


I.

T H E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  A L A S K A  
T W E L F T H  L E G I S L A T U R E

SB 13
FISCAL NOTE

REQUEST 
Bill/Resolution No. SENATE PILL NO. 13
TitleH a k i n g  special a p pr op r i a t i o n s  for capital improvements for projects for wh i ch  g eneral

sRgmre&flfobXX o b l i g a t i o n  bonds w e r e  approved by the voters_______ Date 1 /1 3 /S I  _
at  the 1 98 0 general election.

R e qu es te d by Senate St at e A f fair s Committee__________________________

II. FISCAL DETA IL.  „ J J
Agency Affected S t a t e  Bond Committee ,Dept,  of  Revenue
Program Category Affected General Fund

BRU, Program, or Subprogram(s) Affected________________________________________________________
(Note: If more than one budget component is affected, separate line-item amounts and funding for each 

component in the analysis section.) 
EXPENDITURES (Thousands of Dollars)

FY 8 1 FY 82 FY 83 FY 84 FY .85 . FY 8 6
100 PERSONAL SERVICES
200 TRAVEL
300 CONTRACTUAL
400 COMMODITIES
500 EOUIPMENT
600 LAND & STRUCTURES
700 GRANTS. CLAIMS. ETC.

TOTAL

FUNDING (Tkstuond-s o f  Dollars) IN TERMS OF OPPORT UN IT Y COST

I-TTTTT?’ M IL LI O NS  ---GENERAL FUND 4 .0 10.8 14.4 16.7 19 .0
FEDERAL FUNDS
OTHER (Specify Fund c v r c z )

POSITIONS

FULL TIME 1
PART TIME 1
TEMPORARY

III. ANALYSIS (See Fiscal Note Preparation Instructions, Section III)
This bi ll  would use a general fund appropriation to pay for these capital Improvements 

ra ther than iss ue  General O b li ga ti on  bonds. The opportu ni ty  cost assumes the State 

would either invest its own monej , i.r bonds would have been sold, or if spent on other

projects, etc., that pro je ct  has an implicit rate of return equal to what the State

could have g o tt en  by investment.
Assumptions: (1) A  12% earnings rate on invested funds or project.

(2) An 8% interest rat e on cost of debt.

(3) If debt  were issued it would be as follows (in millions):

FY 82- $1 00 ,F Y 8 3- $150,FY £4-$39.712; Total issued $289,712,500.

(4) Projects start/debt iccured at beginning of eacli period.

(5) Not d is counted fo r present value.
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T e c t l w o n y  Bef<

I n s t i t u t e  •

S e n a t e  B i l l  13 —  A n  net

p a y  foi 

i n  198(

r e  S e n a t e  S t a t e  A f f a i r s  C o m m i t t e e  

of .

S c o t t  G o l d s m i t h  

f S o c i a l  a n d  E c o n o m i c  Itecearch

F e b r u a r y  21, 1981

to  a p p r o p r i a t e  c a s h  f r o m  the g e n e r a l  f u n d  to 

c a p i t a l  I m p r o v e m e n t  a p p r o v e d  b y  C.O .  b o n d s

T h e  l o g i c  of hnrrouli 

h a s  t h e  xnoney to p a y  c a s h  

t h e  a b i l i t y  to e a r n  m o n e y  

i n g  the b o r r o w e d  f u n d s  at 

p o o n i h l e .  i n c o m e  ic ronximJ 

f a c t ,  any e x p e n d i t u r e .  Tl 

m o n e y  at a  h i g h e r  r e t u r n  t 

n ot m a x i m i z e  ■'tafcc revenue

T h e r e  are, h o w e v e r ,  • 

e l u s i o n  in the on q«.»e site

1. T h e  a r b i t r a g e  on 

g o v e r n m e n t .  Alt 

I n d i v i d u a l s ,  tin 

m o n e y  a r e  n o t  a) 

spent o n  prijcci 

a n d  tills Is fnot*< 

m o n e y  t o  r.pend.

T h u n .  In a n a l y s t  

m a k e s  s e n s e , y<M 

b e  e l i m i n a t e d  b} 

-were p a i d  f o r  wJ 

t o  the (mills mru 

d u c t i v c  inventmr 

of p a y i n g  c a s h  v 

If p r o d u c t i v e  ii 

cos t  of p a y i n g  <

g  t o  p a y  for c a p i t a l  p r o j e c t s  w h e n  the s t a t e  

r e s t s  u p o n  t he ide a  of ''arbitrage." T h a t  is oy b o r r o w i n g  at n l o w  r a t e  o f  r e t u r n  a n d  invest 

a h i g h e r  r a t e  of r e t u r n .  W h e n  a r b i t r a g e  la 

R e d  b y  b o r r o w i n g  t o  p ay for c a p i t a l  n u d .  In 

uc, w h e n  the s t a t e  c a n  e f f e c t i v e l y  i nvest 

h n n  it muot p a y  to b o r r o w ,  p a y i n g  co«t» d o e c

C . ................. .. .

w o  consideration!* w h i c h  c o u l d  a l t e r  this c o n­

at i o n  w h i c h  fa c e s  the s t a t e  of A l a s k a .

del a s s u m e s  r a t i o n a l  b e h a v i o r  on the part of 

h o u g h  g o v e r n m e n t  ic c o m p o s e d  of r a t i o n a l  

ir c o l l e c t i v e  d e c i s i o n s  o n  the s p e n d i n g  of 

w a y *  rational. In ot h e r  w o r d s ,  m o n e y  g e t c  

» w h i c h  do not y i e l d  a p o s itive r e t urn, 

l i k e l y  to occus w h e n  t h e  s t a t e  b o s  m o v e

ng w h e t h e r  paying, c a s h  for c a p ital p r o j e c t s  

s h o u l d  try to d e t e r m i n e  w h a t  s p e n d i n g  w o u l d  

sueli a policy. (Or if the c a p i t a l  p r o j e c t  

th b o r r o w e d  funds, wh a t  w o u l d  a c t u a l l y  h a p p e n  

u a v a i l a b l e  for ot h e r  p u r c h a s e s . )  If u n p r o -  

n t s  n r e  cu r t a i l e d ,  then t h e  o p p o r t u n i t y  cost 

o u l d  h e  zer o  a nd n o  I n c o m e  w o u l d  bn lost, 

v e s t m e n t s  a r e  c u r t a i l e d ,  th e n  the o p p o r t u n i t y  

asli is the lost i n c o m e  f r o m  a r b i t r a g e .



A t  s o m e  time, t 

b e c a u s e  t h e y  aT 

p r o d u c t i o n ,  wil 

u n l i k e l y  that p 

E u g g e o t s  t he p u  

n e x t  g e n e r a t i o n  

r e s t r i c t i n g  the 

a  s u b s t a n t i a l  d 

s t a t e  r e v e n u e s  

a l l  be r e q u i r e d  

h i g h w a y  m a i n t e n  

c r i t e r i o n  s u g g e

j n - t o - t w e n t y  y e a r s  h e n c e ,  n t a t e  r e v e n u e s ,

80 d e p e n d e n t  u p o n  P r u d h o e  B a y  o i l  a n d  g a s  

1 b e  c o n s i d e r a b l y  s m a l l e r  t h a n  today. I t  i s  

lblic n e e d s  w i l l  b e  less, h o w e v e r .  T h i s  

>llc s p e n d i n g  o p p o r t u n i t i e s  a v a i l a b l e  t o  t h e  

wil l  b e  l i m i t e d  r e l a t i v e  to o u r  own. F u r t h e r  

lr o p t i o n s  w i t h  t he r e q u i r e m e n t  of r e t i r i n g  

bt m a y  b e  a n  u n f a i r  b u r d e n .  I n  t h e  e x t r e m e ,  

rould fall co s u c h  a  level that the y  w o u l d  

for d e b t  s e r v i c e ,  l e a v i n g  n o t h i n g  for schools,; 

ince, etc .  S i m p l y  put, a n  a b i l i t y  t o  p a y  

?ta p a y i n g  e n n h  f o r  c a p i t a l  p r o j e c t s .

O n e  r a t i o n a l e  f or  d e  

l i f e t i m e ,  o u c h  t h a t  t h o n e  

n n  t h e  g o o d  in c o n s u m e d ,  

d a w n  b e c a u s e  of t h e  t r a n s  

b o o m - b u s t  c h a r a c t e r  o f  t h  

" b e n c f i t o . "  F or e x a m p l e ,  

the e m p l o y m e n t  g e n e r a t e d  

the p r e s e n t  p o p u l a t i o n  b u  

t w e n t y  y e a r n .  T h e  p e o p l e  

c o n s t r u c t i o n  J o b s  a r e  a l l  

S h o u l d  t h e y  l e a v e  b e h i n d  

p a y m e n t s  lor t h o s e  w h o  rc«

S e n a t e  B i l l s  ?! a m !  0 8  -

it f i n a n c e  i s  to p n y  f o r  the f a c i l i t y  o v e r  i ts 

p e o p l e  p n y  w h o  a r e  a c t u a l l y  g e t t i n g  t he b e n e f i t s  

In the Alai'Imn c o n t e x t ,  t h i n  r a t i o n a l  m a y  b r e a k  

ent n a t u r e  of the p o p u l a t i o n  a a n o c l u t c d  w i t h  t h e  

■ e c o n o m y ,  c o m b i n e d  w i t h  the n a t u r e  of t h e  p r o j e c t  

a b e n e f i t  a d v a n c e d  for m a n y  c a p l t n l  projects* in 

n the c o n s t r u c t i o n  plinoe. T h i s  d i r e c t l y  b e n e f i t s  

not I lie p o p u l a t i o n  w h i c h  m a y  b e  h e r e  in t c n - t o -  

b e n c f i c i n g  t o d a y  m a y  l e a v e  A l a s k a  w h e n  the* b o o m  

g o n e  b e c a u s e  s t a t e  revenue,s cn.nntiL s u p p o r t  them. ... 

i n  u n p a i d  bi l l  in the f o r m  o f  a n n u a l  d e b t  s e r v i c e  

m i n  in the n t a t e  a f t e r  the b u n t ?

S t a t e  r e v e n u e s  f ro m 1 

I n h e r i t a n c e .  F r o m  t h i s  p«, 

revenue!? w h i c h  s h o u l d  be  r

T h e  u n i q u e  g o o d  forti 

ler.ervcff is e v i d e n t  fr om  t 

rep»*rvc5 In the P r u d h o e  B? 

Ainer.'cn a n d  th e w o r l d .  A ’ 

la r g e s t  r e n c r v e a  in N o r t h  

S t a t e s  h o d  ov er  2 b i l l i o n  

w o u l d  b e  o n e - h u n d r e d t h  a n  

b u l l e d  o s  a  m a j o r  d i o cu vu i  

p r o b a b i l i t y  o( t h e  dlscovr 
c o m p e n s a t e  the n t a t e  treor 

o f l  p r o d u c t i o n  ic v ir t u a l )

An act to appropriate general fund money to
the p e r m a n e n t  fund.

r u d h o c  l i n y  s h o u l d  be v i e w e d  nr, a o n e - t i m e  

r a p e d i v e ,  r u l e s  ab o ut  t he  p r o p o r t i o n  o f  

aved ir. the p e r m a n e n t  fu n d e m er g e*

no of A l a s k a  In Its o w n e r s h i p  of P r u d h o e  Hoy 

be a t t a c h e d  T a b l e  A  w h i c h  c o m p a r e s  t h e  i n i t i a l  

y F i e l d  w i t h  the l a rge st  oil f i e l d s  in N o r t h  

10 b i l l i o n  b a r r e l s ,  P r u d h o e  H a y  c o n t a i n s  the 

A m e r i c a ,  n n d  o n l y  t w o  o t h e r  I l e l d n  in t h e  U n i t e d  

b a r re l s.  A  H e l d  of 1 0 0  m i l l i o n  bur r e i n ,  w h i c h  

luige a s  P r u d h o e ,  is c o n s i d e r e d  a  giant a n d  
y in t h e  U n i t e d  S t a t e n .  C o n s e q u e n t l y ,  t h e  

ry of u d d ^ t i o n n l  r e s e r v e s ,  o n  s t a t e  l a n d , to 

ury for cite e v e n t u a l  d e c l i n e  in P r u d h o e  B a y  

y nil.



T h u s ,  F r u d h o e  D a y  vc 

t h e  f o r m  o f  o i l  In the gt 

s o m e  o f  t h e  o i l  I* a n n u a l  

b u t  I s  m o r e  p r o p e r l y  viei. 

t o n c e  In m o n e t a r y ,  r a t h e r

nte r e s o u r c e s  a r e  o n  I n h e r i t a n c e ,  p r i m a r i l y  I n  

ound b u t  p a r t l y  I n  the f o r m  o f  m o n e y  I n t o  w h i c h  

Xy t r a n s f o r m e d .  T h i c  I s  c o m m o n l y  c n l l e d  r e v e n u e s  

ed a a  a p o r t i o n  o f  the p r i n c i p a l  o f  t h e  i n h c r i —  

than p h y e i c o l  (oi l  in p l a c e ) ,  form.

U s i n g  c u r r e n t  (FY 1! 

P r u d h o e  D a y  o i l  a s  w e l l  

p r e s e n t  v a l u e  (in II951 do 

$ 8 0  b i l l i o n  ( r o y a l t i e s  

a n d  t r a n s p o r t a t i o n ) .

982) e s t i m a t e s  o f  t h e  p e r  b a r r e l  r e v e n u e s  f r o m  

3 c u r r e n t  c B t l w a c c c  of r e c o v e r a b l e  o i l ,  t h e  

Liars) o f  t he s t a t e ' s  I n h e r i t a n c e  is v e r y  r o u g h l y  

v a r i o u s  t a x e n  a s s o c i a t e d  w i t h  o i l  p r o d u c t i o nan I

W e  c a n  c a c i l y  c a l c u l  i 

L o  e a r n  a  2 percen.: r e a l

$ 1 . 6  b i l l i o n  a n n u a l l y  fro 

T h  5 $ 1 . 6  b i l l i o n  (in 1 9 8  

c o u l d  b e  w i t h d r a w n  e v e r y  

c o u l d  c o m p l e t e l y  f i n a n c e

T h i s  o u g g c s t s  that s 

o<i $ 6 . 6  b i l l i o n  a nd s p e n d  

to C h e  t u n e  o f  o v e r  $ 2  bl 

p l a n n i n g  is a  c o u n d  l o n g -  

$ 1 . 6 - t o - $ 1 . 8  u M l l u n  t h i n

It w i l l ,  of c o u r s e ,  

l o n g - t e r m  t a x  b a s e  is tlir 

in that t h e  r c v c n u e - g e n e r  

a n y  p o s s i b i l i t y  of p r o v l d  

a v a i l a b l e  t h r o u g h  a s a v i n

te that if that $ 8 0  b i l l i o n  w e r e  o i l  i n v e s t e d  

rate of r e t u r n ,  t h e  n t n t e  c o u l d  w i t h d r a w

n the i n v e s t e d  f u n d  w i t h o u t  r e d u c i n g  i t s  v a l u e .

I d o l l a r s )  w o u l d  b e  the a n n u a l  a n n u i t y  w h i c h  

/ear to  f i n a n c e  g o v e r n m e n t .  S u c h  a n  a n n u i t y  

lie. 1 9 8 0  ulate b u d g e t .

iving $ l . 5 - l o - $ 1 . 0  b i l l i o n  out of t o t a l  r e v e n u e s  

lug $■'. 7-to-$?< hill ion is c u t t i n g  I n t o  p r i n c i p a l  

Llion. T h u s ,  if o n e  o b j e c t i v e  o f  f i n a n c i a l  

■crni, r e v e n u e - g e n e r a t i n g  bncie, « p o l i c y  c f  h a v i n g  

flocal ye a r  in the p e r m a n e n t  f u n d  i n  i n a d e q u a t e .

ic a r g u e d  that the best w a y  to cneul'C a  o t n b l e  

h i n v e s t m e n t  in s t a t e  r e s o u r c e s .  T h e  t r u t h  

itlng c a p a c i t y  of o t h e r  r e s o u r c e s  doer, n o t  h o v e  

itg r e v e n u e s  'equal to t h e  $ 1 . 6  b i l l i o n  a n n u i t y  

;n a n d  i n v e s t m e n t  p r o g r a m  of the p e r m a n e n t  fund.

Fo r  e x a m p l e t c o n s i d e  

a b o u t  4 . U  b i l l i o n  tonn, p 

F i c l d u  (!!cGee a n d  0 ' C o n n O  

o f  F e d e r a l  L a n d  I'oilcics <

cool. D e m o n s t r a t e d  r e u c m r c e s  in A l a s k a  a r e  

i m a r i l y  c e n t e r e d  at the H c n v n a  a n d  S u n i t u n  C o a l  

• W l n c raJ Ito o o u r c cs of A ll *tn a n d  the I m p a c t  

n th e i r  A v a i l a b i l i ty: C oal, O p e n  F i l e  D e p o r t  /751,

biilt, DGGS, 1.976, p. 2).

