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ON

SB 13 "At Act taking special appropriations for capital
improvements Z->r which general obligation bonds were
approved by the nters at the 1980 general election;
and providing for an effective date."”

SB 21 "An Act maki: g a special appropriation to the
Alaska Permanent Fm d; and nroviding for an effective
date." ($1,500,000, (00)

SB 68 "An Act making a special appropriation to the
Alaska Permanent Fund; and providing for an effective
date." ($1,800,009,000)

BILL SUMMARY

SB 13 This bill would use a general fund appropriation to pay ."or these capital
improvements rather than issue General Obligation (G.0.) Bonds. The opportunity
cost assumes the State would either invest its own money, if bonds would have
been sold, cr if spent on other projects, etc., that project has an implicit
rate of return equal to what che State could have gotten by investment.
Assumptions: (1) A 122 eamirgs rate cr. invested funds or project.
(2 An 82 interest rate cr. -*sc of debt.
(@ If debt we e isouet itwould be as follows (in millions)
FT 82-$100, FY"83-5153, 7Y BV$39, 712;
Total is .ued $289,“12. 5CL.
(A) Projects start/dec: ctcurec at beginning of each period.
(5) Not discounted for present value.

SB 21 This bill would make an appropriation from the general fund to the
Alaska Permanent Fund in the amount 51,500.900,000.

SB 68 Tnis bill would make an appropria.icn. from th general fund to the Alaska
Penramnt Fund- A the amount $1,800,000,019.

BALKCTD*J®

SB 13 Tne classical argiment of economics car. be made in the case of SB 13.
When a government, any government needs tc rake capital outlays for needed
projects and cash is not readily available, then that government issues bands
to pay for the capital. Thin is the nerml way )f building roads, schools,
etc. What happens when there is a surplus of cash on hand? Do you still
issue bends or do you use the cash you have? A sound case for the concept
behind SB 13 can oe node. The Scree of Alaska, because of Prudhoe Bay, has

a ready supply of cash. The choice then baccoes whether or not the state
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through the Dept, of Revenue should issue general obligation bonds or use
available cash. What is not obvious about paying cash for the Novenber 1980
authorized but unissued G.0. bonds, is that there are over $100 million Pre-
1978 authorized but unissued bonds that need to be included in this general
fund appropriation. (See statistics at end of stmnary.)

Another concept of classical economics is cne of defeasance. Through a
special defeasing [escrow] account, the state could create a monetary
approach that would pay off the entire state debt. This account managed

by a special bond counselor would invest in the taxable bond market [12%
interest] while paying off the incurred debt in the tax-exempt bond market
[8% interest]. The potential is there at the moment to erase Alaskal \
[$720 million] with a cash account of [$570 million]. One may ask wi

make the investments directly out of the general fund and not set up
special account. It has become clear that the Alaska Legislature hns
ability to spend all the money before it ho natter the amount. This recial
[escrw] account would set this money aside for a specific purpose: to pay
the state debt.

With continuing pressure from our Washington delegation assuring us that the
mood in the "lewer 48" is becoming increasingly jealous of our resource wealth,
this would be one w?" of "putting our house in order.” We would be showing

our responsiveness to the nation®s financial comunity by giving a clear signal
that we were doing "first things first."” We pay off our debts before we borrcw
money for other purposes.

If we were to create this "defeasing escrow account,”™ it would pre lude us frocn
going :o the bond market for a period (mirZ=.im) of 18 nonths due to IRS regula—
tions. That is why this concept goes hanc in hand with substituting cash fr
all authorized but unissued general obligation bonds. The next time we wo ad

be eligible to go to the bond market would be (roughly) after the 1982 general
election.

The Hatmond Administration approves of the defeasing concept if, there are
several 1Tt 3%, but the principal one being that it does not affect the
$1.S0C.300. 0CO contribution to the Alaska ."ermanent Fund (SB 68). If the
mor.ey IS just going to be spent to continue growth in state govemnent then
he would certainly favor defeasing.

Defease S720 million of outstanding

G.0. bonds S570million

Cash out all authorized but
nissued bonds 463million
Delete FV"82 debt service (128million)
“$'905~nimion

SB 21 =66 These bills have almost identical wording, the only difference
being the actual dollar amount. Sen. Rodey 3 bill would transfer $1,500,000,000
to the Alaska Permanent Fund; the Governor®s bill would transfer $1,800,000,000.

Goverr.:r Kmirmd believes that it is appropriate that Alaska set aside this
amount this year of its oil wealth so chat its earning can provide an increased
inccnc screen for the benefit of all Alaskans. The Legislature determined that
dividends should be wrth aminimal $50 each. This contribution will provide
sufficient earnings to meet that cotmirrcr.: without having to borrow from the

general fund. Should the state not make such provisions, our legal ca*e may
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be weakened.

The Permanent Fund Board of Trustees have not taken a stand on this and other
issues concerning the "FWnd"s"™ plan for the future. Instead, they are planning
a series of seminars to examine all alternatives and to establish long range

as well as short-term planning for the Alaska Permanent Fund.
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MEMORANDUM
DATE: January 22, 1981

TO: Honorable Al Adams
House of Representatives
Alaska Stat~Legislature *

FROM: Milt Barker, Fiscal Analyst
Legislative Finance Division
Defease State G.0. Bonded Debt

The Department of Revenue estimates the total cost to defease

all state G.0. bonds in FY 82 at $905 million. This 1s made
up of three items:

Defease $720 million of outstanding

G.0. bonds $570million
Cash out all authorized but

unissued bonds 463 million
Delete FY 82 debt service (128 million)

$905 million

The $570 million would be paid over to bond trustees to
purchase securities whose term and value at maturity matched
=the $720 million in bond maturities=to be paid by the state.
The AG does not believe authorizing legislation for this 1is
necessary. However, there is no mention of such action 1in

AS 37.15, the state bonding act, so it might be a good idea
to have authorizing legislation.

The $463 million in cash would be to fund the capital projects
that would have been funded with bond proceeds. The state"s
bond counsel says tlere would be trouble with the IRS if we

defeased outstanding bonds and then subsequently 1issued new
bonds within a few years time.
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MEMORANDUM
DATE: June 23, 1980

TO: Honorable Russ Meekins, Chairman
House Finance Committee

FROM: Milt Barker*, Fiscal Analyst
Legislative Finance Division

SUBJ: Refunding G.0. Debt

In the attache! letter of April 7, 1980 from Bache Halsey,

is claimed that refunding the outstanding general obli-
gaticr. indebtedness of the state will result in savings in
debt service on a present value basis. This does not appear
to be the case.

If the refunding cebt 1is issued at 8.5% as in the Bache
projection, then ere average rate of earnings on general
or permanent fund investments should be around 11.5%.7-

If the debt service schedules for outstanding debt2 and
refunding debt are discounted at 11.5%, which more properly
represents the alternative earnings rate on funds that would
be used for cebt service, 1.e. their opportunity cost, the
existing schedule of debt service has the lowest present
value, 1i.e. least cost \o the state.

1. See attached Table 1 and yield chart which indicate
that the average interest differential over the past
five years between municipal and corporate Aa bonds
has beer. 3.05%.

2. Bach*"s total for existing debt service of $831 million
apoa&rs tc be total debt service for fiscal years 1981
through 2000 exclusive of the debt service on the
1979 Bend Series B. See attached schedule from the
"official statement™ for the 1979 sale.



Honorable Russ Meekins . 2. June 23, 1980

Only 1if the discount rate is reduced to 10%, representing
arbitrage earnings of only 1.5% between state G.0. debt and
other 1ir.arket instruments, does the present value cost of
the refunding debt service roughly equal the present value
cost of existing debt service.

Present value of Debt Service ($ millions)

0 10% 0 11.5%
Existing 444 .3 412.2
Refunding
5 year maturity 443.9 427 .4
8 year maturity 449 ." 426.2

The point here is that as long as the state can earn arbitrage
because of the lower tax-exempt rates on its bonds, the state
profits by having more debt outstanding over a longer period
of time. Shortening the state®s debt structure 1is not of
financial benefit.

IT an improvement 1in the state"s bond rating is desired by
committing funds to pay off the bonds, the Nuveen approach
described in the attached Memo of February 6, 1980 is a
better alternative in that there is no shortening of the
state"s debt structure and thus no reduction in the arbitrage
earnings that will accrue to the state.

attachments

JIB:bf



Bache Halaey Stuart Shlalda Incorporated
Bacht Piaaa, 100 Goto Street
Ut* York. NY. 1003E (212-791-36BB)

Sa'nuel L. Piaia
first Vice Pres'Cent

April 7, 1980

Mr. Peter A. Bushre

i)eput> Commissioner of Revenue
State of Alaska

Department of Revenue

State Office Building

Juneau, Alaska

Re: Alaska Debt Reorganization
Dear Mr. Bushre:

Preparatory to making a detailed presentation to the State Eonding
Commission relative to the above subject, we thought we should give yo.

a summary of the two variations on the refunding program and some selected
data on.each.

For calculation purposes, we have chosen an 8 1/2* rate and one bond issue
dated June 1, 1580, with principal retire-.ents beginning June 1, 1931, and
a final maturity of June 1, 1938. The other issue will be dated the same
but have its final maturity on June 1, 1985.

Total debt service on the outstanding bonds is SS63,523,203 and accrued
debt service at June 1, 1930, will be 532,238,362 (will have been paid)
leaving a net of $831 ,184,341 to be provided for by the escrowed proceeds
of the rc-fur.ding bonds plus the earr.ir.ts of the escrowed funds.

The two refunding issues will cororise the following deb*, service
schedules:
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Issue "A" - 8 1/2%

Date Principal Interest Total Debt Servi
6.1981 $ 43,910,000 $ 40,424,300 $ 84,334,300
6.1982 47,645,000 36,691,950 84,336,950
6.1983 51,690,000 32,642,125 84,332,125
6.1984 56,085,000 28,248.475 84,333,475
6.1985 60,855,000 23,481,250 84,336,250
6.1986 66,025,000 18,308,575 84,333,575
6.1987 71,640,000 12,696,450 84,336,450
6.1588 77.730,000 6,607,050 84,337,050
Totals $475,530,000 $199,100,175 $674,680,175

Gross Savinos

Net Outstanding Debt Service
Refunding Bonds Debt Service

$831,184,841
674,680,175

Gross Savings $1 56,504,666

Present Value Savings

Net Outstanding Debt Service Present Value ? 8.5%
Refunding Dett Service Present Value 5 8.5°

$488,608,900
-475.530,000

Fresent Value of Difference $ 13,028,900
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Issue "B" - 8 1/2%

Date Principal Interest Total Debt Servi
6.1981 $ 77,895,000 $ 39,233,875 S117,128,875
6.1982 84,520,000 32,612,800 117,132,800
6.1983 91,705,000 25,428,600 117,133,600
6.1984 = 99,500,000 17,633,675 117,133,675
6.1935 107,955,000 9,176,175 117. 31,175
Totals $461,575,000 $124,035,125 $585,660,125

Gross Savinas

Net Outstanding Debt Service $831,184,841
Refunding Bonds Debt Service 585,660,125
Gross Savings $245.524 716

Present Value Savings

Net Outstanding Debt Service Present Value P 6.5% S488,608,900
Refunding Debt Service Present Value P 8.5% -461,575.000
Present Value of Difference $ 27,033,900

The "A"™ issue plan drains an extra $167,:?:,416 over an eight-year
period froTi the general funds of t-e State; this being over and above
the existing debt service. In otter *o0":s & I additional average of
$21,000,000 per year is committed to de:t service.

The "B"™ 1issue plan drains an extra S256,517,994 over a five-year

period .froo:n the State"s general funds c:“.;ired to outstanding deb:

service, or an average of in excess cf 5:2,000,000 annually.® Obviously,
this latter plan is more "dramaticl and also produces an extra $14,000,000
in present value savings.
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The merits of both plans can be discussed in detail at a formal presenta—
tion. At that presentation to the State Bond Committee, in a form as
suggested by Anselm Staack, the escrow investment income will be demon—

strated to provide the necessary funds to fully extinguish the State's
outstanding debt.

We look forward to hearing from you as to when we might return to Juneau
for a formal presentation. At that time, we will be"accompanied by repre—
sentatives of Haynes & Miller, special counsel on the debt reorganization.

SineprrOv

SLP:1h

cc: Mr. Anselm Staack, Department of Revenue
Rep. Hugh Malone, House of Representatives
Mr. Jim Rhode, Rep. Malone®"s Aide
Rep. F.uss Meekins, House of Representatives
Mr. Mike Doogan, Rep. Meekins® Aide



TABLE 1

INTEREST RATES ON BONDS
OF TWENTY YEAR OR GREATER MATURITIES

Aa Aa

YEAR CORPORATE MUNICIPALS DIFFERENCE
1979 9.77 6.00 3.77
197G 8.98 5.65 3.33
1977 8.20 5.34 2.86
1976 8.59 6.09 2.50
1975 9.51 6.70 2.81

Five-year Average 3.05

Source: November 1979 Treasury Bulletin
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DEBT SERVICE REQUIREMENTS

The annual debt service requirements on all outstanding State o( Alaska general obligation
bonds are shown below, together with the estimated annual debt service requirements on the
State of Alaska 1979 Bonds, Series B, assuming interest at 6%.

Fiscal

Year Debt Service on Outstanding Bonds 1979 Bonds Series 3 Estimated
Ending Debt Service

June 33 Principal interest Total Principal Interest Total Total

1979 .. .. S 25,710.000 S 33,177,202 5 58.887,202 3 - S - 5 - S 58,887,202
1980 .. .. 36,780,000 33,825,273 72,605.273 6.000.000 3.600.000 9.600,000 82,205,273
1981 .. .. 37,045.000 31,604,607 68,649,607 6,000.000 3.240,000 9.240.000 77,889,607
1982 .. .. <0,265,000 29.432,781 69,697,761 6,003,000 2.880.000 8.880.000 78,577,761
1983 .. .. <0,500,000 27.147.922 67,647.922 6.000.000 2.520.C00 8.520,000 76.167.922
9w .. .. <0,9<5.000 24.894.165 65,829.165 6.000.000 2,160,000 8,160.000 73,999,165
1985 .. .. <0.830,000 22.C24.860 63,454.860 6.000 1.800.000 7.800,000 71.254.860
1985 .. .. <2.235,000 20,340.763 62.575.763 6.000 r 30 1,440,000 7.440.000 70,015,763
1567 .. .. <1.350,000 18.071.221 59.421.221 6,030,000 1,080.000 7,080,000 66,501.221
1558 .. .. <1,665,000 15,815.505 57.480.505 6.003,000 720,000 6.720.000 64.200.505
1989 .. 36,717,000 13,509.721 50.226.721 6.000,000 360.000 6,360 000 56,580.721
1993 .. 28.550,000 11,581,590 40.131.500 -0 - 0. <0,131,590
1951 .. .. 28.989000 9.958.430 38.247,430 -0 - *0- *0- 3B.P«7.<30
1952 .. 29.8<9.000 6.303.425 36,152.425 -0 - *0- «0- 38.152.425
1993 .. .. 25C63 000 6.656.967 31,719.967 -0~ «0* *0- 31,719,967
1994 .. .. 20.593 000 5.219.975 25 817.975 -0- «0. *0- 25.817,975
1595 .. 15,056,000 3.957,625 23.C33.625 «O- *Q* «0- 23.063.625
1955 . 16 610.000 2.664.412 21.474.412 -0 °C. «0- 21,474.412
1697 . U 865000 1.600.419 16 615.419 -0- -0- «0. 16665.419
1523 13 330 000 1,008.194 14 339.124 -0 - 0% *0* 14.338.194
1555 . 6,6 X0 000 366.931 9038.931 -0- ﬂ 0. 9 C28.931
k| 2.531.000 <9 031 2(00051 -0- O «0. 2.600.081

7CU! .. 563C 213 000 sa;: ?63 CS9 591* 4:6.012 112.000 000 519 120.000 519.600 000 $. *38.276.030
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MEMORANDUM

TO: Hon. Leo Schaeffer DATE: February 6, 1980
House Finance Committee

FROM:  Milt Larker! #P SUBJ: Paying off State Bonds
Fiscal Analyst

Outstanding state general obligation bonds of $670,503,000 could be paid
off with an appropriation of $546 million according to item 2 of the
attached letter from John Nuveen & Co., the state®"s financial advisor.

The prefunding approach suggested by Nuveen would not cost the state any
lost interest as would paying off the bonds immediately. In other words,
the state hangs on to i1ts cash, invests it at taxable rates, say 102,
while continuing to pay off bonds at only 62 or so, thus earning a net
of 42 interest which it would not earn if the bonds were simply paid off.

Yet, the prefunding approach does assure bondholders of being paid off.

This has two effects. One, existing bonds would immediately get improved
ratings; the state would not benefit on this account but the bondholders
would as there would be an immediate increase in the value of thiir bonds
should they wish to sell them. Sterling Gallagher of Nuveen 6 Co. has
suggested the state try to capture some of the increase in bond prices

that would occur by making the prefunding contingent on bondholders turning

in their existing bonds in exchange for new bends with a losscr coupon or
interest rate. Wo could split the difference of the price increase with them.

The second effect of prefunding would be to improve the ratings or any
future bonds the state Issues. Here, the rtate would get the fu 1 benefit
of the effect. However, as the attached tables indicate the rax mum reduc—
tion in the interest rates would normally h "no more than thirty basis
points or .32 This 1is based on the state g:ir.g from its present Al or A+
rating to Aaa. On $100 million of bends with an average5 year maturity,

this would thus save the state at most $1,9:D,CCO in interest coats over the
life of tpe bonds.

