for prison industry at the State level, involving private sector
industry * * * Under this approach, prison programs benefit from
the private business, develop access to new markets, and attract
needed capital. The goal of these pilot projects would be to create as
realistic a working environment as possible within the prison walls,
while enabling an inmate to become more self- sufficient to the
benefit of himself, the prison system, and the taxpayer. Secondly,
my amendment creates a partial exemption to two Federal laws
which severely restrict the ability of State prison industries to market
their goods * * *, When these laws were enacted decades ago, they
represented significant reforms against exploitation of prison labor.
Over the years, however, they have developed into heavy-handed
roadblocks to growth among * * * prison industry programs * * *,
My amendment would provide limited exemptions to these
restrictions where inmates have been paid a wage comparable to
that paid for similar work in the private sector in the locality * * *,
The statutory exception that was enacted to establish PIECP is

codified at 18 U.S.C. 1761(c):

* * * [the Federal marketability prohibitions] shall also not apply to
goods, wares, or merchandise manufactured, produced, or mined by
convicts or prisoners who-- (1) Are participating in one of not more
than 50 non-Federal prison work pilot projects designated by the
Director of the Bureau of Justice Assistance; * * *

To become eligible for Bureau of Justice Assistance (BJA)
certification, an applicant department of corrections must comply
with specified statutory requirements. It must pay participating
prisoners *'wages not less than that paid *or work of a similar
nature in the locality in which the work was performed" and cannot
take more than 80 percent in decoctions from gross wages for
specified purposes including taxes, reasonable charges for room and
board, family support and victims' compensation. 18 U.S.C. 1761(c)
(2). Certain other conditions of employment must also be met. An
eligible applicant cannot deprive participating offenders, solely
because of their status as offenders, of the right to participate in
benefits made available by the Federal or state government to other
individuals on the basis of their employment, such as workmen's
compensation. Title 18 U.S.C. 1761(c)(3). PIECP inmates must also
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participate on a voluntary basis and must have agreed to the specific
deductions made from gross wages pursuant to 18 U.S.C. 1761(c)
(2), and all other financial arrangements resulting from participation
in such employment. Title 18 U.S.C. 1761(c)(4). The note following
18 U.S.C. 1761, although not codified, is public law and adds two
adaitional PIECP requirements on certified prison industries. The note
requires participating prison industries to consult with local union
organizations prior to initiating any project qualifying for a 1761(c)
exemption. Also, the qualifying applicant must ensure that paid
PIECP inmate employment will not result in the ' 'displacement of
employed workers, or be applied in skills, crafts, or trades in which
there is a surplus of available gainful labor in the locality, or impair
existing contracts for services." The Justice System Improvement Act
of 1979 added these provisions which became Sec. 827(c) of the
Omnibus Crime Control and Safe Streets Act of 1968. See Pub. L
96-157, 93 Stat. 1215, reprinted in 1979 U.S.C.C.A.N. 2471. In
1984, Sec. 827(c) was redesignated Sec. 819 of the Omnibus Crime
Control and Safe Streets Act of 1968, as amended. See Pub. L. 98-
473, 98 Stat. 2C93. If all eligibility requirements are met and an
applicant acquires BJA certification, the agency is thereafter
authorized to operate irrespective of Federal prohibitions on the
marketing of state prisoner-made goods. Conversely, non-
complianre with these statutory eligibility requirements could expose
an industry to criminal prosecution under the Ashurst-Sumners Act.

Title 18 U.S.C. 1761(a).
b. The PIECP Program

1. Curre't State of the Program Currently, 38 departments of
correction or umbrella authorities are PIECP Certificate Holders.
Under the Justice System Improvement Act of 1979, Arizona,
California, ldaho, Kansas, Minnescca, Nevada and Utah were
certified. In 1984, under the Justice Assistance Act of 1984, 13
prisons work pilot projects were certified in: Alaska, Belnap County
(NH), Connecticut, lowa, Maine, Missouri, Nebraska, New Mexico,
Oklahoma, Oregon, South Carolina, Strafford County (NH) and
Washington State. Under the Crime Control Act of 1990, the
following additional departments of correction were certified:
Colorado Delaware, Florida, Hawaii, Indiana, Louisiana, Maryland,
Montana, North Carolina, Ohio, Red River County (TX), South
Dakota, Tennessee, Texas, the Texas Youth Commission, Vermont,
Virginia, Washington State Jail Industries Board and Wisconsin.
About 145 private sector businesses now work in partnership with
PIECP certified projects to employ about 2,800 inmates. Either the
department of corrections or the private sector enterprise retains
project authority to direct and control inmate labor, depending on
the management model used. Project implementation has resulted in
the production of myriad products including such items as furniture,
sheet metal, video equipment, clothing, food products, office
products, mattresses, draperies, crutches and road signs. In
addition, although service industries w re not a threat to the private
sector in 1935 and thus, were not incL ed within the scope of the
Ashurst-Sumners prohibition, a number or service industries have
elected to comply with the PIECP requirements. Between January

http://www.nationalcia.org/pieguide2.htm] 3/27/2006


http://www.nationalcia.org/pieguide2.htm

National Correctional Industries Association Page 8 of 31

1979 and September 1998, PIECP projects generated approximately
$113.7 million in gross inmate wages. Nearly half of this amount was
diverted to non-inmate recipients: $8.9 million was deducted for
victims of crime, $25.7 million was deducted for room and board
payments, $5.8 million was deducted for family support and about
$13.7 million was withheld in local, State and Federal taxes. BJA
monitors the performar e of PIECP work pilot projects to ensure that
they operate in full compliance with all legislative and administrative
program requirements. Under a grant to the Correctional Industries
Association (NCIA), prison industry and other professionals conduct
regular, on-site reviews of all PIECP projects. BJA responds to
matters involving possible non-compliance by taking appropriate
remedial action such as providing technical assistance or proposing a
corrective action plan. 2. Future Challenges PIECP is used nationwide
as a cost-efficient way to provide inmates with work experience and
training in marketable job skills, as well as to reduce idleness among
growing prison populations. Over time, the limit on the authorized
number of pilot projects has been raised tc meet the demands of
interested applicants. When Congress last increased the project
ceiling to 50, the House took into consideration a waiting
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lis" of states and counties that had wanted to participate and noted
that *'the demand for certification by state and local governments
indicates a need for this amendment which will enable the program
to expand and other jurisdictions to apply." H.R. (I), 101st Cong.
202 (1990). BJA administers PIECP with the objective of making
participation available to as many qualified applicants as possible,
within limits imposed by the statutory ceiling. This Guideline provides
projects with clarity as to Federal participation requirements, as well
as programmatic flexibility to allow for PIECP Project growth in ways
that respond to local needs. The Federal requirements are intended
to ensure that the interests of 'ocal business and organized labor are
protected. In this way, BJA's administrative practices address
concerns reflected in the legislative history pre-dating the onset of
Federal regulation of prisoner-made goods. Finally, this revised
Guideline addresses novel issues presented by new PIECP

part cipants, the private sector prisons. These entities are unique in
that they render an essential service traditionally undertaken by
public agencies and they do so for profit. Thus, BJA has altered some
PIECP program requirements to insure program implementation
remains consistent with Congressional intent. Congress enacted
PIECP to introduce public departments of correction to private sector
profit-making enterprises. Therefore, private prisons are invited to
participate in PIECP only as Cost Accounting Centers (CACs)
designated under the authority of departments of correction.