If t h e  s t a t e  c o u l d  g  

h o w  ninny ton n  w u u l d  h e e d  

(torn r o y a l t i c s ?  (The m i n  

r e c e n t  l e a s e s  c a r r y i n g  a  I 

Lons. So. e a c h  y e a r , m o r e  

a v a i l a b l e  a s  r e s e r v e s  i n  * 

m i n i n g  l i c e n s e  tax. a n d  cOi 

r e v e n u e  b ut w o u l d  not oub: 

r a t i n g  t o  note' thdit a c t u a  p r o d u c t i o n  of c o a l  i n  p r e s e n t l y  a b o u t  o n e  m i l­

l i o n  Lons, o r  about l/firjtjh the a m o u n t  n e c e s s a r y  f o r  a tax b a s e  d e p e n d e n t  
u p o n  c o o l . S ’JOt

•t a 3 0  c e n t  r o y a l t y  o n  c n c h  ton of c o n l  m i n e d ,  

o  b e  m i n e d  m u t u a l l y  to g e n e r a t e  $ 1 . 6  b i l l i o n  

vnum r o y a l t y  r a t e  o n  S t a t e  laud is 5 c / t o u  w i t h  

0\,'~35c r o y a l t y  rate.) T h e  aur.wer ic 6 . 3  b i l l i o n  

coui w o u l d  n e e d  t.o be m i n e d  t h a n  in c u r r e n t l y  

•rdea to m a t c h  the $ 1 . 6  b i l l i o n  a n n u i t y .  (The 

p o r a t e  i n c o m e  tax w u u l d  g e n e r a t e  s o m e  a d d i t i o n a l  

t a n t i n l l y  a l t e r  t h e  conclunlott.) It f »  i n t e r —



I. L A R G E S

T A B L E  A  

T  O i l  F I E L D S  I N  N O R T H A M E R I C A

1. P r u d h o e  B a y U S A

B i l l i o n  B a r r e l s  

1 0 . 0 1 4

2. C h l a p a o M e x i c o 6 . 5 1 3

3. E a s t  T e x a s U S A 5 . 9 9 9
9

4. W i l m i n g t o n U S A 2 . 4 1 8

5. P o z n  E l e a M e x i c o 2 . 0 2 0

6. P e m b i n a C a n a d a 1 . 7 4 2

7. M i d w a y  S u n s e t U S A 1 . 6 0 3

8. Y a t e s U S A 1 . 6 0 0

9. W a e s o n U S A 1 . 5 0 8

10. K e r n  E l v e r U S A 1 . 4 5 3

11. P a n h a n d l e U S A 1 . 4 1 5

12. S w a n  H i l l s C a n a d a 1 . 3 1 5

13. E b m i o - P n n u c o M e x i c o 1 - 304

14. S b o - V e l - T u m U S A 1 . 3 0 0

15. E l k  H i l l s U S A 1.296

16. Ilorsnjoc Cer ru Ar.ul M e x i c o 1 . 1 7 7

17. H u n t ‘n g t o n  E Tacit U S A 1 . 0 7 6

III. S a n t -  Yncz, U S A i . e a o

1 1 . LARo iST OIL FIELDS IP T H E  WOELl)

1 . Titsrgnn K u w a i t 60.900

2. Gliawar Scindi Arc.ltin 60.273

3. Safitnia Saudi Arabia 1 7 - 0 5 1

4. Kirkuk irefj 1 6 . 3 2 0

5. S a w o t J c r s k o y a USSIt 1 6 . 6 0 0

6 . Romustikliio USSR 1 4 . 0 4 0

. 7. Eum.iiln 1 ra<j 1 3 . 0 3 5

e. C a c h s a r n n Ir a n 1 1 . 4 3 5

9. Jtorun Iran 1 0 . G C 7

10. L s g u n i l i a s Venezuela 1 0 . 7 0 2

n . A g h a  J a r i I r a n 1 0 . C 3 4

12. Prudhoe Day U S A 1 0 . 0 1 4

O i l  e n d  C o s  J o u r n a l ,  Augusr 1977* Vol. 75, No. 35. [>. 102.
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REALTOR®
1810 W. Northern Lights Blvd., Suite 104 • Anchorage, Alaska 99503 
Telephone 907-272-8016

ALASKA ASSOCIATION OF REALTORS'5

1981
Alaska Assoc iat ion of Realtors 
Statement of Leg is lat ive Policy

PREAMBLE

Under 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 Aiaska Association of REALTORS recognizes that the 
interest o f our State and its citizens requires the highest and best use of the land and the widest d istribution 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 healthful environment.

In furtherance o f f  ^se needs and desires, the Alaska Association of REALTORS, by action of its member­
ship meeting in convention at Juneau. Alaska, in September. 1980, has adopted a Statement of Legislative 
Policy as a guideline for evaluation of legislation pending before the 1981 sessw n 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 prim arily invested in the State ol 
Alaska lor the purpose ol improving the economic 
well being ol the State and the standaid ol living and 
Pie styles of its citizens. We specifically oppose the 
current policy of investing the m ajority of the lund 
outside Alaska.

Where possible, existing financial institutions 
should be utilized to originate and service loans 
fiom  the Permanent Fund.

We believe that the earnings f.orn such invest­
ments should be reinvested in the same manner as 
the original principal.

Stim ulation ol the Economy

We lavor expedited capital expenditures on 
projects already approved in bond elections by the 
citizens of the State ol Alaska, or approved by the 
Alaska State Legislature, and the immediate fund­
ing of other projec's with long term economic 
benefits.

We oppose short-ter.n economic stimulation 
through programs such as increased unemployment 
corroensation which have no long-term economic 
benetit.

We support use of Slate funds including money 
from the Permanent Fund lor business loans, and 
loans for agriculti'-al. fishing, tourism, and natural 
resc_rce development.

Tax Relief

We favor tax reliel which will benefit and u v  
cou-jge private property ownership, and economic 
deve opment.

Business Loans

We support expansion ol the current business 
loan program to include loans lor purchase of inven- 
torv an 1 equipment and/or establishing working 
capital. Pledges of inventory, equipment, accounts 
receivable, and other business assets should be ac­
cepted as acceptable collateral.

The current business loan program should be

PEA l’ OR* is i fe e  s ie r sd  math which id en tifies a p ro fe ss ion a l in 
•eal e s :a \ e  s . c s c n b o s  10 a s ir ic i Code o f E th ics o s a  momDoi of 
r e  NATION A . ASSOCIATION o r  REALTORS’



Testimony of Robert B. Flint 

of

Wohlforth & Flint, State Bond Counsel 

on S. B. 13 Before the 

Senate Committee on State Affairs 

Alaska State Legislature

Mr. Chairman and members of the Committee on State Affairs, I a m  

Robert B. Flint, a partner in the law firm of Wohlforth & Flint, Bond 

Counsel to the State Bond Committee. I 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. M y  remarks today are con­

fined to an analysis of this position and of S. B. 13 from a linancial 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 firm's role as Bona Counsel and legal advisor to the State 

Bond Committee.

A L T E R N A T E  O P P O R T U N I T Y  

From a financial perspective a "cash only" policy is unwise. One of 

the advantages of borrowing money for capital improvements as opposed to 

paying cash is an expansion 5 i the availability of funds. For 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



does have alternative uses for its surplus cash. T h e  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 is 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 is 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 nee Jed currently hut we all k n o w  that 

the oil will be gone within our lifetime. At the time Prudhoe runs out our 

savings will be needed at least to cushion die 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.

F I S C A L  O V E R S I G H T

Regular entry into the municipal bond market subjects the State to 

the scrutiny of that market and the rating agencies. Such an exposure is 

a helpful aid to the self-disciplii 2 necessary even in affluent times. 

Moreover it builds a reputation with the market that is invaluable when

Testimony of Robert B. Flint
Page 2



borrowing becomes necessary. Alaska has carefully built its reputation 

over the last 20 years starting 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 ’ill be wasted. After the oil is 

gone the State will simply have to start all over again. Like any private 

person a State must establish credit. A n  applicant w h o  has never bor­

rowed is a poorer risk than one who has. T h e  bond market is like all 

bankers. The devil it knows is preferred to the saint it doesn't. It 

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

F I N A N C I A L  I M P A C T

T h e  current impact of debt service on the State budget is minimal. 

Only 2.9% of 1900 general fund revenues were spent on debt service. The 

ratio of debt to assessed valuation in 1979 was about 3%. J’hese are low 

figures which will certainly decline further even if borrowing is increased. 

The table on Exhibit "B" shows the decline in the debt burden. There is 

plenty of room to continue a sensible borrowing program.

C O N C L U S I O N

From the point of view of a technical advisor S. B. 13 is not good 

public policy. T h e  cost will be substantial to the state if adopted and 

continued during the period of oil wealth. Continuing the present policy 

of a conservative use of the capital markets on the other hand has clear

Testimony of Robert B. Flint
Page 3



Testimony of Robert B. Flint
Page 4

benefits without any negative effects. A s  I stated in m y  opening remarks 

the perspective I present today is limited and is intended to provide 

information for y o u r  consideration. As Bond Counsel to the state, I, of 

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



EXHI3IT "A"

State G.O. Bonds
The following tabulation gives details of bonds sold since 1973:

Date of Bonds

Amount 
of Issue 

(Millions) Maturities
Ave. Life 
in Years NIC

Bond
Buyer
Index

Interest 
Cost Per 
Borrowed 

Dollar

Ratings 
(at the time 
of issuance) 

Moody's/S&P

Fan. IS ,  1973 S 20.0 1976-1998 1.5.3 5 12% 5.08% 78.2C Baa 1/A
|u n e  1, 1973 27.0 1976-1998 14.8 5 .1 0 5.10 75.6 Baa 1/A
Aug. 1, 1973 31.0 1977-1998 16.7 5 .80 5.58 96.8 Baa 1/A
Sept. 1, 197-1 30.0 1978-1998 15.6 6.S5 6.88 107.2 A 1/A
Feb. 1. 1975 40.3 1978-1998 14.6 5 .98 6.59 87.3 A  1 /A +

M ay I, 1975 42.0 1979-1999 15.1 6 .52 6.95 98.5 A 1 /A +
O ct.  1. 1975 42.9 1978-1997 12.5 6 .85 7.49 85.8 A 1/A +
M a rc h  1, 1976 40.0 1978-1993 9.5 5 .86 6.95 55.7 A 1/A +
July 1. 1976 40.0 1978-1993 9.5 5. SO 6.87 57.3 A 1/A +
Feb. 1. 1977 40.0 1979-1988 9.5 5.08 5.90 48.3 A 1/A +

O ct.  1, 1977 40.0 1979-1988 7.0 4 .50 5.50 29.3 A 1/A +
A til  1. 1978 45.0 1980-1988 7.0 4 .86 6.59 29.2 A 1/A +
Ian. 1, 1979 40.0 1979-1989 5.5 5 .52 6.29 30 .0 A 1/A +
May 1. 1979 60.0 1979-1989 5.5 5 .59 6.25 32.1 A 1 /A +
1 uly 1. 1980 125.0 1981-1990 5.5 5 .76 7.55 35.8 A a / A A -

Source: J o h n  N u v e e n  & Co. Inc orporated



E X H I B I T  " B "

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

Fiscal
Years
Ending |une  30

General
Unrestricted

Revenues
(Millions)

Debt
Service

(Millions)

Percent 
Required 
(nr Debt 
Service

1973 S 214.6 $23.5 10.95
1974 258.1 26.3 10.22
1975 333.6 30.1 9.03
i97r> 705.4 35.1 4.98
1977 877.4 41.8 4.77
1978 768.0 50 .0 6.51
1979 1,117.4 60 .0 5.36
1980 (est.) 2,550.0 75.1 2.95
1981 (cs t . | 3,808.8 — —

Source: John N u v e e n  & Co. I n c o r p o r a t e d



7
SENATE STATE AFFAIRS COMMITTEE HEARING 

ON

1. DEPOSITS IN THE PERMANENT FUND: 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 the signals.

There is popular belief that if we just do the right 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.

We are negligible producers of processed-manufactured goods - with few 

exceptions, relative to our resource production and services economy, due to 

far higher costs here than elsewhere - costs that cannot be cured by spending 

money. Where the potential 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 put enough 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 out of these areas of activity will be able 

to make up for less oil income in the fu'jre.

The hard fact is that there is 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 are raised drastically.

1



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 v/on'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 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 de'-’rable capital improvements that are 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 $125 billion to produce $13 billion or 

$14 billion in annual revenue from then on.

We should place the highest priority on action to secure as strong a finan­

cial future as possible, rather than to grab more toward a taxless society 

and what amounts, indirectly, tc:olossal price support for economic enterprise 

that simply isn't economically \iatle in the open market.

2



PERMANENT FUND BUDGET GROWTH

I. II. III. IV.

$2 Billion $4 Billion $2 Bi11 ion - at 11 $2 Bill ioi

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 59.57 $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 yearly - from then on.

III. The $1.67 billion would not cjo very far toward fundinfj 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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F I N A N C E  D I V I S I O N  

P O U C H  W F - S T A T E  C A P I T O L  

J U N E A U .  A L A S K A  9 9 8 1 1  

P H O N E :  1907) < 6 5 - 3 7 9 5

M E M O R A N D U M

DATE: J a n u a r y  22, 1981

TO: H o n o r a b l e  A l  A d a m s
H o u s e  of R e p r e s e n t a t i v e s  
A l a s k a  S t a t ^ L e g i s l a t u r e  '

M i l t  B a r k e r ,  F i s c a l  A n a l y s t  
L e g i s l a t i v e  F i n a n c e  D i v i s i o n

FROM:

D e f e a s e  S t a t e  G.O. B o n d e d  Debt

The D e p a r t m e n t  of R e v e n u e  e s t i m a t e s  the total c o s t  to d e f e a s e  
all state G.O. b o n d s  in FY 82 a t  $905 m i l l i o n .  This is m a d e  
u d  of t h r e e  items:

D e f e a s e  $720 m i l l i o n  of o u t s t a n d i n g  
G.O. b o n d s  

C a s h  o u t  all a u t h o r i z e d  b u t  
u n i s s u e d  bonds 

D e l e t e  FY 82 debt s e rvi ce

$570 m i l l i o n

463 m i l l i o n  
(128 million) 
$905 million.

The $570 m i l l i o n  w o u l d  be paid over to b o n d  t r u s tees to 
p u r c h a s e  s e c u r i t i e s  w h o s e  term and v a l u e  at m a t u r i t y  m a t c h e d  
the $720 m i l l i o n  in b o n d  m a t u r i t i e s *to b e  paid b y  the state. 
The A G  d o e s  n o t  b e l i e v e  a u t h o r i z i n g  l e g i s l a t i o n  for this is 
n e c e s s a r y .  H o w e v e r ,  the re is n o  m e n t i o n  of such a c t i o n  in 
AS 37.15, the s tate b o n d i n g  act, so it m i g h t  be a go od idea 
to h a v e  a u t h o r i z i n g  legislation.

The $-163 m i l l i o n  in cash w o u l d  b e  t o  fund the c a p i t a l  p r o j e c t s  
t h a t  w o u l d  h a v e  b e e n  f unded w i t h  bond proceeds.  The state's 
b o n d  c o u n s e l  says there w o u l d  b e  trouble w i t h  the IRS if we 
d e f e a s e d  o u t s t a n d i n g  b o n d s  and then s u b s e q u e n t l y  issued new 
b o n d s  w i t h i n  a f e w  years time.

31-Q1 LH
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M E M O R A N D U M

D A T E

TO:

Ju n e  23, 1980

H o n o r a b l e  Russ Meekins, C h a i r m a n  
H o u s e  F i nan ca C o m m ittee

FROM: M i l t  Barker, F iscal  A n a l y s t
L e g i s l a t i v e  F i n a n c e  D i v i s i o n

S U B J : R e f u n d i n g  G.O. Debt

In the a t t a c h e d  letter of April 7, 1980 from B a c h e  Halsey, 
it is c l a i m e d  t h a t  refun ding the o u t s t a n d i n g  g e n e r a l  o b l i­
gat i o n  i n d e b t e d n e s s  of the state w i l l  r e s u l t  in savings in 
d e b t  s e r v i c e  on a p r e s e n t  value basis. This does n o t  appear 
to be the case.