Sterling Gallagher has also suggested that “refunding only the later maturities

oi the bonds could have the same effect on the interest cost to the state of
future bond issues. In other words, the stite"c revenues on Prudhoe Ray pro—
duction 1in the ncar-tern would provide maxi-um security for bonds while prefunding

31.01 b
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Page Two

would serve the same function after Prudhoe begins to decline. Mr. Gallagher
estimates only $100 million in prefunding would be required to prefund the
tail end of outstanding state COB"s.

If you wish to seriously consider an appropriation for prefunding, we should
request a legal opinion from state bond counsel as to whether such prefunding
wjuld cause any IRS arbitrage problems. In other words, the guarantee fund
established by prefunding could result in the IRS finding that the prefunded
bonds are arbitrage bonds and taking away the federal income tax exemption
allowed on interest received by the bondholders. This would have no direct
cost to the state, but the bondholders would undoubtedly prefer that prefunding
not be done in that case.

In the attached letter from Orrick, Herrington, the state®s bond counsel, a
preliminary judgment is made that "establishment of the fund (prefunding account)

probably could not affect the tax status of interest on bonds issued before the
fund 1s established”.

MB - kw
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MEMORANDUM

TO: Hon. Leo Schaeffer DATE: February 6, 1980

House Finance Committee
FROM: Milt Barkeri B SUBJ: Paying off State Bonds

Fiscal Analyst

Outstanding state general obligation bonds of $670,503,000 could be paid
off with an appropriation of $546 million according to item 2 of the
attached letter from John Nuveen L Co., the state"s financial advisor.
r_

The prefunding approach suggested by Nuveen would not cost the state any
lest interest as would paying off the bonds immediately. In other words,
tne state hangs on to its cash, invests it at taxable rates, say 10£,
while continuing to pay off bonds at only 6l or so, thus earning a net
of 4£ interest which it would not earn if the bonds were simply paid off.

Yet, the prefunding approach docs assure bondholders of being paid off.

This has two effects. One, existing bonds would immediately get improved
ratings; the state would not benefit or. this account but the bondholders
would as there would be an immediate increase in the value of their bonds
should they wash to sell them. Sterling Gallagher of Nuveen L Co. has
suggested the state try to capture some of the increase in bond prices

that would occur by making the prefundins contingent or. bondholders turning

ir. their existing bonds in exchange for new bcr.ds with a lesser coupon or
interest rate. We could split the difference cf the price increase with them.

The second effect of prefunding would be to improve the ratings for ar.y

future bonds the state issues. Here, the state would get the full benefit
of the effect. However, as the attached tailcs indicatethe maximum reduc—
tion in the interest rates would normally be nc more than thirty basis

pciius or .31 This is based on the state gtir.g from itspresent Al or A+
rating to Aaa. On CI00 million of bond? with an average5 yecr raturity,

this would thus save the state at most S1,952,020 in interest costs over the
life cf the bonds.

Sterling Callaghcr has also suggested that prefunding only the later maturities

of the bends could have the sane effect on tne interest cost to the state of
future bond issues. In other words, the atste®s revenues on Prudhor Bav pro-
ciction in the near-term wculd provide raxirjr security for bonds while prefunding
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would serve the same function after Prud®noe begins to decline. Mr. Gallagher
estimates only $100 million in prefunding would be required to prefund the
tail end of outstanding state GOB"s.

If you wish to seriously consider an appropriation for prefunding, we should
request a legal opinion from state bond counsel as to whether such prefunding
would cause any 1-ko arbitrage problems. In other words, the guarantee fund
established by prefunding could result in the IKS finding that the prefunded
bonds are arbitrage bonds and taking away the federal income tax exemption
allowed on interest received by the bondholders. This would have no direct
cost to the state, but the bondholders would undoubtedly prefer that prefunding
not be done in that case.

In the attached letter from Orrick, Herrington, the state®"s bond counsel, a
preliminary judgment is made that "establishment of the fund (prefunding account)
probably could not affect the tax status of interest on bonds issued before the
fund is established”.

KB : kw



John Nuveen £ Co.Incorporated 209 South LaSalle Street.Chicago,lllinois 60604

January 21, 1980

Kilt Barker

Fiscal Analyst

Alaska State Legislature
Budget and Audit Committee
Finance Division

Pouch WF - State Capitol
Juneau, Alaska 99811

Dear Kilt:

This letter responds to the questions posed in your letter of
January 2 regarding policies affecting management of the State's
debt.

1. Shculd the State bond or pay cash fcr future capital improvements?

In today"s tax-exempt market, Alaska can borrow funuS at interest
rates ranging from 6.20V to 7.1V depending on maturities. Currently,
the State can invest surplus revenues in a variety of high quality
money market instruments at yields of 10 to 13V cr more. So long as
Alaska continue* to pursue a policy of prudent growth in its
outstanding indebtedness, it can and should continue to benefit from
the favorable interest rate differential that exists between the rate
at which it borrows and the rate at which it can invest. Tne credit
standing of the State is not so much affectti by the means chosen to
finance capital improvements as it would be ry the magnitude of
capital improvement programs in relati:n to the State"s long-term
sources of revenuo.

2. Could retirement of all or part cf Alaska*s outstanding
ir.daotedncrs Improve its credit ratine?

Alaska®s outstanding general obligation -"cbt cf approximately
Sc70-mullion could be prefunded by the creation cf a special
investment account, the principal and interest of which would be used
exc|u3|ve|y to meet interest and principal payments on the debt. A
deposit of 5546-nillicn to be invested in appropriate U.S. Government
Securities*at today"s market yields wc.id generate sufficient cash to
reet principal and interest on the S6T-million outstanding general
obligation debt. Tnis deposit is S124-r.illicr. less than the cost of
simply paying off the debt. Whether t*c Stito prefunds the debt or

i;s3u Diu s (dm c™uco mw us »S:
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those to be derived from a prefunding cf the State®s general
obligation debt. In addition, the credit standing end debt capacity
of local governments in Alaska would be substantially improved.
During my visit to Juneau this week, we will assemble the data
necessary to provide a preliminary estimate of the cost and potential

financial advantage to be derived from a prefunding of the outstanding
school, debt.

1 look forward to an opportunity to meet with you later this
week.

Sincerely,

Anthony ?. Dean
Assistant \"ice President
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Mr. J. K. Hogan

Director

Legislative Finance Di/ision
State of Alaska

Pouch WF, State Capitol
Juneau, Alaska 99811

Dear Mr. Hogan:

In response to the questions in your letter
of October 15:

1. This question will _need considerably more
elaboration before | can answer it with any reasonable
assurance. I am not sure whether the suggested fund is

to be used to guaranty debt service on general obligation
1 nds of the State or debt service on general obligation
bonds of local governments in the State. I do not know
the source of the moneys to be put into the fund, but

I assume that those moneys will not come from any proceeds
of bonds. On that basis, I do not think that a proper
interpretation of the Internal Revenue Code would result
in any arbitrage yield restrictions on the fund, because

the applicable Code provision relates to the use of the
proceeds of bonds.

However, the Internal Revenue Service has
stretched and distorted the term "proceeds™ 1in the Treasury
Regulations and rulings thereunder. The result appears to
be that, if the State deposits moneys from any source into
a fund to be used to pay the debt service on general obli—
gation bonds of the State or on general obligation bonds of
local governments, or wnic fund is pledged as security for
any such debt service, the Internal Revenue Service would
consider the fund to be "proceed™" subject to arbitrage
yield restrictions. This is indicated by Rev. Rul. 76-302
and Rev. Rul. 78-348, a copy of which 1is enclosed.

Even on this basis, the establishment of the fund
probably could not affect the tax status of interest on bcr.ds
issued before the fund is established or before it was expected
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to be established. Moreover, if the amount in the fund
considered allocable to bonds hereafter issued, together
with any other amounts chargeable under arbitrage rules to
the "minor portion™ of the proceeds of those bonus which 1is
not subject to arbitrage limitations, do not aggregate more
than 15% of the face amount of those bonds, the investment

of the fund should not be subject to arbitrage yield restric—
tions .

The foregoing is all subject to further qualifica—
tions and complexities, but I think there is no point in
pursuing them here. If you can give me a complete descrip—
tion of the workings of the proposed fund, 1 will try to give
you a more definitive answer as to the federal 1income tax
results. If there 1is any special need or desire for such a
fund, 1 might suggest requesting a ruling from the Internal
Revenue Service as to their treatment of the specific facts,
and possibly an appeal from that ruling to the Tax Court in
the quite possible event that we consider the ruling to be
contrary to tne law.

In any event, I am somewhat mystified as to the
purpose of or need for the proposed fund, particularly if it
is to relate to general obligation bonds of the State.

2. The 1issuance of bonds by the State in the
presence of a "massive general fu.»c surplus” should not result
in taxability of the interest on the bends, and it surely
would not. This conclusion appears to be supported by Rev.
Rul. 7S-302 (enclosed). However, your phrasing of the cue*.ticn
in terms of "a possible arbitrage- problem with the IRS"1 prompts
me to note that the 1.IS has gone zj far in its pursuit of
"arbitrage” that | would not be entirely surprised at anythim
that organization might contend.

In connection with ail of the fcrejoing, |1 urge
you and others 1in the State government to support the bill
sponsored by the Municipal Finance Officers Association and
about- to oe introduced in Congress to cure problems like these
and to prevent further excesses.

Sir.cereiv yours,

Enclosure
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MEMORANDUM
DATE: January 18, 1980

TO: Honorable Terry Gardiner, Speaker
Alaska State House of Representatives

FROM: Milt BarkeFEQHscal Analyst
Legislative Finance Division

SUBJ: Bonding Policy

This Memo 1is in response to a number of questions you posed
regarding bonding and capital projects, some of which were

addressed by Jay Hogan 1in his November 14, 1979 Memo to you
(attached). The remaining questions and my comments follow.

1. WhAT ARE THE PRO"S AND CON®"S OF PAYING CASH OR BONDING
FOR CAPITAL IMPROVEMENTS?

Pragmatism and Equity

Most state ana municipal governments most of the time do not
have the luxury of thir choice; borrowing 1is often fhe only
pragmatic and eauital: e way of funding capital improvements.

Most governments which would attempt to fund major capital
spending for the first time by cash would be compelled to

raise taxes, always a decided.y unpopular move, or perhaps
reduce operating expenditures. Certainly the question presumes
that if Alaska were to pay cash it would do so from the large
surpluses it is enjoying, rather than a tax increase or budget
reductions. So, unless a decision is made to pay over the
entire surplus to all Alaskans, the option of cash for capital
projects would be viable.

Conceivably, a government could pay casi. by takina a rather
small- additional tax bite each year and accumulating it until
sufficient funds were available. However, this means post—
poning the project until the cash 1is 1in hand, whereas borrowing
permits immediate enjoyment of the project®"s benefits.
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This attraction of borrowing is not merely a desire for early
realization of project benefits but may involve pracmatic
considerations as well; certain types of projects such as
schools may is needed now but not necessarily twenty years
from now. Fortunately for Alaska, paying cash need not mean
delay.

It is not unknown for governments to accumulate cash for
projects. Where project cost is relatively small paying

cash will not result in a large tax bite or undue delay as,

for example, when Juneau financed its swimming pool and ski
area from sales tax surcharges. Or cash can be an option

if politically acceptable ways of generating relatively large
cash flows can be found, as Texas has in using royalty proceeds
for university construction.

Of course, Texas"™ method involves a non-tax source of funds.

It could be argued that even without its large sjrplus, Alaska
is obligated to pay cash for a sizaole amount of projects
because of a situation similar to Texas®. That 1is, AS 37.05.-
157 creates a "reserve for capital outlay™ account in the
general fund while AS 37.05.1d8 creates a "reserve for energy
facilities development”™ account which are to receive respective
allocations of 25% and 5% of mineral bonuses, rentals and
royalties. This would be respectively $268.4 million and
$53.6 million for FY 81 at a minir on ua™ed on current oil
prices, and could arguably be increased since no funding of
capital projects has been designated as coming from these

two accounts since their inception or. October 15, 19/8.

Equity considerations normally favcr bonding, the more so
that bond payments are scheduled over the life of the project
so that those who enjoy 1its benefits are the ones to pay for
the project. IfT a government were to pav cash for a capital
improvement program that varied significantly in amount from
year to year, those arriving :u.t after major improvements
were made would be getting a free ride, while those leaving
just after would be paying for something for nothing.

As well as for transiency, there 1is an intergenerational equity
problem, since older persons ray pay for but not live to enjoy
the benefit? of a ctih-funJed capital 1improvement, while many
younger persons not yet paying taxes will nevertheless be
around to enjoy the benefits.

To the extent capital budgets were constant in real terms,
there would be na equity problems. Alto, the equity consid—
erations for transients would tend tc be ameliorated 1if other
governments were funding capital 1improvement programs with
cash.
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Arbitrage

Turning to financial considerations though, bonding is to be
preferred to paying cash because of interest arbitrage. That
is, instead of paying cash, the state could ir.vest its surplus
at taxable market rates of interest and use these invested
funds and earnings to pay off bonds issued at lower rates of
tax-exempt interest, and pocket the difference in interest
rates.

Table 1 shows that the average spread 1in interest rates between
Aa rated long-term corporate and municipal bonds averaged 2.5%
to 3.77% during the last five years, with a recent differential
of 4.46% for October 1979. Chart 1 traces these rates back to
1969.

As Table 2 shows, rates for ten year maturities which typify
Alaskan 1issues are about .5% lower than the twenty year
maturities.l

Also, Alaskan bonds are rated Al by Moody®"s and A+ by Standard
and Poor"s, thus selling at about .1% higher than the Aa bonds.
All told, this means a spread in rates between 3% and 5% between
Alaskan bonds and the market. The attached December 31, 1979
letter from John nuveen & Co., the state®s financial advisor,
corroborates this information.

A 3% minimum spread or 4% average spread would mean the atate
could earn respectively $19.2 million or $26.4 million in
interest arbitrage over the life cf $100 million 1in bonds
issued with a five year average maturity. Presumably, active
portfolio management can improve arbitrage earnings beyond
the average spread.

The amount of arbitrage could alsc be increased by issuing
bends with longer maturities. A longer payback means we

hang onto our cash longer and pocket the difference 1in earnir.gs
longer; it means greater outstanding bonded indebtedness in
total.

N-This lesser rate for shorter maturities 1is partially a
reduction in risk premium, sir.ee a lender®s funds are not
exposed as long, as well as a reduction in the liquidity
premium that 1is largely due to the greater presence 0*
banks in the short-term municipals market. Banks have to
balance short-term liabilities (checking and passbook savings)
with short-term assets.
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As mentioned previously, there is normally an interest penalty
of .5% for twenty year maturities in comparison with ten year
maturities. In Alaska®"s case, the penalty would be even greater
because our credit is really based on the somewhat shorter
period of prolific Prudhoe production. Assuming that the

amount of indebtedness projected to be outstanding in the
post-Prudhoe period is not so large as to make a bond unmarket—
able, the potential arbitrage on a $100 million issue with an
average life of ten years would be $28.8 million or $43.2 million
respectively for spreads of only 2% minimum or 3% on average.
Certainly, there has to be room for some lengthening of Alaska
maturities, either in new issues or in refinancing of old ones,
based on the doubling of world oil prices in the last six months
and the decontrol of Prudhoe oil which began January 1980 -

if there is also restraint in spending decisions in relation

to the revenues that will be available, sufficiently so to
impress the bond market.

Effects on Spending

In fact, che postulated arbitrage gains may be completely
hypothetical depending on the effects bonding has on spending
and investment decisions of the state.

It may be argued that the bonding method assures greater
political consensus, 1if not restraint, on the projects to

be undertaken since referendums are required. Some feel

that capital spending is greater under the bonding process
than through appropriations because of the need to regionally
balance bond proposals to assure voter approval. In the last
three general elections, four out of thirty bond propositions
have failed, counting the new capital bond issue.

A possible greater inducement to in<~ ased spending through
the bonding process is the amount o. cash that 1is freed up.
Instead of being invested and earning arbitrage it may be
appropriated as well, for operating budgets if not capital -
if not in the current session, then the next. On the other
hand, cash for capital projects has as one of 1its main attractions
the attribute of being a brake on the operating budget, if not
the capital budget. In "“he case of capital, cash for projects
would preserve unused debt capacity that could be "banked" for
use in future sessions. Alri, an enunciated policy of cash
for projects may seem to be an implied endorsement of spending
all the cash on capital projects.

The choice of the method of financing may not be the most
critical factor affecting the level of expenditures. Financing
choices cannot substitute for policy determinations as to what
the expenditure level should be ncr fcr a good capital and
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operating budgeting process to inform such policy decisions.
Certainly some particular expenditures will have benefits
outweighing any arbitrage earnings.

Other Opportunity Costs of Cash for Projects

To the extent cash left on the table from bonding for capital
projects 1is used for cash payments to individuals or 1iivestment
in other than the money and bond markets, the arbitrage argu-—
ment may still be valid.

Certainly, if an individual receives a cash payment, he can
invest it at the higher taxable market rates and thus earn
the arbitrage on his own account. Of course, he may spend
it instead; though presumably he 1is judging his present
consumption to have greater utility than possible future
consumption augmented even at market rates of interest.