c. Discussion of Comments

BJA published a nroposed Guideline in the Federal Register on July 7,
1998 for public comment. Written comments from public and private
organizations were received. All comments have been considered by
the BJA in this publication. This Guideline is final. The following is a
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summary of substantive comments and BJA's response. 1.
Background on PIECP Comment: BJA should retain the legislative
history and background section. It is informative and useful. BJA
should explain *-hat the bn ground section does not accurately
describe pres ; day politi ;:al social or economic concerns regarding
the implemer ation of prison industry programs. Response: BJA
provides the be kground and legislative history section to illustrate
social, political and econoi,.ic concerns that were predominant prior
to 1940, before the Federal government first began regulating, as a
criminal matter, the interstate transport of prisoner- made goods, as
well as such concerns as they existed prior to the 1979 enactment of
the PIECP exception to 18 U.S.C. 1761(a). BJA provides this
background to inform PIECP Cost Accounting Centers about
Congress' intent when developing the program's statutory
requirements and exception authority. Accordingly, no substantive
change was made in the background section of the Guideline. 2.
Program Purposes Comment: BJA should modify its program
purposes to add, as a purpose, introducing government to private
sector profit-making enterprises. More specifically, BJA should
endorse private sector prison options as a specific way to introduce
state and local government t gencies to private sector profit-making
ercerprises. Response: Consistent with the legislative histor of the
PIECP, BJA exercises its administrative authority only to enuorse
PIECP as a cost- efficient means to addres* nmate idleness and to
provide inmates with work experience an. training in marketable job
skills. Whether private sector partnerships or private prison contracts
are suitable prison industry options for any g ven jurisdiction, is a
state and or local matter for determination. State and local interests
are uniquely poised to identify appropriate private sector profit-
making enterprises, if any, to partner with prison industries. Thus, as
a Federal agency, BJA is not prepared to adopt such a program
purpose. Accordingly, n >change was made in the program purposes
provision of the Guidelii « 3. Definitions Comment: BJA should
modify the definitions so that references to depart nents of
corrections include public or not-for-profit agencies sanctioned under
state law to administer the Prison Industry Enhancement Certification
Program. BJA should add a definition of * ’chief state correctional
officer," as the term is used in reference to the room and board
deduction, so that it encompasses umbrella authorities where such
models have been certified by BJA as prison work pilot projects. With
respect to the minimum wage definition, BJA should s ate that this
PIECP program wage threshold is in no way intended, in and of itself,
to ascribe to inmate workers '' employ ee" status for purposes of
other state and Federal laws. BJA should re-define the locality
definition. The prcposed definition, which defers to state agencies for
the making of such determinations, is too vague and subjective.
Response: BJA concurs with a number of recommendations to
enhance the clarity of terms used in the Guideline. A definition for
the term ' 'departments of correction" is nco orated to clarify .hat
state and local government agencies and the instrumentalities
thereof, including not-for-profit entities sanctioned understate law to
administer PIECP, are eligible as potential PIECP Certificate Holders.
A definition of the term ' ' chief state correctional officer" is aoded to
enhance guidance with respect to mond specific implementation of
the room and board deduction. Also, the scope of the minimum wage
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definition is more specifically defined in relation to PIECP purposes
and the operation of other laws. The locality definition has
implications both with respect to the inmate age -equirement and
the prohibition against private sector empli _»e displacement BJA
directs all Cost Accounting Centers to obtain non-displacement
projections and prevailing wage determinations from their
appropriate state agencies and, in so doing, extends to the states an
opportunity to locally influence impl< mentation of the Federally
authorized PIECP Project. BJA expec.s that by extending this
opportunity, the states will exercise their authority so as j protect
the interests of local labor groups and private sector competition.
This approach was adopted to vest state agencies with authority jnd
flexibility to respond to uniquely local economic trends and
conditions. Accordingly, ro change to the locality definition was
made. 4. Eligibilit Comment: BJA should allow private prisons to
independently qualify as Certificate Holders. Alternatively,
restrictions affecting the designation of private prison industries., as
Cost Accounting Centers (CAC), should be eased. Umbrella
authorities should not be allowed to qualify as eligible Certificate
Holders. The certification of umbrella authorities circumvents the 50
project limit imposed on the program by Congress. A ponse: Title
18 U.S.C. 1761 (cv(l) authori. es BJA to exercise broau discretion in
certifying PIECP prison work pilot projeccs. Two significant
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considerations, however, weigh in favor of lim ting Certificate Holder
eligibility only to departments of correction ard not private prisons.
First, the legislative history of the PIECP reflects Congress desire to
craft an inmate work vehicle to advance state aid local government
interests, and specifically their need to gainfully occupy growing
prison populations in marketable job skills. Second, as PIECP
implementation could impact state and local private sector interests,
BJA believes that the protection of those interests woi'i be best
served by rererving certification for those agencies which, by their