If the r e f u n d i n g  d e b t  is issued at 8.5% as in the Bache 
p r o j e c t i o n ,  then the average r a t e  of e a r n i n g s  on g e ner al 
or -'ermanent fund inv estments s ho uld be around 11.5%.^

If the d e b t  service schedules for o u t s t a n d i n g  debt^ and 
r e f u n d i n g  d e b t  are disc ounted at 11.5%, w h i c h  more p r o p e r l y  
r e p r e s e n t s  the a l t e r n a t i v e  e a r n i r g s  rate on funds that w o u l d  
be u s e d  for deb t service, i.e. tleir o p p o r t u n i t y  cost, the 
e x i s t i n g  s c h e d u l e  of d e b t  service has the lowest p r e s e n t  
value, i.e. least cost to he staue.

1. See attached T a b l e  1 and y i e l d  chart whi°h indicate 
that the average interest d i f f e r e n t i a l  over the past 
five years  b e twe en m u n i c i p a l  and c o r p o r a t e  A a  bonds 
has been 3.05%.

2. B a c h e’s total for existing debt s e rvice of $831 m i l l i o n  
appears to be total debt service for fiscal years 1981
th r o u g h  2000 e x c l u s i v e  of the debt service on the 
1979 B o n d  S eries B. See a t t a c h e d  sc hedule from the 
"offi c i a l  statement" for the 1979 sale.

-Q1LH



Honorable Russ Meekins - 2 - June 23, 1980

Only if the d i s c o u n t  r a t e  is r e d u c e d  to 10%, r e p r e s e n t i n g  
a r b i t r a g e  e a r n i n g s  of o n l y  1.5% b e t w e e n  state G.O. d e b t  and 
other m a r k e t  instru m e n t s ,  doe s the p r e s e n t  v a l u e  c o s t  of 
the r e f u n d i n g  d e b t  s e r v i c e  r o u g h l y  e q u a l  the p r e s e n t  v a l u e  
cost of e x i s t i n g  d e b t  service.

P r e s e n t  v a l u e  of D e b t  S e r v i c e  ($ millions) 
@ 10% @ 11.5%

E x i s t i n g  444.3 412.2
•Refunding

5 y e a r  m a t u r i t y  443.9 427.4
8 y e a r  m a t u r i t y  449.7 426.2

The p o i n t  h e r e  is t h a t  as long as the s t a t e  can earn a r b i t r a g e  
b e c a u s e  of t h e  lower t a x - e x e m p t  r a t e s  o n  its bonds, the state 
p r o f i t s  by h a v i n g  m o r e  d e b t  o u t s t a n d i n g  over a l onger p e r i o d  
of time. S h o r t e n i n g  the s t a t e ' s  d e b t  s t r u c t u r e  is n o t  of 
f i n a n c i a l  benefit.

If an i m p r o v e m e n t  in the s t a t e ' s  b o n d  r a t i n g  is d e s i r e d  by 
c o m m i t t i n g  f u n d s  to p a y  off the bonds, the N u v e e n  a p p r o a c h  
d e s c r i b e d  in the a t t a c h e d  Memo of F e b r u a r y  6, 1980 is a 
b e t t e r  a l t e r n a t i v e  in that there is no s h o r t e n i n g  of the 
s t a t e ' s  debt s t r u c t u r e  and thus no r e d u c t i o n  in the a r b i t r a g e  
e a r n i n g s  that will a c c r u e  to t h e  state.

a t t a c h m e n t s

M B  : bf



Bache H a liey Stuart Shield* Incorporated
Bache Plaza, 100 Gold Street
New York, N Y. 1003E (212-791-368B)

Samuel L. Plata 
First Vice President

April 7, 1980

Mr. Peter A. Bushre 

Deputy Commissioner of Revenue 

State of Alaska 

Department of Revenue 

State Office Building 

Juneau, Alaska

Re: Alaska Debt Reoroanization

Dear Mr. Bushre:

Preparatory to making a detailed presentation to the State Bonding 

Commission relative to the above subject, we thought we should give you 

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, 1980, with principal retirements beginning June 1, 1931, and 

a final mat u r i t y  of June 1, 1988. 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 ,  1980, will be 5 3 2 ,3 38 ,26 2  (will have been paid) 

leaving a net of S331, 184,841 to be provided for by the escrowed proceeds 

of the refunding bonds plus the earnings of the escrowed funds.

The two refunding issues will comprise the following debt service 

scheoules:

f.'ent'e is Atl L fe2 ,nS Exchanges



Mr. Peter A. Bushre 

Page 2

April 7, 1S80

Issue "A" - 8 1/2%

Bfeche Ho l i ey  Stuart Sh i e l ds  Incorporated

Date Principal Interest Total Debt Service

6.1981 $ 43,910,000 $ 40,424,300 $ 84,334,300

6 J 9 8 2 47,645,000 35,691.950 84,336,950

6.1983 51,690,000 32,642,125 84,332,125

6.1984 ' 56,085,000 2 8 r248,475 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 7 1 , 6 4 0  000 12,696,450 84,336,450

6.1988 77,7:30,000 6,607,050 84,337,050

Totals $475.. 580,000

C-!

$1 99,100,175

!-oss Savinas

$674,680,175

Net Outstanding Debt Service 

Refunding 3onds Debt Service

$831 ,184,841 

674,680,175

Gross Savings

Presen t Value Savinas

$1 56,504 ,666

Net Outstanding Debt Service Pres 

Refunding Debt Service Present Ve

ent Value (? 8.5% 

:ue (? S . 5%

$488,608,900

-475,580,000

Present Value of Difference $ 13,028,900



Bache  Haleey Stuart Sh ie lds  Incorporated
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Issue "B" - 8 1/2%

Date Principal Interest Total Debt Service

6.1981 $ 77,895,000 S 39,233,875 $117,128,875

6.1982 84,520,000 32,61 2,800 117,132,800

6.1983 . 91,705,000 25,428,600 117,133,600

6.1984 • 99,500,000 17,633,675 117,133,675

6.1985 107,955,000 9,176,175 117,131,175

Totals $461 ,575,000 $124,085,125 $585,560,125

Gross Savings

Net Outstanding Debt Service $831,184,841

Refunding Bonds Debt Service 585'660*125

Gross Savings $245,524,716

Present Value Savings

Net Outstandiiij 0 Service Present Value P 8.5% $488,608,900

Refunding Debt Service Prr.ent Value @ 8.5% -461,575,000

Present Value of Difference $ 27,033,900

The "A" issue plc.ii drains an extra $1 67,894,416 over an eight-year 

period from the general funds of the State; this being over and above 

the existing debt service. In other •-.•orris an additional average of 
$21,000,000 per year is committed to debt service.

The "B" issue plan drains an extra $266,017,994 over a five-year 

pei iod from the state's ge ?ral funds compared to outstanding debt 

service, or an average of in excess of $52,000,000 annually. Obviously, 

this latter plan is more "dramatic" 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 5ond Committee, in a form as 

suggested by Anselm Staack, the escrow investment income will be dem o n­

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

We look forward to hearing from you as to when v/e 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.

SLPrln

cc: Mr. Anselm Staack, Department of Revenue

Rep. Hugh Malone, House of Representatives 

Mr. Jim Rhod°, Rep. Malone's Aide 

Rep. Russ Meakins, House of Representatives 

Mr. Mike Doonan, Rep. Meekins' Aide
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1979
197G
1977
1976
•1975
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T A B L E  1

I N T E R E S T  RATES ON B OND S 
OF T W E N T Y  Y E A R  O R  G R E A T E R  M A T U R I T I E S

A a  Aa
C O R P O R A T E  M U N I C I P A L S  D I F F E R E N C E

9.77 6.00 3.77
9.98 5.65 3.33
8.20 5.34 2.86
8.59 6.09 2.50
9.51 6.70 2.81

F i v e - y e a r  A v e r a g e  3.05

Source: N o v e m b e r  1979 T r e a s u r y  Bulle t i n
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DEBT SERVICE REQUIREMENTS
The annual debt service requirements on all outstanding State of Alaska general obligation 

bonds are show n below, together w ith  the estimated annual debt service requirem ents on the 
State of Alaska 1979 Bonds, Series B, assuming in terest at 6% .

1S79 Bonds Series B Estimated
Debt Service

Principal Interest Total Total

Fiscal
Year Oebl Service on Outstanding Bonds

Ending ------------------------------------------------------------
Ju n e  30 Principal Interest Total

1979 , . . S 25,710,000 S 33.177,202 S 58,887,202

1980 . . . 33,780,000 33,825,273 72,605,273

1981 . . . . 37,045,000 31,604,607 68,649,607

1962 40,265,000 29,432,781 69,697,781

1983 40.500,000 27,147,922 67,647,922

1984 40,945,000 24,894,165 65,839,165

1985 40,830,000 22,624,860 63,454,860

1986 42,235,000 20,340,763 62,575,763

1987 41,350,000 18,071,221 59,421,221

1988 41,665,000 15,815,505 57,460,505

1989 36,717,000 13,509,721 50,226,721

1990 28.550,000 11,561,590 40,131,590

1991 . . . 28,989,000 9,958,430 38,947,430

1992 29,849,000 8,303,425 38,152,425

1993 25,063,000 6,656,987 31,719,957

199-1 , , 20,598,000 5,219,975 25,817,975

1995 . . . 19,096,000 3.9S7.625 23,083,625

1996 , , 18,610.000 2,864,412 21,474,412

1997 , . . 14,855,000 1,800.419 16,665,419

1998 . . . 13.330,000 1,008,194 14,353,194

1999 .. 8,640,000 368.931 9,035,931

2000 2,531,000 69 081 2,630,081

— s  — s —  s 58,887,202

6,000,000 3,600,000 9,600,000 82,205,273

.6,000,000 3,240,000 9,240,000 77,889,607

6,000,000 2,880,000 8,880,000 78,577,781

6,000.000 2,520,000 8,520,000 76,167,922

6,000,000 2,160,000 8,160,000 73,939,165

6,000,000 1,600,000 7.800,000 71,254,860

6,000,000 1,440,000 7,440,000 70,015,763

6,000,000 1,080,000 7,080,000 66,501,221

6,000,000 720,000 6,720,000 64,200,505

6,000,000 360,000 6,360,000 56,586,721

-O - -0- -0- 40,131,590

-0 - -0- •0- 38,947,430

-0 - -0- -0- 38,152,425

-0 - -0* -0- 31,719,987

-0 - -0- -0- 25,817,975

-0 - -0- •0- 23,083,625

-0 - -0- •0- 21,474,412

-0 - -0- -0- 16,665,419

-0 - -0- -0- 14,383,194

-0 - -0- -0- 9,006,931

-0- -0- -0- 2,600,081



THE LEGISLATURE
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M E M O R A N D U M

DATE: February 6, 1980

SUBJ: P a y i n g  off State _.onds

Ou t s t a n d i n g  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 l etter from John Nuveen. & Co., the state's financial advisor.

The p r e f u n d i n g  approach suggested by Nuveen w o u l d  not cost the state any 

lost interest as v?ould paying o f f  the bonds i m m e d i a t e l y . In other words, 

the state hangs on to its cash, invests it at taxable rates, say 10%, 

while co n t i n u i n g  to p a y  off b o n d s  at only 6% or so, thus earning a net 

of 4% interest which it would n o t  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 wo u l d  not benefit on this account but the bondholders 

would as there would be an immediate increase in the value of their bonds 

should they wish to sell them. Sterling Gallagher of Nuveen & Co. has 

suggested the state try to capture some of the increase in bond prices 

that would occur by m aking the prefunding contingent on bondholders turning 

in their e x i s t i n g  b o n d s  in exchange for new bonds with a lesser coupon or 

interest rate. We could split the difference of the price increase with them.

The second effect of prefunding would be to improve the ratings for any 

future bonds the state issues. Here, the state would get the full benefit

of the effect. However, as the attached tables indicate the m a x imum reduc­

tion in the interest rates w o u l d  normally be no more than thirty basis 

points or .3% This is based on the :tate going from its present A1 or A+

rating to Aaa. On $100 million of bonds with an average 5 year maturity,

this would thus save the state at most $1,980,000 in interest costs over the 

life of the bonds.

Sterling G allagher has also suggested that prefunding only the later maturities 

of the bonds could have the same effect on the interest cost to the state of 

future bond issues. In other words, the state's revenues on Prudhoe Bay p ro­

duction in the n e ar-term would provide m a x imum security for bonds while p r e funding

i’O: Hon. Leo Schaeffer

H o u s e  Finance Committee

FROM: M i l t  Barker

Fiscal Analyst
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wo u l d  serve the same function af t e r  P r u dhoe b e g i n s  to decline. Mr. Gallagher 

estimates only $100 m i l l i o n  in prefun ling would b e  required to prefund the 

tail end of ou t s t a n d i n g  state GOB's.

If y o u  wish to seriously consider an appropriation for prefunding, we should 

request a legal opinion from state bond counsel as to w h e ther such prefunding 

wo u l d  cause any IRS a r bitrage problems. In other words, the guarantee fund 

established by pre f u n d i n g  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 hav e  no direct 

cost to the state, but the bondholders wo u l d  u n d o u b t e d l y  prefer that prefunding 
not b e  done in that case.

In the attached letter from Orrick, Herrington, the state's bon d  counsel, a 

preliminary judgment is made that "establishment of the fund (prefunding account) 

probably could not affect the t ax statui-: of interc t on bonds issued before the 

fund is established".

M B : kw
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MOCU m  AUDI I C0UMIT1U

FIN A N C E  D IV ISIO N  
POUCH W F --S T A T E  CAPITOL  
JU N E A U . A L A S K A  9 9 B I1  
PH O N E: (9 0 7 ) 4 6 5 -3 7 9 5

M E M O R A N D U M

TO:

FROM:

Hon. Leo Schaeffer 

House Finance Comm i t t e eAfBMilt B a r k e r  

Fiscal Analyst

DATE: Febru a r y  6, 1980

SUBJ: P a y i n g  off State Bonds

O u t s t a n d i n g  state g e n eral obligation bonds of $ 6 7 0 , 5 0 3 , 0 0 0  courd be paid 

o ff wit h  an a p p r o p r i a t i o n  of $546 m i l lion a c cording to it_em 2 of the 

a t t a c h e d  letter from J o h n  N u v e e n  & Co., the state's financial advisor.

T h e  prefunding approach suggested by Nuveen would not cost the state any 

les t  interest as would p aying off the bonds immediately. In other words, 

the state hangs on to its cash, invests it at taxable rates, say 10%, 

w h i l e  continuing to p a y  off b o n d s  at only 6%_or so, thus earning a net 

of 4% interest which it would not earn if the bonds we r e  simply paid off.

Yet, the prefunding appr o a c h  does assure bo n d h o l d e r s  of b e i n g  paid off.

T h i s  has two effects. One, existing bonds would i mmediately get improved 

ratings; the state w o u l d  not benefir on this account but the bondholders 

w o u l d  as there would be an immediate increase in the value oi their bonds 

s h ould they w i s h  to sell them. Sterling Gallagher of Nuveen 4 Co. has 

s u g g e s t e d  the state try to capture some of the increase in bond prices 

that would occur by m a k i n g  the prefunding contingent on bo n d h o l d e r s  turning 

in their existing bonds in exchange for now bonds wit h  a lesser coupon or 

inrerest rate. We could split the difference of the price increase with them.

T h e  second effect of p r e f u n d i n g  would be to improve the ratings for any 

future bonds the state issues. Here, the state would get the full benefit

of the effect. However, as the attached tables indicate the m a x i m u m  r e d u c­

tion in the interest rates wo u l d  normally be no more than thirty basis 

p o i n t s  or .31' This is b^sed on the state going from its present A1 or Ae­

ratin g  to Aaa. On $100 m i l lion of bonds with an average 5 year maturity,

this would thus save the state at most $1,980,000 in interest costs over the 

life of the bonds.

St e r l i n g  Gallagher has also suggested that p r e funding only the later maturities 

of the bonds could have the same effect on the interest cost to the state of 

Jjiure bond issues. In other words, the state's revenues on Prudhoe Ray nro- 

duction in the n e a r - t e r m  would provide m a x i n u m  security for bonds while pre f u n d i n g
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would serve the same function after Prudhoe begins to decline. Mr. G a l l a g h e r  

e stimates onl y  $100 m i l l i o n  in prefunding would be required to p r e f u n d  the 

tail end of ou t s t a n d i n g  state GOB's.

If y o u  wish to seriously consider an appropriation for prefunding, we s h o u l d 

request a legal opinion fro m  state bon d  counsel as to w h e t h e r  such p r e f u n d i n g  

wo u l d  cause any jl k p arb i t r a g e  p r o b l e m s . In other words, the guar a n t e e  fund 

established by p r e f u n d i n g  could result in the IP,S finding that the p r e f u n d e d  

bonds are arbitrage bonds and taking away the federal income tax e x e m p t i o n  

allowed on interest received by the bondholders. This would have n o  direct 

cost -.o the state, but the bondholders would u n d o u b t e d l y  prefer that p r e f u n d i n g  

not be done in that case.