Where this alternative really falls i kort in relation to state
arbitrage with payment of the earnings to individuals 1is the
federal tax bite that would be taken out of principal if it

is given to individuals. Instead, the money could be loaned

to individuals at the tax-exempt cost to the state and 1in

that way retain the arbitrage argument®s validity; this, of
course, removes the possibility of expenditure of the principal
by individuals.

The arbitrage argument can certainly be enhanced if the state
or individuals with state loans can make investments which
yield even greater returns than the money and bond markets.
IfT these are development projects in Alaska, there may be

other benefits besides a higher -ate of return. The strte’s
fiscal position may be benefited, 1its bond ratings possibly
improved, etc., from the expanded tax base 1if inmigration is

r.ot pronounced or state budgets do not swell as a result.
Incomes and employment will increase, hopefully for the long-
run if the project if. economically viable. Of course, there

is alv;ays a danger tnat the state will be providing consumption
disguised as investment.

BondInc Purine Periods of Hich Interest Rates

One final consideration as to whether to bond or pay cash
would be the possibility of avoiding bonding during periods
cf high 1interest rates. Referring to Chart 1 again, one can
see that municipal bonds®™ interest rates have varied from

to 7S during the 1970"s. Thus, paying cash would save at
most 2% based on recent experience, while foregoing the
opportunity tc earn 3% to 41 in arbitrage. Moreover, careful
timing of actual bond sales by the administration nay help
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keep interest cost down. Lags in the political process
would make it diffi ult to attempt to take advantage of
swings 1in interest t tes from the legislative end of things
anyway .

Revenue Bonds

The discussion heretofore of cash vs. bonding as a financing
method for capital projec, - is for the most part applicable
to general obligation and . avenue bonds. However, paying
cash or using general oblig. tion bonds where a revenue bond
can be used results in a shi ting of the costs of benefits
for a particular group from t at group to the general
populace and 1is usually judgea to oe unacceptable.

IT the equity considerations art not overriding, general
obligation bends are certainly ci -*aper than revenue bonds;
recent sales have had a .7% to 1.." advantage over revenue
bonds. Of course, siginficant inc. -*ases in indebtedness on
account of this would eventually ha a adverse effects on
interest costs on all new 3C)B"s. Re.ardless of equity
considerations, revenue bonds would s ill offer arbitrage
opportunities whether the cash alterna ive has state funds
or user income as 1its source. Any shir away from revenue
bonding might necessitate review of the “dicy for user
charges and accrued surpluses.

2. WHAT APE THE PRO"S AND CON®"S CF PAYING OUR PRESENT
DEBT SERVICE?
lcu®™ vy Given the short maturity structure of our pres nt debt, the
equity situation would not be much changed by paying it off
since either way it appears that it will be oil revenues, not
individual taxpayer dollars, that will be used to pay it off.

\rbitrage By not paying t off, the state can in theory continue to
earn arbitrage. However, this dcnends on to what alternative
use the potential bond redemption *unds are put as discussed
under question 1; if they are spent on budget items there is
no arbitrage.

iffect on As discussed in the John Nuveen & Co. letter and also the

3ond attached April 3, 1978 White Weld letter, Alaska compares

Ratings unfavorably against the traditional yardsticks used to rate
bonds, 1i.e. debt per capita, debt as a percent of personal
income, etc. Paying off our debt would dramatically improve

our statistics, 1including the one deemed most relevant in
our case, debt service as a percent of general fund revenues.
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However, tvis action would do nothing to overcome the lack of
diversification in the economy and the almost complete depen—
dence of state revenues on a single source, Prudhoe Bay.

Besides, there is no assurance that in following years bond
authorizations night not be sought which would put indebtedness
back at traditional levels. Thus, paying off existing indebt—
edness might lessen interest costs on future issues and possibly
improve the state"s bond ratings if the redemption is seen as
part of a long-range policy of fiscal restraint and convincingly
documented 1in long-range capital budget plans.

However, as indicated in Tables 3 and 4, the maximum reduction
in interest costs should the state be upgraded to the highest
rating (Aaa) would normally be no more than thirty basis points
or .3%. This would be one-tenth the amount that could be
earned, 3%, in arbitrage if the funds were 1invested instead

of used to pay off the bonds. Thus, paying off $680 million

in outstanding debt would require the issuance of $6.8 billion
in new debt for interest savings to make up the lest arbitrage.
Undoubtedly, our interest differential would be erased long
before that level of indebtedness was reached. Although some
improvement could also be expected in rates and ratings for
other Alaska municipals which track somewhat with the state,
this method of paying off indebtedness would still not be an

attractive investment, but would be a method of budgetary
restraint.

An alternative that would possibly be a good investment though
not absorb as much funds is to pay off the tail end of the
state®"s debt service, i.e. the longer maturity bonds. Stealing
Gallagher of Nuveen & Co. estimates that possibly $100 million
so spent would have almost the same impact as paying off all
indebtedness.

3. WHAT ARE THE PRO"S AND CON"S OF PAYING OFF PRESENT
MUNICIPAL DEBT?

Considering the state as a whole, the arguments here are the

same as for question 2. The potential arbitrage from retaining
indebtedness is almost as great since the MuniciDal Bond Bank
Authority carries an A rating, only slightly below the state’s.
Of course, looking at it solely from the municipalities point

of view, payoff 1is desirable since the cash comes from the

state, not the municipality. This would be an expenditure from
the state"s point of view, whereas paying off it3 own liabilities
does not change its net worth.
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The improvement in interest costs should be about the same
magnitude as that for the state, thus putting the amount of
new debt required to realize savings 1in interests costs
equivalent to the foregone arbitrage at odds with the 1idea
of reduced levels of indebtedness to secure better interest
rates. Again though, paying off the tail end maturities
might be a good investment.

Any such program to payoff municipal debt would not benefit
individuals in unorganized areas or municipalities with no

debt. If the proposal is a blanket payoff of 100% of out—
standing debt, some municipalities will benefit more than
others, even on a per capita basis. "Alaska Taxable 1979"

indicates that municipal debt per capita varies from $120
to $26,751 Payoff of equal amounts on a per capital basis
would be more equitable than payoff of all or a percentage
of total indebtedness.

There would be no assurance that municipalities would pass
o on the savings 1in debt service to taxpayers rather than
lunicipal  jncreasing other budget expenditures. Direct payments or
"pending credits to taxpayers might be superior in this regard. If
a municipal debt redemption program is to be considered, it
might also be appropriate to consider ceilings on municipal
indebtedness.

4. AT WHAT LEVEL SHOULD WE BOND FOR CAPITAL IMPROVEMENTS?
BY WHAT LOGIC?

eccinriended The John Nuveen & Co. letter suggests $175 to $225 million

evels per year, which would be $350 to $450 million in authorizations
this session. The Governor reputedly will 1insist on no more
that $300 million in authorizations this session because of
concerns that the rising level of debt service will leave
little room for increases in other operating items within
his long-range budget growth ceilings. The possibility of
stretching out maturities based on improved revenue pro—
jections might permit the Governor to increase debt and debt
service and still meet his budget growth objectives.
Authorizations in the 1978 session totaled $275 million
exclusive of the $966 million new capital bond issue.

tandardn According to the White Weld memo, debt service could be as
high as 16% of general fund revenue before the state would
experience significant interest penalties. In the jidgt.~r.t
of John E. Petersen, Director of the Government Finance
Research Center of the Municipal Finance Officers Association
(MFOA), as quoted 1in his book, The Ratino Game, "a -atio of
ten percent is felt to be the separation between “utter and
lesser creditworthiness, fifteen percent warrants concern,
and it should never exceed twenty to twenty-five percent.”
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Ten percent of the $3,052.2 million estimated as FY 80
unrestricted revenue in the Department of Revenue®s "Revenue
Sources"™ would be $300 million in debt service. $300 million
a year in debt service over a ten year period would amortize
$2,252.3 million at 6% interest. Thus, the state could
theoretically increase its current total indebtedness of
$680 million several times over, this session, if future
bonding were to be cut back considerably.

In reality, the market limits are more likely determined

"by intangible, psychological, perhaps even irrational factors
and attitudes™ according to the Nuveen letter, which further
states that "no one can accurately predict what level of debt
will trigger a reaction leading to a negative shift in market
sentiment”. (Should it be desired Legislative Finance can
readily run Jlong-range computer projections of debt service

in relation to revenues based on a given pattern of bond
authorizations.)

It appears there are no ready-made rules for the level of
debt; by the above standard the state has tremendous unused
capacity -- by other standards such as debt per capita
there is no excess capacity. The state can always find the
limits by testing the water. Needless to say, budgetary
restraint ar.d sound management of the state®"s portfolio

will increase its debt capacity in relation to a given level
of revenues.

UPDATE
5. WHAT IS OUR PRESENT MUNICIPAL DEBT?

As of July 1, 1979 the general obligation bond deut of
municipalities was $768,508,903.

ADDENDUM

You may note that in our letter to Nuveen we wondered if
a guarantee fund for general obligation bonds would improve

interest costs or ratings. Nuveen felt it would raise more
cues"™ *’ns than it would be worth.
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Year

1959
1960
1961
1962
1963
1966
1965
1966
1967
196a
1969
1970
1971
1972
1973
1976
1975
1976
1977
197M
1979
19B0
19B1
1982
1983
1986
1985
1986

198/
1988

o«

Principal

30,000.
93,000.
111,000.
566,000.
587,000.
877,000.
1,202,000.
1,268,000.
1,778,000.
3,761,000.
3,770,000.
7,971,000.
.00

9,705,000

11,365,000.
12,352,000.
.00

13,018,000

12,500,000.
12,915,000.
18,795,000.

00
00
00
00
00
00
00
00
00
00
00
00

00
00

00
00
00

25, 710.,000.00

38,780,000

67,350,000

.00
63,065,000.
66,265,000.
66,500,000.
66,965,000.
66,830,000.
68,235,000.
.00

00
00
00
00
00
00

67 .665,000.01)
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STATE OT ALASKA

GENERAL OBLIGATION BONDS

Debt Service by Fiscal Years
June 30, 1979

Total Debt
Service To Redemption
Interest Maturl ty Reserve

65,635.00 $ 65,635.00 8

99,212.69 129,212.69
90,650.75 183,650.75
737,998.50 1,068,998.50
856,632.00 1,622,632.00
1,299,202.50 1,886,202.50
1,353,038.00 2,230,038.00
1,307,683.50 2,509,683.50
1,677,588.50 2,725,588.50
2 ,877,017.0> 6,655,017.05 -
6,058,305.75 7,819,305.75 9,000.00
5,5 15,721.95 9,305,721.95 85.00
7,330,703.05 15,301,703.05
9.791,396.20 19,698, 396.20
12,166,937.95 23,511,937.95
16,029,9/6.80 26,381,976.80
17,126,060.60 30,166,060.60
22,61\ 109.85 35.115,109.85 10,926.13
28,968,936.75 61,883,936.75 26,689.87
31,2 13.0J6.75 50,028,036.75 92,852.08
36,316,202.90 60,026,202.90 22d,019.75

36,292,271.50
16,76 3,607.70
32, 187, 781 .50
29.531,922.80
26,922,165.35
26,322,860.60
21,716,763.60
19,118,221.25
16,532,505.00

75,072,273.50
77,788,607.70
78,652,781 .50
76,031,922.80
73,867,165.35
71,152,860.60
69,969,763.00
66,668,221.25
66,197,505.00

1,276,687.99

3,050.00
66,950.00

$

Net Ca6h
Required

By

Fiscal Year

65,635.
.69

129,212

183,650.
1.068,998.
.00
1,886,202.
2,230,038.
.50

1,622,632

2,509,683

2,725,588.
6 ,655,017.
.75
.95
15,301,703.
19,698,396.
23,511.937.
.80

7,810,305
9.305,636

26,381,976

30,166,060.
35,106,185.
61,859,266.
69,935,182.
59,796,183.
73,795,585.
77,788,607.
78,652,781.
76,031,922.
73,867,165.
71,152,860.
69,969, 763.
66,665,171.
66,130,555.
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50
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Fiscal
Year

1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000

Totals

Pa id
as of

6/30/79

Kuina Inliij;
Mobility

as of

6/30/79

(St.

Principal

4Ly717,000

34,550,000.
28,989,000.
29,849,000.
25,063,000.
20,598,000.
19,096,000.
.00
.00

18,610,000
.4,865,000

13,380,001.
$ 8,640,000.

.00

2,531,030

$809,057,000.

138,554,000.

$670,503,000.

.00

00
00
00
00
00
00

00
00

00

00

00

STATIC C»r AI.ASKA

GENERAL OBLIGATION BONDS
Debt Service by Fiscal. Years
June 30, 1979

Total Debt Net Cash
Service To Redempt Lon Required By
Interest Haturity Reserve Fiscal Year
13,894,721.25 56,61 1,721.25 56,611 ,721.25
11,746,590.00 46,296,590.00 46,296 ,590.00
9,958,430.00 38,947,430.00 38,94 7,430.00
8,303,425.00 38,152,425.00 38,152 ,425.00
6,656,987.50 31,719,987.50 31,719 ,987.50
5,219,975.00 25,817,975.00 25,817 ,975.00
3,987,625.00 23,083,625.00 23,083 ,625.00
2,864,412.50 21,4 74,412.50 21,474 ,412.50
1,800,419.75 16,665,419.75 16,665 ,419.75
1,008,194.75 14,388,194.75 14,388 ,194.75
$ 368,931.25 $ 9,008,931.25 9,008 ,931.25
69,081 .25 2,600,081.25 2,600,081.25

$504,561,713.19 ¢1,313,618,713.19 $1,712,258.82 $1,311,906,454.37

197,316,818.84 335,870,818.84 365,485.83 335,505,333.01

$307,244,894.35 $ 977,747.894.35 $ 976,401,121.36
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TABLE 1

INTEREST RATES ON BONDS
OF TWENTY YEAR OR GREATER MATURITIES

Aa Aa

YEAR CORPORATE MUNICIPALS DIFFERENCE
1979 9.77 6.00 3.77
197G 8.98 5.65 3.33
1977 8.20 5.34 2.86
1976 8.59 6.09 2.50
1975 9.51 6.70 2.81

Five-year Average 3.05

Source: November 1979 Treasury Bulletin
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TABLE 2

REPRESENTATIVE TAX-EXEMPT YIELDS
(Based on major new issue offerings
for week ending December 14, 1979)

Maturi tv r  Aaa Aa A

1980 6. uO 6.10 6.20
1981*-.. 6.00 6.10 6.20
1982 . 6.00 6.10 6.20
1983 6.00 6.10 6.25
1984; 6.00 6.10 6.25
1985 6.00 6.10 6.30
1986 6.00 6.10 6.30
1987 6.00 6.10 6.35
1988 6.05 6.10 6.35
1989 6.10 6.15 5.35
1994 . 6.35 6.45 6.60
1999 6.60 6.75 6.85

Nunic®".oal Eond Averaces

Week Nuveen Bend Dow-
Endi no Inbex Btver Jone
November 23 7.99 7.38 7.76
November 30 7.92 7.26 7.63
December 7 7.78 7.17 7.53
December 14 7.86 7.26 7.62

JOHN NUVEEN & CO INCORPORATED



TABLE 3

TABLE 4

SOURCE: The Ratine Game, John E. Petersen, Kraus Reprint, New York,

DIFFERENCES BETWEEN ANNUAL AVERAGES OF YIELDS ON 10-YEAR.
GENERAL OBLIGATION BONDS. BY RATING
(Basis Points)

Differential Between G ndet

Year Aaminoi Aaa A minus Aaa Baa minus Aaa
IMS 25 58 79
1*50 19 54 75
1%55 U 47 96
1956 21 53 99
1%57 22 63 105
1%5% 22 59 92
1%5% 14 50 81
1*60 16 51 82
1%61 14 34 61
IM 2 T 25 52
1%0 8 20 43
1*64 7 19 42
1%65 7 19 40
IW6 9 25 49
1*67 10 26 55
1*61 10 2 63
1*6* 15 37 62
iro 26 47 63
1*71 28 33 67
1%72 15 34 52

SOUTer M x«Iji Scries: Annual ivtiije of monthly differences

INTEREST COST DIFFERENTIALS Ah ONG RATING CLASSES
(Basts Poinisl

Study iTtrlud)

D Iffrrrnllal Phelps’ Keitel* Petersen*
Between Crtdea (1957-31) 11959-67) (1*64-1971)
Aaa-Aa 21 13 13
Aa-A 33 21 19
A-Baa 33 23 30
Baa-Ba — 33

fie*.