vV ry nature, are accountable to the public. BJA will not authorize any
PIECP certified project to designate CACs oufside of its jur cdictional
boundaries becaus the Bureau defers to individual state legislatures
for determinations as to whether PIECP should oe authorized within
their jurisdictions. If a state legislature decides not to authorize
PIECP implementation in public facilities, privc-e facilities ought not
be authoriz.d to implement PIECP, in that same state, through a
design. ..ion authorized by a Certificate Hold r located in another
state. BJA, however, incorporates amendments to the Final Guideline
to allow any given state Certificate Held r to designate CACs with'o
private prison operating witnin hat same state, even in the absence
of a contract for incarceration services between that state and the
private prison seeking to participate in PIECP. The bJA form used to
accomplish the designation of a CAC within a private prison must
reflect express approval of the designation by the Chief Slate
Correctional Officer for the state in which the private prison CAC is
located. See Section 1V.(a)(5), infra. CACs designated within private
prisons must a'so etain on-file documentation reflecting approval of
PIECP inmate worker participation by the state and local jurisdictions
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in which the PIECP inmate workers were convicted. In order to issue
such approvals, the remanui.ig state and local jurisdictions must also
hold PIECP certificates. This requirement insures continuity of the
necessary PIECP project authorization vis-a-vis the PIECP inmate
workers, and is responsive to the statutory pioject ceiling number. If
inmate workers could not participate in PIECP within the boundaries
of the state and local jurisdictions in which they were convicted, they
should noc be allowed to participate in PIECP in another state or local
jurisdiction through an agreement for private prison incarceration
services. Alternatively stated, state and local jurisdictions cannot be
allowed to participate in PIEw.lindirectly through a contract with a
private prison that has a PIECP-designated CAC, if they choose not to
participate in PIECP directly, i.e., had they incarcerated their inmates
within their own state and local jurisdictional boundaries. Title 18
U.S.C. 1761(c) cffers ' A broad discretion with respect to defining a
prison work pilot projc . for PIECP eligibility purposes. Umbrella
authorities may represent a mix of agency members such as state
and local departments of correction, and youth authorities. Any of
these agency members may, through their respective umbrella
authorities, designate CACs within themselves or private prisons
located in their jurisdictional areas. In order to qualify for PIECP
certification, umbrella authorities must be able to assure BJA that a
central administration of the CACs can be accomplished to insure
project-wide compl;ance with the guideline and the statute as well as
responsible exercises of designation/undesignation authority. Since
the ir.ception of PIECP in 1980, BJA has certified several umbrella
authorities. During that same period of time, Congress was advised
of such projects and consistently increased the project ceiling. BIA
interprets such action as tacit approval of BJA's certification of
umbrella authority models. Accordingly, changes are made In the
eligibility provisions to ease restrictions on Certificate Holder
designation of CACs within private prisons located within the
Certificate Holder's jurisdiction. Private prisons are ineligible as
independent PIECP Certificate Holders. 5. Inmate Wages Comment:
Authors of two comments claim that PIECP wage rates do not equal
labor costs: BJA should allow Cost Accounting Centers (CACs) to
make adjustments in prevailing wage rates to address the hidden,
unusual costs of doing business in a prison envi. unment such as the
cost of transportation to rural areas, reduced production levels due
to rapid turnover, and added expenses of worker training end start-
up. Because these cost variables are significant and inherent in doing
business within prisons, the PIECP wage requirement is not
necessary to ‘' level the playing field" with private sector
competition. From the perspective of one organized labor group, the
proposed GuidePne is an improvement over the 1985 PIECP
guideline. BJA, however, is urged not only to encou-age, but to
require CACs to implement salary wage plans based on worker
competency and seniority. Regarding the wage self-determination
option, in the proposed guideline, the following diverse comments
were received: this option is an improvement in that it allows for CAC
implementation in instances where state agencies are non-
responsive to requests for prevailing wage determinations; this
option imposes too great of an administrative burden on CACs; this
option p-ovides participants with an opportunity to avoid obta.uing
state agency wage determinations. In instances where a private
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sector partner has both a non-inmate operation and a PIECP CAC in
the same locality, the partner shouM be permitted to bypass a state
agency's wage determination and use relevant non-inmate wage
scales with respect to PIECP inmate workers performing the same
job function. BJA should clarify the meaning of the term of '' notable
tasks," as it is used in the Guideline with respect to identifying which
inmate workers should be paid a PIECP wage. Response. Title 18
U.S.C. 1761(c)(1) expressly states that PIECP wages must be paid at
a rate which 'is not less than that paid for work of a similar nature
in the locality in which the work is performed." PIECP wage
determinations must be based only on compe able non-inmate
worker wages for performing work of a similar nature. Gross wages
earned by PIECP inmate workers may be reduced only through an
application of the four authorized wage deductions specified in 1"
U.S.C. 1761(c)(2). Thus, the plain language of the PIECP exception
statute provides BJA with no authority to allow wage deductions in
addition to those set forth in 18 U.S.C. 1761(c)(2) and for the
purpose of addressing the unusual costs of doing business in a prison
environment, however meritorious such proposed adjustments might
be. The language of 18 U.S.C. 1761(c)(3) requires PIECP projects to
pay wages based cnly on private sector wage amounts for
performing similar work and it does not, as a matter of law, require
the implementation of salary plans. BJA added this policy-based
encouragement to advance program objectives. The self-
determination option, as reflected in the proposed guideline, was
presented to address a recurring challenge confronting many PIECP
Cost Accounting Centers (CACs). On occasion and through no fault of
their cwn, CACs are unable to obtain timely, r*ate agency responses
to requests for wage determinations. The self-
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dete nination option, which is available only when state non-
responsiveness occurs, assists CACs to achieve compliance without
relying on a determination by a third party. The method presented
requires only the minimum amount of data collection and analysis
necessary to yield a defensible, rationally-based wage determination.
Availability of the self-determination option prevents CACs from
paying a Federal minimum wage—the lowest possible PIECP wage,
indefinitely, when payment of such a wage rate is unwarranted and
the state remains non-responsive to wage determinations requests.
To ease the impact of PIECP implementation on any given locality’s
eromony and labor force, BJA reserves two opportunities for states
to affect the implementation of the Federal PIECP program within
state boundaries. The requirement tnat proposed CACs must obtain
wage rates from the relevant state agencies, is one of those
opportunities. BJA reserves this opportunity for state participation in
the program, without exception, to insure CACs respond to relevant,
locally-based input from an objective source. BJA introduces the
Guideline concept of *' notable tasks" as a way to assist CACs in
identifying inmate workers to whom a PIECP prevailing wage should
be paid. Questions arise as to whether inmates performing support
functions, such as janitorial and maintenance services, necessary to
CAC operations must be paid a PIECP wage. A more specific
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definition, in this regard, is not possible without compromising
flexibility in the application. The Guiaeline offers specific
administrative direction by identifying relevant considerations for
determining whether a given task is ' ‘notable." Accoruingly, no
change was made in the wage payment provisions of the Guideline.
6. Non-Inmate Worker Displacement Comment: One representative
from organized labor claimed that prisoner labor should never be
allowed to comoete with free-world iabor because it undermines the
private sector labor force .nd inmate rehabilitation. Another
representative of organic  obor generally endorsed the Guideline
and the revised non-inmalt worker displacement requirement,
stating that it is an imp; ov ment over that which was issued in 1985.
The presumption of non compliance, applicable when a private sector
partner employs non-inmate and inmate workers in the same
locality, is too vague and too restrictive on private sector partners.
The general language of this requirement makes it difi'icult to
measure displacement in instances where other non-employee, non-
inmate workers perform similar jobs or skills in the same locality.
Any PIECP opeiation is likely to affect the private sector marketplace
and, consequently, private sector jobs. The requirement ought not be
construed in such a way so as to prohibit PIECP companies from
engaging in normal business operations such as bidding for contracts
on the open market after they have been designated as participating
in a PIECP project. Also, BJA should not impede or discourage
successful PIECP operations, already designated, from continuing
operations even when there is a subsequent general downturn in the
economy an.-, arguably, de facto displacement of non-inmate
workers performing similar work in the locality. This requirement is
too restrictive in that it prohibits PIECP partners from outsourcing
entry level jobs and redirecting their current private sector workforce
toward higher skill level jobs. The Guideline encourages potential
Cost Account!” C Centers to develop new jobs in a locality; this should
not be implem jnted so as to adversely affect a CAC which decides
not to follow tne encouragement. Response: Congress directs BJA to