In the attached letter from Orrick, Herrington, the state's bon d  counsel, a 

p r e l i minary judgment is mad e  that "est a b l i s h m e n t  of the fund (prefunding account) 

prob a b l y  could not affect the tax status of interest on bonds issued b e f o r e  the 

fund is established".

MB:kw



J c n n  N u v e e n  & C o .I n c o r p o r a t e d  209 South LaSalle S treet,C h ica go ,Illin o is  60604 (312> 6 2 1-3 0 0 0

J a n uary 21, 1980

Milt B a r k e r  

Fiscal A n a l y s t  

Alaska State L egislature 

.Budget, and Pudit Conr.ittee 

Finance Division 

Pouch W F  - State Capitol 

Juneau, A l a s k a  99S11

Dear Milt:

T h i s  l etter responds to the questions po s e d  in y o u r  letter of 

January 2 rega r d i n g  policies aff e c t i n g  m a n a g e m e n t  o f  the S t a t e’s 

debt.

1. S h o u l d  the State b o n d  or pay cash fcr future capital i m p r o v e m e n t s ?

In today's t a x -exempt market, Alaska can b o r r o w  funds at interest 

rates r a n ging from 6.20% to 7. 1 % ' dep e n d i n g  on maturities. Cutrently, 

the S t a t e  can i n v e s t  surplus revenues in a variety o f  high quality 

money m arket instruments at yields of 10 to 13% or more. So long as 

Alaska continues to pursue a p o l i c y  of prudent growth in its 

ou t s t a n d i n g  indebtedness, it can and should continue to b e n e f i t  from 

trie f a vorable interest rate differential chat exists b e t ween the rate 

at w h i c h  it b o r r o w s  and the rate at which it can invest. The credit 

'standing of the State is not so much affected b y  the means chosen to 

finance capital improvements as it would b e  by the magn i t u d e  of 

capital i m p r o v e m e n t  prog r a m s  in relation t o  the State's lon g - t e r m  

sources of revenue.

2. C o u l d  retirement o f  all or part of Alaska's o u t s t a n d i n g

i n d e b t e d n e s s  improve its credit r a t r n c ?

A laska's o u t s t a n d i n g  general obligaticr. debt of approximately 

S670-million could be prefunded b y  the creation of ,i special 

i nvestment account, the principal a nd rnterest o f  w h i c h  w o u l d  be us e d  

e x c l u sively to meet interest and p r incipal payments on the debt. A 

deposit of $546-million to be invested ir. appropriate U.S. Government 

S ecurities at today's m arket yields would generate sufficient cash to 

meet p r i n c i p a l  and interest on the $672-million ou t s t a n d i n g  general 

o b l i gation debt. This deposit is $124-miliicn less than the cost of 

simply p a ying off the debt. W h e t h e r  the Stare prefunds the debt or

B C * 0  F = C r E S S I O N A L 5  SINCE IB93 O F F t C E S : C H I C A G O , N E W  Y O R K  A N D  PRINCIPAL CITIES
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those to be d e r i v e d  f r o m  a p r e f u n d i n g  of t h e  State's g e n e r a l  

o b l i g a t i o n  debt. In addition, the credit stan d i n g  and d e b t  capacity 

of local governments i n  Alaska w o u l d  b e  s u b s t a n t i a l l y  improved.

D u r i n g  my v i s i t  to J u n e a u  this week, we w i l l  assemble the dat a  

n e c e s s a r y  to p r o v i d e  a p r e l i m i n a r y  e s t i m a t e  of t he cost a n d  p o t e n t i a l  

financial advantage to be d e r i v e d  from a p r e f u n d i n g  of the o u t s t a n d i n g  

school, debt.

I look forward to an o p p o r t u n i t y  to me e t  with y ou la t e r  this 

week.

A I D :lw



D IF F E R E N C E S  B E T W E E N  A N N U A L  A V E R  A C E S  O F  Y IE L D S  O N  2 0 -Y E A R , 
C E N E R A L 'O B L IG A T IO N  B O N D S . B Y  R A T IN G  
(B a s is  Points)

D if fe re n t ia l Between G rad es

Y e a r Aa m inus Aaa A m inus Aaa Baa m inus A aa

IM S 25 58 79
1950 19 54 75
1955 14 47 9 6
1956 21 50 99
I9 S 7 22 63 105
195* 22 59 9 2
1959 Id 50 81
I9 6 0 16 51 82
1961 14 34 61
1962 I I 25 52
1963 8 20 43
1964 7 19 4 2
1965 7 19 40
1966 9 25 49
1967 10 26 35
196* 10 31 63
1969 13 37 62
1970 26 47 63
1971 2S 53 67
1972 15 34 52

S o u re r : M cod y 't S e rie s : Annual average o f  m onth ly d iffe rences.

T A B L E  4

IN T E R E S T  C O S T  D IF F E R E N T IA L S  A M O N G  R A T IN G  C L A S S E S  
(B a m  Poin ts)

S tudy (P e r io d )

D if fe re n t ia l Phe lps' K e i t e l1 rc te r ic n ’
B e tw ren  G rades (1 5 5 7 -5 8 ) (1 9 5 9 - 6 7 ) (1 9 0 4 - 1 9 7 1 )

A a a -A i 21 15 13
Aa-A 33 71 19
A -B aa 33 25 30
[U a -B a — — 35
l i e n :
A aa -fia a 87 61 62

'Charlotte DeM onte Phelp t, "T h e  Impact o I Tightening C iedti on M unicipal Capita l Expenditures in the 
Untied S i j i e i , "  Vole Economic £ j j a v i .  V o l. I (F a ll 1 9 61 ). p. .'CO. In phe lp t i equation. im cfesi c o n  
d iffe ren tia l! between rating claixex va ry  in proportion 10 the F e o e n l G overnm ent s long 'tcrm  bond m e . The 
figures above were calculated upon the attum puon that the lo n j- ic rm  bond rate wat 3 peiccm .
'R euben  A . K c s te l. " A  Study o f Ihe EJIcctl o f  Com petiiion in Ihe T a i-E ie m p i Bond M a r t e l . "  Jou rn a l o f 
P o litico ! Economy (Sep t. 19 ' I ) . In u cad  o f uting the net interest eon  o f the ittue at ihe dependent variab .e in 
h it equation . K e ite l uted iht d iffe rence between the tw -n iy-year r r e f fc r r .g  y ie ld  and W h it t 't  Y ie ld  o f 100. 
Standard A Poo r's ratings w e lt u tec inue rd  o! M o u o y ' l. K e t x l  t data n m p lt  included more than 9C<0 fund 
it tu e t that appealed between i9 J 9  and 1967 . with vm u>lly complete coverage o f com pciitive iy o ffe red  txtues 
that were la r je i  than 2 1,0 0 0 ,COO.
’ John E . Peie rten . " A  Note on ihe D eie rm inan it o f M unicipal Bond Net Im ere ti C o m "  (unpubliti>ed), 1972 . 
S e t summary o f study ai cod o f this chapter.

S O U R C E :  T h e  R a t i n e  G a m e , J o h n  E. P e t e r s e n ,  K r a u s  R e p r i n t ,  N e w  Y o r k ,  1 9 7 4
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M r. J. H. H o g a n  
D i r e c t o r
L e g i s l a t i v e  F i n a n c e  D i v i s i o n  
S t a t e  o f  A l a s k a  
P o u c h  W F ,  S t a t e  C a p i t o l  
J u n e a u ,  A l a s k a  9 9 8 1 1

D e a r  M r .  H o g a n :

In  r e s p o n s e  to  t h e  q u e s t i o n s  i n  y o u r  l e t t e r  
o f  O c t o b e r  15:

•

1. T h i s  q u e s t i o n  w i l l  n e e d  c o n s i d e r a b l y  m o r e  

e l a b o r a t i o n  b e f o r e  I c a n  a n s w e r  i t  w i t h  a n y  r e a s o n a b l e  
a s s u r a n c e .  I a m  n o t  s u r e  w h e t h e r  t h e  s u g g e s t e d  f u n d  is 

to b e  u s e d  t o  g u a r a n t y  d e b t  s e r v i c e  o n  g e n e r a l  o b l i g a t i o n  
b o n d s  o f  t h e  S t a t e  o r  d e b t  s e r v i c e  o n  g e n e r a l  o b l i g a t i o n  
b o n d s  o f  l o c a l  g o v e r n m e n t s  in  t h e  S t a t e .  I d o  n o t  k n o w  

the s o u r c e  o f  t h e  m o n e y s  t o  b e  p u t  i n t o  t h e  f u n d ,  b u t  

I a s s u m e  t h a t  t h o s e  m o n e y s  w i l l  n o t  c o m e  f r o m  a n y  p r o c e e d s  
o f  b o n d s .  O n  t h a t  b a s i s ,  I d o  n o t  t h i n k  t h a t  a p r o p e r  
i n t e r p r e t a t i o n  o f  t h e  I n t e r n a l  R e v e n u e  C o d e  w o u l d  r e s u l t  
in a n y  a r b i t r a g e  y i e l d  r e s t r i c t i o n s  o n  t h e  f u n d ,  b e c a u s e  

t h e  a p p l i c a b l e  C o d e  p r o v i s i o n  r e l a t e s  to t h e  u s e  o f  the 
p r o c e e d s  o f  b o n d s .

H o w e v e r ,  t h e  I n t e r n a l  R e v e n u e  S e r v i c e  h a s  

s t r e t c h e d  a n c  d i s t o r t e d  t h e  t e r m  " p r o c e e d s "  in t h e  T r e a s u r y  
R e g u l a t i o n s  a n d  r u l i n g s  t h e r e u n d e r .  T h e  r e s u l t  a p p e a r s  t o  

be  t h a t ,  i f  t h e  S t a t e  d e p o s i t s  m o n e y s  f r o m  a n y  s o u r c e  i n t o  
a f u n d  to b e  u s e d  t o  p a y  t h e  d e b t  s e r v i c e  o n  g e n e r a l  o b l i ­
g a t i o n  b o n d s  o f  t h e  S t a t e  o r  o n  ce'neral o b l i g a t i o n  b o n d s  o f  

l o c a l  g o v e r n m e n t s ,  o r  w h i c h  f u n d  is p l e d g e d  as s e c u r i t y  f o r  
a n y  s u c h  d e b t  s e r v i c e ,  the I n t e r n a l  R e v e n u e  S e r v i c e  w o u l d  
c o n s i d e r  t h e  f u n d  to  b e  " p r o c e e d s "  s u b j e c t  t o  a r b i t r a g e  
y i e l d  r e s t r i c t i o n s .  T h i s  is i n d i c a t e d  b y  R e v .  R u l .  7 8 - 3 0 2  
a n d  R e v .  R u l .  7 8 - 3 4 8 ,  a c o p y  o f  w h i c h  is e n c l o s e d .

E v e n  o n  t h i s  b a s i s ,  t h e  e s t a b l i s h m e n t  o f  t h e  f u n d  
p r o b a b l y  c o u l d  n o t  a f f e c t  t h e  t a x  s t a t u s  o f  i n t e r e s t  o n  b o n d s  
i s s u e d  b e f o r e  t h e  f u n d  is e s t a b l i s h e d  o r  b e f o r e  i t  w a s  e x p e c t e d



O r r i c k ,  H e r r i n g t o n ,  R o w l e y  £  S u t c l i f f e

M r .  J. H. H o g a n  

S t a t e  o f  A l a s k a  

O c t o b e r  30, 1 9 7 9  

P a g e  T w o

t o  b e  e s t a b l i s h e d .  M o r e o v e r ,  i f  t h e  a m o u n t  i n  t h e  f u n d  

c o n s i d e r e d  a l l o c a b l e  t o  b o n d s  h e r e a f t e r  i s s u e d ,  t o g e t h e r  

w i t h  a n y  o t h e r  a m o u n t s  c h a r g e a b l e  u n d e r  a r b i t r a g e  r u l e s  t o  

t h e  " m i n o r  p o r t i o n "  o f  t h e  p r o c e e d s  o f  t h o s e  b o n d s  w h i c h  i s  

n o t  s u b j e c t  t o  a r b i t r a g e  l i m i t a t i o n s ,  d o  n o t  a g g r e g a t e  m o r e  

t h a n  1 5 %  o f  t h e  f a c e  a m o u n t  o f  t h o s e  b o n d s ,  t h e  i n v e s t m e n t  

o f  t h e  f u n d  s h o u l d  n o t  b e  s u b j e c t  t o  a r b i t r a g e  y i e l d  r e s t r i c ­

t i o n s  .

T h e  f o r e g o i n g  i s  a l l  s u b j e c t  t o  f u r t h e r  q u a l i f i c a ­

t i o n s  a n d  c o m p l e x i t i e s ,  b u t  I t h i n k  t h e r e  i s  n o  p o i n t  i n  

p u r s u i n g  t h e m  h e r e .  I f  y o u  c a n  g i v e  m e  a c o m p l e t e  d e s c r i p ­

t i o n  o f  t h e  w o r k i n g s  o f  t h e . p r o p o s e d  f u n d ,  I w i l l  t r y  t o  g i v e  

y o u  a m o r e  d e f i n i t i v e  a n s w e r  a s  t o  t h e  f e d e r a l  i n c o m e  t a x  

r e s u l t s .  I f  t h e r e  i s  a n y  s p e c i a l  n e e d  o r  d e s i r e  f o r  s u c h  a 

f u n d ,  I m i g h t  s u g g e s t  r e q u e s t i n g  a r u l i n g  f r o m  t h e  I n t e r n a l  

R e v e n u e  S e r v i c e  a s  t o  t h e i r  t r e a t m e n t  o f  t h e  s p e c i f i c  f a c t s ,  

a n d  p o s s i b l y  a n  a p p e a l  f r o m  t h a t  r u l i n g  t o  t h e  T a x  C o u r t  i n  

t h e  q u i t e  p o s s i b l e  e v e n t  t h a t  w e  c o n s i d e r  t h e  r u l i n g  t o  b e  

c o n t r a r y  t o  t h e  l a w .

I n  a n y  e v e n t ,  I a m  s o m e w h a t  m y s t i f i e d  as  t o  t h e  
p u r p o s e  o f  o r  n e e d  f o r  t h e  p r o p o s e d  f u n d ,  p a r t i c u l a r l y  i f  i t  
is to r e l a t e  to g e n e r a l  o b l i g a t i o n  b o n d s  o f  t h e  S t a t e .

2. T h e  i s s u a n c e  o f  b o n d s  b y  t h e  S t a t e  i n  t h e  

p r e s e n c e  o f  a  " m a s s i v e  g e n e r a l  f u n d  s u r p l u s "  s h o u l d  n o t  r e s u l t  
in t a x a b i l i t y  of t h e  i n t e r e s t  o n  t h e  b o n d s ,  a n d  i t  s u r e l y  
w o u l d  n o t .  T h i s  c o n c l u s i o n  a p p e a r s  to b e  s u p p o r t e d  b y  R e v .
R u l .  7 S - 3 0 2  ( e n c l o s e d ) .  H o w e v e r ,  y o u r  p h r a s i n g  o f  t h e  q u e s t i o n  
i n  t e r m s  o f  "a p o s s i b l e  a r b i t r a g e  p r o b l e m  w i t h  t h e  I R S "  p r o m p t s  
m e  t o  n o t e  t h a t  t h e  IRS h a s  g o n e  so  f a r  in i t s  p u r s u i t  o f  
" a r b i t r a g e "  t h a n  I w o u l d  n o t  b e  e n t i r e l y  s u r p r i s e d  a t  a n y t h i n g  
t h a t  o r g a n i z a t i o n  m i g h t  c o n t e n d .

I n  c o n n e c t i o n  w i t h  a l l  o f  t h e  f o r e g o i n g ,  I u r g e  

y o u  a n d  o t h e r s  in t h e  S t a t e  g o v e r n m e n t  to s u p p o r t  t h e  b i l l  
s p o n s o r e d  b y  the M u n i c i p a l  F i n a n c e  O f f i c e r s  A s s o c i a t i o n  a n d  

a b o u t  to  b e  i n t r o d u c e d  i n  C o n g r e s s  to c u r e  p r o b l e m s  l i k e  t h e s e  
a n d  t o  p r e v e n t  f u r t h e r  e x c e s s e s .

