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DATE:  Angust 10, 2005 ' :
RE: = . Constitationg%ify of Montana Eguity Capitel Investmenm: Act '
Tniroduction

oits 2.003 legislative session, the Montzna Lag:.slatuze macted SB 133, which is to be
cited 2s the “Montand Squity Capital Investment Act” (the “Act™). The Act wthorm the
issuance of tax credits to guarzmies 2 fixed rate of fewmm o Mmvestdrs making investments .
cerign private tavestment fimds imtended to encourage ecohomic developrient in Montana. You
bave asied ts to feview the constlﬁmonahrv of the Act, oa:rtzml&ly, whether under e Public
P‘Ln'pose Clanse and the Approp-iatidrs Clause of the’ MoHidna Constﬁmon, the Smmy rse
sedits to gx:zrantee 1 contractual rate of retiich to Trivate fIveStors to Promote Conomic

deve.opmm;.

Summm of the Act

) Trepwpese of the Act is to benefit the Stete by am-acmg out-of-state veninre investmien
fimds interested i providing equity capitel end near-equity cap:tal to Montana busmesses, to
nourish a priveie seed and venture capital mdustry in Montana end to encowrage lead local
invesicrs, 211 to strengthen the Stare’s economyy and build a significant, permagent sapital
resowTe 1o serve the neads of Montaua businesses. (SB 133, Section 2) To achieve this .
surpese, the Act establishes the Montzns Equity Capital Investment Board (the “Board™), a State
board consisting of five members appointed by the Governor, amd evthorizes it to comract with a
Gesignated mvestor group to implemert an investinent plan epproved Sy the Board. The
amg;azted investor group is to orgamize, capitalize and adinister the Montanz Equity Fund, and

sub-fnd, ‘he Montzna Evergresn Fund, which are privete lvestment fimds. (Jd., Sectioms 4,
10) Tae desiguated investor grown is alse to contract with investors io pro'nds capiial. for the
Funds.

Investzents made with the Montana Evergreen Fand are ip be mademnmaryseao.
businesses headquartered iri e State or b,av:..g 50% of their gross sales Teceipts Fom pIocv.c.s
pracipally produced in the State or services provided Forh 'a Montana location. (I, Sacnon
J(1 0)) Trs 8 contract Witk the Board, the Gesignated invesidr group is 10 agree fhat ts
rolemertation piag 1or the Monzare Egqziry Fund will *rcvme that forevery Sl ipvestsd bythe
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Mogtznz Zowty Fumd i 1is aggregate ; porolio of md Imvestments, the designaisd mveswr
group “shall sesk to causs ¢ minimusz of $1 of equity cepital or near-eqElY cap1.a. 1o be mvesied
in Momtanz busintesses or projects o primary ssctor businesses headq_a?m n the Staiz or
heving 50% of their gross sales receipts Fom sroducts principally produced in &e Swute or
services provided fom a2 Mentana location ” {Jd., Sectiom 10(2)) A “Montaxa business or
project” meens an entity with at least S0% of 1is e'“ployees or assets located in Memmana. (Id.,
Section 3(8)) “Equity capital” mezns stock or other ownerskip Hghis in a private busmess entty

and “near-equity capital” means ursecured, updersecursd, subordinzzed or convertible loams or
dw\ secumities. (Jd., Section 3(6), (11))

To encourage private individuals ané entites to invest in the Fands, th eAct athorizes
the designeted investor group-to contract with mvestors for a scheduled retiwn of capital anda
rate of retmmn on capmal, which is guarsareed by certificates to be issued by the Board (the
“Certificates™). (Jd., Sections 5(4), 8(6)X(a)) The gueranissd ~enrm and rate of retum are sabject
%0 &pproval by the Board and further circamseribed by 4 maximum rate of retura irosed by the
Act. (Jd., Section 5(4)) At the time of the investment, the Board is w issue 2 Certificate to the
investor, which cen be redesmed for tax credits. (., Section 8) The Certdcate is transferable
znd the Board is 10 establish, with the Department of Revenue, a system of registration for the
tax cradits. (J4., Sections 6, 8) If the actual return or rate of return does not meet the scheduled
retmn and rate of retrom in the comitract, the holder is eptitled to redesm the Certificaze to reflect
 the difference in value as a tax credit against individual income taxes, corporziion license taxes,
Or Imsurapce premiums taxes. (/d., Sectons 8,16, 17, 18) The amount of tex crediits is bumited
by the Act to $60 miltion, 2 maxioarm of $12 million io be redesmed in a smgle year on a first-
come, first served bams (Jd, Section 8) A Certificate for tax credit may be carsied forward for
12 years, bux tax credits may not be claimed before JFu'y 1, 2010 or after Tuly 1, 2031. (74,
Section 8(2), (5)). The Certificate is pinding on the Boa‘d and the Depamncnt of Revapue once
cepital is provided to the Frnds. (Id Section, 8(10))