Aaa-Baa 87 6" 62

*Oa.-wii» DeMome Phelps. The Impeo of Tilhtemnt Citdn on Mumttpal Capital Eipertdiiurts in the
L'n no Sines, ' Yalr £<o«omi< CiMyi, Vol | (Fill p >fi) |n Phelps t equsnon. iweirsl coil
difftrrntull between rating clutiri *ary in proportion to the Frdefil Gostrnmrnl I lonj iffm fund me, The
filu*u i md*weir calculated t put the auumpiwn ilui ihr long irim oondme » ti) perctni

'‘Wif.nrn A Kcitrl. "A Siudi of ihr E/lecn of CompemioA in ihr TtiEiem pi Bond MnSn.'1/o.ntol o/
Pcu.r.caf Economy (Srpi  1971) Intirsd of uunj ihr nri ininrtl cost of ihr issue n ihr dependent »uiible m
hit nuainn. Krisel utrd ihr difference between inr iwrniy.ytit rroffrdng yirld ind W hiif t Yield of IU>.
Siacdeid A I'’ w stttinft »cn usrd inttri<t of Moody t Keitels dm umplr nxludrd moir ihm 9000 bond
iitor. ihii ippesird between 19*9 ind I®»7, »nh virtually complete coveiaie of <omprnn»tly offered muet
ibai » «rr H'jtr ihsn 11.000,000.

elofts t Pnemn. "A Noir onihr fVirtntinanii of Municipal Dn.«l Nei Iniettu Coin” (unpublithrd), 1971
See wramuyof liudy ai end of ih.achapter

1974



The Honorable"Terry*Gardiher~;
Speaker of .the House ui

Tj-""Hr Hogan," Director
gislative Finance Division.-.

SDBJ:

This-~flemo is a preliminary response to your questions giveiv”
to me several weeks ago. Some of the answers are based on-:i:i
information from documents that will be updated. As
mentioned earlier, 1 will provide you with” current infor-
nation as it becomes available,

1. What is our present state debt? The outstanding Alaska
general obligation bond debt as of April 10, 1979 (the
date of the last general obligation bond sale)- is---v7 v
$1,038,276,089. S S S

2. What is our present municipal debt? As of January 1979
the general oblige.tion bond debt of municipalities was
$545,227,664. - ("Alaska Taxable"™ will be republished in
January 1980, and new figures will be available then.)

37* Vhafc is our present annual debt service? The current ™

/ year"s general obligation bond debt service is $82.2
millJion and the amount for FY 81 is estimated at $77.9
million. . *

4. What are the pro®s and con®s of payino cash or bonaina
for capital improvements?

5. What arc the pro®"s and con®s of paying off our present
debt service?

6. What are the pro®s and con®s of oavina off present muni
cipal debt? -

Milt Barker is preparing an analysis of these questions.---

We have also written the 3tate®3 bond counsel and the -1
state"s financial advisor regarding certain questions

on this subject. Milt will incorporate these responses
in his Memo. Voo ; ;

Vo



Honorable Terry Gardinea™ AAriiyir™-2-"~ AN WNovember 14 1979 |

7. At: vhat level should ve bond for capital improvements?
By what logic? Since Alaska currently has a level of
general obligation bond indebtedness that exceeds the
normal measures or standards applied to other states,
we cannot use "traditional yard-sticks™ to answer this
question. The question of whether or not to bond is an
economic and political question. <=fhe economic portion
will >e discussed in Milt"s Memo. - w7 F

I the legislature were looking for a rule of thumb for
bonding, perhaps the best one that comes to mind would

be limiting the usernf general obligation bonds to fund.....
new program starts; for example, new schools, new

armories, new fish hatcheries and new state buildings could
continue to be funded by the general obligation bond
route.- In this way you would have "public approval*

for new capital program starts. Repairs and maintenance
could be funded from cash appropriation sources; for
example, highway repairs, ferry system repairs, airport
repairs and building repairs could be funded from

general appropriations under the assumption that once

the public has approved a new capital project, the
Legislature can presume they want their investment
maintained and repaired ro that the facility can continue
to provide adequate public use or service.

8. ucw much capital improvement funds could we actually
spend in a single year with our present level of state
government? The answer to this question is difficult
because it is hard to separate administrative/organi —
zational problems from policy decisions not to spend.
The enclosed letter from the Chairman of the Budget
and Audit Committee to the Governor sets out the
Committee®s concern with the apparent lack of effort
to complete bond proiects already approved by the Legis—
lature. Other research by our office indicates that of
the 408 capital projects approved by the Legislature
last Session in the General Appropriations A-ct, 302 have h
had no expenditure from the accounts as of October 1.
(The capital projects portion of the budget took effect
on June 2, 1979.} Looking at it another way, of the
$192 million appropriated in the capital budget, only
$11 million had actually been spent by October 1. This
next Sessior the Legislature might wish to hold hearings
in an effort to determine whether policy decisions not
to spend are responsible for this, or organizational
overload of various state agencies.

9. What federal funds are projected to be available in
the next two yearn? What are the matching require--
ments or state lunds? The enclosed copy ox “Dateline
Washington*4, a National Conference of State Legis—
latures publication, contains one of several recent



Honorable Terry Gardiner . ~ 14>'1979

articles which indicate that-the President and the
Federal Government intend to reduce Federal expen- \"°r
ditures on Stafe grant programs in future budgets.
In addition to this general pattern of reduced gpending o
on state programs, we can expect that wherever possible
Federal agencies will chip away at Alaska®"s entitle—
ments due to Alaska®™s very strong financial position. -
For arguments sakef let"s assume continued Federal -
funding at the current year budget level, approximately

-m 3$254 million. The matching requirements vary from
program to program. . For new grants that are received
in mid-Ludget year, they can be 100% of the funding
requirements. Current programs range down from there - -
to 90%/10%, 75%/25%, 50S/50%, to an eventual phase out.,.",
where the program becomes entirely State funding. -

enclosures

JHH:bf



John Nuveen'6 Co.-;.Incorporate..~-™."
‘209;South La Salle Street
Chicago, Illinois 6 0 6 0 4 z-z-i-z.

r-1-f.In preparation--"forz"the upcoming session, legislative"-"
leaders have requested that we~gather certain information”®

for their review prior to the session.".-As the State/s

financial advisor, | would appreciate, your response ,% the”~=H

following7questions”:. - 7 v/-.1 =

1. What is the average spread in interest rates between*
tax-exempt municipal bonds of Alaska®s rating and 1"

the typical investments of Alaska®s general fund, i1.e.,- -
corporate and U.S. Treasury securities, bank CD"s,

V- bahkers®.. acceptances, etc.?
2. What level of G.0. boddJLng can Alaska achieve without
- altering _ts ratings or adversely affecting 1t3 In—

terest rates? “ "ee

3. What greater level could be achieved without wiping
out the spread between o\ir tax-exempt rate and taxable
rates? 4

4. What rules of thumb can be used in judging the amount

of bonds that can be issued without adverse cons jjuences?
The 8% or 16% debt service in relation to general .fund
revenues mentioned in the White, Weld & Co. memo?

(copy attached)

5.7 . How much could our tax-exempt rate be reduced by de- -14-"
oo3iting up to 15% or whatever the IRS arbitrage limit;
is in a G.0. Debt Guarantee Fund? *

Sincerely,

J. H. Hogan, Director
Legislative Pinanc i Division

JHHipw
Enclosure



Tony Dean -y

John Nuveen & Co.

209 South LaSalle Street m " ~
Chicago, Illinois m60604

Dear Tony: -mk

As we discussed on the phone, our office would appreciate
your cements on the following questions:

1. Should the state bond or pay cash for future capital
improvements? - . -

2. Could retirement of all or part of Alaska®™s outstanding
indebtedness improve its credit rating?

3. Is there a more efficient way to improve our credit
rating than paying off existing debt such as municipal

bond insurance, the G.0. debt guarantee fund mentioned
in our letter of October 15, or some other means?

Yours truly,

Milt Barker
Fiscal Analyst

MB :bf



John Nuveen &Co.Incorporated 209 South LaSalle Street.Chicago.lllinois 6060* (3121 621-3000

December 31, 1979

J. H. Hogan

Director

Legislative Finance Division
The Alaska Legislature

Pouch "WF"

State Capitol

Juneau, Alaska 99311

Dear Mr. Hogan:
This letter responds to your request dated October 15th that in

our capacity as financial advisor to the State werespond to a series
of questions regarding Alaska®s capacity to issuegeneral obligation

debt. To simplify the presentation, | have restated the original
questions, occasionally combining questions, and then provided our
response.

1. What 1is the average spread in interest rates between tax-exempt
municipal bonds of Alaska®s racing and the typical investment of
Alaska®s Cencral Fund, 1i.e. Corporate and U.S. Treasury
Securities, bank C.D.’s, Bankers®™ Acceptances, etc.?

The approximate $680 million of ourstonding Alaska
general obligation bonds have en estimated average
yield of 5.30* and General Fund balancesare
currently invested in a varictv of shortterm money
market instruments to return a yield of
approximately 10.22. When the most recent series
of bonds were issued on April 10, 1979, $60 million
in par value were sold for a net interest cost of
5.59202. The bonds had an average life of 5 years,
9 months and yields on comparable maturities of
U.S. Government Securities at that time were
approximately 9.252. The netspread at the time of
the April sale of 3.662 is typical of the 3 to 5
percentage points which usually separates yields on
comparable maturities of Alaska®s G.0. Bonds ai.d
Federal Securities.

2. What level of C.0. bonding can Al"ska achieve without al ering its
ratings or auverselv affecting 1i.s interest rates?

What rules of thumb csn be used injudging the amount ofbonds

that can be issued without adverse consequences; the 82 or 1*2
debt service in relation to General Fund revenues mentioned in the
White Weld 6 Company memo?

*0*.e e*c»nvc*isj b<sct <ras ghiccs CMOo00.Mtw **g *e sc»*icom



J. H. Hogan,-Director
December 31, 1979

Page Two

In the last decade Alaska®s standing as a borrower
in the tax-exempt markets has 6teadily improved.
Recognition of this fact has been reflected in the
improvement in ratings which occurred in 1974 and
1975. For investors this has been an enviable
situation since their investments have experienced
steady appreciation with the growing credit quality
of the State.

Dramatic increases in natural resource production,
most notably petroleum and i.atural gas, have been
key features of this steady growth in market
acceptance. Other factors have included population
growth and economic diversification. On the
negative side, the rating agencies perceive Alaska
to have a heavy d™bt load on i per capita basis and
as a per cent of personal income. In addition, the
State is expected to have a continuing and
substantial need to borrow over the immediate
future. Operating expenses for state government
have risen dramatically in the last decade. While
there has been a move to diversify Alaska“"s
economy, the State still is heavily dependent on
petroleum revenues which are subject to short term
interruption and long term uncertainty.

The general obligation debt of the State is
currently rated "Al" by Moody"s and A* by Standard
and Poors. An upgrade to A\ by either agency would
enhance the marketability of the State"s debt and
lower the average interest cost. In addition,
other state agencies and major local issuers would
be likely to receive inpiovod ratingc following
assignment of a "AA™ to the Stcte. In fact,
several months after the last upgrade for the
State, ratings for 12 Alaska municipalities were
also revised upward. Achieving the "AA™ will
almost surely require the State to moderate growth
in General Fund expenditure and to enact
legislation providing financially sound management
of the Permanent Fund.



J. H. Hogan,=Director
December 31, 1979
Page Three

By the standard criteria for financial analysis,
Alaska ranks below the other states and to a
significant extent, it is relying on a single major
source of revenue. Consequently, the market
perception of Alaska 1is colored by intangible,
psychological, perhaps even irrational factors and
attitudes. In the recent past the market has been
positive in its judgments regarding Alaska, but no
one can accurately predict what level of debt will
trigger a reaction leading to a negative shift in
market sentiment.

Inmthe last ten years, the annual general
obligation borrowing of the State has grown from
$24 .4 raillic.:. in 1970 to $100 million in the most
recent 12 months. Maturities have been keyed to
the expected life of Prudhoe Bay petroleum

revenues, "ach bond sale has been characterize*. by
healthy biddi.-ig interest by at least 4 different
syndicates. In view of the continuing improvements

in state revenue, the momentum of a steadily
improving credit it would be possible to consider
annual 1issuance of $175 to $225 million over the
next few years. Each bond sale will provide
additional 1insights regarding the continuing growth
of the State"s debt capacity.

3. What greater level of C.0. borrowing could be achieved without
wiping out the spread between the State®s tax-exempt rate and
taxable rates?

While in theory it would appear possible to trade
much higher yield* for increased borrowing, 1in
practice there are institutional and psychological
constraints which limit the growth of the State"s
indebtedness. The reaction of rating agencies,
investors, underwriters and the financial press
will begin to narrow the market for the State"s
general obligation debt, eventually leading to a
situation similar to that of Hew York City, in
which the market is closed to Alaska, regardless of
the yield 1t 1is prepared to pay.



J. H. Hogan, ®irector
December 31, 1979
Page Four

4.  How uiuch could our tax-exempt rate be reduced by depositing up to

152 or whatever the IRS arbitrage limit is in a G.0. debt
Guarantee Fund?

A reserve fund as contemplated in the question
would have a negligible impact on the State"s ccst
of borrowing. A reserve fund is usually associated
with rever.ue bond 1issues and incorporating it in a
G.0. 1issue would probably raise more questions
about vhat weakness it was meant to correct as
opposed to what strength it was supposed to
contribute. For a $100 million issue, arbitrage
earnings in excess of the cost of borrowing the

reserve would be less than 32 of annual debt
service.

IT you have additional questions or need further information,
don*t hesitate to call me. | and several of my collegtes will be with
Sterling Gallagher in our Juneau office during the week of January 7

through 11. At that time I would be available to meet with you and
your staff.
Sincerel-",
JOHN NUVEEN & CO”, INCORPORATED
Anthony /T. Dean
Assistant Vice President
ATD :Lmc
cc: Thomas K. Williams

Commissioner of Revenue
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ONE LIBERTY PLAZA
0' LIBERTY STREET. NEW YORK, N.Y. I000G

THEODORE P. SWICI

Ca«lc ADDDCII-"WHITrwtLO"

e April 3, 1978

Report To

Alaska House and Senate Finance
Committees on Relocation of the
* State Capital

In accordance with our contract with the State of Alaska
Legislative Budget and Audit Committee on behalf of the House and
Senate Finance Committees, we herein submit our report on financial
questions arising from the plan for relocation of the Alaska State
Capital. The report comments (1) specifically on the "Impact on
State Bonding Capacity and Annual State Budget" (Impact Report),
prepared for the Alaska Capital Site Planning Commission and (I1)
in a more general way on lar~ capital raising programs and the
demands of investors in cor jering lending funds to such programs
in the form of purchaser .-onds.

1. The Impact Report addresses itself to: "(1) the impact upon
the State"s capacity to issue bonds for purposes other than the

new capital; (2) the ability of ..he State to fund the cash require—
ments of the Financing Plan from General Fund revenues and (3) the
impact upon the marketability of all tax-exempt debt issued by
Alaskan lIssuers".

In making our comments ur have not attempted to eval te the
assumptions clearly enumerate” in the Impact Report. Ue ad. pt
these assumptions as reasonable, particularly, the inflation rate
of 8" used throughout and the "Base Case™ economic development
report by the University of Alaska regarding the growth rates for
General Fund revenues, both petroleum related and non-petroleum
related, population, Income, economic development, etc.
(1) Bonding Capacity’ ,

The bonding capacity of any Issuer 1is measured by its ability
to sell bonds at reasonable rates and its ability to have access to
the market when the need to borrow exists. The Impact Report states



that after examination of traditional indices of credit worthiness
and bonding capacity any judgement is highly subjective. We are in
full agreement with this observation and also point out that when
these traditonal indices are applied to Alaska and its divisions of
loc®.1 government the picture fcr Alaska is bleak. However, the
rating agencies, the bond underwriting community and, to a lesser
degree, the investors in tax-exempt bonds have rightly recognised
that Alaska must be evaluated on its own because of its special

characteristics which makes it distinct from its forty-nine sister
states.

There is no doubt that credit ratings placed on issues by
the rating agencies hive a tremendous impact on the costs of raising
capital funds. The rating agencies in a general sense, and rightfully
so, depend to a large degree on comparisons, medians, relationships,
etc., 1in comparing one issuer to another. In applying this criteria
of creditworthiness to Alaska and its municipalities, Alaska comes
out badly in practically every category. Nevertheless, there art;
many example* where analysis and independent investigatioar by
investment bankers and investors have led to investment decisions
which have caused bond issues to be sold at less cost than similarly
rated credits because of the strengths peculiar to the issuer.

Security analysts in evaluating Alaska, after recognizing the
special problems such as its brief history as a State, its widely
scattered and small population, 1its high costs of practically every—
thing and its limited economic development, perceive its strengths,
as represented by such things as Its vast natural resources, oil, gas,
coal, minerals, timber and fish, Che private capital represented by
the Nacive Corporations, State Fiscal Affairs, such as the creation
of the Permanent Fund and the prospect of an expanding broad based
economy with due regard fcr the quality of life, as insuring a bright
future for the State. Nothing intrigues an Investor more than
lending to a government which is improving Its credit position and
so have his investment grow in relative vaiuc as time goes bhy.

The Impact Report places its principal measurement of bonding
capacity on the ratio of annual debt service for all projected State
needs, both related to the capital move and other needs, and projected
Ceneral Fund revenues. We agree chat this 1is a valuable and userul
index, but do not agree with setting an 31 limit on the ratio of debt
service to Ceneral rund revenues. We can see this ratio as high as
16Z without having an appreciable effect on the cost of raising funds
in the capital market sc reasonable races when i1t is needed.



(2) Ability to meet cash requirements

The “business™ of government at the state level is easilv
simplified to embrace three general areas of activity. They ar®
education, transportation and what can be summarized as "social
services" which would include such activities as health care,
protection, justice and development of natural resources. As
the Impact Report illustrates, even if the cost of the capital move
as measured as a percentage of general fund revenues substantially
exceeds 8Z, said costs are minor compared to the three principal
activities of state government.