S i n c e r e l y  y o u r s ,

E n c l o s u r e
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TO:

J a n u a r y  18, 1 9 8 0

H o n o r a b l e  T e r r y  G a r d i n e r ,  S p e a k e r  

A l a s k a  S t a t e  H o u s e  o f  R e p r e s e n t a t i v e s

F R O M :  M i l t  B a r k e r , F i s c a l  A n a l y s t
L e g i s l a t i v e  F i n a n c e  D i v i s i o n

S U B J : B o n d i n g  P o l i c y

T h i s  M e m o  is in r e s p o n s e  to a n u m b e r  of  q u e s t i o n s  y o u  p o s e d  
r e g a r d i n g  b o n d i n g  a n d  c a p i t a l  p r o j e c t s ,  s o m e  o f  w h i c h  w e r e  
a d d r e s s e d  b y  J a y  H o g a n  in h i s  N o v e m b e r  14, 1 9 7 9  M e m o  to y o u  
( a t t a c h e d ) . T h e  r e m a i n i n g  q u e s t i o n s  a n d  m y  c o m m e n t s  f o l l o w .

1. W H A T  A R E  T H E  P R O ' S  A N D  C O N ' S  O F  P A Y I N G  C A S H  O R  B O N D I N G  
F O R  C A P I T A L  I M P R O V E M E N T S ?

P r a g m a t i s m  a n d  E q u i t y

M o s t  s t a t e  a n d  m u n i c i p a l  g o v e r n m e n t s  m o s t  o f  the t i m e  do n o t  
h a v e  t h e  l u x u r y  o f  t h i s  c h o i c e ;  b o r r o w i n g  is o f t e n  the o n l y  
p r a g m a t i c  a n d  e q u i t a b l e  w a y  of  f u n d i n g  c a p i t a l  i m p r o v e m e n t s .

M o s t  g c v e r n m e n t s  w h i c h  w o u l d  a t t e m p t  to f u n d  m a j o r  c a p i t a l  
s p e n d i n g  for the f i r s t  t i m e  b y  c a s h  w o u l d  b e  c o m p e l l e d  to 
r a i s e  raxes, a l w a y s  a d e c i d e d l y  u n p o p u l a r  m o v e ,  o r  p e r h a p s  
r e d u c e  o p e r a t i n g  e x p e n d i t u r e s .  C e r t a i n l y  the q u e s t i o n  p r e s u m e s  
th a t  i f  A l a s k a  w e r e  to p a y  c a s h  it w o u l d  d o  so f r o m  the l a r g e  
s u r p l u s e s  it is e n j o y i n g ,  r a t h e r  t h a n  a tax i n c r e a s e  or  b u d g e t  
r e d u c t i o n s .  So, u n l e s s  a d e c i s i o n  is m a d e  to p a y  o v e r  the 
e n t i r e  s u r p l u s  to a l l  A l a s k a n s ,  the o p t i o n  of  c a s h  for c a p i t a l  
p r o j e c t s  w o u l d  b e  v i a b l e .

C o n c e i v a b l y ,  a g o v e r n m e n t  c o u l d  pay c a s h  by t a k i n g  a r a t h e r  
s m a l l  a d d i t i o n a l  tax b i t e  e a c h  y e a r  and a c c u m u l a t i n g  it u n t i l  
s u f f i c i e n t  f u n d s  w e r e  a v a i l a b l e .  H o w e v e r ,  this m e a n s  p o s t­
p o n i n g  the p r o j e c t  u n t i l  the c a s h  is in h a nd, w h e r e a s  b o r r o w i n g  
p e r m i t s  i m m e d i a t e  e n j o y m e n t  of  the p r o j e c t ' s  b e n e f i t s .

31-Q1LH
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T h i s  a t t r a c t i o n  o f  b o r r o w i n g  is n o t  m e r e l y  a d e s i r e  f o r  e a r l y  

r e a l i z a t i o n  o f  p r o j e c t  b e n e f i t s  b u t  m a y  i n v o l v e  p r a g m a t i c  

c o n s i d e r a t i o n s  a s  w e l l ;  c e r t a i n  t y p e s  o f  p r o j e c t s  s u c h  as 

s c h o o l s  m a y  b e  n e e d e d  n o w  b u t  n o t  n e c e s s a r i l y  t w e n t y  y e a r s  

f r o m  n o w .  F o r t u n a t e l y  f o r  A l a s k a ,  p a y i n g  c a s h  n e e d  n o t  m e a n  

d e l a y .

I t  i s  n o t  u n k n o w n  f o r  g o v e r n m e n t s  to a c c u m u l a t e  c a s h  f o r  

p r o j e c t s .  W h e r e  p r o j e c t  c o s t  is r e l a t i v e l y  s m a l l  p a y i n g  

c a s h  w i l l  n o t  r e s u l t  i n  a l a r g e  t a x  b i t e  o r  u n d u e  d e l a y  as, 

f o r  e x a m p l e ,  w h e n  J u n e a u  f i n a n c e d  i t s  s w i m m i n g  p o o l  a n d  s k i  

a r e a  f r o m  s a l e s  t a x  s u r c h a r g e s .  O r  c a s h  c a n  b e  a n  o p t i o n  

if p o l i t i c a l l y  a c c e p t a b l e  w a y s  o f  g e n e r a t i n g  r e l a t i v e l y  l a r g e  
c a s h  f l o w s  c a n  b e  f o u n d ,  a s  T e x a s  h a s  i n  u s i n g  r o y a l t y  p r o c e e d s  
f o r  u n i v e r s i t y  c o n s t r u c t i o n .

O f  c o u r s e ,  T e x a s '  m e t h o d  i n v o l v e s  a n o n - t a x  s o u r c e  o f  f u n d s .

It c o u l d  b e  a r g u e d  t h a t  e v e n  w i t h o u t  its l a r g e  s u r p l u s ,  A l a s k a  
is o b l i g a t e d  to p a y  c a s h  f o r  a s i z a b l e  a m o u n t  o f  p r o j e c t s  
b e c a u s e  of a s i t u a t i o n  s i m i l a r  to T e x a s ' .  T h a t  is, A S  3 7 . 0 5 . -  
157 c r e a t e s  a " r e s e r v e  for c a p i t a l  o u t l a y "  a c c o u n t  in the 
g e n e r a l  fund w h i l e  A S  3 7 . 0 5 . 1 5 8  c r e a t e s  a " r e s e r v e  f o r  e n e r g y  
f a c i l i t i e s  d e v e l o p m e n t "  a c c o u n t  w h i c h  a r e  to r e c e i v e  r e s p e c t i v e  
a l l o c a t i o n s  o f  25% a n d  5% o f  m i n e r a l  b o n u s e s ,  r e n t a l s  a n d  
r o y a l t i e s .  T h i s  w o u l d  be  r e s p e c t i v e l y  $ 2 6 8 . 4  m i l l i o n  a n d  
$ 5 3 . 6  m i l l i o n  for F Y  81 at a m i n i m u m  b a s e d  o n  c u r r e n t  o i l  
p r i c e s ,  a n d  c o u l d  a r g u a b l y  b e  i n c r e a s e d  s i n c e  no f u n d i n g  of  
c a p i t a l  p r o j e c t s  h a s  b e e n  d e s i g n a t e d  as c o m i n g  f r o m  t h e s e  
two a c c o u n t s  s i n c e  t h e i r  i n c e p t i o n  o n  O c t o b e r  15, 1978.

E q u i t y  c o n s i d e r a t i o n s  n o r m a l l y  f a v o r  b o n d i n g ,  t h e  m o r e  so 
t h a t  b o n d  p a y m e n t s  a r e  s c h e d u l e d  o v e r  the l i f e  of  t h e  p r o j e c t  
so t h a t  t h o s e  w h o  e n j o y  its b e n e f i t s  a r e  the o n e s  to p a y  f o r  
the p r o j e c t .  If a g o v e r n m e n t  w e r e  to p a y  c a s h  for a c a p i t a l  
i m p r o v e m e n t  p r o g r a m  t h a t  v a r i e d  s i g n i f i c a n t l y  in a m o u n t  f r o m  
y e a r  t o  year, t h o s e  a r r i v i n g  j u s t  a f t e r  m a j o r  i m p r o v e m e n t s  
w e r e  m a d e  w o u l d  be g e t t i n g  a f r e e  r i de, w h i l e  t h o s e  l e a v i n g  
j u s t  a f t e r  w o u l d  be p a y i n g  f o r  s o m e t h i n g  for n o t h i n g .

A s  w e l l  as f o r  t r a n s i e n c y ,  t h e r e  is a n  i n t e r g e n e r a t i o n a l  e q u i t y  
p r o b l e m ,  s i n c e  o l d e r  p e r s o n s  m a y  pay for b u t  n o t  l i v e  to e n j o y  
t he b e n e f i t s  o f  a c a s h - f u n d e d  c a p i t a l  i m p r o v e m e n t ,  w h i l e  m a n y  
y o u n g e r  p e r s o n s  n o t  y e t  p a y i n g  t a x e s  w i l l  n e v e r t h e l e s s  be 
a r o u n d  to e n j o y  the b e n e f i t s .

T o  t h e  e x t e n t  c a p i t a l  b u d g e t s  w e r e  c o n s t a n t  in r e a l  terms, 
t h e r e  w o u l d  b e  no e q u i t y  p r o b l e m s .  A l s o ,  the e q u i t y  c o n s i d­
e r a t i o n s  for t r a n s i e n t s  w o u l d  t e n d  to be a m e l i o r a t e d  if o t h e r  
g o v e r n m e n t s  w e r e  f u n d i n g  c a p i t a l  i m p r o v e m e n t  p r o g r a m s  w i t h  
c ash.
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T u r n i n g  to f i n a n c i a l  c o n s i d e r a t i o n s  t h o u g h ,  b o n d i n g  is to b e  
p r e f e r r e d  to p a y i n g  c a s h  b e c a u s e  of i n t e r e s t  a r b i t r a g e .  T h a t  
is, i n s t e a d  o f  p a y i n g  cash, t h e  s t a t e  c o u l d  i n v e s t  its s u r p l u s  
a t  t a x a b l e  m a r k e t  r a t e s  of i n t e r e s t  a n d  u s e  t h e s e  i n v e s t e d  
f u n d s  a n d  e a r n i n g s  t o  p a y  o f f  b o n d s  i s s u e d  a t  l o w e r  r a t e s  o f  
t a x - e x e m p t  i n t e r e s t ,  a n d  p o c k e t .the d i f f e r e n c e  i n  i n t e r e s t  
r a t e s .

T a b l e  1 s h o w s  t h a t  t h e  a v e r a g e  s p r e a d  in  i n t e r e s t  r a t e s  b e t w e e n  
A a  r a t e d  l o n g - t e r m  c o r p o r a t e  a n d  m u n i c i p a l  b o n d s  a v e r a g e d  2 . 5 %  
to 3 . 7 7 %  d u r i n g  the l a s t  f i v e  y e a r s ,  w i t h  a r e c e n t  d i f f e r e n t i a l  
o f  4 . 4 6 %  f o r  O c t o b e r  1979. C h a r t  1 t r a c e s  t h e s e  r a t e s  b a c k  to 
1969.

A s  T a b l e  2 s h o w s ,  r a t e s  f o r  ten y e a r  m a t u r i t i e s  w h i c h  t y p i f y  
A l a s k a n  i s s u e s  a r e  a b o u t  .5% l o w e r  t h a n  t h e  t w e n t y  y e a r  
m a t u r i t i e s .1

A l s o ,  A l a s k a n  b o n d s  a r e  r a t e d  A 1  by M o o d y ' s  a n d  A +  by S t a n d a r d  
a n d  P o o r ' s ,  t h u s  s e l l i n g  a t  a b o u t  .1% h i g h e r  t h a n  the A a  b o n d s .  
A l l  told, t h i s  m e a n s  a s p r e a d  in r a t e s  b e t w e e n  3% and 5% b e t w e e n  
A l a s k a n  b o n d s  a n d  t h e  m a r k e t .  T h e  a t t a c h e d  D e c e m b e r  31, 19 7 9  
l e t t e r  f r o m  J o h n  N u v e e n  & Co . ,  the s t a t e ' s  f i n a n c i a l  a d v i s o r ,  
c o r r o b o r a t e s  t h i s  i n f o r m a t i o n .

A  3% m i n i m u m  s p r e a d  o r  4% a v e r a g e  s p r e a d  w o u l d  m e a n  the s t a t e  
c o u l d  e a r n  r e s p e c t i v e l y  $ 1 9 . 2  m i l l i o n  or  $ 2 6 . 4  m i l l i o n  in 
i n t e r e s t  a r b i t r a g e  o v e r  the l i f e  of $ 1 0 0  m i l l i o n  in b o n d s  
i s s u e d  w i t h  a f i v e  y e a r  a v e r a g e  m a t u r i t y .  P r e s u m a b l y ,  a c t i v e  
p o r t f o l i o  m a n a g e m e n t  c a n  i m p r o v e  a r b i t r a g e  e a r n i n g s  b e y o n d  
the a v e r a g e  s p r e a d .

T h e  a m o u n t  o f  a r b i t r a g e  c o u l d  a l s o  b e  i n c r e a s e d  b y  i s s u i n g  
b o n d s  w i t h  l o n g e r  m a t u r i t i e s .  A  l o n g e r  p a y b a c k  m e a n s  w e  
h a n g  o n t o  o u r  c a s h  l o n g e r  a n d  p o c k e t  the d i f f e r e n c e  in e a r n i n g s  
l o n g e r ;  it m e a n s  g r e a t e r  o u t s t a n d i n g  b o n d e d  i n d e b t e d n e s s  in 
t o t a l .

^ T h i s  l e s s e r  r a t e  f o r  s h o r t e r  m a t u r i t i e s  is p a r t i a l l y  a 
r e d u c t i o n  in r i s k  p r e m i u m ,  s i n c e  a l e n d e r ' s  f u n d s  a r e  n o t  
e x p o s e d  as long, as w e l l  as  a r e d u c t i o n  in the l i q u i d i t y  
p r e m i u m  t h a t  is l a r g e l y  d u e  to the g r e a t e r  p r e s e n c e  of  
b a n k s  in the s h o r t - t e r m  m u n i c i p a l s  m a r k e t .  B a n k s  h a v e  to 

b a l a n c e  s h o r t - t e r m  l i a b i l i t i e s  ( c h e c k i n g  a n d  p a s s b o o k  s a v i n g s )  
w i t h  s h o r t - t e r m  a s s e t s .
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As m e n t i o n e d  p r e v i o u s l y ,  t h e r e  is n o r m a l l y  an i n t e r e s t  p e n a l t y  
of  .5% f o r  t w e n t y  y e a r  m a t u r i t i e s  i n  c o m p a r i s o n  w i t h  t e n  y e a r  
m a t u r i t i e s .  In A l a s k a ' s  c a s e ,  t h e  p e n a l t y  w o u l d  b e  e v e n  g r e a t e r  
b e c a u s e  o u r  c r e d i t  is  r e a l l y  b a s e d  o n  t h e  s o m e w h a t  s h o r t e r  
p e r i o d  of  p r o l i f i c  P r u d h o e  p r o d u c t i o n .  A s s u m i n g  t h a t  t h e  
a m o u n t  of  i n d e b t e d n e s s  p r o j e c t e d  to  b e  o u t s t a n d i n g  i n  the 
p o s t - P r u d h o e  p e r i o d  is n o t  s o  l a r g e  a s  to m a k e  a b o n d  u n m a r k e t­
able, t h e  p o t e n t i a l  a r b i t r a g e  on  a $ 1 0 0  m i l l i o n  i s s u e  w i t h  a n  
a v e r a g e  l i f e  o f  ten y e a r s  w o u l d  b e  $ 2 8 . 8  m i l l i o n  o r  $ 4 3 . 2  m i l l i o n  
r e s p e c t i v e l y  f o r  s p r e a d s  o f  o n l y  2% m i n i m u m  o r  3% o n  a v e r a g e .  
C e r t a i n l y ,  t h e r e  h a s  to b e  r o o m  f o r  s o m e  l e n g t h e n i n g  o f  A l a s k a  
m a t u r i t i e s ,  e i t h e r  i n  n e w  i s s u e s  o r  i n  r e f i n a n c i n g  o f  o l d  o n e s ,  
b a s e d  o n  t h e  d o u b l i n g  o f  w o r l d  o i l  p r i c e s  i n  t h e  l a s t  s i x  m o n t h s  
a n d  t h e  d e c o n t r o l  o f  P r u d h o e  o i l  w h i c h  b e g a n  J a n u a r y  1 9 8 0  —  
if t h e r e  is a l s o  r e s t r a i n t  i n  s p e n d i n g  d e c i s i o n s  i n  r e l a t i o n  
to t h e  r e v e n u e s  t h a t  w i l l  b e  a v a i l a b l e ,  s u f f i c i e n t l y  s o  to 
i m p r e s s  the b o n d  m a r k e t .