implement the PIECP program, a prison industry program that places
prison made goods in competition with the private sector. BJA has no
discretion to exercise in determining whether or not to implement
this program. One BJA purpose in revising the Guideline is to
improve the program’s responsiveness to organized labor's concerns.
The agency is pleased that a segment of the labor community views
its interests as better served through the re-issuance of the PIECP
Guideline. BJA acknowledges that implementing the non-inmate
worker displacement prohibition may appear to work at cross
purposes with encouraging the commercial success of PIECP Cost
Accounting Centers (CACs). The agency must respond to a broad
statutory mandate to insure that PIECP does not impair or displace
private sector workers and is not applied in skills in which there is a
surplus of available gainful labor. However, BJA cannot accomplish
PIECP implementation if CACs are prevented from attaining
commercial success by engaging in typical competitive market
practices. To address this concern, the guidance language is modified
to reflect BJA’s expectation that PIECP CACs will engage in typical
business operations, such as bidding for contracts on the open
market after project initiation. While compliance is a continuing CAC
responsibility, a violation of the non-displacement requirement is
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more likely to occur and is more discernable just prior to and
immediately following CAC implementation than thereafter. For this
reason, BJA will scrutinize CAC compliance with this provision just
prior to and within one year following CAC implementation. The
agency devised a presumption of displacement which may be
applicable in instances where a private sector partner retains non-
inmate workers in the same locality. This presumption is modified in
this Final Guideline to provide partners with a degree of flexibility to
reallocate resources to their optimum use. Specifically, the
presumption may be overcome if the private sector partner can
demonstrate that non-inmate workers have been retained by the
prive'9 sector partner in jobs at pay rates equal to or greater than
that received in the previous position, that non-inmate employees
have been provided an adequate opportunity for effective training in
any new job skills and that the subject non-inmate employees are
being retained by the private sector partner under reasonably similar
or improved employment conditions. BJA policy encouragement
regarding the creation of new PIECP jobs is not a mandate. CACs
which do not bring new jobs to their localities will not be penalized.
For obvious reasons, however, CACs generating new jobs are easier
for BJA to evaluate and are less likely to be the subject of local
criticism. Accordingly, changes are made in the non-inmate worker
displacement provision to clarify the scope of the prohibition and to
not unduly impede business decisions that lend themselves to
effective commercial management and success of PIECP Cost
Accounting Centers. 7. Benefits Requirement Comment: A resolution
of inconsistent Social Security requirements imposed on PIECP
models should be accomplished at the Federal level between BJA, the
Social Security Administration and the Internal Revenue Service. The
disparate treatment of customer and employer models is arbitrary.
Both models should be treated the same way for purposes of
requiring projects to provide inmates with Social Security coverage.
BJA should clarify its position with respect to imposing the Fedeial
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Unemployment Tax Act on PIECP models as a benefits requirement.
Response: The benefits requirement, as outlined in the proposed
Guideline, elicited the greatest number of comments. Several Federal
laws apply to wages earned by inmates in penal institutions. BJA,
therefore, sought a Guideline review from both the Social Security
Administration (SSA) and tne Internal Revenue Service (IRS) to
ascertain whether the PIECP benefits requirement, as proposed, was
consistent with comparable laws administered by those Federal
agencies. Both the IRS and the SSA concluded that BJA's benefits
requirement is consistent with comparable laws set forth in the
Social Security Act, 42 U.S.C. 410(a)(7j and 418(c)(6)(B), and the
Internal Revenue Code. Services performed in an institution by an
inmate in the employ of a State, a political subdivision, or a wholly-
owned instrumentality are excepted from Social Security
employment by 26 U.S.C. 3121(b)(7). Section ?2121(j)(2)(B)(ii)(Il)
also provides that such services are not subject to the Medicare tax.
In contrast to those inmate services performed in the employ of a
state or governmental entity, there is no IRS or SSA exception for
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services of inmates performing services in the employ of a non-
governmental entity (for example, a private corporation operating a
prison or a private corporation operating under the PIECP employer
model). PIECP Employer models must generally provide inmates with
Social Security coverage. BJA retains the customer and employer
models to implement the PIECP benefits provision, 18 U.S.C. 1761(c)
(3), in a manner consistent with other Federal laws addressing
inmate wages. Specifically, the models are necessary in order to
accord states and other governmental entities the Social Security
employment or coverage exception status, as recognized by the IRS
and the SSA. BJA will monitor and evaluate Cost Accounting Centers
(CACs) in accordance with the guidance set forth in this Guideline,
but will defer to the expertise of both the IRS and SSA should either
of those agencies reach another conclusion with respect to the
appropriate benefits treatment of inmate wages earned at any given
CAC. In the case of services performed by PIECP inmates, regardless
of whether services are being performed under the customer or
employer model, Federal Unemployment Tax Act taxes do not apply
to such services. See Section 26 U.S.C. 3306(c)(21) which excepts
from employment *‘service performed by a person committed to a
penal institution." Accordingly, no changes are made in the benefits
requirement of the Guideline. 8. Deductions Comment: BJA ought to
expressly authorize the use of room and board deduction funds for
the purpose of lowering costs otherwise incurred to maintain and
operate a PIECP program. The term '' Chief State Correction Officer"
should be amended to also include ' ‘ responsible umbrella
authorities." Private prisons managing PIECP Cost Accounting
Centers (CACs) should be required to demonstrate that any benefit
derived through the taking of room and board deductions is passed
on to states which provide Dublic funds to cover such costr. The
authorized deduction for victims compensation ought to be made
available to address a PIECP inmate's legal obligations to pay victim
restitution. Response: Consistent with the statutory mandate
addressing the room and board deduction, BJA defers to state
determinations—as reflected in regulations issued by Chief State
Correctional Officers—with respect to determining the amounts of
such deductions as well as identifying the specific needs to which
such deducted amounts may be directed. BJA has authority to review
room and board deductions to insure the amounts deducted are
reasonable and are used to defray the costs of inmate incarceration.
Specific amount determinations and budget line item uses are issues
more appropriately determined at the state and local level. In
instances where the Certificate Holder is an umbrella authority,
possibly composed of diverse state as well as local agencies, the
umbrella authority may itself issue policy on this matter to guide its
multijurisdictional membership. A definition of ‘ ' Chief State
Correctional Officer" is added to accommodate the administration of
this deduction hy such models. The room and board deduction was
authorized by Congress to lower incarceration costs otherwise borne
by the public. Since piivate prison PIECP inmates' room and board
expenses might otherwise be addressed in contracts for incarceration
services between private prisons and public agencies, BJA requires
private prison CACs to obtain written approval from their respective
public agency clients before taking the room and board deduction. In
devising this requirement, BJA insures notice of this possible revenue
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source is received by appropriate public agencies without unduly
burdening contractual relations to which it is not a party. BJA
broadens its interpretation of the victims compensation authorized
deduction to also include deductions deposited in funds established
by law to facilitate victim restitution. Compensation and restitution
serve substantially the same purpose in providing victims with
financial redress for expenses incurred as a result of crime. Although
the statutory PIECP authorization, 18 U.S.C. 1761(c), does not
require CACs to make tax deductions, the Internal Revenue Code
requires federal income tax withholding if payments of wages are
made to employees. BJA encourages all CACs to take whatever
deductions, which may be necessary to comply with all Federal laws,
including the Internal Revenue Code. As with the PIECP benefits
provision, BJA defers to the IRS as the final authority with respect to
making CAC tax withholding determinations. Accordingly, changes
are made in the deductions provision to clarify that the victims
deduction may, in some instances, be used to address a PIECP
worker's restitution obligations. Guidance regarding room and board
deduction is simplified because of the inclusion of a definition for the
term ' 'Chief State Correctional Officer." Clarification is also provided
with respect to tax deductions which may be necessary to facilitate
CAC compliance with the Internal Revenue Code. 9. Voluntary
Inmate Participation Comment: BJA should accept inmate signatures
on deduction notices as evidence of voluntary inmate participation.
BJA should not require the execution of new inmate voluntary
participation agreements each time the deductions affecting inmate
wages are changed. Response: The IP U.S.C. 1761(c) expressly
requires not only voluntary inmate employment, but also inmate
agreement, in advance, of all deductions and financial arrangements
affecting gross wages. While an inmate's signature on a notice form
may signify receipt of notice, it does net necessarily reflect inmate
agreement. Thus, the proposal is inadequate to insure compliance
with the statutory requirement. Accordingly, no change is made to