(3) Marketability

As stated in the Impact Repo® , there i a volume restraint
on investors based on an issuers 1 .ation in a state or region.
However, in the past five to ten >jars there are numerous examples
whi"re seemingly unmanagable amounts of bonds have been marketed
without cost penalty by issuers for a single huge project or by
Issuers located in a limited geograpohic region. One of the
earliest was an issue of $1.6 billion voted in the early 1960°s
in California to finance the '"Feather River Water Project". Ar
that time the underwriting community scoffed at the huge program
and predicted it couldn®t be financed except at a large penalty
In terms of cost of borrowing. However, the project was financed
succcsstully at no penalty in cost anc as the project neared com—
pletion was able to raise additional capital by issuing revenue
bonds for final completion and some expansions. Another more
recent example was the authorization for tne Municipal tlectric
Authority of Ceorgia to issue $2 billion bonds, over a period of
years, to finance the Authorities ownership chare in la*gc electric
generating projects, Jointly with other owners, to serve 47 towns
in Georgia with a combined population approximately the same as the
population of Alaska. This authorization is being sold periodically
now with great success iIn terms of borrowing costs. The Washington
Water and Power Supply System is in a financing cycle and will
eventually have outstanding approximately S7 billion in debt. Again
the program continues successfully. Similar results were accom—
plished last year when City of Atlanta decided to finance a major
.ilrport nxpanslon by Issuing all the bonds at one time in the form
ot a $300 million issue.

A slightly different circumstance with equally successful
results occurred when three major issuers in Nebraska, Nebraska
Public Powei District, Omaha Piblic Power District and Lincoln,



Nebraska Electric Authority all announced a _ sold large issues
totalling some $300 million in a brief four veek period. There
are many other successes of this kind which are being financed

favorable borrowing costs and which are not having any adverse
effect on the borrowing costs of other issuers in the same state
or region.

The expansion of the amount of tax-exempt bonds being offered
each year and the ability of the market place to absorb them at
reasonable costs to the borrower has been dramatic in the last
five years and well conceived and aggressively marketed "over—
sired” issues and projects have been readily absorbed by the
market place. It is not our intent to imply that there is no
limit to the ability of the market to absorb at reasonable borrowing
costs any and all potential bond issues. The discipline of the
market will be selective in evaluating the economic need, the
proper purpose, the ability and willingness to pay, the state
and region basic economics, etc., and projects not meeting the
tests will be penalized or ignored. There is a limit which can"t
be quantified, but we are of the opinion that the financial needs
of the capital move combined with the nrojected need for borrowing
by the State and its subdivision of government, based on the
circumstances peculiar to Alaska can be met by the bond market
at reasonable borrowing costs at the times the funds are needed.

Il. Large capital raiGing programs

As discussed briefly above, major funding programs involving
hundreds of millions and often billions of bonds are being success—
fully financed today. The key is a well planned, extensive and
aggressive marketing program. Prior to the mar*»ting program itself
being initiated, project costs should be determined and announced
publicaiiy in term3 of both today"s costs and inflated costs to
cover an extensive construction time table, Vhen financing by
general obligation debt to be authorized by public voce, the entire
bonding program should be voted upon by the constituants. They
should be completely informed as to total costs as well as bonding
requirements. Put the whole plan out in the open and right up
front so that the public support is based on facts.

Investors will ma*e judgements to lend funds to a project
through the purchase of bonds when they can make an analysis that
goes far beyond the mere citing of economic statistics and tradi—
tional ratios. Areas for examination Include such things as the
willingness to pay in addition to the ability to pay, the quality



of leadership and abilities of those entrusted with management of
the financial affairs of the issuer, the need for the project, both
from an economic and social point of view and the support of the
people of the impacted area, (the business and banking community,
the academic community and the public interest groups, including
environmentalists). The marketing program will demonstrate public
suppor® , a determination to initiate and complete the project and
the ability and resources to accomplish the task.

Such a marketing program includes a "road-show" of State
officials, banking and business leaders, legislat. v* and admini—
stration representatives holding high office telling the story of
Alaska and the project to be financed at a series of meetings in
the chief financial centers of the lower 48.

The principal sources of investment capital to purchase tax-
exempt bonds are institutions (casualty insurance companies), banks,
(commercial banks for their own investment needs and trust banks
for their managed funds), tr.x-ex»mpt mutual funds and unit trusts
and individual investors. l"ach of these groups can be reached by
the marketing program which will be orchestrated to telling the
Alaska story from several »oints of view including Chamber of
Commerce type promotional material, economic and financial facts,
administration, legislative, business ard public support nnd a
clear demonstration that the program will fill i real need and

that the Issuer has the determination, resources and support to
make it work.

In summary, it is our opinion that the State o* Alaska,
through the Issuance of General Obligation bonds and :he allocation
of General Fund revenues, ran finance the proposed Capital Move,
as contemplated 1in the Financing Flan for the New Capital City of
Alaska as discussed in the addendum thereto, "Impact on State
Bonding Capacity and Annual State Budgets™, in a timely manner
at reasonable rates. This can be accomplished without increasing
the cost of borrowing of the State and other issuers for non—
capital move purposes and without causing General Fund revenues
for all State nccd6 being overwhelmed by tne Capital Move requirements.

Significant unique characteristics of Alaska will be per—
ceived to require analysis as to creditworthir®*«s outside the
traditionally used investment criteria. These characteristics
will more than over come the Inw stature Alaska achieves by the
traditional evaluation techniques.



Investors can be attracted to lend capital to large projects
by complete and factual up-front disclosure of dollar requirements,
by the demonstration of public support by obtaining voter approval
of not only bonding requirements, but all costs, and by an ixtensive
marketing program structured to demonstrate not only the ability,
but the willingness to cuuplete the project and repay the borrowed
costs of its creation.

Theodore P. Swick
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in"preparation for® the.r_upcOTiingsession"#|:1"gi3lative.:~r.:"

leaders have requested;thatwedgatherCertain .anformation
for their review prior to the session. > As.the'States=s
bond counsel/-1 would appreciate your responses to the "follow—

ing questions SN
1. How much could be placed in a General Obligation
Debt Guarantee Fund subject to arbitrage limits? I
2. Will the State have a possible”™ arbitrage problem;;*"*"”
with the IRS if it continues to issue tax-exempt debtr~.:
while building up a massive general fund surplus? N
Sincerely,
~1J- J. H. Hogan, Director
Legislative Finance Division
JHH :pw
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October 30, 1979

Mr. J. H. Hogan

Director

Legislative Finance Division
State of Alaska

Pouch WF, State Capitol
Juneau, Alaska 99811

Dear Mr. Hogan:

In response to the questions in your letter
of October 15:

1. This question will need cons.derably more
elaboration before | can answer it with any reasonable
assurance. I am not sure whether the suggested fund 1is

to be used to guaranty debt service on general obligation
bonds of the State or debt service on general obligation
bonds of local governments in the State. I do not know
the source of the moneys to be put into the fund, but

I assume that those moneys will not come from any proceeds
of bonds. On that basis, 1 do not think that a proper
interpretation of the Internal Revenue Code would result
in any arbitrage yield restrictions on the fund, because
the applicable Code provision relates to the use of the
proceeds of bonds.

However, the Internal Revenue Service has
stretched and distorted the term "proceeds"™ in the Treasury
Regulations and rulings thereunder. The result appears to
be that, i1f the State deposits moneys from any source into
a fund to be used to pay the debt service on general obli—
gation bonds of the State or on general obligation bonds of
local governments, or which fund is pledged as security for
any such debt service, the Internal Revenue Service would
consider the fund to be "proceeds"™ subject to arbitrage
yield restrictions. This 1is indicated by Rev. Rul. 78-302
and Rev. Rul. 78-348, a copy of which is enclosed.

Even on this basis, the establishment of the fund
probably could not affect the tax status of interest on bonds
issued before the fund is established or before it was expected
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to be established. Moreover, 1f the amount in the fund
considered allocable to bonds hereafter issued, together

with any other amounts chargeable under arbitrage rules to
the "minor portion™ of the proceeds of those bonds which 1is
not subject to arbitrage limitations, do not aggregate more
than 15% of the face amount of those bonds, the investment

of the fund should not be subject to arbitrage yield restric—
tions .

The foregoing is all subject to further qualifica—
tions and complexities, but I think there is no point 1in
pursuing them here. If you can give to a complete descrip—
tion of the workings of the proposed fund, I will try to give
you a more definitive answer as to the federal 1income tax
results. If there is any special need or desire for such a
fund, I might suggest requesting a ruling from the Internal
Revenue Service as to their treatment of the specific facts,
and possibly an appeal from that ruling to the Tax Court 1in
the quite possible event that we consider the ruling to be
contrary to the law.

In any event, 1| am somewhat mystified as to the
purpose of or need for the proposed fund, particularly if it
is to relate to general obligation bonds of the State.

2. The issuance of bonis by the State in the
presence of a "massive general fund surplus”™ should not result
in taxability of the interest on the bonds, and i1t surely
would not. This conclusion appears to be supported by Rev.
Rul. 78-302 (enclosed). However, your phrasing of the question
in terms of "a possible arbitrage problem with the IRS™ prompts
me to note that the IRS has gone so far in its pursuit of
"arbitrage™ that I would not be entirely surprised at anything
that organization might contend.

In connection with all of the foregoing, 1 urge
you and others in the State government to support the bill
sponsored by the Municipal Finance Officers Association and
about to be introduced in Congress to cure problems like these
and to p."vent further excesses.

Sincerelv yours,

Enclosure



Section 101

income shall be included in the gross
incomcNor the taxable year in which
received By the taxpayer, unless, under
the method of accounting used in com-
puting taxablevmcome, such amount is
to be properly accounted for as of a
different period. \

Section 1.451*2 of the regulations
provides, in pertinent part, as follows:

(a) Genual rule. Inc@m\ glthough not
actually reduced to a taxpayer's possession
is constructively received by hirrv in the tax-
able year during which it is credited to his
account, set apart for him, or otherwise
made available to that he may draw upon
it at any time, or so that he could\have
drawn upon it during the taxable year if
notice of intention to withdraw had been
given. However, income is not construc-
tively received if the taxpayer's control of
its receipt is subject to substantial limiu-j\
lions or restrictions. * * * /

If a life insurance policy provides
that proceeds will be paid to the bene,
ficiary of record upon receipt of due
proof of death, and the insurance com-
pany determines in good faith that
such a policy is payable (whether that
determination is based on ,facts and
circumstances indi ating death or on
a presumption of death under applica-
ble state law), then the'proceeds will
be an amount paid by reason of death
of the insured for purposes of section
101 (a) (1) of the Code. Compare Rev.
Rul. 76-468, 1976-2 C.B. 202, which
states that for purposes of sections
2(a)(3), 112, 692. 6013, and 7508,
the date of death of a member of the
Armed Forces or a civilian employee,
reported as missing in action or a pris-
oner of war and later declared to have
been killed in action, is the Secretarial
detenninauon date of death, unleit a
later actual date of death is subse-
quently established. Rev. Rul. 76-468
refers to the Secretarial determination
date of dea h'as the date of death de-
termined under 37 U.SC. section 555
or 556. Rev. Rul. 76-468 it clarified so
that any reference therein to the Sec-
retarial determination date of death
instead refers to the date on winds the
determination of death is made unocr
those sections.

94

HOLDING

The payment of,life insurance pro-
ceeds .0 A in 1977 is fully excludable
from d’s gross income under the pro-_
visions of section 101(a)(1l) of the
Code. However, if A had deferred
claiming the de h benefit payment
until a later yea., any portion cf the
payment attributable to accumulated
ir.ierest .would be includible in A's
gross income under the provisions of
sections 61 (a) (4) and 101(c). Pursu-
ant to section 1.451-2(a) of the regu-
lations, the interest would be includi-
ble in the taxable year accumulated to
the extent that ,4 could have drawn
‘upon it if A had submitted a claim for
the proceeds.

See section 101(d) of the Code and

te regulations thereunder with re-
spect to computing the exclusion for
proceeds held by an insurer under an
agreement provided for in the life in-
surance contract, and paid other than
as a single sum at a date later than
death. \

See *rction 2042 of the Code and the
regulations thereunder with respect to
the indusioriNof the proceeds of life
insurance in the value of a decedent’s
gross estate. For purposes of the federal

estate tax, the date of death is the
Secretanal determination date of
death unless a later actual date of

death is cst. blished. \
S

EFFECT ON OTHER™.
REVENUE RULINGS\ o/\

Rev. Rul. 76-16P is clarified.

Section 103.— Interest on Certain
Governmental Obligations

Arbitrage bonds; fund estab-
lished (or indirect payment of prin-
cipal or interest. Examples illus-
trate whether the arbitrage vyield
restrictions c* section 103(c) of
the Code apply to amounts accu-
mulated in funds established in
connection with the issuance of
local government obligations that

are not used directly for the pay-
ment of principal or interest.

Rev. Rul. 78-302 1
ISSUE

Will amounts accumulated in cer-
tain funds be subject to arbitrage yield
restrictions?

FACTS

Situation 1.

Authority A proposes to issue dor-
mitory revenue refunding bonds. The
refunding bonds will nature serially
over 20 vean. The proceeds of the
refunding bonds will be deposited in
an escrow fund to secure payment of
the prior issue and to defease the lien
of the prior issue on revenues of the
authority. A portion of A't dormitorv
revenues trill be deposited in a "re-
serve fund ' Amounts in the "reserve
fund™ will be pledged as security for
the bonds.

Situation 2.

City B proposes to issue 35.5 million
of 33-year sewer revenue bonds. Two
and a half million dollars of.the reve-
nue bonds will mature Sena” over
the first 30 yean. In addition, SI mil-
lion of term bonds will mature in each
of the last three yean.

B'i sewer revenue will be used a
follows (in order of priority):

(1) to pay operating expenses,

(2) to pay all debt service on th
retcnuc bonds, and

(3) to make deposits in a "renew.-.!
fund."”

B covenants to maintain sewer rate:
high enough to pay all necessary op-
erating expenses and to make a.
scheduled payme of debt servic
and all scheduled  posits in tht "re-
newal fund.” Ho» ver, it would be
impracticable for B to raise sewer
rates high enough to meet the balloor
payments due in yean 31-33 solely ou:
of revenues.

“Alio released n Nlews Release IR-20IT
dated July 30, 197B.



fhc "renewal fund" is not pledged
security for the revenue bonds.

Moreover, amounts held in the “re-
newal fund" can in no event be used
directly to pay principal or interest on
the revenue bonds. However, S's use
of the "renewal fund" is restricted by
covenants contai: :d in the indenture
for the revenue ”onds. In particular,
D is required to invest the “renewal
fund" in Treasury bonds that wiil ma-
ture approximately 30-33 years after
the revenue bonds arc issued. Further,
S will have only one practicable way
to meet the balloon payments due in
years 31-33. It will have to use the
"renewal fund" to pay necessary op-
erating expenses during these years.
This will enable 3 to meet the balloon
payments out of current sewer reve-
nues.

Pending use, the amounts in the
"renewal fund" will be invested at a
yield that is materially higher than the
yield on the sew'-r revenue bonds.
Moreover, these amounts will at times
exceed 15 percent of the original pro-
ceeds of the bonds.

Situation 3.

City Cproposes to issue S10 million
of general obligation bonds. While the
bonds arc outstanding, C will deposit
a portion of its tax revenues in a sepa-
rate “investment fund." The invest-
ment nd will be established and
mainta..ted at C’s discretion solely to
enhance C's general credit rating. It
will not be specially pledged as secu-
rity for the general obligation “onds,
and C s u:c of the "investment fund"
will in no way be restricted by cove-
nants contained in the bond inden-
ture. Fuithcr, C does not r-uonably
expect to use amounts in the .»ivest-
tnent fund" (directly or indirectly;
to pay principal or interest on the
general obligation bonds.

LAW AND ANALYSIS

Section 103(a)(1) of the Internal
Revenue Code of 1054 provides that
gross income generally docs not in-

clude interest on obligations of a state
or a political subdivision thereof.

Section 103(c) (1) of the Cod: pro-
vides that, with certan mir.or excep-
tions, the interest on an arbitrage
bond is not excludable from gross in-
come.

Section 103(c) (2) of the Code pro-
vides that the term "arbitrage bond"
means any obligation all or a major
poruon (more than 15 p”~cent) of
the proceeds of which are reasonably
exp*-.. d to be used directly or indi-
rectly ) to acquire securities or ob-
ligation: hat may be expected to pro-
duce a yi 'd over the term cf the gov-
emmenta issue that is materially
higher tn-n the yield on such issue;
or (B) to replace funds that were
used directly or indirectly to acquire
securities or obligations described in
(A).

Section 1.103-1Vg) (2) cf the pro-
posed Income Tax Regulations pub-
lished in the Federal Register on May
8, 1978 (43 FR 196751 ,'provides that
amounts accumulated in a sinking
fund for an issue arc treated as pro-
ceeds of the issue. Section 1.103-13
(9)(3) provides that the term "sink-
ine fund" includes a cebt service
lund, or any similar func. to the ex-
tent that the issuer reasonably expects
to use the fund to pay principal or
interest on the issue. With certain ex-
ceptions, subparagraphs <1) and (3)
apply to bonds sold after May 2, 1978.

In Situation 1, the "reserve fund"
wiil be pledged as security for the
bonds. Therefore, th* "rrter. e fund"
will be treated as a sinkir: fund, and
amounts accumulated in the “reserve
fund" will be treated as bond pro-
ireds.