E f f e c t s  o n  S p e n d i n g

In f a c t ,  t h e  p o s t u l a t e d  a r b i t r a g e  g a i n s  m a y  b e  c o m p l e t e l y  
h y p o t h e t i c a l  d e p e n d i n g  o n  t h e  e f f e c t s  b o n d i n g  n a s  o n  s p e n d i n g  
a n d  i n v e s t m e n t  d e c i s i o n s  o f  t h e  s t a t e .

It m a y  b e  a r g u e d  t h a t  the b o n d i n g  m e t h o d  a s s u r e s  g r e a t e r  
p o l i t i c a l  c o n s e n s u s ,  if n o t  r e s t r a i n t ,  o n  t h e  p r o j e c t s  to 
be u n d e r t a k e n  s i n c e  r e f e r e n d u m s  a r e  r e q u i r e d .  S o m e  f e e l  
t h a t  c a p i t a l  s p e n d i n g  is g r e a t e r  u n d e r  the b o n d i n g  p r o c e s s  
t h a n  t h r o u g h  a p p r o p r i a t i o n s  b e c a u s e  o f  the n e e d  to r e g i o n a l l y  
b a l a n c e  b o n d  p r o p o s a l s  to a s s u r e  v o t e r  a p p r o v a l .  In t h e  l a s t  
t h r e e  g e n e r a l  e l e c t i o n s ,  f o u r  o u t  of t h i r t y  b o n d  p r o p o s i t i o n s  
h a v e  f a i l e d ,  c o u n t i n g  the n e w  c a p i t a l  b o n d  i s s u e .

A  p o s s i b l e  g r e a t e r  i n d u c e m e n t  to i n c r e a s e d  s p e n d i n g  t h r o u g h  
tne b o n d i n g  p r o c e s s  is the a m o u n t  of c a s h  t h a t  is f r e e d  up.
I n s t e a d  of b e i n g  i n v e s t e d  a n d  e a r n i n g  a r b i t r a g e  it m a y  b e  
a p p r o p r i a t e d  as w e l l ,  for o p e r a t i n g  b u d g e t s  if n o t  c a p i t a l  —  
if n o t  in t h e  c u r r e n t  s e s s i o n ,  t h e n  t h e  n e x t .  O n  the o t h e r  
hand, c a s h  f o r  c a p i t a l  p r o j e c t s  h a s  as o n e  of its m a i n  a t t r a c t i o n s  
the a t t r i b u t e  of b e i n g  a b r a k e  on the o p e r a t i n g  b u d g e t ,  if n o t  
the c a p i t a l  b u d g e t .  In the c a s e  o f  c a p i t a l ,  c a s h  for p r o j e c t s  
w o u l d  p r e s e r v e  u n u s a d  d e b t  c a p a c i t y  t h a t  c o u l d  b e  " b a n k e d "  for 
use i n  f u t u r e  s e s s i o n s .  A l s o ,  an e n u n c i a t e d  p o l i c y  o f  c a s h  
for p r o j e c t s  m a y  s e e m  to b e  a n  i m p l i e d  e n d o r s e m e n t  of  s p e n d i n g  
all t h e - c a s h  on  c a p i t a l  p r o j e c t s .

T h e  c h o i c e  o f  the m e t h o d  of f i n a n c i n g  m a y  n o t  be  the m o s t  
c r i t i c a l  f a c t o r  a f f e c t i n g  t h e  lev*=>l o f  e x p e n d i t u r e s .  F i n a n c i n g  
c h o i c e s  c a n n o t  s u b s t i t u t e  f o r  p o l i c y  d e t e r m i n a t i o n s  as to w h a t  
the e x p e n d i t u r e  l e v e l  s h o u l d  b o  n o r  f c r  a g o o d  c a p i t a l  a n d
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o p e r a t i n g  b u d g e t i n g  p r o c e s s  to i n f o r m  s u c h  p o l i c y  d e c i s i o n s .  
C e r t a i n l y  s o m e  p a r t i c u l a r  e x p e n d i t u r e s  w i l l  h a v e  b e n e f i t s  
o u t w e i g h i n g  a n y  a r b i t r a g e  e a r n i n g s .

O t h e r  O p p c r t u n i t y  C o s t s  o f  C a s h  f o r  P r o j e c t s

T c  the e x t e n t  c a s h  l e f t  o n  t h e  t a b l e  f r o m  b o n d i n g  f o r  c a p i t a l  
a v m e n t s  p r o j e c t s  i s  u s e d  f o r  c a s h  p a y m e n t s  t o  i n d i v i d u a l s  o r  i n v e s t m e n t  
o . i n  o t h e r  t h a n  t h e  m o n e y  a n d  b o n d  m a r k e t s ,  t h e  a r b i t r a g e  a r g u -
n a i v i d u a l s  m e n t  m a y  s t i l l  b e  v a l i d .

Certa-'nly, if a n  i n d i v i d u a l  r e c e i v e s  a c a s h  p a y m e n t ,  h e  c a n  
i n v e s t  i t  a t  t h e  h i g h e r  t a x a b l e  m a r k e t  r a t e s  a n d  t h u s  e a r n  
t h e  a r b i t r a g e  o n  h i s  o w n  a c c o u n t .  O f  c o u r s e ,  h e  m a y  s p e n d  
i t  i n s t e a d ;  t h o u g h  p r e s u m a b l y  h e  is j u d g i n g  h i s  p r e s e n t  
c o n s u m p t i o n  to h a v e  g r e a t e r  u t i l i t y  t h a n  p o s s i b l e  f u t u r e  
c o n s u m p t i o n  a u g m e n t e d  e v e n  a t  m a r k e t  r a t e s  o f  i n t e r e s t .

W h e r e  t h i s  a l t e r n a t i v e  r e a l l y  f a l l s  s h o r t  in r e l a t i o n  to s t a t e  
a r b i t r a g e  w i t h  p a y m e n t  of  t h e  e a r n i n g s  to  i n d i v i d u a l s  is t h e  
f e d e r a l  t a x  b i t e  t h a t  w o u l d  b e  t a k e n  o u t  of p r i n c i p a l  if it 
is g i v e n  t o  i n d i v i d u a l s .  I n s t e a d ,  t h e  m o n e y  c o u l d  be l o a n e d  
t o  i n d i v i d u a l s  at  t h e  t a x - e x e m p t  c o s t  to t h e  s t a t e  a n d  in 
t h a t  w a y  r e t a i n  t h e  a r b i t r a g e  a r g u m e n t ' s  v a l i d i t y ;  this, of 
c o u r s e ,  r e m o v e s  t h e  p o s s i b i l i t y  o f  e x p e n d i t u r e  o f  the p r i n c i p a l  
b y  i n d i v i d u a l s .

T h e  a r b i t r a g e  a r g u m e n t  c a n  c e r t a i n l y  b e  e n h a n c e d  if t h e  s t a t e  
o r  i n d i v i d u a l s  w i t h  s t a t e  l o a n s  c a n  m a k e  i n v e s t m e n t s  w h i c h  
y i e l d  e v e n  g r e a t e r  r e t u r n s  t h a n  t h e  m o n e y  a n d  b o n d  m a r k e t s .
If  t h e s e  a r e  d e v e l o p m e n t  p r o j e c t s  i n  A l a s k a ,  t h e r e  m a y  be  
o t h e r  b e n e f i t s  b e s i d e s  a h i g h e r  r a t e  o f  r e t u r n .  T h e  s t a t e ' s  
f i s c a l  p o s i t i o n  m a y  be  b e n e f i t e d ,  its b o n d  r t t i n g s  p o s s i b l y  

e v e l c p m e n t  i m p r o v e d ,  e tc.. f r o r  tue e x p a n d e d  t a x  b a s e  if i n m i g r a t i o n  is 
r o j e c r s  n c .  p r o n o u n c e d  o r  s i a t e  b u d g e t s  d o  n o t  s w e l l  as a r e s u l t .

I n c o m e s  a n d  e m p l o y m e n t  w i l l  i n c r e a s e ,  h o p e f u l l y  f o r  the l o n g -  
r u n  if t h e  p r o j e c t  is e c o n o m i c a l l y  v i a b l e .  Of c o u r s e ,  t h e r e  
is a l w a y s  a d a n g e r  that t h e  s t a _ e  w i l l  b e  p r o v i d i n g  c o n s u m p t i o n  
d i s g u i s e d  as i n v e s t m e n t .

B e n d i n g  D u r i n g  P e r i o d s  of H i g h  I n t e r e s t  R a t e s

O n e  f i n a l  c o n s i d e r a t i o n  a s  to w h e t h e r  to b o n d  o r  p a y  c a s h  
w o u l d  b e  t h e  p o s s i b i l i t y  o f  a v o i d i n g  b o n d i n g  d u r i n g  p e r i o d s  
o f  high i n t e r e s t  r a t e s .  R e f e r r i n g  to C h a r t  1 a g a i n ,  o n e  c a n  
s e e  t h a t  m u n i c i p a l  bonds' i n t e r e s t  r a t e s  h a v e  v a r i e d  f r o m  5% 
tc 7% d u r i n g  the 1 9 7 0 's. T h u s ,  p a y i n g  c a s h  w o u l d  s a v e  a t  
m e s t  2% b a s e d  o n  r e c e n t  e x p e r i e n c e ,  w h i l e  f o r e g o i n g  the 
o p p o r t u n i t y  to c.>rn 3% to 4% in  a r b i t r a g e .  M o r e o v e r ,  c a r e f u l  
t i m i n g  o f  a c t u a l  b o n d  s a l e s  b y  the a d m i n i s t r a t i o n  m a y  h e l p
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k e e p  i n t e r e s t  c o s t s  d o w n .  L a g s  i n  t h e  p o l i t i c a l  p r o c e s s  
w o u l d  m a k e  i t  d i f f i c u l t  to a t t e m p t  t o  t a k e  a d v a n t a g e  o f  
s w i n g s  i n  i n t e r e s t  r a t e s  f r o m  t h e  l e g i s l a t i v e  e n d  o f  t h i n g s  
a n y w a y .

R e v e n u e  B o n d s

T h e  d i s c u s s i o n  h e r e t o f o r e  o f  c a s h  vs. b o n d i n g  as a f i n a n c i n g  
m e t h o d  f o r  c a p i t a l  p r o j e c t s  is f o r  t h e  m o s t  p a r t  a p p l i c a b l e  
to g e n e r a l  o b l i g a t i o n  a n d  r e v e n u e  b o n d s .  H o w e v e r  p a y i n g  
c a s h  o r  u s i n g  g e n e r a l  o b l i g a t i o n  b e n d s  w h e r e  a r e v e n u e  b o n d  
c a n  b e  u s e d  r e s u l t s  i n  a s h i f t i n g  of t h e  c o s t s  o f  b e n e f i t s  
f o r  a p a r t i c u l a r  g r o u p  f r o m  t h a t  g r o u p  t o  t h e  g e n e r a l  
p o p u l a c e  a n d  is u s u a l l y  j u d g e d  t o  b e  u n a c c e p t a b l e .

If t h e  e q u i t y  c o n s i d e r a t i o n s  a r e  n o t  o v e r r i d i n g ,  g e n e r a l  
o b l i g a t i o n  b o n d s  a r e  c e r t a i n l y  c h e a p e r  t h a n  r e v e n u e  b o n d s ;  
r e c e n t  s a l e s  h a v e  had a  .7% to 1.5% a d v a n t a g e  o v e r  r e v e n u e  
b o n d s .  O f  c o u r s e ,  s i g i n f i c a n t  i n c r e a s e s  in i n d e b t e d n e s s  o n  
a c c o u n t  o f  t h i s  w o u l d  e v e n t u a l l y  h a v e  a d v e r s e  e f f e c t s  o n  
i n t e r e s t  c o s t s  o n  all n e w  G O B ' s .  R e g a r d l e s s  of e q u i t y  
c o n s i d e r a t i o n s ,  r e v e n u e  b o n d s  w o u l d  s t i l l  o f f e r  a r b i t r a g e  
o p p o r t u n i t i e s  w h e t h e r  _he c a s h  a l t e r n a t i v e  h a s  s t a t e  f u n d s  
o r  u s e r  i n c o m e  as its s o u r c e .  A n y  s h i f t  a w a y  f r o m  r e v e n u e  
b o n d i n g  m i g h t  n e c e s s i t a t e  r e v i e w  of t h e  p o l i c y  f o r  u s e r  
c h a r g e s  a n d  a c c r u e d  s u r p l u s e s .

2. W H A T  A R E  T H E  P R O ' S  A N D  C O N ' S  OF P A Y I N G  O F F  O U R  P R E S E N T  
D E B T  S E R V I C E ?

G i v e n  t h e  s h o r t  m a t u r i t y  s t r u c t u r e  o f  o u r  p r e s e n t  d e b t ,  the 
e q u i t y  s i t u a t i o n  w o u l d  n o t  bt m u c h  c h a n g e d  b y  p a y i n g  it o f f  
s i n c e  e i t h e r  w a y  it a p p e a r s  t h a ^  ic w i l l  be  o i l  r e v e n u e s ,  n o t  
i n d i v i d u a l  t a x p a y e r  d o l J a r s ,  t h a t  w i l l  b e  u s e d  to p a y  it off.

By n o t  p a y i n g  it off, t h e  s t a t e  car. i n  t h e o r y  c o n t i n u e  to 
e a r n  a r b i t r a g e .  H o w e v e r ,  this d e p e n d s  o n  to \.uat a l t e r n a t i v e  

u s e  t h e  p o t e n t i a l  b r n d  r e d e m p t i o n  f u n d s  a r e  p u t  a s  d i s c u s s e d  
u n d e r  q u e s t i o n  1; if t h e y  a r e  s p e n t  o n  b u d g e t  i t e m s  t h e r e  is 
n o  a r b i t r a g e .

A s  d i s c u s s e d  in t h e  J o h n  N u v e e n  & Co. l e t t e r  and a l s o  the 
a t t a c h e d  A p r i l  3, 1978 W h i t e  W e l d  l e t t e r ,  A l a s k a  c o m p a r e s  
u n f a v o r a b l y  a g a i n s t  t h e  t r a d i t i o n a l  y a r d s t i c k s  u s e d  to r a t e  
b o n d s ,  i.e. iebt p e r  c a p i t a ,  d e b t  as a p e r c e n t  o f  p e r s o n a l  
i n c o m e ,  etc. P a y i n g  o f f  o u r  d e b t  w o u l d  d r a m a t i c a l l y  i m p r o v e  
our s t a t i s t i c s ,  i n c l u d i n g  the o n e  d e e m e d  m o s t  r e l e v a n t  in 
o u r  c a s e ,  d e b t  s e r v i c e  as a p e r c e n t  o f  g e n e r a l  f u n d  r e v e n u
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o t e n t i a l
a v i n g s
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I t e r­

a t i v e

r b i t r a g e

H o w e v e r ,  t h i s  a c t i o n  w o u l d  d o  n o t h i n g  to o v e r c o m e  the l a c k  of 
d i v e r s i f i c a t i o n  i n  t h e  e c o n o m y  a n d  t h e  a l m o s t  c o m p l e t e  d e p e n­
d e n c e  o f  s t a t e  r e v e n u e s  o n  a s i n g l e  s o u r c e ,  P r u d h o e  Bay.
B e s i d e s ,  t h e r e  is n o  a s s u r a n c e  t h a t  i n  f o l l o w i n g  y e a r s  b o n d  
a u t h o r i z a t i o n s  m i g h t  n o t  b e  s o u g h t  w h i c h  w o u l d  p u t  i n d  . o t e d n e s s  
b a c k  a t  t r a d i t i o n a l  l e v e l s .  T h u s ,  p a y i n g  o f f  e x i s t i n g  i n d e b t­
e d n e s s  m i g h t  l e s s e n  i n t e r e s t  c o s t s  o n  f u c u r e  i s s u e s  a n d  p o s s i b l y  
i m p r o v e  t h e  s t a t e ' s  b o n d  r a t i n g s  if t h e  r e d e m p t i o n  is s e e n  as 
p a r t  of a  l o n g - r a n g e  p o l i c y  of f i s c a l  r e s t r a i n t  a n d  c o n v i n c i n g l y  
d o c u m e n t e d  in l o n g - r a n g e  c a p i t a l  b u d g e t  p l a n s .