the voluntary participation provision.

[[Page 17007]]

10. Consultation With Local Labor and Business Comment: The
consulation requirements reflected in the guideline exceed BJA's
statutory authority. The requirements are overly burdensome and
should not be implemented so as to compromise the competitive
capablity of the Cost Accounting Centers (CACs). BJA should accept
as compliance with the labor consultation requirement, the presence
of an organized labor representative on the board of an umbrella
authority PIECP project. With respect to consulation with organized
labor, BJA should routinely require CAC consultation with both state
and local union representatives. CACs should also De required to
maintain documentation of such consultation, on file. Response:
BJA’s lab- consultation requirement is consistent with the mandate
reflected in the statutory note to 18 U.S.C. 1761(c). The prevision
requiring notice to local business, is consistent with a provision
reflected in the 1985 guideline as well as the legislative history of the
program exception. In this revised Guideline, BJA provides specific
guidance on the minimum amount of information necessary to insure
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provision of adequate consultation; it includes general information on
the scope and nature of the proposed Cost Accounting Center, the
proposed initiatio i date as well as notice of the requirement and an
invitation to comment. Implementation of the consultation
requirements is not intended to compromise the market
competitiveness of a CAC, but to advise local economic interests
which may be impacted by the project. Labor consultation cannot
automatically be achieved through labor participation on the board of
a PIECP project. Such representation does not necessarily insure
notice of the proposed CAC activities to the re'evant 'ocal union
representative in the locality to be affected. While BJA issues this
guidance to insure provision of consultation to a labor organization
(i.a., notice to a state labor organization, in the event a local
organization cannot be identified or does not exist), BJA has no
statutory authority to require notice to both state and local labor
organizations on a routine basis. Accordingly, no change is made to
the consultation provisions. 11. Compliance With the National
Environmental Policy Act (NEPA) BJA should allow PIECP projects to
defer to state environmental requirements and not impose a new
national requirement. BJA should Drovide Cost Accounting Centers
(CACs) with technical assistance to facilitate compliance with this
program requirement. Response: BJA has no authority to allow CAC
applicants to defer to state environmental requirements as a
substitute for implementing the provisions of the National
Environmental Policy Act (NEPA), 42 U.S.C. 4321-4347 (NEPA). BJA
decisions on proposed PIECP certifications and designationc consitute
' 'Federal actions" as defined by 40 C.F.R. 1508.18 of the Council on
Environmental Quality's (CEQ) regulations for implementing NEPA. As
such, BJA has a federal obligation to insure that prior to decisions
being made on requested certifications and designations, BJA
implements the appropriate provisions of the CEQ regulations. These
Federal implementation responsibilities, which can be shared with but
cannot be delegated to Federal program applicants, have existed
since the enactment of NEPA. The technical assistance needs of CACs
will be a®jressed through BJA, itself, as well as its contractor, the
National Correctional Industries Association. Accordingly, no change
was made to the proposed PIECP provision implementing the NEPA.
As a result of public review and comment, the final ’ ‘ Prison Industry
Enhancement Certification Program" Guideline is revised to read as

follows:

[1l. Program Guidance

a. PIECP Purposes

<bul.et> To provide a cost-efficient mecns to address inmate
idleness and to provide inmates with work experience and training in
marketable job skills. BJA encourages private sector PIECP partners
to consider post-incarceration employment to PIECP inmate workers.
<bullet> Through inmate wage deductions, to increase advantages
to the public by providing departments of correction with a means for
collecting taxes and partially recovering inmate room and board
costs, by providing crime victims with a greater opportunity to obtain
compensation, as well as by promoting inmate family support.
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<bullet> Through PIECP participation conditions, to prevent unfair
competition between prisoner-made goods and private sector goods.
<bullet> To prevent the exploitation of p~soner labor.

b. Definition;

Benefits refers to inmate benefit coverage required by 18 U.S.C.
1761(c)(3). PIECP projects must provide inmate workers appropriate
benefits comparable to those made available by the Federal or state
government to private sector employees. The scope of appropriate
benefits coverage is impacted by whether the Cost Accounting Center
is structured as an employer or customer model and whether the
inmate labor work force is controlled by a public agency or the
private sector. BJA refers to the Bureau of Justice Assistance within
the Office of Justice Programs, U.S. Department of Justice. Certificate
Holder refers to a department of corrections, or an alternate
umbrella authority, which is approved by BJA for PIECP Project
certification. Certificate Holders assume monitoring and designation
responsibilities with respect to their designated Cost Accou “ting
Centers. All PIECP prisoner-made goods are produced within Cost
Accounting Centers that a Certificate Holder designates within itself,
private prisons located in the same state or jurisdiction or, in the
case or an umbrella authority, within its membership agencies.
Certification refers to an exercise of BJA’s discretionary authority to
designate a Prison Work Pilot Project pursuant to Title 18 U.S.C.
1761(cl, BJA nay issue either standard or provisional certifications
to applicant projects. BJA certified projects are excepted from certain
Federal marketability restraints on the transport of prisc;.ei-made
goods in interstate commerce, as provided in 18 U.?.C. 1761(a), and
sales to the Federal government in excess of $10,800, 41 U.S.C. 35.
Chief State Correctional Officer refers either to the highest
correctional officer for the jurisdiction in which the certified work pilot
project is located or, with respect to umbrella authr-ities that control
PIECP CACs within a mix of state and local jurisdict.ons, the
authorities themselves. Cost Accounting Center (CAC) refers to a
distinct PIECP goods production unit of the industries system that is
managed as a separate accounting entity under the ar'?ority of a
Certificate Holder All PIECP production activities are conducted
within the context of a designated CAC which, generally, is
structured either as a customer or employer model for purposes of
determining PIECP inmate benefits. All CACs must operate in
compliance with the provisions set forth in 18 U.S.C. Sec. 1761(c)

and this Guideline.