Tf the return on investment exceeds the scheduled rate of retum, fees, rerobursament of
expensss and up to 10% of net realized gains (which may be allocered to the designaied mvestor
group azd spec:ﬁed mvestors), the excess amovnt (defined as “procesds”) is wo be reinvested In
the Montana Equity Fund until tie Fumd has invested or reserved for mvestment $60 millien
(Zd., Sections 3(13),°10(6)) When this condition hes besn met, 73% of proceeds would then be
- Gistrivated to the Montana Bvergreen Piind 2nd the remaining 25% 1o the State genéral fimd mtil
the Montane Evergreen Fund has invested or reserved for mvesiment $60 million. (Id., Secdcn
10(6)(b)) Thereafter, all procesds would be distributed to the State general fund (7d) Fifry
years after organization of the Funds, all investaents are to be liquidated and any procesds
deposited in the State generel fund. (7d., Secdon 10(8))

. Although the Act may eventuelly increase State general fimd revenes, it would not do so
until after either or both Funds are capitalized at $60 million. So long as CertiSicates aze
owtsiznding, the Act requires the Staie ta guaranres the scheduled returz and rate of retomz of
capital promised to pnvate investors. Under this stuchure, the State is asswrming pert of the risk
of Investent m the Funds in retmn for oroceeds resuliing fom a higher than expectad raze of
retizn and the sconommic development expected to resuit m the Stare fors investmerns made by
the Finds. :
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The Public Purpose Clause and the A.ﬁpropriaﬁon.s Clause

Two provisions of the 1972 Mcmtana Constiwion appear ¢ Inplicets the
consiartionality of the Act the Public Purpose Clanse and the Appropriations Clause. The
Public Ppose Clanse stipujates thar “[t]axes shall be levied by gemeral laws for public
vurposes.” (MONT. CONST., art. VIIL, § 1 (1972)) The Appropriations Clause requires that “T2jo
appropriaton shall be made for religious, charitable, industrial, ecucatioral, or benevolent
purposes 10 any privaie individnal, private association, or privare corporation not tmder conmrol

of the state.” (MONT. CONST., art. V, § 11(5) (1972)) The two most recent cases decided by the
Momsana Supreme Court interpreting these two clanses unfortmately sugges: that the Actmay
no-t*pass constitutonal muster. (For a more extended discussion of these two constifional

- provisions end the confusmg decisions that have imrerpreted them, see Ellimgson, Mae Nan apd

Mabsoney, Jaxy CD., Public Purpose and Economic Development, 51 MONT, L. REV. 356
(1990).- We would be hzppy o forward to you a copy of the article at your request.)

In Hollow v. State, 222 Mont. 478, 723 P.24 227 (1986), the Montana Supreme Court
censidered the constitutionality of legislation taar axthorized the Montara Sconormic
Development Board (the “MEDB™) to taise money for econcmic development projects tarough
the isswancs of reveaue Sonds. Prior law authorized the MEDB to isste its reverme bonds for
econormic develcpment purposes, but those bonds were secured omly by the revenues of the
projexts thar were financed. The legislation at issue m Hollow autherized the MEDB to
guarantee the payment of its revenne bords or loans financed witk szch bonds witk funds in the
In-State Investment Fund in en sffort to make the bonds more markstable end reduce the
effeciive ixterest rate on loaws to privais businesses. Altermatively, the legisiaton allowed <he
MEDB ‘o loaa funds in the In-State Investment Fumd to a capital reserve account securing

- reverue bonds of ths MEDB cr securing the guarerty of a Snanced loen. Funds in the In-State

Invcstmcnﬂ"md wers d:nved in principal pert from coal severance taxes.