In Situation 2, the spetinc amounts
accumulated in the "renewal fund"
will I>e used to pay operating expenses
rather than to pav principal or inter-
est on the bonds. However, D will use
amounts held in the "renewal fund"
ro replace sewer revenues, and will
use the sewer revenues t* u freed up
to pay principal or interest. Therefore,

the amounts accumulated in the “re-
newal fund" will be used indirectly to
pay principal or interest on the bonds.
Consequently, the “renewal fund"
will be treater s a sinking fund, and
the amounts accumulated in the "re-
newal fund" will be reated as bond
proceeds.

How-ever, in Situation 3, C will not
use the “investment fund" (directly
or indirectly) to pay principal or in-
tcrest on the general obligation bonds.
According’, the. "investment fund"
will not be treated as a sinking fund,
and amounts accumulated in the fund
will not be treated as bond proceeds.

HOLDING
Amounts accumulated in the "re-
serve fund" in Situation ! and in the

"renewal fund" in Situation 7 -.if! bw
subject to arbitrage yield restrictions as
provided by section 103(c) of the
Code. Because these amounts will be
invested at a materially higher yield,
the bonds will be arbitrage bones and
interest received by the bondholders
will not be excluded fiom their gross
incomes under.section 103(a)(1). On
the other hand, amounts accumulated
in the "investment fund" in Situation
3 will not be subject to arbitrage yield
restrictions. y

Arbitrage bonds; third party se-
curities pledged as collateral. Ex-
amples illustrate wnether the arbi-
trage yield restrictions of section
103(c) of the Code apply tu securi-
ties pledged by a third party as col-
lateral for state or local government
obligations.

Rev. Rul. 70-348 1
ISSUE

Will certain securities pledged as
collateral for municipal bonds be sub-
ject to arbitrage yield restrictions?

1Alto rriraird as News Release 1R-202B,
dated August 23, 1976.



/
Section 103

FACTS
Situation |.

State A proposes to sell $1 million of
general obligation bonds, the proceeds
of which will be loaned to Corporation
B, a nonprofit corporation, that will
use the proceeds to construct a hos-
pital. In addition, B owns a federally
insured mortgage note worth $1 mil-
lion that will be pledged as collateral
for the bonds. Under the terms of the
pledge, the bondholders are reasonably
assured that this collateral will be
available if needed to pay debt service,
even if A ard B encounter financial
difficulties. The yield on the mortgage
note will be materially higher that* u»e
yield on the bonds.

Situation 2.

County C, a political subdivision of
State D, proposes to sell $50 million
of general obligation bonds. C will use
the bond proceeds to finance the con-
struction of various countslbuildings.
Taxes and other revenues will be used
to retire the bonds serially over 25

. yean.

i D has a surplus fund that will be
invested in Treasury bonds. Certain
Treasury bonds worth $50 million will
be pledged as collateral for Cs bonds.
Under the terms of the plcdee, D
i cannot dispose of any of the T.’casutj
bonds while Cs bonds are outstanding
, (except to pay holders of the bonds in
the case of default). Thus, the bond-

‘eholders are reasonably assured that
this collateral will be available if need-
ed to pay debt service, even if C or
D encounter financial- difficulties.
However, D does not reasonably ex-
pect to use the Treasury bonds (or
interest thereon) directly or indirectly
to pay debt service (pavment of prin-
cipal or interest) on Cs bonds. The
yield on the Treasury bonds will be
materially higher than the yield on Cs
bonds.

LAW AND ANALYSIS

Section 103(c)(2) of the Internal

9C

Jkmii 1

Revenue Code of 1954 provides that
the term *“arbitrage bond” means any
obligation all or a major portion
(more than 15 percent) of the pro-
ceeds of which are reasonably ex-
pected to be used directly or ind:rectly
(A) to acquire securities or obligations
that may be expected to produce a
yield over the term of the govern-
mental issue that is materially higher
than the yield on such issue; or (B) to
replace funds that were u”~d directly
or indirectly to acquire securities or
obligations described in (A).

Section 103(c)(2)(B) of tie Code
applies to an issue of obligations if
the proceeds “re used to replace funds
invested in securities having a yield
hat is materially higher than the yield
OT the obligations. This section does
not apply in every case in which the
higher-yielding securities could have
been liquidated as an alternative to
issuing the bonds. However, the requi-
site nexus or sufficiently direct rela-
tionship between the bonds and the
higher-yielding securities docs exist
where the securities are pledged as
collateral for the bonds. An issuer that
borrows to invest in higher-yielding
securities and one that borrows against
such securities already owned are in
virtually the same economic position.
Compare section 265(2) relating to
interest paid to cam tax-exempt in-
come, and sec especially section 303
of Rev. Prcc. 72-18, 1972-1 C.B. 740.
citing Witcontin Checftman V. Uniitd
Statet, 338 F.2d 420 (7th Cir. 1963).
The same principles apply when the
higher-yielding securities pledged are
held by any third party who will sub-
stantially benefit from the bond issu-
ance.

For purposes of section 103(c)(2)
(B) of the Code, a pledge of collateral
need not be cast in a particular legal
form. Thus, for example, the bond-
holders need not take actual or con-
structive possession of the collateral.
However, there must be a reasonable
ssurancc that the collateral will be

»

\

A onrtipiiini-. .Hart.

available if needed to pay debt service,
even if the issuer encounters financial
difficulties. Thus, for example, an ar
rangement will not have the effect of
a pledge of collateral if the issuer has
discretion to defeat the “pledge" mere-
ly by liquidating the "collateral” and
disposing of the proceeds.

In both Situations 1 and 2, securi-
ties (the federally insured mortgage
note and the $50 million of Treasury
bonds) are pledged as collateral for
municipal bonds. Moreover, the yield
on th .si securities is materially higher
than the yield on the municipal bonds.
Therefore, all or a major portion of
the proceeds of the proposed bonds
are reasonably expected to be used
directly or indirectly to replace funds
that were used to acquire securities at
a materially higher yield.

HOLDING

The securities to be pledged as col-
lateral for the proposed bonds de-
scribed in Situations | and 2 will be.
subject to the arbitrage yield restric-
tions as provided by section 103(c) of
the Code. Because the securities
pledged as collateral wilt produce a
yield materially higher than ihe yield
on the bonds, the bonds (in both Situ-
ations | and 2) will be arbitrage bonds

1 and the interest received by bondhold-

ers will not be excludable from their
gross income under section 103(a) (1).

Further, in Situation 1,"the hospital
bonds ill be arbitrage bonds even if
they are issued to finance the con-

struction of a for-profit hospital.

Arbitrage bonds; funds estab-
lished X connection with local
governmentv obligations™ Examples
illustrate whether,the arbitrage
yield restrictions,of section 103(c)
of the Code appl*to amounts ac-
cumulated” certain funds estab-
lished irvconnectionwith the issu-
ance” local government obliga-
tions; Rev. Rul. 78-302 clarified.
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ALASKA ASSOCIATION OF REALTORS1

1818 W. Northern Lights Blvd., Suite 104 « Anchorage, Alaska 99503
Telephone 907-272-8016

REALTOR

Alaska Assoclation of Realtors
Statement of Legislative Policy

PREAMBLE

Cinder all is the land. Upon its wise utilization and widely allocated ownership depend the survival and
growth of free institutions and of our civilization. The Alaska Association of REALTORS recognizes that the
interest of our Slate and it's citizens requires the highest and best use of the land and the widest distribution of
land ownership. They require the creation of adequate housing, the building of functioning cities, the develop-
ment of productive industries and farms, and the preservation of a heaUiiiul environment.

In furtherance of these needs and desires, the Alaska Association of REALTORS, by action of its member-
ship meeting in convention at Juneau. Alai re. in September. 1980. has adopted a Statement of Legislative
Policy as a guideline for evaluation of legislation pending before the 1981 session of the Alaska State

Legislature. Said Statement of Legislative Policy is as follows.

Permanent Fund Legislation

We believe that monies invested in the Perman-
ent Fund should be primarily invesltd in the State ol
Alaska for the purpose of improving the economic
well being of the State and the standard of living and
lilt* styles ol its citizens We specifically oppose the
current policy ol investing the majority of the fund
outside Alaska

Where possible cutting financial institutions
should be utilized to originate and service loans
liorn the Permanent Fund

We believe that the earnings from such invest-
ments should be icinvested in thr same manner as
the original principal

Stimulation of the Economy

We lavor expedited capital evpendituies on
projects already approved in bond elections by the
citizrns ol the Stale ol Alaska, or appiovcd by the
Alaska State Legislature. and the immediate lund
mg ol olhei projects with long term economic
brnelits

W'e oppose short-ten* economic stimulation
through programs such as increased unemployment
compensation which have no long term economic
benefit.

We support use ol Slate funds including money
Irom the Permanent Fund lor business loans, and
loans lor agricultural, fishing, tourism, and natural
resource development

Ta* Reliel

We lavor lav rebel which will benetd and cii

couMgc private property ownership and economic
development

Business Loans

W'e support expansion ol Iht current business
loan program to include loans (oi purchase ol invrn
lory and equipment and/or establishing working
capital Plrdges ol inventory, equipment, accounts
ircrivable. and other business assets should he ac
cepied as acceptable collate/at

T>« turreni business loan program should he



expanded to include loans for purchase, construc-
tion and remodeling of real properties such as:
apartments, office buildings, commercial buildings
'‘and industrial buildings held for rental purposes.
The program should also be expanded to include
loans for land development.

Mortgage Financing

We support continuation of the long-term pro-
gram established for the Alaska Housing Finance
Corporation by the 1980 Legislature and feel it
should be supplemented through the use of Perma-
nent Fund monies and unappropriated surplus
monies. We feel that the Legislature should now ad-
dress refinement and imrovement of the current
program with specific attention to:

1 The program should be expanded to include
owner occupied 3 and 4 unit dwellings similar to
the financing programs available through the
Federal National Mortgage Association and the
Federal Home Loan Mortgage Corporation.

2. Loans should be allowed for refinancing of ex-
isting high interest loans under the same criteria
used for new loans.

3. In transactions where existing loans at
reasonable interest rates can be assumed.
Alaska Housing Finance Corporation should be
allowed to make second or junior mortgages for
the difference between the assumed mortgage
and the program's loan limits. Such second or
junior mortgages should also be available for
home improvement loans.

4 The jirogram should be evjianded beyond the
Federal National Mortgage Association limits to
allow loans equal to 80'X of the value on higher
priced homes

b. The piogram should be expanded to allow for in
terim construction toans at times when inteiest
lates through conventional sources become so
ugh as to be a detriment to new construction

We support establishment of a Veterans Loan
Program funded by the General Obligation Bonds
similar to the program now in effect in the state of
Oregon.

Land and Property Use

We oppose all restrictions on the use of real
property which are not clearly necessary for the pro-
tection of health and safety, to protect the rights of
other property, or to protect the environment from
serious degradation. The benefits of any regulations
on real property use. must be such that they clearly
outweigh any negative, economic impact on the
property, its owners, or the community in general,
and such benefits must clearly outweigh the disad-
vantage of infringement on private use of such real

property.
Disposition of State Lands

We support a program for transfer of Stale
lands to private ownership in an orderly manner
which will not economically disrupt existing private
ownership, All subdivision and development of
State lands for disposition to private ownership
should be subject to the same laws and regulations
applicable to private developers and private sales of
such property. Such property should not be dis
posed of at a cost less than the greater ol its
development costs or fair market value as determin
cd by Indcpendert appraisal.

Tenant/Owner Legislation

We oppose any lorm of rent control.

W'e support legislation which provides for rqui
ly and fairness in the relationship between owners
and tenants.

Occupancy of Real Property by Slate Agencies

We support the use of existing sj»ace for oc
cupancy by State agencies in communities where
there exists an adequate suj>j>ly ol vacant space, as
opposed lo construction ol new stiuctures for such
occupancy.



Testimony of Robert 3. Flint
of
Wohlforth & Flint, State Bond Counsel
on S. B. 13 Before the
Ser.-te Committee on State Affairs
Alaska State Legislature

Mr. Chairman and members of the Committee on State Affairs, 1 am
Robert B. Flint, a partner in the law firm of Wohlforth & Flint, Bond
Counsel to the State Bond Committee. |1 appreciate the invitation extended
to our firm to testify on S. B. 13 which would appropriate general fund
money for the capital projects approved at the 1980 bond election. Since
the State currently enjoys a large cash surplus a number of advocates
have urged a cessation of general obligation bonding for capital improve—
ments and the pursuit of a cash only policy. My remarks today are con—
fined to an analysis of this position and of S. B. 13 from a financial point
of view. I recognize that there are considerations other than financial
that need to be taken into account, but such political or policy questions
are beyond our firm3 role as Bond Counsel and legal advisor to the St ite

Bond Committee.

aitiUzatr.o?portuNity
From a financial perspective a "cash only"™ policy is unwise. One of
the advantages of borrowing money fcr capital improvements as opposed to
paying cash is an expansion in the availability of funds. Tor most state
and local governments this means an ability to build projects that they

could not otherwise afford. Alaska is obviously not in this position but it
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does nave alternative uses for its surr®js cash. The State has decided as
a matter of policy to set aside a portion of the nonrecurring oil wealth in a
permanent fund to ensure its availability after the oil runs out. To the
extent the State builds its capital improvements for cash there will be less
funds available for this kind of set-aside.

There 1is an ascertainable cost to such a "cash only" policy since
funds set aside will earn more than the cost of borrowed funds cost. The
estimated earnings over and above borrowing costs for ten year bonds with
level principal payments in the amount of $150 million is $33 million. If the
current borrowing rate of approximately $150 million per year 1is assumed
the lost earnings for the 25 year life of Prudhoe Bay is $825 million with—
out allowance for compounded interest. As capital needs and costs will in—
crease this estimate is very conservative.

Obviously such money is not needed currently but we all know that
the oil will be gone within our lifetime. At the time Prudhoe runs out our
savings will be needed at least to cushion the shock of transition to normal
taxation and budgeting. The idea of special funds is to preserve some of
the wealth for future generations. Judicious use of general obligation debt

can materially assist this goal.

riSCAL OVERSIGHT
Regular entry Into the municipal bond market subjects the State to
the scrutiny of that market and the rating agencies. Such an exposure Iis
a helpful aid to the self-discipline necessary even in affluent times.

Moreover It builds a reputation with the market that 1is invaluable when
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borrowing becomes necessary. Alaska has carefully built its reputation
over the last 20 years sorting with a Baa rating (medium grade with
speculative characteristics) to Aa (high grade) this year. This effort has
resulted in excellent interest rates for State borrowing. The table on
Exhibit "A"™ shows the improvements in the state’s credit. If entry into
the bond market is stopped this effort will be wasted. After the oail is
gone the State will simply have to start all over again. Likeany private
person a Statemust establish credit. An applicant who has never bor—
rowed 1is a poorer risk than one who has. The bond market is like all
bankers. The devil it knows 1is “referred to the saint it doesn"t. It

would be wise to leave a good credit rating to future generations.

FINANCIAL IMPACT
The current impact of debt service on the State budget is minimal.
Only 2.9 of 1980 general fund revenues were spent on debt service. The
ratio of debt to assessed valuation iIn 1979 was about 30. These are low
figures which will certainly decline further even if borrowing is increased.
The table on F.xhibit "B"™ shows the declinein the debt burden. There is

plenty of room to continue a sensi”® rowing program.

CONCLUSION
From the point of view of a technical advisor S. B. 13 is not good
public policy. The cost will be substantial to the state if adopted an i
continued during the period of oil wealth. Continuing the present pp\cy

of a conservative use of the capital markets on the other hand has cleeu
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benefits without any negative effects. As | stated in my opening remarks
the perspective 1 present today 1is limited and 1is intended to provide
information for your consideration. As Bond Counsel to the state, I, of

course, take no position on the actual passage of S. B. 13.



EXHIBIT "A"

State G.O. Bonds

The following tabulation gives details of bonds sold since 19/3:

nterest Fiti S

%wogunet Avr, Life Egngr O?t 8{1 h%aftis e
Date of Bunds (Miﬁons Maturities in Years NIC de flh 00 3l/ls/§§£P
Inn. 1. 1973 $20.0 1976-1998 153 5.12% 5.08% 1R2C Baa 1/A
lunc 1,1973 21.0 1976-1998 148 5.10 5.10 75.6 Baa 1/A
Aug 1 1973 31.0 1977-1998 16.7 580 5.58 96.8 Baa I/A
SeB 1 1974 30.0 1978-1998 15.6 6.8 0.88 107.2 A 1/A
Feb 1, 1975 40.3 1978-1998 14.6 5.98 6.59 87.3 A 1/A+
May 1, 1975 420 1979-1999 151 § 52 6.95 98.5 A LA-r
Oct. 1. 1975 42.9 1978-1997 125 0.85 1.49 85.8 A 1/A+
March L 1976 400 1978-1993 9.5 5.86 6.95 55.7 A 1/A+
Inly 1. 1976 4.0 1978-1993 95 5.80 6.87 57.3 A LA+
Feb. 1, 1977 40.0 1979-19R8 9.5 508 5.90 483 A 1A+
Oct, 1, 1977 400 1979-1988 70 4.50 5.50 29.3 A l/A-*
April 1. 1978 45.0 1980-1988 7.0 4.86 5.59 29.2 A 1/A*
lan. 1 1979 40.0 1979-1989 5.9 5.52 6 29 30.0 A l/A-t-
May L 1979 600 1979-1989 5.5 599 0 2 321 A 1A+
July 1. 19R0 125.0 1981-1990 55 5.76 1.55 35.8 AalAA-

Source: John Nuveen & Co. Incorporated



t"mpcec

EXHI3IT "3"

The schedule below compares debt service with general unrestricted
revenues for the last eight fiscal years:

i B oon G
n%fing |une 30 F |I ons (r\ﬁllrllons) erwece
1073 S 21456 §23.3 10.9.3
1974 238.1 26.3 10.22
1973 333 6 30.1 9.03
1976 1034 33.1 498
o mooon 4
1979 11174 600 8%%
1980 (tfSt.) 2,330.0 13.1 2.93
1981 (est 1 3,808 0 — —

Source: John Nuveen & Co. Incorporated
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Testimony by Harold E. Pomeroy

Our future is bright if we don"t spend billions and billions of dollars

unproductively trying to create an artificial destiny for Alaska.