[[Page 17008]]

Customer i4odel is a form of a PIECP Cost Accounting Center
management structure. In this model, the private sector is engaged
in a CAC enterprise only o the extent that it purchases all or a
significant portion of the output of a prison-based business owned
and operated by a governmental entity, political subdivision or an
instrumentality thereof. A customer model private sector partner
assumes no major role in industry operations, does not direct
production and has no control over inmate labor. These functions are
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performed, rather, by a department of corrections. Deductions. CACs
may elect to take deductions from a PIECP inmate worker's wages
for certain authorized items. Deductions from PIECP inmate gross
wages, if taken, mav be made only for those items specified in 18
U.S.C. 1761(c)(2), including: payment of taxes, reasonable charges
for room and board, allocations for family support and contributions
to an ' funds established by law to compensate victims of crime (no
less tt.an 5 percent and no more than 20 percent). In no event may
a PIECP inmate worker's total deductions exceed 80 percent of gross
wages and each and every PIECP inmate worker must agree, in
advance, to all deductions from gross wages. Department of
Corrections refers to state or local governmental entity or a political
subdivision or instrumentality thereof, including not-for-profit
entities, that are legally sanctioned by state legislatures to
administer prison industries. Designation is an exercise of a
Certificate Holder's discretionary authority to bring a CAC within its
certified PIECP Project. This exercise of authority results in an
extension of PIECP exception status and an imposition of comp a
requirements on an identified CAC operating within the certified
PIECP Project, "mployer Model is a form of a PIECP management
structure. In this model, the private sector owns and operates the
CAC by controlling the hiring, firing, trainira, supervision, and
payment of the inmate wcrk force. The department of corrections
assumes no maijor role in industry operations, does not direct
production, and exem’ses minimum control over inmate labor
performance. These functions are performed, rather, by the private
sector. Goods include tangible items, wares, and merchandise.
Locality means the geographic area impacted by the presence of a
PJECP CAC operation For PIECP CACs, it is relevant with regard to:
determining inmate wages, providing consultation to appropriate
labor and private sector organizations, and determining whether a
PIECP CAC operation will displace the private sector labor force. All
locality determinations must be documented as part of a Notice of
Designation. As used in the calculation of CAC wage rates, 'ocality is
usually a matter for definition by the appropriate state agency which
normally determines wage rates (i.e., the bt te Department of
Economic Security). Minimum wage refers to khe Federal minimum
wage which is the lowest possible wage that can be paid to private
sector employees under the Fair Labor Standards Act, 29 U.S.C. 206.
Any special wage program, excepted by law from the minimum wage
requirement in the private sector, may be used by a PIECP CAC as
long as the CAC meets the seme program participation conditions as
private sector participants. The requisite payment of at least a
minimum wage, by a CAC, is in no way intended by BJA to imply that
PIECP inmate workers are employees for purposes of the PIECP
statute or any other Federal law. Monitoring refers to the process of
examining Pnson Work Pilot Project activities to ensure continuing
compliance with 18 U.S.C. 1761(c) and this Guideline. It includes, at
a minimum, BJA's receipt and analysis of performance reports and
on-site CAC monitoring visits by BJA, BJA contractors and Certificate
Holders. NEPA means the National Environmental Policy Act, Pub. L.
91-190, 83 Stat. 852 (1970) (codified as amended at 42 U.S.C.
4321-4347; implemented under 40 C.F.R. pt. 1500). Participation
means engaging in the activities and operations of an 18 U.S.C. 1761
(c) excepted PIECP Project. PIECP means the Prison Industry
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Enhancement Certification Program as authorized by 18 U.S.C. 1761
(c). PIECP Exception Status. Any PIECP Project which produces
prisoner- made goods pursuant to 18 U.S.C. 1761(c) is excepted
from certain Federal restraints imposed on the marketability of
prisoner-made goods, including 18 U.S.C. 1761(a) and 41 U.S.C. 35.
PIECP Inmate Worker is a convict or prisoner who performs notable
tasks necessary to produce or transport goods in interstate
commerce and for a Prison Work Pilot Project certified under 18
U.S.C. 1761(c). The PIECP Inmate Worker benefits from PIECP by
receiving training and work experience. Prevailing wage is a wage
rate which is not less than that paid for work of a similar nature in
the locality ip which the work is to be performed, 18 U.S.C. 1761(c)
(2). Prison Industry means an organized utilization of inmate labor to
produce goods or render services. Prison Work Pilot Project (PIECP
Project) refers to one of 50 non- Federal prison work pilot projects
which may be designated by the Director of BJA under 18 U.S.C.
1761(c). This term encompasses the operations of the Certificate
Holder's designated Cost Accounting Centers (CACs). Any Prison
Work Pilot Project may consist of one or more CACs. Prisoner
includes prison and jail inmates, convicts and incarcerated juvenile
offenders, and does not include prisoners on parole probation, or
supervised release. Title 18 U.S.C. 1761(a) does not regulate the
transport of goods produced by prisoners on parole, supervised
release, or probation. Di'soner-nade goods include all goods, wares,
and merchandise manufactured, produced, or nrned, wholl, or in
part, by convicts or prisoners (except convicts or prisoners on parole
or probation). Production is the forming anew or transforming of
marketable goods. The term includes mining and manufacture and
excludes services. Provisional Certification is issued by BJA in
instances where an applicant has not yet come into full compliance
with all PIECP requirements, but such compliance appears imminent.
It entitles the holder to PIECP exception status for an identified
period of time, may be made contingent upon the occurrence of
identified conditions, and may or may not be renewed by BJA.
Statutory Exception Status refers to a prison industry which meets
the statutory requirements set forth in 18 J.S.C. 1761(b), and is
thereby entitled to an exception from the prohibition set forth in 18
U.S.C. 1761(a). Supervised Release. 18 U.S.C. 1761(a) states that
the Ashurst- Sumners Act prohibition does not apply to * 'convicts on
parole, supervised telease, or probation.” The reference to
"’supervised release" was added to 1761(a) in 1984, Pub. L. 98-
473, 223, and is responsive to changes made at that same time in
state and Federal Sentencing Guidelines. Policy statements issued by
the U.S. Sentencing Commission explain that supervised release is a

new form of post- imprisonment, supervision created by the
Sentencing Reform Act.” See Federal Sentencing Guidelines, 18
U.S.C.A. ch. 7, pt. A (1997). Umbrella Authority refers to a tyPe of
Certificate Holder which is authorized by law to administer a PIECP
Project and which consists of state and/or local departments of
correction located
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within the same state. A certified umbrella authority may designate
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CACs within its membership agencies, as well as within members'
private prisons, and assumes responsibility for monitoring CAC

compliance.