The Court found the legislation unconstitutional undar the Public Purpose C.a.zse and the
Apmropriaticn Clanse beca.usu the coal severance taxes in the In-State Invesiment Fund were
ussd t0 “satisfy guaranties of private debis and Cbligations.” (Jd. at 485, 723 P2d at 232) The
Court ofiered no rationale for its holding and cited one case, Veterans Welfare Comm'n v. VFW,
141 Momnt. 500, 379 P.2d 107 (1963), which invalidated the approprztion of public Simds to pay
e selazies of the secretaries of two private veterans’ organizations. While the Courtin an
earlier case had held thai economic development was a vahd public purpose (presumatly a
Inchpin for an anelysis of these two constitutional claus&s) at least for the expendituore of ron~
=X revennes (Fickes v. Missoula Cownty, 155 Moat. 258, 470 P 24 287 (197 D)), the Court in
Hollow failed io discuss this or amy other precedent Presumably, the Cou:‘r’s Implicit rafionzie
was that econcmic éevelopment, with the significant benefils it nevitably ccnfers on private
“mw, is zot 2 suilicient public purpose under the Public Pupose Clause and the Appropriation
Clause for the pledge of tex revenues to stziz bonds. -
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Toe Court 814, hewever, hold constitutonal & conracteal agreernent ther a fnhpe
Legislatize consider the appropriztion of tax revenues o pay dedt servics om revenue bonds of
MEDB or for deposit in the gharantes find if other pledged revennes zre insuTcient (2 so-saled
mova] obligatior pledgs). This holding is consistent with Huber v. Groff, 171 Mont 442, 558
P241124 (1976), m wh_'ch e Court upheid 2 mozal obliganon pledge swpporting revennes bonds

- issued by the Beard of Hovsing. It is difcult to discemn why the piedge of tex moneys 10 secure

revenue bands offends the Constittion but the appropriation of general find moneys o pay debt

" service onrevenne bonds does not, whern the public purpose is idemtical iz sach instance. The

Cour siviply stated, “What we do not and camnot condene is the dimect use of tag monies oY
‘egisiziive provision which in effect directly pledges the credit of the state 0 secare the bonds
mvelved in this cese” (222 Momt, 3t 486, 723 P24 of 232)

A case reaching a snilar result, althcugh not cited by the Court in Hollow, is Hill v. Rae,
52 Moot 378, 158 P. 826 (1516) (stare bonds issued to finznce loens to famers were valid since
secured by mottgages an the farm lands o the borrowers, b guarenty fund 1o which the Swe
had sppropriated $20,000 to secure the bonds was mvalid under the spprepriation and loan of
cr=dir clauses). But other cases decided by the Couzt in the interim sezm 1 be confaty to the
decision In Hollow. For example, the Court mm Dowuglas v. Judge, 174 Mont. 32, 568 P.2d 530
(1977), cecide< nine years Hefore Hollow, toheld under the Public' Purpose Clause and the
Appropriations Clause legisletion suthorizing the use of procesds of State general obligadon
bonds (directly secured by tax resvenues) to fend loans to be made by the Board of Nat:ral
Resourcss ic farmers and ranchers.

The secong recent case is White v. Siaze, 233 Mozz. 81, 759 P.2d 571 (198%), deciced two
yeass 2fier Hollow. There, the Court considered the constitutionality of legislation that '
authorized a Science ané Technology Devalopmaent Boerd (.he “Techno:ogy Bears™) o issue
rsverme bonds ad apply the procesds to make investmeris I seed capital, start-up capital and
expausion capitz] projects for qualifymg scienee and techno:ogy companies and to Inves: in
“cartified Montana capitel compan'es” malcmg technology investments, agam for the pupose of
firthering econonrc devsiopment in the State. The bonds of the Technology Board were
peyeble from income recefved by the 3oard from its mvesuments and, to the exteat such income
was mswitcient, coal severarce tax revenues.