Right now we are misreading the signals.

There is popular belief that if we just dotheright things we can achieve
a prosperous, diversified and renewable resources economy, including renewable

resource production and processing-manufacture. This means, of course, pro—
ducing goods for export.

lie are negligible producers of processed-manufactured goods - with f w
exceptions, relative to our resource production and services economy, due to
far higher costs here than elsewhere - costs that cannot be cu*ed by spending
money. Where the potential for competitive position in the market 1is
lacking, direct and indirect aid is only creating artificial viability that

can last only until the money runs out.

The wrong signal is that son...how, if we justputenough money into articial
viability in tne direction of diversification and renewable resourc* pro—
cessing v.e can turn a liability into an asset. The result is the false
assumption Miat taxes generated out of these areas of activity will be able

to make up for less oil income in the future.

The hard fact is that there is no basis whatever for believing the aggregate
of all tax revenue from all sources, ether than oil production will 1increase
..re approximate 1/10 of our expenditures such revenues now pay.by an appreciable

amount, 1if at all - unless taxe? are oised drastically.
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Take the molybdenum mine soon to be established near Ketchikan. Though
one of the largest deposits anywhere, molybdenum won"t be made there; the
concentrate will go Outside for processing for reasons of economy. Would

we increase taxes on the plant two or three or more times in the future

to make both ends meet due to less oil 1income?

Our future economic stability rests heavily on the reason the question has
to be asked.

There will be a few individual exceptions to the revenue potential overall

- plants with profits coming from huge investments and very few workers.

We can be encouraged about the future if we take the right signal from the
dramatic increase in the amount of oil income from even two years 3go. A
Permanent Fund that generates a substantial part of future needed revenue
is practical - with room also for such benefits as no personal income ta..

and some desirable capital improvements that re cost effective.

Our tremendous good fortune in quantity of oil money is that we can make-
massive early years deposits in the Permanent Fund, accumulate the interest
and arrive at a total of as much as S125 billion to produce $13 billion or

r.K billion in annual revenue from then cn.

Y should place the highest priority on action to sc-cwre as strong a finan—
cial future as possible, rather than to grab more toward a taxless society
and what amounts, indirectly, toiolossal price support for economic enterprise

that simply isn"t economically viable in tin. open market.



PERMANENT FUND BUDGET GROWTH

l. Il. . V.

$2 Billion $4 Billion $2 Billion - at 11 $2 Billio
at 11Vj compounded rate of increase rate of

Yrs
5 $3.37 $6.74 $3.37 $4.02
10 $5.68 $11.36 $5,68 $8.09
15 $9.57 $19.14 $9.57 $16.27
20 $16.12 $32.29 $16.12 $32.73

I. At the end of 20 years the $16.12 would produce $1,67 billion yer-ly - from then on.
I11. The $1.67 billion would not go very far toward funding the $16.12 billion budget.

The 11% rate of increase may not be enough for inflation and population growth and would allow zero

for real growth.
IV. At 15% growth, $120 billion in the Permanent Fund would produce about $13 billion in earnings revenue

toward the $32.73 billion budget

February 21, 1981

Harold E. Pomeroy
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February 20, 198C
SENATE STATE AFFAIRS OOMMTITEE REPORT

ON

SB 13 "An Act making special appropriations fc; capital
improvements for which general obligation bonds were
approved by the voters at the 1980 general election;
and providing for an effective date."

SB 21 "An Act making a special appropriation to the
Alaska Permanent Fund; and providing for an efrccxive
date.”™ ($1,500,000,000)

SB 68 "An Act making a special appropriation to the
Alaska Permanent Fund; and providing for an effective
date." (%$1,800,000,000"

BILL SUMMARY

SB 13 This bill would use a general fund appropriation to pay for these capital
improvements rather than issue General Obligation (G.0.) Bonds. The opportunity
cost assumes the State would either invest its own money, if bonds would have
been sold, or if spent on other projects, etc., that project has an implicit
rate of rerum equal to what the State could have gotten by investment.
Assumptions: (1) A 127. earnings rate on invested funds or project.
(D An g&. interest rate on cast of debt.
@) If debt were issued i1twruld be as follows (in millions)
F:"82-$100, FY"83-S150, r: 3V$39, 712;
Total issued $289,712,50:.
(4) Projects start/debt occurec at "~eOiming of each period.
(B) Not disci nted for present “=.luwe,

SB 21 Tris bill would make an appropriation from the general fund to the
Alaska Ferrener.: Fund in the amount $1,500,000,000.

S3 68 Tnis bill would nuke an appropriation fran the general fund to he Alaska
Penramnt Fund- h the amount $1,800,000,010.

BACKGROUND

SB 13 Tne classical argument of economics can be made in the case of SB 13.
When a govemmnt, any government needs to make capital outlays for needed
projects and cash is not readily available, then that government issues bonds
to pay for the capital. This is the normal way of building road- , schools,
etc. What happens when there is a surplus of cash on hand? Do you still
issue bonds or do you use the cash you have? A sound case for the concept
behind S3 13 can be made. The State of Alaska, because of Prudhoe Bay, has

a ready supply of cash. The choice then becoces whether or not the state
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through the Dept, of Revenue should issue general obligation bonds or use
available cash. “What is not obvious about paying cash for the Novenber 1980
authorized but unissued G.0. bonds, 1is that there are over $100 million Pre-
1978 authorized hut unissued bonds that need to be included in this general
fund appropriation. (See statistics at end of summary.)

Another concept of classical economics is one of defeasance. Through a
special defeasing [escrow] account, the state could create a monetary
approach that would pay off the entire state debt. This account managed

by a special bond counselor would invest in the taxable bond market [12%
interest] while paying off the incurred debt in the tax-exempt bond market
[8% interest]. The potential is there at the momant to erase Alaska®s debt
[$720 million] with a cash account of [$570 million]. One may ask why not
make the investments directly out of the general fund and not set up a
special account. It has becone clear that the Alaska Legislature has the
ability to sp”nd all the money before it ho matter the amount. This special
[escrcw] account *.rculd set this money aside for a specific purpose: to pay
the state debt.

With continuing pressure from our Washington delegation assuring us that the
mood in the "lcwer 48" 1is becoming increasingly jealous of our resource wealth,
this would be one way of "putting our house in order.” We would be showing

our responsiveness to the nation®s financial coraunity by giving a clear signal
that we were doing "first tilings first.” We pay off our debts before we borrow
money for other purposes.

If we were co create this "defeasing escrow account,” it would preclude us from
g3ing to the bond market for a period (nirimmn) cf 18 months due to IRS regula—
tions. That is why this concept goes rwid ir. hand with substituting cash fo™
all authorized but unissued general obligation bonds. Tne next time we would

be eligible to go to the bond market would be (roughly) after the 1982 general
election.

The Hamond Administration approves of the defeasing concept if, there are
several if"s, but the principal one being that it does not affect the
$1,800,000,C00 contribution to the Alaska Permanent Fund (SB 68). If the
money 1Is just going to be spent to continue growth in state government then
he would certainly favor defeasing.

Defease $720 million of outstanding

G.0. bonds $570 million
Cash out all authorized but

unissued bonds 463 million
Delete FY*52 debt service (128 million)

“$?205“imion

SB 21 & 68 These bills have almost identical wording, the only difference
being the actual dollar amount. Sen. Rcdey®s bill would transfer $1,500,000,000
to the Alaska Permanent Fund; the Governor®s bill would transfer $1,800,000,000.

Governor Hammond believes that it is appropriate that Alaska set aside this
amount this year of its oil wealth so that its earning can provide an increased
income scream for the benefit of ail Alaskans. Tne Legislature determined that
dividends should be worth a minimal $50 each. This contribution will provide
sufficient earnings to meet that comrinner: without having to borrow froen the
general fund. Should the state not rake such provisions, our legal case may
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be weakened.

The Perrenent Fund Board of Trustees have not taken a stand on this and other
issues concerning the "Fund®"s"™ plan for the future. |Instead, they are planning
a series of seminars to examine all alternatives and to establish long range

as well as short-term planning for the Alaska Permenent ur.d.
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9:00 am Anchorage

MEMBERS PRESENT: SENATOR FISCHER, CHAIR
SENATOR BRADLEY
SENATOR COLLETTA

VISITING: SENATOR RODEY
REP. CLOCKSIN

AGENDA: SENATE BILL 13 "An Act making special appropriations
for capital improvement projects for which general
obligation bonds were approved by the voters at the
1980 general election; and providing for an effective
date."

SENATE BILL 21 "An Act making a special appropriation
to the Alaska permanent fund; and providing for an
effective date."”

SENATE BILL 68 "An Act making a special appropriation
to the Alaska Permanent Fund; and providing for an
effective date."

Chairman Fischer called the meeting to order, introducing the three
pieces of legislation on the agenda. He pointed out that what is
presently referred to as "surplus funds™ in the state of Alaska is
In fact not surplus at all, because many needs of the state have
not been net. When those statewide needs have been met, then what
money If left over will constitute a surplus.

Senator Collctta stressed the Importance of continuity in successful
money management; the process of politics, he said, often fails to

ref ect such continuity. He further stated that the 1idea behind
SB 13 does not present an ongoing policy; rather it is a one time

event to got those projects approved by the voters In the last
general election started quickly.

Senator Bradley commented that "it takes money to make money".

Senator Rodcy, while he favors a conservative banking approach
characterized, 1in part, by participation In the bond market,
expressed support for utilizing a combination of participation
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in the bond market and cash appropriations; in essence, a mix of
the policies now being discussed before the committee.

Rep. Clocksin supports the $1.8 billion appropriation to the
permanent fund, and is keeping an open mind toward SB 13.

Anselm Staack, Comptroller, Div. of the Treasury, Dept, of Revenue,
presented an overview of SB 13 ard the concept of defeasance. He
described how the present status of the market would allow defeasing
$720 million worth of G. 0. bonds with $570 million worth of cash
outlays placed in a special ™"escrow™ account. Staack stated that

the Governor would introduce legislation that would defease the
school debt at a cost of $275 million. He pointed out the problem

of interest arbitrage and the time factor that would prohibit the
state from returning to the bond market for a period of approximately

two years due to IRS regulations. Finally, he made note of the fact
that SB 13 ($289M) did not cover all of the authorized but unissued
bonds. Such a figure would total approximately $466 million.

In response to the question, "Should the state stay in the bond
market in the future?" Anselm Staack said that the state should.

In response to the question, "Will defeasing affect the state's

bond rating?" Staack replied that defeasing would have the potential
of raising the state"s bond rating, and certainly would not hurt

the rating. In response to the question, "Is there n tie between
the school debt and the G. 0. debt?"” he stated il »Kt ¢ was none.

Senator Rodey asked whether the escrow account ui -uu ™ invested in
government securities. Anselm Staack replied that it would. Senator
Rodey expressed reservations about the state financing the national
debt through tills type of investment.

Anselm Staack closed his remarks with the reminder that the more
money the state put into the permanent fund, the less there would
be to spend on other projects.

Robert Hint, State Bond Counsel, maintain.. that a cash only policy
is not a wise policy. He provided historical background of how the
state has improved 1itsbond rating from B-AA to AA rate. Responding

to a question posed by Chairman Fischer, Flint said that SB 13 com—
bined with defeasance would not harm the state bond rating, but the
state would lose $300 million in opportunity cost by not going to
the bond market. In response to the question, "Would the combina-—
tion of SB 13 and defeasance improve the state®"s rating?" Robert
Flint answered in the affirmative, stating that the market likes to
know n " “ *plr.g to hepaid.In explaining the state®"s bond Ilimit,

he stated thar. t..v il "_arket looks more at the type of invest—
ments that state makes rather than the amount. It would approve
more of sewer, water and road projects rather than domed cities and
capital move projects.
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Malcolm Roberts, Executive Director of Commonwealth North, opposes
putting 1.5 or 1.8 billion dollars into the permanent fund. If we
do this we are locking up our revenues 1in a restricted place. We
need, Mr. Roberts maintained, to invest it on a regional basis so
we can build the state infrastructure. We have to diversify: there
are needs for railroads, ports, energy. This is our challenge for
the future. As one faces the future one should put $1 out of %7
into investment.

Senator Rodey responded that we must be prudent with our wealth;
he maintained that we should make early and sizable appropriations
to the permanent fund. He added that according to Senate priori—
ties we will put $1 in every $6.7 intc ivestment.

Senator Bradley maintained that we should not put our wealth into
savings, but rather put it out on the streets, into the free enter—
prise system.

John Havelock, testifying as a citizen, emphasized that great

care must be exercised In dealing with interest arbitrage lest
Alaska be penalized. He stressed the importance or nlar.ning for

the future 1in the p.rec of capi ul projects, suggestin’ that the
vote"*; might not have approved all of the bond issues i( they had
been mu,- fully informed. Many large projects, he explained,

are protected by "motherhood titles” and the people are not always
sure what they arc voting or. John Havelock suggested establishing
a multi-year approach to capital improvements rather than the leap—
frogging "wish-lists"™ currently used. The dimensions of the prob—
lems encountered 1in developing the role of the permanent fund are

gi at: $1 billion Is more than the AN"CSA, greater than the original
TAPS CBtimrte and larger than the earthquake pay-off of the sixties.
John Havelock®"s final point dealt with the way 1in which many large,
public rroJdects develop a momentum of their own and they outstrip
fiscal analysis. It*s the little jobs that create jobs for Alaskans,
the big Jobs that create Jobs for outsiders. One cannot buy econo—
mic opportunity, one can only subsidize it.

Harold Pomeroy, testifying an a citizen, spoke of his own experiences
in Alaska as a homesteader and the first Kcnai Borough Mayor. He
told of the attempt to build diversified economy in Southcentral
Alaska and his realization that it was "not “caolble”. He stressed
the importance of developing a long-range plan for our economic
future; we must pick and choose carefully when building our infra—
structure. Harold Pomeroy maintains that the high unemployment

rate in Alaska may be unchangeable, that to throw money at develop—
ment In lrresponoible, and that having a broad diversified economy

is impossible.
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Jim Rhode t special assistant to the Boaro of Trustees of the Alaska
Permanent Fund, opened his testimony with the statement that we

need a broad review of oil money and the future of the permane.it
fund. He announced that the Board was planning a series of seminars
on the permanent fund to be held in Juneau, Anchorage, and Fairbanks,
and invited everyone present to take part.

James E. Fisher. testifying as a citizen, expressed his principal

concern: he would like to see the public take a great interest in

=the herrings about the permanent fund in order to have the maximum
amount of public input.

Lee Gorsuch, of the Institute of Social and Economic Research,

the Anchorage School Board, and testifying also as a citizen, ques—
tioned the criteria the state was using to judge whether putting
$1.8 billion in the oerraanent fund was too much or too little. He
stated that the 252! oe the royalty payments going into the permanent
fund would be swamped by the 752! going into the general fund. Lee
Gorsuch made a point of emphasis in questioning th actual expendi—
ture policy of the state and how it related to the results Alaska

is presently achieving. He posed the question, "What do we want
Alaska to look Ilike 1in twenty years?"” and asked committee members

to devote some thought to school endowment and higher budgets for
education.

Scott Goldsmith, ISER Economist, initially responded to earlier
testimony on SP 13, agreeing that the state should plan widely;

he expressed support for making positive interest arbitrage on

the defeasance account. He put this in perspective by asking how
long we would make payments on our large capital projects, and if
we expected to be making payments on these after Prudhoe Bay runs
out. What was the prospectus for future generations? Scott Go 1d-
snith then put the Sadlli’ochit find 1ir. perspective by comparing it
to other world scale oil discoveries. He placed an S80 billion
(1981 dollars) price tag on Alaska®s oil inheritence from Prudhoe
Bay, and then said with a 2* re.”l return to the state, the annuity

from this inheritence was $1.6 billion per year. If the state only
spent $1.6 billion, then it couli spend that every year and never
touch the principal. This year -: have $6.6 billion, a combination
of interest, principal, and earn ngs. IT we spend S6.6 billion,

we are eating into the principal. Goldsmith said it would be very
hard to 1identify another source of revenue that might replace
Prudhoe. He compared it to coal, and made an interesting observa—

tion/comparison: making the assumption that the real return on a

ton of coal 1is $.25, how much coal would have to be mined to oqg"nl
$1.6 billion per year* Wc wot Id have to nine 8 billion tons ot coal.
We now mine 1 million tons. The Koreans want to buy 4 million tons.
How much 1is there in the Beluga and Kcnann coal fields? 4 billion
tons in known reserves. We would have to mine all of these known
reserves 1in six nontho to equal the annuity of our 1inheritence from
Prudhoe Bay. Goldsmith closed by saying that the size of the "in—
heritence”™ should be kept 1in perspective when planning the state"s
future.
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Ken Gain, of the Alaska Association of Realtors, said that there
were a number of questions which needed to be answered before

we made these large early year appropriations to the permanent
fund. We have to ask ourselves, Mr. Gain stated, what that money
is competing against. Anchorage 1is going to face a quadrupling
of its heating (natural gas) costs in five years when the present
contract runs out. All the cities of the state are facing housing
shortages, according to Mr. Gain, (???) and he maintains that the
permanent fund 1is "having your cake and eating it too". We must,
he stated, make good, sound investments in Alaska, for the people
in Alaska.