H o w e v e r ,  a s  i n d i c a t e d  i n  T a b l e s  3 a n d  4, t h e  m a x i m u m  r e d u c t i o n  
in  i n t e r e s t  c o s t s  s h o u l d  t h e  s t a t e  b e  u p g r a d e d  to  the h i g h e s t  
r a t i n g  (Aaa) w o u l d  n o r m a l l y  b e  n o  m o r e  t h a n  t h i r t y  b a s i s  p o i n t s  
o r  .3%. T h i s  w o u l d  b e  o n e - t e n t h  the a m o u n t  t h a t  c o u l d  b e  
e a r n e d ,  3%, in a r b i t r a g e  if the f u n d s  w e r e  i n v e s t e d  i n s t e a d  
of  u s e d  t o  p a y  o f f  the b o n d s .  T h u s ,  p a y i n g  o f f  $ 6 8 0  mil.lion 
i n  o u t s t a n d i n g  d e b t  w o u l d  r e q u i r e  the i s s u a n c e  o f  $6 . 8  b i l l i o n  
i n  n e w  d e b t  for i n t e r e s t  s a v i n g s  to m a k e  u p  t h e  l e s t  a r b i t r a g e .  
U n d o u b t e d l y ,  o u r  i n t e r e s t  d i f f e r e n t i a l  w o u l d  b e  e r a s e d  l o n g  
b e f o r e  t h a t  l e v e l  o f  i n d e b t e d n e s s  w a s  r e a c h e d .  A l t h o u g h  s o m e  
i m p r o v e m e n t  c o u l d  a l s o  b e  e x p e c t e d  i n  r a t e s  a n d  r a t i n g s  for 
o t h e r  A l a s k a  m u n i c i p a l s  w h i c h  t r a c k  s o m e w h a t  w i t h  the s t a t e ,  
t h i s  m e t h o d  of p a y i n g  o f f  i n d e b t e d n e s s  w o u l d  s t i l l  n o t  b e  an 
a t t r a c t i v e  i n v e s t m e n t ,  b u t  w o u l d  be a m e t h o d  o f  b u d g e t a r y  
r e s t r a i n t .

A n  a l t e r n a t i v e  t h a t  w o u l d  p o s s i b l y  b e  a g o o d  i n v e s t m e n t  t h o u g h  
n o n  a b s o r b  as m u c h  f u n d s  is to p a y  o f f  t h e  t a i l  e n d  o f  the 
s t a t e ' s  d e b t  s e r v i c e ,  i.e. the l o n g e r  m a t u r i t y  b o n d s .  t i l i n g
G a l l a g h e r  of N u v e e n  & Co. e s t i m a t e s  t h a t  p o s s i b l y  $10 l l i o n
so s p e n t  w o u l d  h a v e  a l m o s t  the s a m e  i m p a c t  as p a y i n g  ox. a l l  
i n d e b t e d n e s s .

3. W H A T  A R E  T H E  P R O ' S  A N D  C O N ' S  0? P A Y I N G  O F F  P R E S E N T  
M U N I C I P A L  D E B T ?

C o n s i d e r i n g  the s t a t e  a s  a w h o l e ,  the a r g u m e n t s  h e r e  a r e  the 
s a m e  as f o r  q u e s t i o n  2. T h e  p o t e n t i a l  a r b i t r a g e  f r o m  r e t a i n i n g  
i n d e b t e d n e s s  is a l m o s t  as g r e a t  sir.ce the M u n i c i p a l  B o n d  B a n k  
A u t h o r i t y  c a r r i e s  an A  r a t i n g ,  o n l y  s l i g h t l y  b e l o w  the s t a t e ' s .
Of  c o u r s e ,  l o o k i n g  at i t  s o l e l y  f r c m  the m u n i c i p a l i t i e s  p o i n t  
o f  view, p a y o f f  is d e s i r a b l e  s i n c e  the c a s h  c o m e s  f r o m  the 
s t a t e ,  r o t  the m u n i c i p a l i t y .  T h i s  w o u l d  be an  e x p e n d i t u r e  f r o m  
t h e  s t a t e ' s  p o i n t  of v i e w ,  w h e r e a s  p a y i n g  o f f  its o w n  l i a b i l i t i e s  
d o e s  n o t  c h a n g e  its n e t  w o r t h .
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T h e  i m p r o v e m e n t  i.i i n t e r e s t  c o s t s  s h o u l d  b e  a b o u t  t h e  s a m e  
m a g n i t u d e  as  t h a t  f o r  t h e  st a t e ,  t h u s  p u t t i n g  t h e  a m o u n t  o f  
n e w  d e b t  r e q u i r e d  to r e a l i z e  s a v i n g s  i n  i n t e r e s t s  c o s t s  
e q u i v a l e n t  to t h e  f o r e g o n e  a r b i t r a g e  a t  o d d s  w i t h  t h e  i d e a  
o f  r e d u c e d  l e v e l s  of  i n d e b t e d n e s s  to s e c u r e  b e t t e r  i n t e r e s t  
r a t e s .  A g a i n  t h o u g h ,  p a y i n g  o f f  the t a i l  e n d  m a t u r i t i e s  
m i g h t  b e  a g o o d  i n v e s t m e n t .

A n y  s u c h  p r o g r a m  to  p a y o f f  m u n i c i p a l  d e b t  w o u l d  n o t  b e n e f i t  
i n d i v i d u a l s  -in u n o r g a n i z e d  a r e a s  o r  m u n i c i p a l i t i e s  w i t h  no 
d e b t .  If t h e  p r o p o s a l  is a b l a n k e t  p a y o f f  o f  1 0 0 %  o f  o u t­
s t a n d i n g  d e b t ,  s o m e  m u n i c i p a l i t i e s  w i l l  b e n e f i t  m o r e  t h a n  
o t h e r s ,  e v e n  o n  a p e r  c a p i t a  b a s i s .  " A l a s k a  T a x a b l e  1 9 7 9 "  
i n d i c a t e s  t h a t  m u n i c i p a l  d e b t  p e r  c a p i t a  v a r i e s  f r o m  $1 2 0  
t o  $ 2 6 , 7 5 1 .  P a y o f f  of e q u a l  a m o u n t s  o n  a p e r  c a p i t a l  b a s i s  
w o u l d  b e  m o r e  e q u i t a b l e  t h a n  p a y o f f  o f  a l l  o r  a p e r c e n t a g e  
o f  t o t a l  i n d e b t e d n e s s .

T h e r e  w o u l d  b e  n o  a s s u r a n c e  t h a t  m u n i c i p a l i t i e s  w o u l d  p a s s  
o n  the s a v i n g s  i n  d e b t  s e r v i c e  to  t a x p a y e r s  r a t h e r  t h a n  
i n c r e a s i n g  o t h e r  b u d g e t  e x p e n d i t u r e s .  D i r e c t  p a y m e n t s  or 
c r e d i t s  to t a x p a y e r s  m i g h t  b e  s u p e r i o r  i n  t h i s  r e g a r d .  If 
a m u n i c i p a l  d e b t  r e d e m p t i o n  p r o g r a m  is to b e  c o n s i d e r e d ,  i t  
m i g h t  a l s o  b e  a p p r o p r i a t e  to c o n s i d e r  c e i l i n g s  o n  m u n i c i p a l  
i n d e b t e d n e s s .
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4. A T  W H A T  L E V E L  S H O U L D  W E  B O N D  F O R  C A P I T A L  I M P R O V E M E N T S ?
BY  W H A T  L O G I C ?

T h e  J o h n  N u v e e n  & Co. l e t t e r  s u g g e s t s  $ 1 7 5  to $ 2 2 5  m i l l i o n  
p e r  y ear, w h i c h  w o u l d  b e  $350 to $4 5 0  m i l l i o n  in a u t h o r i z a t i o n s  
t h i s  s e s s i o n .  T h e  G o v e r n o r  r e p u t e d l y  w i l l  i n s i s t  o n  n o  m o r e  
t h a t  $ 3 0 0  m i l l i o n  in a u t h o r i z a t i o n s  t h i s  s e s s i o n  o e c a u s e  o f  
c o n c e r n s  t h a t  the r i s i n g  l e v e l  o f  d e b t  s e r v i c e  w i l l  l e a v e  
l i t t l e  r o o m  for i n c r e a s e s  in o t h e r  o p e r a t i n g  i t e m s  w i t h i n  
h i s  l o n g - r a n g e  b u d g e t  g r o w t h  c e i l i n g s .  'Ihe p o s s i b i l i t y  of 
s t r e t c h i n g  o u t  m a t u r i t i e s  b a s e d  on  i m p r o v e d  r e v e n u e  p r o­
j e c t i o n s  might: p e r m i t  t h e  G o v e r n o r  to i n c r e a s e  d e b t  a n d  d e b t  
s e r v i c e  a n d  s t i l l  m e e t  h i s  b u d g e t  g r o w t h  o b j e c t i v e s .  
A u t h o r i z a t i o n s  in  the 1 9 7 8  s e s s i o n  t o t a l e d  $ 2 7 5  m i l l i o n  
e x c l u s i v e  o f  the $966 m i l l i o n  n e w  c a p i t a l  b o n d  issue.

A c c o r d i n g  to the W h i t e  W e l d  m e m o ,  d e b t  service, c o u l d  b e  as 
h i g h  as 16% of g e n e r a l  fu n d  r e v e n u e  b e f o r e  the s t a t e  w o u l d  
e x p e r i e n c e  s i g n i f i c a n t  i n t e r e s t  p e n a l t i e s .  In the j u d g m e n t  
o f  J o h n  E. P e t e r s e n ,  D i r e c t o r  o f  the G o v e r n m e n t  F i n a n c e  
R e s e a r c h  C e n t e r  o f  the i-iunicipal F i n a n c e  O f f i c e r s  A s s o c i a t i o n  
( M F O A ) , a s  q u o t e d  in h i s  book, T h e  R a t i n g  G a m e , "a r a t i o  of 
t e n  p e r c e n t  is f e l t  to b e  the s e p a r a t i o n  b e t w e e n  b e t t e r  a n d  
l e s s e r  c r e d i t w o r t h i n e s s ,  f i f t e e n  p e r c e n t  w a r r a n t s  c o n c e r n ,  
a n d  it s h o u l d  n e v e r  e x c e e d  t w e n t y  to t w e n t y - f i v e  p e r c e n t . "
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P o t e n t i a l  T e n  p e r c e n t  o f  the $ 3 , 0 5 2 . 2  m i l l i o n  e s t i m a t e d  as F Y  80
L e v e l s  u n r e s t r i c t e d  r e v e n u e  in the D e p a r t m e n t  of  R e v e n u e ' s  " R e v e n u e  

S o u r c e s "  w o u l d  b e  $ 3 0 0  m i l l i o n  i n  d e b t  s e r v i c e . $ 3 0 0  m i l l i o n  
a y e a r  i n  d e b t  s e r v i c e  o v e r  a t e n  y e a r  p e r i o d  w o u l d  a m o r t i z e  
$ 2 , 2 5 2 . 3  m i l l i o n  a t  6% i n t e r e s t .  T h u s ,  t h e  s t a t e  c o u l d  
t h e o r e t i c a l l y  i n c r e a s e  its c u r r e n t  t o t a l  i n d e b t e d n e s s  of 
$ 6 8 0  m i l l i o n  s e v e r a l  t i mes o v e r ,  t h i s  s e s s i o n ,  if f u t u r e  
b o n d i n g  w e r e  to b e  c u t  b a c k  c o n s i d e r a b l y .

M a r k e t  In r e a l i t y ,  the m a r k e t  l i m i t s  a r e  m o r e  l i k e l y  d e t e r m i n e d
L i m i t s  "by i n t a n g i b l  s y c h o l o g i c a l ,  p e r h a p s  e v e n  i r r a t i o n a l  f a c t o r s

a n d  a t t i t u d e s "   c o r d i n g  to the N u v e e n  l e t t e r ,  w h i c h  f u r t h e r
s t a t e s  t h a t  "no o n e  c a n  a c c u r a t e l y  p r e d i c t  w h a t  l e v e l  o f  d e b t  
w i l l  t r i g g e r  a r e a c t i o n  l e a d i n g  to  a n e g a t i v e  s h i f t  in  m a r k e t  
s e n t i m e n t " . ( S h o u l d  it be  d e s i r e d  L e g i s l a t i v e  F i n a n c e  c a n  
r e a d i l y  r u n  l o n g - r a n g e  c o m p u t e r  p r o j e c t i o n s  o f  d e b t  s e r v i c e  
in r e l a t i o n  to r e v e n u e s  b a s e d  o n  a g i v e n  p a t t e r n  o f  b o n d  
a u t h o r i z a t i o n s .)

It a p p e a r s  t h e r e  a r e  no r e a d y - m a d e  r u l e s  f o r  the l e v e l  of  
d e b t ;  by t h e  a b o v e  s t a n d a r d  the s t a t e  h a s  t r e m e n d o u s  u n u s e d  
c a p a c i t y  —  b y  o t h e r  s t a n d a r d s  s u c h  as  d e b t  p e r  c a p i t a  
t h e r e  is n o  e x c e s s  c a p a c i t y .  T h e  s t a t e  c a n  a l w a y s  f i n d  t h e  
l i m i t s  b y  t e s t i n g  t h e  w a t e r .  N e e d l e s s  to say, b u d g e t a r y  
r e s t r a i n t  a n d  s o u n d  m a n a g e m e n t  o f  t h e  s t a t e ' s  p o r t f o l i o  
w i l l  i n c r e a s e  its d e b t  c a p a c i t y  in r e l a t i o n  to a g i v e n  l e v e l  
of r e v e n u e s .

U P D A T E

5. W K A T  I S  O U R  P R E S E N T  M U N I C I P A L  D E B T ?

As o f  J u l y  1, 1979 the g e n e r a l  o b l i g a t i o n  b o n d  d e b t  of 
m u n i c i p a l i t i e s  w a s  $ 7 6 8 , 5 0 8 , 9 0 3 .

A D D E N D U M

Y o u  m a y  n o t e  that in o u r  l e t t e r  to N u v e e n  w e  w o n d e r e d  if 
a g u a r a n t e e  f u n d  f o r  g e n e r a l  o b l i g a t i o n  b o n d s  w o u l d  i m p r o v e  
i n t e r e s t  c o s t s  o r  r a t i n g s .  N u v e e n  f e l t  it w o u l d  r a i s e  m o r e  
q u e s t i o n s  t h a n  it w o u l d  be w o r t h .
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STATU OF ALASKA

G E N ERAL OBLIGATION BUNDS 

Debt Service by Fiscal Years 

June 30, 1979

. . . . . . .  . l - ^ - I I I . I L-  1 1 .1 - 1 1 .'-  .  .1 . . . I . L - ' L L T J I - J a i

Total Debt Net Cash
F iscal Service To Rcdcmpt ion Required By
Ye a r i’rincipal Interest Maturity Reserve Fiscal Y e a r

1989 62 , 7 1 7 , 0 0 0 . 0 0 13,896,721.25 56,611,721.25 5 6 , 6 1 1 ,721.25
1990 3 6 , 5 5 0 , 0 0 0 . 0 0 1 1,766,590.00 6 6 , 2 96,590.00 66 , 2 9 6 , 5 9 0 . 0 0

1991 28,98 9 , 0 0 0 . 0 0 9 , 9 58,6^0.00 38,967,630.00 3 8 , 9 6 7,630.00
1992 2 9 , 8 6 9 , 0 0 0 . 0 0 8 , 3 0 3 , 6 2 5 . 0 0 38,152,625.00 3 8 , 1 5 2 , 6 2 5 . 0 0

1993 25,06 3 , 0 0 0 . 0 0 6 , 6 56,987.50 31,719,987.50 31 ,719,987.50

1996 2 0 , 5 9 8 , 0 0 0 . 0 0 5,219 , 9 7 5 . 0 0 25,81/,975.00 2 5 , 8 1 7 , 9 7 5 . 0 0
1995 19,096,000.00 3,987,625.00 23,083,625.00 2 3 , 0 83,625.00
1996 1 8 , 6 1 0,000.00 2,866,6 12.50 2 1,67 6 , 6 1 2 . 5 0 21 ,676,612.50

1997 .16,865,000.00 1,800,619,75 16,665,619.75 16,665,619.75

1998 13,38 0 , 0 0 0 . 0 0 1,008,196.75 16,388,196.75 16,388,196.75
1999 $ 8 , 660,000.00 $ 368,931.25 $ 9,008,931.25 $ $ 9,008 , 9 3 1 . 2 5
2 000 2 ,531, 0 0 0 . 0 0 69 ,081.25 2,600,081.25 2,600,081 .25

T otals $809,037 , 0 0 0 . 0 0  $30/.,561 , 71 3.19 $1,313,618,713.19 $1 ,712,258.82 $1,311,906,454. 37

I ’ l l  i d
as of
6 / 3 0/79 1 38v556 , 9 0 0 .00 197. 3 1 6 .81 8.86 ___  335, 8 7 0 , 818.8/. 3 6 5 , 4 8 5 . 83 335,505,333.01

Ru.na In Inc 
L i u b  L I i  t y
as of

6/30/79 $670,503,000.00 $307,2/./.,896.35 $ 97 7,767,896 .35 $1 ,366,772.99 $ 976,601, 121.36
( S t .  I I67 J   —  ----- --------------------------------- -----------------  --------------------