The plzintif argnedribal the-Jegi sifdon was nnconsitutional ander the nsp:cpn«-ﬂcn;

Cleuse becarss the investmarts ultimarely benefited private mdividnels #ad the sppropriations
were not to entities under control of the Qtat.. relying on Hollow and Fill. (233 Mont =t &3, 759
P2d 2t 873) Tke defendants argued that the tax revenue used to secure the bonds was
appropriaied to the Techmology Board, which was umder control of the Siate, and that the
ultmate destmation of the funds did not matter tnder the Appropmstions Clause, relymg op
Grossman v. Stete Department of Natural Resources, 2C9 Mont. 427, 682 P24 1319 (1984)
(wpholding loans of the Departmept of Natural Resources to local government entiijes to Snance
hydroelecTic projects some of which were 40 be leased o private corrpanies and coaperatives),
and Luber v. Groff, ciied above (upholding the puzchase ofhore mortgage lozns by the Board

of Housmg). .(759 P.2d at 973-74) Afer acknowledging thet the momey approprisied to the
Beard would ve appropriated to an sptity under the comizol of the Stats, the Court noted thar “the
significance of this azgrment wenld diminish grearly once bords were isssed.” (74, &t 86, /)9
P24z 974) The Court imstead focused on the pledgs of the coal severance tex ard heid hat
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Was I:pezn;ss:‘oﬂ beczuse the legislaton “m eﬁac‘ p-e:ge’d’ the erecit of the sezze 0 securz th
bonds issued by the (Techmology] Board, the procesds of which ars fo be tsed for the benefiz of
privaie busmesses.” (. at 87,759 P2d a1 97 1-) Thus, the pzmclple relied on m Grossman @d
Euber under the A.poropnanons Clanse fhat fimds wepe imitlelly sopropriared 1o am eptity tndes
contro] of the Sizie) was deemned kenited by the decision in Hollow, at least i the pledge o the
credit of the State (or tax revenues) was mvolved

As in Hollow, the Coust in White &id not exzmine whether the legislation at issze had 2

- vaiid public purpose. Rather, the Court In both cases focused soiely on the fact that tax revenue

would be pledged 10 secure State bonds issued for economic development purposes. Thaese ™o
decisiors amply that e public purpose assessment does 0ot depend entireiy on the wse of public
funds but also on the sowrce of public fmds and that tax revenne may not be pledged to bonds if
£cOnoOmic development is the public purpose ‘nvoked by the Legislatwre. (See generally
Eiliagson, Mas Nan end Matonsey, Jery C.D., Public Purpose and Economic Development, 51
MoONT. . REV. 356 (1950).)

Relympg on Hollow and White, the Act would appear 10 be tnconstitrtional becanse it
sexves its eccnomric developrment purpose by in effect pledging Lax revenuas to privaie investors
or other holders of the Cerzificates. Indeed, the Act almost mirrors the inveswrents rade in
“certified Montzna companies” in the lezislation that was found wating in White. Mozeover,

- the Boazd does not select the Tavestors or even the investments but only the designated mvestor -

goup; and it is the mvestors who are the witimate beneficiaries of the Certificares. Thus, the Act
is on weaker ground wder the Appropdations Clause than the stuctare invalidated in Hollow or
even those upheld in Grossman and Huber. Despite the fac: that the Act does not authorize the
issuance of bonds and thepledge cf the State’s credit <0 secure bonds, as did the legislation in
Holiow and Whize, It does auihor'ze the issuance of Cartificates by the Board and a comzmitmen:,
binding on the Board and the Department of Revenue, 1o appropriate tax revenue (by the

- recemption of the Certificates for tax credits) for economic developrnent purposes il the everns

that the actual rettmm of capital is less than the cont'ac'tuaﬂy scheduled revarn and rate of return
Because of that binding cogrmitment, the “moral obligation” exception recognized as
constirations] mHuber and Hollow cammot be relied upon. :

of course, heeis a c:stnc:on between the tax credits authorized by the Ac‘ and the
piedge of $ax revenres examoined by e Court in Hoflow and i, Whize. The tax sredits provided
for in the Act do not involve spending tax revenus, whereas the legisiation considersd in Hollow
and in Whize each pledged tax revennes already collected. This distncton shouid not change the
analysis, hewever, since tax credits redncs private individual and corporate tax Habilites owed o
the State zud therr use will decrease the collectons for the State general fimd. I will kely make
little-differemce to the Court thar the tex credits give nvestors money that is owed to bux 20t yer
coilected by the State. In Hght of the Court’s apparent unwillingness io see tax money uged 1o
the uitmate benafit of private individnals and businesses for ecuonomic davelopment purposes, it
1s unifkely that the Court will find much probative vahue in an argument distingmishing solleczed
tzx revenue fom meollected tax Labilities.