Chairman Fischer responded that the appropriation this year 1is
part of the context for setting permanent fund policy for the
next year and the year to come.

The meeting adjourned at 12:05 pm.
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FISCAL NOTE

. REQUEST
Bill/Resolution No. SENATE BILL NO. 13
TitlkeMaklng special appropriations for capital improvements for projects for which general
obligation bonds were approved by the voters Date  1/13/81
at the- 1980 general election.
Requested by Senate State Affairs Committee

II. FISCAL DETAIL.
Agency Affected State Bond Committee,Dept, of Revenue

Program Category Affected General Fund

BRU, Program, or Subprogram(s) Affected

(Note: If mere than one budget component is affected, separate line*itcm amounts and funding for each
component in the analysis section.)

EXPEND TURFS (Thousands of Dollars)

. FY 81 FY 82 FY 83 FY 84 FY 35 FY 86

100 PERSONAL SERVICES
200 TRAVEL

300 CONTRACTUAL

400 COMMODITIES

500 EQUIPMENT

600 LAND N STRUCTURES
700 GRANTS. CLAIMS. ETC.

TOTAL

IN TERMS OF OPPORTUNITY COST
FUNDING  (Thousands of Dollars)

MILLIONS < - 4.0 10.8 14.4 16.7 19.0

FEDERAL FUNDS
OTHER (Specify Fund Source)

POSITIONS

FUIl T'MF

PART-TIME
TEMPORARY

HI. ANALYSIS (Sec Fiscal Note Preparation Instruclicns, Section I1I)

This bill would use a general fund appropriation to pay for these capital improvements
rather than Issue General Obligation bonds. The opportunity cost assumes the State
would cither Invest its own money. If bonds would have been sold, or if spent on other
projects, etc., that project Inin an Implicit rate of return equal to what the State
could have gotten by Investment.
Assumptions: (1) A 122 earnings rateon invested funds or project.

(2) An 62 interest rate on cost of debt.

(@) If d"ht were Issued it would be as follows (in millions):

FY BA100.FY 83-$150,FY Ei-$39.712; Total Issued $289,712,300.
(4) Projects stnrt/dcbt Ic”urcd at beginning of each period.
(3) Not discounted for pre. t value.

r.
IV. DATE Fobrtiary 19» 1981 PREPARED RY Anncln C* Stnncll» Treasury Comptroller
'AGENCY . of Revenue/Treasury Division
Original: Legislative Finance PIIONFE
cc: Budget and Management

Prime Sponsor (First Legislator Named)

Jj 001 (Rev. 12/80)
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SENATE STATE AFFAIRS COMMITTEE HEARING

ON
I. DEPOSITS IN THE PERMANENT rUND: 2. PAYING CASH FOR CAPITAL IMPROVEMENTS

February 21, 1981

Testimony by Harold E. Pomeroy

Our future is bright if we don"t spend billions and billions of dollars

unproductively trying to create an artificial destiny for Alaska.

Right now we are misreading tne signals.

There 1is popular belief that if we just dotheright things we can achieve
a prosperous, diversified and renewable resources economy, including renewable

resource production and proc”ssing-manufacture. This means, of course, pro—
ducing goods for export.

We are negligible producers of processed-manufactured goods - with few
exceptions, relative to our resource production and services economy, due to
far higher costs nere than elsewhere - costs that cannot be cured by spending
moiey. Where the pofential for competitive position in the market is

lacking, direct and indirect aid is only creating artificial viability that

can last only until the money runs out.

The wrong signal is that somehow, if we just putenough money into articial
viability in the direction of diversification and renewable resource pro—
cessing we can turn a liability into an asset. The result is the false

assumption that taxes generated cut of these areas of activity will be able

to make up for less oil income in the future.

Tho hard fact is that there 1is no basis whatever for believing the aggregate
of all tax revenue from all sources, other than oil production will increase
the approximate 1/10 of our expenditures such revenues now pay”~by an appreciable

amount, if at all - unless taxes arc raised drastically.



Testimony, 2/21/81

Harold"E. Pomeroy

Take the molybdenum mine soon to be established near Ketchikan. Though
one of the largest deposits anywhere, molybdenum won"t be made there; the
concentrate will go Outside for processing for reasons of economy. Would

we 1increase taxes on the plant two or three or more times in the future

to make both ends meet due to less oil income?

Our future economic stability rests heavily on the reason the question has
to be asked.

There will be a few individual exceptions to the revenue potential overall

- plants with profits coming from huge investments and very few workers.

We can be encouraged about the future if we take the right signal from the
dramatic increase in the amount of oil income from even two years ago. A
Permanent Fund that generates a substantial part of future needed revenue
is practical - with room also for such benefits as no personal income tax

and some desirable capital improvements that arc co;.t effective.

r tremendous good fortune in quantity of oil money is that we ”"an make
massive early years deposits in the Permanent tund, accumulate the interest
and arrive at a total of as much as $125 billion to produce $13 billion or

Si*, billion in annual revenue from then mi.

we should place the highest priority on action to secure as strong a finan-
ci.l future as possible, rather than to grab more toward a taxless society
arid what amounts, indirectly, tncolossal price support fvr economic enterprise

that simply isn"t economically viable in the open market.



PERMANENT FUND BUDGET GROWTH

l. 1. . Iv.

$2 Billion $4 Billion $2 Billion - at 11 $2 Billioi
at 11% compounded rate of increase rate of
Yrs
5 $3.37 $6.74 $3.37 $4.02
10 $5.68 $11.36 $5.68 $8.09
15 $9.57 $19.14 $9.57 $16.27
20 $16.12 $32.29 $16.12 $32.73

i. At the end of 20 years the $16.12 woulu produce $1.67 billion yearly - from then on.
1] The $1.67 billion would not go very far toward funding the $16.12 billion budget.

The 11% rate of increase may not be enough for inflation and population growth and would allow zero

for real growth.
IV. At 15% growth, $120 billion in the Permanent Fund would produce about $13 billion in earnings revenue

toward the $32.73 billion budget

Fe" ruary 21, 1981
Har )Id E. Pomeroy
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Testimony Before Senate State Affair? Committee
of
Scott Goldsmith

Institute *f Social and Economic fteoearch

February 21, 19S1

Senate Bill 13 - An act to appropriate cosh from the general fund to
pay foi capital improvements approved by C.0. bonds
in 198(

The logic of bnrrouir g to pay for capital projects when the state
has the money to pay cash rests upon the idea of "arbitrage." That is
the ability to earn uioncy by borrowing at a low rnter ol return mid invest
ing the borrowed funds at a higher rate of return. Wh«*n arbitrage is
porruiblc, income is maxim! ced by borrowing to pay for capital and, in
fact, any expenditure. Tlun, when the state can effectively invest
money at a higher return tlinn it munt poy to borrow, paying conh doec
net maximize state rcvcnui C. .

There are, however, luo considers! ionr: which could alter this con—
elusion in the unique *iC« ation which laces the state of Alaska.

1. The arbitrage on del assumes rational hciinvior on ihr part of
government. Alt hough government is compose! of rational
Individuals, tintr elective etocioionn on the spending of
money are not al way* rational. In other words, money gets
spent on project s which do not yield a positive return,
and tliic is mot*< likely to oii‘u} when the state baa move
money to spend.

Thus, In analyzl ng whether paying cash for capital projects
makes sense, yo< should try to determine what spending would
be eliminated b} Such a policy. (Or if the capital project
.ul"1IC paid for wl!ll borrowed funds, wir.it would actually happen
to tin* (tunic mmle available for other putciiom's.) 1f unpto-
ductive* investim ntn are curtailed, then the opportunity cost
o( p-ving cosh vould be zero and no Income would be lost,

If productive iivestments arc curtailed, then the opportunity
cur-t of paying «ash Is the lost income from arbittnge.



2. At some time, %jn-to-twenty years hence, ntate revenues,
because they at so dependent upon Prudhoe Bay oil and gas
production, wil 1 be considerably smaller than today. It is
unlikely that p iblic noeds will be less, however. This
suggests the puilic spending opportunities available to the
next generation will be limited relative to our own. Further
restricting the r options with the requirement of retiring
a substnnt-lal d :bt may be an unfair burden. In the extreme,
state revenues ouldt fall to such a level that they would
all be required for debt oerviec, lcnving nothing for schools,
highway tnainten mcc, etc. Simply put, an ability to pay
criterion suggc »Cu paying caoh for capital projccto.

One rationale tor de finance Is to pay for tle facility over its
lifetime, ouch that those people pny who are actually getting the benefits
as the good is consumed, In the Alankan context, this rationale cay hrenk
down because of the trans ent nature of the population associated with the
boom-bust character of th economy, combined with the nature of the project
"beneflto.” For example, webenefit advanced for many capital projects in
the employment generated n the construction phnoe. This directly benefits
the present population bu not the population which may be here in tcn-to-
twenty yearn. The people bencfititig today may leave Alaska when the boom
construction Jobs are all gone because state revenues cannot, support them.
Should they leave behind n unpaid bill in the fotm of annual debt service
payments for thone who roi malp in the ntate after the bunt?

Senate 11lIn 21 end OB An net to appropriate general fund money to
the permanent fund.

State revenues from 1lrudiioe D.4 tdicnld be viewed nr. a one-time
Inheritance. Prom this p rspcclive, rules about the proportion of
rcvcttlicp which should be nved in the permanent fund emerge.

The unique good ioiti iip of Alaska In its ownership of Prudhoe liny
tenetven is evident from the attached Tabic A which comparer, the initial
reserves lit the Prudhoe B y Field with the largest oil fields Itt North
America and ttie world. At 10 billion barrels, Ptudnoc D:ly contains (he
largest reoervcit in North America, aiul only two other Meldn 1in the United
States had ovct 2 billion barrels. A Tfield of 100 mill ion bntreln, which
would he one-hundredth an large aa Prudhoe, 1» considered a glnut aiul
hailed as a major diacovuty in the United Stntcn. Consequently, the
probability of the dlscov* ry of additional reserves, on state land, to
compensate the cute treatury (or the eventual decline in Prudhoe n.wy

oil production Is vitinnlly nil.



Thun, ?ru<Jhoe Day atate resources arc an inheritance, primarily in
the form of oil In the gtound but partly In the form of money into uhich
some of the oil Is annual Xy transformed. Thin is commonly called revenues
but Is more properly vieved aa a portion of the principal of the inherl-
tnnce in monetary, rather than phyuicol (oil in place), form.

Using current (FY 1W2) cotlmatcs of the per barrel revenues from
Prudhoe Day oil as well 03 current cntiroutctt of recoverable oil, the
present Value (in 1981 do liars) of the state’s inheritance is very roughly
CCD billion (royalties ,nil various taxen assoc/itcd with oil production
and transportation;.

We can easily calcul ite that if that $GO billion were all invented
to earn n 2 percent real rate of return, the ntnte could withdraw
$1.6 billion annually fron the invested fund without reducing its value.
This $1.6 billion (in 19I<| dollars) would be the annual annuity which
could be withdrawn every /enr to finance government. Such an annuity
could completely finance he 1900 otatc budget.

This ouggests thnt riving $1.J-10-$1.0 billion out of total revenue©
of $6.6 b1llion and vpend inr. y4.7-to-$i billion Is cutting Into principal
to the tune of over $2 bl lion. Thus, if one objective of financial
planning is a sound long- crm, revenue-generaling bane, n policy of snviug
$1.5-ro-51.a billion thin lineal year in the pcimnncnt fund in inadequate.

It will, of course, c argued that the best wny to ensure a stable
long-term tax bane 1is thr nigh investment in r.mtc resources. The trvtli
la that the revenue-gencr iCinp, enpneiry ol other resources doer, not have
any possibility of provld ng revenues equal to the $1.6 billion annuity
available through a savin enuud investment program of the permanent fund.

For example, conslde cool, Dcronnstratrd rrunurcc? In Alaska nrr
about 6.U billion toari, n Imarllv centered nt the t.Vnona and Svslinii Foul
Flrldn (llcCre and 0"Coni.j <=Mineral Heoourccs of Alnr.hn ami the Impact
of lYifctol band Pol Icier. <n their Av :11 ~M Iftv: Coal, Open Pile deport (I'»\

uncs, Yur., p. 2).

Il the state rould g t o 30 cent royalty on each ton of coal rained,
how many tonn would licc o be mined annually to genrrote $1.6 billion
(tom royalties? (Thr oin mum loyalty rnte on state laud is 5c/ton with
recent leaser, carrying a 0C”35< royalty rate.) The Answer is .3 billion
tons. So. o.irh year , more coal would need to bo mined than it. currently
available as reserves In <rdet to match the $1.6 billion annuity. (The
mining license tax and co pornic Income tax would generate some uddJliounl
revenue but would not «iub Cantlnlly niter the conclunlun.) It 1» Inter-
esting to note tliat actulJ production of coal la preorntly about one mil-
lion tons, or about 1/6JC* the amount necessary for a tax base dependent
upon coal. Slot
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I. LARGE*T

Prudhoe Day
Chlnpno
East Texas

Wilolngton
Por.n Elea
Pembina

Midway Souse t
Yntc*
Wuoson

Kern Rtver
Pnnhandlo
Swan HIHr.

Ebnnn-Pnnuco
Sho-Vcl-Tum
iclit unis

Horan jor. Cer ro Ar.ul
Huntington E <ach

Santa Yner.

11. LAICC 1ST Oil.

Rut f,hi
Clinwar
Catanil*

KtrhuU
Samuilex ahoy S
Pouii "BM in*

P.uniai In
Caclisatan
Martin

Lagunl 11nr.

Agha Jarl
Prudhoe Lay

Aué&uv

TADLE A

OIL FIELDS

USA
Mexico
USA

USA
Mexico
Canada

USA
USA
USA

USA
USA

Canada

Mexico
USA
USA

1"rxlco
USA
USA

Kuwall 60.
Guild Il Arabia 60.
Saudi Arcltia 17.

Ireq 16.

USSR 16.

USSR 14

11nt] 13

11lnu 11.

limi 10.

Venezuela 10.

11lon 10

USA 10

1977. Vol. 73.

111 NORTH AMERICA

D11l inn

(2]

FIELDS M THE MOULD

Barrels

.014
.513
.999

9

.418
.028
. 742

.603
.000
.508B

.453
.415

.315

.304

.300
.296

177

.076
.000

900
270
051

320
600
.040

135

635
0117

702
.CR4
.014

llo. 33. p. 102.



MUNITCIPAL : V-

EE7L)E%2§§‘§§5 204 N FRANKUN ST
q 566 6526 JUNEAU. ALASKA 99801

The Alaska Conference of Mayors met in Juneau m February 5 5 6, 1981
and adopted the following provisions:

FY 81 Supplemental (SB 125). The Alaska Conference of Mayors pledged to
use any supplemental funding for tax relief.

Mobile Home Financing. The Conference of Mayors urges supplemental
appropriation to the Alaska Housing Finance Corporation for mobile home
loans in order to ease the serious statewide housing shortage.

High Unemployment Rate. The Conference of Mayors supports state fund—
ing for capital projects in order to alleviate the serious unemployment
problem in the state by providing both construction jobs and operation
and maintenance jobs when the projects are completed; urges the Legis—
lature and Governor to approve funding early enough to get projects "on
the street”™ this construction season.

In Lieu Of Bonds. The Conference of Mayors urges speedy passage of SB
13, making direct appropriations for projects “pproved by voters in lieu
of selling bonds; additionally supports state ncrim financing for
municipal bonds that have been authorised by the voters but cannot be
sold because of the bond market.

Permanent Fund. The Conference of Mayors urges the Legislature to
create special endowments for fundamental services, such as those pro—
vided by local governments instead of increasing the Permanent Fund, in

order to lessen the risk of the federal government devising methods of
taking away the state®s money.

Sch<<ui Support. The Conference of Mayors endorses the concept cf 100"s
M te funding for schools, both operating and construction.

Communities represented at those meetings include the Municipality of
Anchorage, the City of Angoon, the City of Fairbanks, Fairbanks North
Star Borough, the City of Haines, Haines Borough, the City of Homer, the
City of Hoonah, the City and Borouch of Juneau, the City of Kenoi, kcnai
Peninsula Borough, Kodiak Island E:rough, the City of Ncnann, the City
of Nome, North Slope Borough, the City of Petersburg, the City of Sand
Point, the Cit> of Scldovia and the City of Wrangell.

Bill Overstreet, President

Leo Rasmussen, Vice President
George Sullivan, Secretary/Treasurer

MEMUER Of TmC national LEAGUE of CI*IS AND "-C NATIONAL ASS 4ATON Of COUNTIES



	SHES12 SB 13