c. BJA's Initial Considerations for Determining Propriety of Work Pilot
Droject Certification

1. BJA's Exercise of Discretionary Authority To Define and Certify 50
Work Pilot Projects (A) BJA may exercise discretionary authority to
designate up to 50 non- Federal work pilot projects, 18 U.S.C 1761
(c). (B) BJA may define PIECP eligibility qualifications and, in
accordance with its own definitions., may exercise agency discretion
to extend or withdraw certification privileges, as it deems
appropriate. 2. Threshold Inquiry for Determining Applicability of
PIECP Exception Status Appropriate PIECP participants include prison
industries whose activities would likely violate the 18 U.S.C. 176 (a)
prohibition and would likely r.jt fit within an 18 U.S.C. 1761(b)
e>reption. BJA has devised an administrative approach for identifying
such industries. This approach incorporates relevant sections 1761
(a) and (b) considerations, including whether a given prisoner-made
item qualifies as an excepted agricultural product, whether a given
prison industry activity qualifies as an unregulated service, and
whether a product distribution activity qualifies as an incrastate
distribution of goods. These considerations are reflected in the
following threshold inquiry, which BJA will use to determine whetner
a prison industry should be encouraged to apply for PIECP exception

status:

(A) Is a statutory exception applicable under 18 U.S.C. 1761(b)? The
following prisoner-nade items are excepted from the prohibition set
forth in section 1761(a):

<bullet> Parts for the repair of farm machinery; or <bullet>
Commodities manufactured in a Federal, District of Columbia, or
state institution for use by the Federal Government, or by the District
of Columbia or by any state or political subdivision of a state or not-
for-profit organizations. This exception is intended to inure to the
benefit of the public; or <bullet> Agricultural commodities grown or
cultivated on a farm which retain continuing substantial identity
through processing stages, if any. In making the determination as to
whether a processing stage changes a product from an agricultural
commodity to a manufactured commodity, a relevant consideration is
whether the processing is incidentalor ancillary to agricultural
commodity growth anu or cultivation. If the processing is incidental
or ancillary in nature and is commonly undertaken by agricultural
enterprises, then it would likely fall within the scope of the statutory

exception.

(B) Could the contempi .ted activity trigger 18 U.S.C. 1761(a) by
resulting in a production of goods by inmates in any penal or
reformatory institution? The production of goods, which is regulated
by 18 U.S.C. 1761(a), must be distinguished from inmate services
which are not regulated by the criminal prohibition. The following
factors are relevant in determining whether a g‘ven activity results in
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that paid for work of a similar nature in the locality in which the work
is to be performed. This requirement benefits society by allowing for
the development <' prison industries while protecting the private
sector labor force and business from unfair competition that could
otherwise stem from the flow of low-cost, prisoner-made goods into
the marketplace. PIECP participant'- must, therefore, implement the
prevailing wage requirements under like conditions experienced by
private sector competition. Toward this end, the following

requirements are applicable:

(A) Section 1761(c) requires that the PIECP wage amount be set
exclusively in relation to the amount of pay received by similarly

[[Page 17010]]

situated non-inmate workers. In deriving the appropriate PIECP
wage, 18 U.S.C. 1761(c)(2) does not allow other cost variables to be
taken into consideration, such as unique expenses incurred as a
result of undertaking production within the prison environment. (B)
Prevailing wage verification must be obtained by the appropriate
state agency which determines wage rates (usually the Department
of Economic Security). (C) When making PIECP prevailing wage
verifications and annual re- verifications, the responsible state
agency should recommend the utilization of a non-inmate wage scale
which will not result in the displacement of non-inmate workeis
performing similar work in the relevant locality. (D) The PIECP
prevailing wage must be received by those inmate workers
performing notable tasks necessary to produce and/or transport
goods in interstate commerce. If a similarly situated, private sector
company is paying wages to obtain services that are necessary to
production, e.g. refuse pickup, then the PIECP CAC must also pay
such wages to the inmate provider of like services. In determining
which tasks are covered, the following considerations are relevant:
the amount of inmate time involved, effort and skill necessary to
accomplish the task, the regularity of task performance, and whether
the task would have been performed by the inmate absent PIECP
production. (E) The prevailing wage must be verified prior to the
initiation of PIECP participation. Annually, thereu”~er, the PIECP
participant must re-verify the adopted wage to ensure that it
continues to be comparable to wages paid for work of a similar
natur in the locality in which the project is located. (F) If no such
verification can be obtained from the State Department of Economic
Security, or other similar department, the PIECP participant is
responsible for establishing a reasonable prevailing wage. In such
instances, the participant should retain on file, for BJA's review: (1)
relevant wage data fm a a sufficient number of competitors in the
locality; (2) data analyses for determining a reasonable prevailing
wage result; and (3) if possible, a written assessment of the
reasonabler jss of the resulting prevailing wage determination by an
appropriate state agency which normally determines wage rates. (G)
The PIECP prevailing wage can not be set below the Federal
minimum wage, as defined in the Fair Labor Standards Act (FLSA),
29 U.S.C. 201 et seq. Payment of the Federal minimum wage,
however, does not automatically achieve compliance with the
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prevailing wage requirement unless the prevailing wage for the
comparable private sector industries is, in fact, the Federal minimum
wage. (H) Overtime, at one and a half times the rate oi regular or
prevailing wage, must be paid for prisoner hours worked in excess of
40 hours per week. See 29 U.S.C. 207(a) (a payment standard
imposed on private sector competition). (1) If a CAC pays a wage
based on piece wort', the project must apply a calculation to convert
regular wages paid into a comparable hourly wage. The calculation
should be useo as a routine check to ensure that inmate workers,
paid according to piece rate work, do not receive less than the
Federal minimum wage. In instances where the CAC is paying
Federal minimum wage and such a wage is less than the industry
standard for the prevailing wage, the CAC must be able to iu.-ntify
inmate worker performance variances as justification for the wage
rate. (J) BJA strongly encourages the use of wage plans that take
into consideration a PIECP worker's experience, seniority, and
performance. 3. Non-Inrnate Worker Displacement. PIECP CAC
operations must not result in displacement of employed workers; be
applied in skills, crafts, or trades in which there is a surplus of
available gainful labor in the locality; or significantly impair existing
contracts. The term '‘'displacement,” as used in this provision,
includes all such prohibited activities, as well as the inappropriate
transfer of private sector job functions to PIECP ir.mates. This
prohibition is intended to protect the private sector partner's non-
inmate employees, as well as all other non-inmate workers who
perform work of a similar nature in the same locality in which the
CAC is located. This prohibition is not, however, intended to prohibit
PIECP CACs from engaging in typical business operations, such as
competing for business or bidding on contracts on the open market
after their designation as Cost Accounting Centers.