Another yossible distinetion between the Ack end the legislation considered in Hollow
and Whire is that the Certificates represent a contingent liability of the Board; tae Certificates
will be redesmed for tax ciedits orly if the Hvestment retara of the Fimds is iese them is
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scheduled in the mvesament conmact B, 2gan, that distnction Would seem mapplicable szce
the bonds at isste In Hollow were only somtingentiy sscured by the pledgs of tax revenues (debt
service was taitally payatle fromy loan repayments ‘o be made by the privaie bomowess) and =2
White the coal severance tax revenues would be applied to debt service only if the imvestnents
fdied to provide sufIcient income to pay debt service. Indeed, the dissendng justice in Holiow
=rgued that 2 guaranres wes 2 contingent Hability and 2 cortingent Habilicy was not a debt. (723
P2d233) CL State ex rel. Sizromons v. Missoula, 144 Mont. 220, 395 P.2d 249 (1564) (leass

eyments are indebtadness of a city for pwposses of Article 13, Sesdon 6 of the 1389
Consticztion, notwithstzndin g their contingent natize).

Consequ=nily, regardless of whether the Act would further 2 public purpose found vahd
tnder the Pubkic Purpose Clause and the Appropriations Clanse in other contexts involving acn-
1a¥ Tevenues, it appears the Act would be found constituticnally infdrm wnder Hollow and White,
which repregart the most recent decisions ¢f the Court on these issues.

Authorization of Debt

Since the Act appears to be unconstitutiors] wncer the Public Purpose Clauss and the
Approvriatiors Clanss, we will discuss only Srefly one other Trovision of the Montana
Consttution that may also suggest the unconstitutionality of the Act.

Under Article VI, Section 8 of the Constitirtion, “No sts*e debt shall e cgeated wnless
antherized Dy 2 two-thirds vote of the members 0F each house of the legslature or a majosty of
the electors votng therson.” While the Act was emacted by an approving vote of 72% of the
members of the Hovse, only 32 of the 50 Sexators vated i its favor (16 voted in oppositon)
upon passage on thitd reading on Mareh 29, 2005. The Act does not puzpor: to create stats dsbt.

While the Stpreme Court’s decisions under this Section of the Constitution are almost as
serpemtine as those discussed zbove, It appears clear that the pledge of tax revemes to the
payment of an obiigation owed to 2 third person creates a state debr for purposes of Artcle VI,
Sectior. 8. Ses, e.g., State ex rel Ward v, Anderson, 158 Mont. 279, 491 P24 868 (1971); State
ex rel. Diederichs 9. Siate Highway Comem'n, 89 Mozt 203, 296 P. 1033 (1931). Siocs the
Certificates are redesmable by their holders Hie the bends considered in Ward and result fa tax
oredits, wirch, as discussed above, séem equivalent to tax revenues, it appesrs thet 2 subhstantial
argument can be made that the Certificates consdture stzie debt and have not been aithorized by
a suftclent vote of the Tegislatire under Ardcle VIIT, Section 8.

Conclusion

Becaiise the Act sppears indistmgmishable fom the legisladon found wanting by the
Morrana Supreme Court in Hollow and Whire, it appears that a strong srgmment can be made that
the Act is unconsititional under the Public Purpose Clanse end Appropriations Clause ofthe
Mentana Constitution.  This resuli seems 2lmost inescapable, even though earlier decisions of
“he Couxt had validated economic development 2s a legitimate legislative public purpose and had
upheid the issuance of general obligetion bonds to mzke loans to private partes. &k additior,
beczuse the Certificates auwthorized to be isszed by the Boerd under the Act eppear o constinie
strte debt and the Act was oot anthorized by the reqaisite supre-majority voung requirement
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mder Ardcle VI, Sectica 8 of e Constinmion, it Jxther zopears the: fhe Actmay be
upconsdintional i thls respect as well.

I you zave cuestions about our azalysis, pleass let ts know.
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