(A) Regarding the possibility of displacement among non-inmate
employees of private sector partners in the same locality as the CAC:
(1) BJA will presume non-compliance where there is a non-:nmate
worker's job function replacement by a PIECP inmate worker or
where a non-inmate worker’s job function is eliminated or adversely
impacted, to a significant degree, and there is a concomitant
assumption of a similar job function by a PIECP inmate worker. This
presumption may be overcome if it can be demonstrated that the
non-inmate workers have been retained by the private sector partner
in jobs at pay rates equal to or greater than that received in previous
positions, that non-inmate employees have been provided an
adequate opportunity for effective training in any new job skills and
that the subject non-inmate employees are being retained by tte
private sector partner under reasonably similar or improved
employment conditions. When making this compliance evaluation,
BJA will not consider the private sector partner's intent or economic
viability. (2) Prior to CAC initiation, the CAC applicant must provide
BJA with written documentation reflecting the private sector partner's
agreement not to displace its non-inmate employees with PIECP
inmate labor in violation of the 18 U.S.C. 1761(c) statutory note. (B)
Prior to project initiation, all CAC applicants must show through
written verification by the State Department cf Economic Security (or
other appropriate state agency) that the PIECP project will not result
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in displacement of non-inmate workers performing the same work,
regardless of wage rate. In cases where an appropriate state agency
cannot provide this service, the applicant CAC should propose to and
confer with BJA as to alternative measures to address this
requirement. (C) While compliance is a continuing CAC obligation,
BJA will scrutinize CAC compliance with the non-displacement
requirement just prior to and within one year after the initiation date
of CAC operations. (D) In instances where BJA finds that CAC
implementation results in private sector worker displacement, the
CAC must either cease its operations or comply with a BJA-approved
corrective action plan, if BJA proposes such a plan under Section IV.

f. of this Guideline, infra.

[[Page 17011]]

(E) BJA strongly recommends that CAC job development be oriented
toward the creation of new jobs within the locality. 4. Benefits. PIECP
projects must provide inmate workers appropriate benefits
comparable to those made available by the Federal or State
Government to private sector employees, including workers'
compensation and, under curtain circumstances, Social Security.

(A) By statute, in some states, inmates are not eligible to participate
in workers' compensation programs. Provision of comparable
workers' compensation benefits is acceptable as long as the CAC can
demonstrate comparability of such benefits with those secured by
the Federal or state Government for private sector employees. (B)
The PIECP CAC management model impacts whether the CAC must
provide Social Security benefits to PIECP inmate workers. Where the
employer model is utilized and the private sector directs and controls
the PIECP inmate worker, the PIECP participant must provide PIECP
inmate workers with Social Security benefits. Where a customer
model is utilized and a governmental, or instrumentality thereof,
directs or controls the PIECP inmate worker, BJA recognizes the
applicability of other provisions of Federal law which may operate to
preclude the provision of PIECP inmates with certain benefits,
including Social Security. 5. Deductions. Participating CACs are not
required under 18 U.S.C. 1761(c) to take deductions from PIECP
inmate wages. Deductions, however, may be required under other
Federalstatutes, such as the Internal Revenue Code. If a CAC elects
to take deductions from a PIECP inmates' gross wages, such
deductions can be taken only under the following conditions:

(A) Deductions from gross wages, if made, may be withheld only for
the following authorized purposes: (1) taxes (Federal, state, local);
(2) in the case of a state prisoner, reasonable charges for room and
board as determined by regulations issued by the Chief State
Correctional Officer; (3) allocations for support of family pursuant to
state statute, court order, or agreement by the offender; an.d (4)
contributions of not more than 20 percent, but not less than 5
percent of gross wages to any fund established by law to compensate

the victims of crime.

Such deductions, in aggregate, cannot exceed | percent of gross
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wages.

(B) PIECP inmate workers must be paid, credited with, or otherwise
benefit legally from, the 20 percent gross remainder. In thir- regard,
the CAC may direct the 20 percent gross remainder to a PIECP
inmate worKer's expense accounts, savings accounts, or toward the
settling of the worker’s legal obligations, Including the payment of
fines and restitution. (C) Each Ce-tificate Holder, though its
respective Chief State Correctiona. Officer, retains nexibility in
determining appropriate room and board charges that may be
deducted from PIECP inmate workers' gross wages, except as to
CACs within private prisons, the applicable regulations for
determining this deduction are those issued by the Chief State
Correctional Officer of the state in which the PIECP inmate is
incarcerated. (D) The legislative history of 18 U.S.C. 1761(c) reflects
a Congressional intent to permit the use of the room and board
deduction to lower costs otherwise incurred by the public for inmate
incarceration. Thus, prior *o making room and board deductions,
private prison CACs must obtain written approval of any such
proposed deductions from the Chief State Correctional Officers for
those states from which the PIECP inmate workers were remanded.
(E) A PIECP inmate's gross wages may be subjected to a deduction
for the purpose compensating crime victims if the deducted amount
is deposited into a fund established by law for the purpose of
providing crime victim compensation. State crime victim
compensation funds typically qualify as authorized recipients of such
deducted amounts. The victims compensation deduction may also be
used to address victim restitution as long as the deducted amounts
are deposited into a fund established by law to address such victim
interests. Amounts deducted by prvate prison CACs should be
deposited in those crime victim compensation or restitution funds in
states from which the PIECP inmates were remanded. 6. Voluntary
PIECP Inmate Worker Participation The Inmate Worker must indicate,
in writing, that he or she: (A) agrees voluntarily to participate in the
PIECP project, and (B) agrees voluntarily, and in advance, to specific
deductions made from gross wages, as well as all other financial
arrangements made as to earned PIECP wages. 7. Consultation With

Organized Labor PIECP CACs must:

(A) consult with representatives of local union central bodies or
similar labor union organizations prior to the initiation of any certified
or desighated CAC project. CACs should consult with as many of such
organizations as may have an interest in the trade or skill to be
performed b> .he PIECP inmates. If there are no local union bodies
or labor organizations, consultation must be made with the state
union bodies or similar state-wide labor organizations. (B) provide
adequate information about the contemplated PIECP participation
such as, at a minimum, an identification of the scope of tne intended
CAC and projected initiation date, as well as an explanation of the
fact that statutory consultation is required and comments are invited.
CACs should retain documentation reflecting provision of adequate
consultation. 8. Consultation With Local Private Industry PIECP CACs

must:
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