TABLE 1

I N T E R E S T  R A T E S  O N  B O N D S  
O F  T W E N T Y  Y E A R  O R  G R E A T E R  M A T U R I T I E S

A a  A a
Y E A R  C O R P O R A T E  M U N I C I P A L S

1 9 7 9  9 . 7 7  6 . 0 0
1 9 7G 8 . 9 8  5 . 6 5
1 9 7 7  8 . 2 0  5 . 3 4
1 9 7 6  8 . 5 9  6 . 0 9
1 9 7 5  9 . 5 1  6 . 7 0

F i v e - y e a r  A v e r a g e

D I F F E R E N C E

3 . 7 7
3.33
2 . 8 6
2. 5 0
2 . 8 1

3 . 0 5

S o u r c e : N o v e m b e r  1 9 7 9  T r e a s u r y  B u l l e t i n



---------------------- AND MUNICIPAL BONDS
PERCENT
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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 6.00 6.10 6.20
1981 - *. 6.00 6.10 6.201982 ; ■ 6.00 6.10 6.20
1933 6.00 6.10 6.25
1984: • 6.00 6.10 6.25
1985 ' 6.00 6.10 6.30
1986 6.00 5.10 6.30
1987 6.00 6.10 6.35
1988 6.05 6.10 6.35
1989 5.10 6.15 6.35

1994 ; 6.35 6.45 6.60

1999 6.60 6.75 £.85

Tunic-': cl Pond A\'•..races
Week Nuveer. Bond Dow-
Eedi no Index Buver Jone:

November 23 7.99 7.38 7.76
November 30 7.92 7.25 7.63
December 7 7.78 7.17 7.53
December 1A 7.86 7.26 7.62

JOHN NUVEEN & CD INCORPORATED



TABLE 3

D IF F E R E N C E S  B E T W E E N  A N N U A L  A V E R A G E S  O F  Y IE L D S  O N  2 0 -Y E A R , 
C E N E R A L  O B L IG A T IO N  B O N D S . B Y  R A T IN C  
(B u i s  Poin ts)

Differential Between Grades
Year An minus \ i a A minus Aaa 3a« minus Aaa

19-45 25 58 79
1950 19 54 75
1955 14 47 96
1956 21 50 99
1957 22 65 105
195* 22 59 92
1959 M 50 81
I960 16 51 82
1961 14 34 bl
1962 II 25 52
1963 8 20 43
1964 7 19 42
1965 7 19 40
1966 9 25 49
1967 10 26 55
|96 t 10 31 63
1969 13 37 62
1970 26 47 63
1971 28 S3 67
1972 15 34 52

S o u rc e  M oody's Series: A nnu il average o f  monthly differences.

T A B L E  4

IN T E R E S T  C O S T  D IF F E R E N T IA L S  A M O N G  R A T IN G  C LA SSE S  
(Oasis Poin ts )

S tudy (P e r io d )

D iffe re n t ia l 
Between G rades

Phelps'
(1 9 5 7 -5 8 )

Kessel*
(1 9 5 9 -6 7 )

Petetsen*
(1 9 6 4 -1 9 7 1 )

Aaa-A a 21 15 13
A .-A 33 71 19
A -Baa 33 25 30
Baa-11. — — 33
Item ’
A aa-Baa 87 61 62

‘Charlotte DeMonte Phelps. "T h e  Impact o f Tightening Credit on Municipal Capita l Espendtturei in the 
lin iied  S la te s ,”  Ya le Econom ic Essays. V o l I (F a ll 1961 ). p. .'0 0 . In Phelps s equation , interest cost 
d iffe rentia ls between rating classes vary in proportion to Ihe Federal Governm ent s long term bond ra le . The 
figures above were calculated upon Ihe assumption that ih r long term bond rate w a s .' percent.
’ Reube A . Kessel. " A  Study of the Effects o f Competition in the Tas-Eaem pt Bond M arke t.”  Jou rna l o l 
Politico! Economy (Sept. 1971 ). Instead o l  using the net imeiesi cost o f the issue at lb :  dependent variab le in 
his equation . Kessel used the difference between the twenty-year reo ffe rm g yie ld in d  W hite 's Y ie ld  o l 100, 
Standard A Poor's ratings were used instead o f M oody's . Keste l's data sample included more than 9 0 00  bond 
issues that appeared between 1959 and 1967 . with v irtua lly complete coverage o f eom peiiuve ly o ffe red  issues 
that were larger than 1 1 .0 0 0 .0 0 0 .
•John E . Petersen. “ A Note on the Determ inants of M unicipal Bond Net Interest C o s ts "  (unpub lished ), 1972. 
See sum mary o f study at eno o f this chapter.

S O U R C E :  T h e  R a t i n g  G a m e ,  J o h n  E. P e t e r s e n ,  K r a u s  R e p r i n t ,  N e w  Y o r k ,  1974



D A T E .*

5*v̂ ':CThe
Speaker of;..the

:.^\LZ'FRGMi: T  J . • E r "

SDBJ

x x i i s ^ i e m o  i s  a  p r e l i m i n a r y  r e s p o n s e  t o ' your""qu<2stions~:g i v e ¥ r ^  
t o  m e  s e v e r a l  w e e k s  a g o .  S o m e  o f  t h e  a n s w e r s  a r e  b a s e d  o n - - ^  

i n f o r m a t i o n  f r o m  d o c u m e n t s  that: w i l l  b e  i i p d a t 2d.'• A s  

m e n t i o n e d  e a r l i e r , I  w i l l  p r o v i d e  --you w i t h ” c u r r e n t . i n f  o r -  
m a i  .ji» a s  i t  b e c o m e s  a v a i l a b l e . ^

1. W h a t  i s  o u r  p r e s e n t  s t a t e  d e b t ? T h e  o u t s t a n d i n g  A l a s k a  

g e n e r a l  o b l i g a t i o n  b o n d  d e b t  a s  o f  A p r i l  10, 1 9 7 9  ' (t h e  

-.-".-. d a t e  o f  t h e  l a s t  g e n e r a l  o b l i g a t i o r P b o n d  sale)- i s - —
$ 1 , 0 3 8 , 2 7 6 , 0 8 9 . . .  . : '..... . :« T S f

2. W h a t  i s  o u r  p r e s e n t  m u n i c i p a l  d e b t ? . A s  o f  J a n u a r y  1 9 7 9  

t h e  g e n e r a l  o b l i g a t i o n  b o n d  d e b t  o f  m u n i c i p a l i t i e s  w a s  ■ 
$ 5 4 5 ,  2 2 7 ,  664. ( " A l a s k a  T a x a b l e "  w i l l  b e  r e p u b l i s h e d  i n  

J a n u a r y  1 9 8 0 ,  a n d  n e w  f i g u r e s  w i l l  b e  a v a i l a b l e  t h e n . )

3.. W h a t  i s  o u r  p r e s e n t  a n n u a l  d e b t  s e r v i c e ?  T h e  c u r r e n t  

/  y e a r ' s  g e n e r a l  o b l i g a t i o n  b o n d  d e b t  s e r v i c e  i s  $ 8 2 . 2  

m i l l i o n  a n d  t h e  a m o u n t  f o r  F Y  8 1  i s  e s t i m a t e d  a t  $ 7 7 . 9  
m i l l i o n .  ....  ........

•----- . 4 .  W h a t  a r e  t h e  p r o ' s  a n d  c o n ' s  o f  p a y i n g  c a s h  o r  b o n d i n g  ;
f o r  c a p i t a l  i m p r o v e m e n t s ?  .. ..-‘i-;.’:

5. W h a t  a r e  t h e  p r o ' s  a n d  c o n ' s  o f  p a v i n g  o f f  o u r  p r e s e n t  _
d e b t  s e r v i c e ?     ;.™-. - •

6. WT>.t a r e  t h e  p r o ' s  a n d  c o n ' s  o f  p a v i n g  o f f  p r e s e n t  m u n i -
c i p a l  d e b t ?    V: J‘’’.V; ;.7.7 i...

M i l t  B a r k e r .i j  p r e p a r i n g  a n  a n a l y s i s  o f  t h e s e . . c u e s t i o n s  .

W e  h a v e  a l s o  w r i t t e n  t h e  s t a t e ' s  b o n d  c o u n s e l  a n d  t h e ■ 
s t a t e ' s  f i n a n c i a l  a d v i s o r  r e g a r d i n g  c e r t a i n  q u e s t i o n s  ..

o n  t h i s  s u b j e c t .  .. M i l t  w i l l  i n c o r p o r a t e  t h e s e  r e s p o n s e s  Z'.r.:.. 
i n  h i s  M e m o .  V  'Z .................    . .....̂  .



7 .  A t  what, l e v e l  s h o u l d  v e  b o n d  f o r  c a p i t a l  i m p r o v e m e n t s ?

B y  w h a t  l o g i c ? S i n c e  A l a s k a  c u r r e n - t l y  h a s  a  l e v e l  c f  • 

g e n e r a l  o b l i g a t i o n  b o n d  i n d e b t e d n e s s  t h a t  e x c e e d s  t h e  

n o r m a l  n e a s u r e s  o r  s t a n d a r d s  a p p l i e d  t o  o t h e r  s t a t e s ,  

w e  c a n n o t  u s e  " t r a d i t i o n a l  y a r d - s t i c k s "  t o  a n s w e r  t h i s  

q u e s t i o n .  T h e  q u e s t i o n  o f  w h e t h e r  o r  n o t  t o  b o n d  i s  a n  

e c o n o m i c  a n d  p o l i t i c a l  q u e s t i o n .  • T h e  e c o n o m i c  p o r t i o n  

w i l l  b e  d i s c u s s e d  i n  M i l t ' s  M e m o .  -

I f  the: L e g i s l a t u r e  w e r e  l o o k i n g  f o r  a  r u l e  o f  t h u m b  f o r  

b o n d i n g ,  p e r h a p s  t h e  b e s t  o n e  t h a t  c o m e s  t o  m i n d  w o u l d

b e  l i m i t i n g  t h e  u s e  .of g e n e r a l  o b l i g a t i o n  b o n d s  t o  f u n d .....

n e w  p r o g r a m  s t a r t s ;  f o r  e x a m p l e ,  n e w  s c h o o l s ,  n e w  /

a r m o r i e s ,  n e w  f i s h  h a t c h e r i e s  a n d  n e w  s t a t e  b u i l d i n g s  c o u l d  

c o n t i n u e  t o  b e  f u n d e d  b y  t h e  g e n e r a l  o b l i g a t i o n  b o n d  -•••*-■_ 

r o u t e . -  I n  t h i s  w a y  y o u  w o u l d  h a v e  “p u b l i c  approval"-. . ;r 

f o r  n e w  c a p i t a l  p r o g r a m  s t a r t s .  R e p a i r s  a n d  m a i n t e n a n c e  

c o u l d  b e  f u n d e d  f r o m  c a s h  a p p r o p r i a t i o n  s o u r c e s ?  f o r  

e x a m p l e ,  h i g h w a y  r e p a i r s ,  f e r r y  s y s t e m  r e p a i r s ,  a i r p o r t  

r e p a i r s  a n d  b u i l d i n g  r e p a i r s  c o u l d  b e  f u n d e d  f r o m  

g e n e r a l  a p p r o p r i a t i o n s  u n d e r  t h e  a s s u m p t i o n  t h a t  o n c e  

t h e  p u b l i c  h a s  a p p r o v e d  a  n e w  c a p i t a l  p r o j e c t ,  t h e  

L e g i s l a t u r e  c a n  p r e s u m e  t h e y  w a n t  t h e i r  i n v e s t m e n t ;  

m a i n t a i n e d  a n d  r e p a i r e d  s o  t h a t  t h e  fac: ;.ity c a n  c o n t i n u e  

t o  p r o v i d e  a d e q u a t e  p u b l i c  u s e  o r  s e r v i c e .

8. B o w  m u c h  c a p i t a 1 i m p r o v e m e n t  e j n d s  c o u l d  w e  a c t u a l l y  

s p e n d  i n  a  s i m ’ls y e a r  w i t h  o u r  p r e s e n t  l e v e l  o f  s t a t e  

g o v e r n m e n t ? T n e  a n s w e r  t o  t h i s  q u e s t i o n  i s  d i f f i c u l t  * 

b e c a u s e  i t  i s  h a r d  t o  s e p a r a t e  a d m i n i s ' u r a t i v e / o r g a n i­

s a t i o n a l  p r o b l e m s  f r o m  p o l i c y  d e c i s i o n s  n o t  t o  s p e n d .

T h e  e n c l o s e d  l e t t e r  f r o m  t h e  C h a i r m a n  c f  t h e  B u d g e t  
a n d  A u d i t  C o m m i t t e e  t o  t h e  G o v e r n o r  s e t a  o u t  t h e  

C o m m i t t e e ’s c o n c e r t ,  w i t h  t h e  a p p a r e n t  l a c k  o f  e f f o r t

t o  c o m p l e t e  b o n d  p r o j e c t s  a l r e a d y  a p p r o v e d  b y  t h e  L e g i s ­

l a t u r e .  O t h e r  r e s e a r c h  b y  o u r  o f f i c e  i n d i c a t e s  t h a t  o f  

t h e  4 0 3  c a p i t a l  p r o j e c t s  a p p r o v e d  b y  t h e  L e g i s l a t u r e  

l a s t  S e s s i o n  i n  t h e  G e n e r a l  A p p r o p r i a t i o n s  A c t ,  3 0 2  h a v e  h 
h a d  n o  e x p e n d i t u r e  f r o m  t h e  a c c o u n t s  a s  o f  O c t o n e r  1.

( T h e  c a p i t a l  p r o j e c t s  p o r t i o n  o f  thi b u d g e t  t o o k  e f f e c t  

o n  J u n e  2, 1 9 7 9 . )  L o c k i n g  a t  i t  a n o c n e r  w a y ,  o f  t h e  

$ 1 9 2  m i l l i o n  a p p r o p r i a t e d  i n  t h e  c a p i t a l  b u d g e t ,  o n l y  

$ 1 1  m i l l i o n  h a d  a c t u a l l y  b e e n  s p e n t  b y  O c t o b e r  1. T h i s  

n e x t  S e s s i o n  t h e  L e g i s l a t u r e  m i g h t  w i s h  t o  b o l d  h e a r i n g s  

i n  a n  e f f o r t  t o  d e t e r m i n e  w h e t h e r  p o l i c y  d e c i s i o n s  n o t  

t o  s p e n d  a r e  r e s p o n s i b l e  f o r  t h i s ,  o r  o r g a n i s a t i o n a l  

o v e r l o a d  o f  v a r i o u s  s t a t e  a g e n c i e s .

9. W h a t  f e d e r a l  f u n d 3 a r e  p r o j e c t e d  t o  b e  a v a i l a b l e  i n  
t h e  n e x t  t w o  v e a r s ?  W h a t  a r e  t h e  m a t c h i n c r  recruire-

E c n o r a b i e  T e r r y  G a r d in e r - :  - f r A - H o v e n b e r  1 4  9 '.. 1 9 7 9  *j

m e n t s  o f  s t a t e  f u n d s ?. T h e  e n c l o s e d  c o p y  o f  " D a t e l i n e  

W a s h i n g t o n " ,  a  N a t i o n a l  C o n f e r e n c e  o f  S t a t e  L e g i s ­

l a t u r e s  p u b l i c a t i o n ,  c o n t a i n s  o n e  o f  s e v e r a l  r e c e n t



Honorable Terry Gardiner 1 Hovember" 14 , "1979

a r t i c l e s  w h i c h  i n d i c a t e  t h a t  t h e  P r e s i d e n t  a n d  t h e  ' ;
F e d e r a l  G o v e r n m e n t  i n t e n d  t o  r e d u c e  F e d e r a l  e x p e n ­

d i t u r e s  o n  S t a t e  g r a n t  p r o g r a m s  i n  f u t u r e  b u d g e t s .

I n  a d d i t i o n  t o  t h i s  g e n e r a l  p a t t e r n  o f  r e d u c e d  g p e n d i n g  

o n  s t a t e  p r o g r a m s , w e  c a n  e x p e c t  t h a t  w h e r e v e r  p o s s i b l e  

F e d e r a l  a g e n c i e s  w i l l  c h i p  a w a y  a t  A l a s k a ' s  e n t i t l e ­

m e n t s  d u e  t o  A l a s k a ' s  v e r y  s t r o n g  f i n a n c i a l  p o s i t i o n .  
F o r  a r g u m e n t s  s a k e ,  .let's a s s u m e  c o n t i n u e d  F e d e r a l  

f u n d i n g  a t  t h e  c u r r e n t  y e a r  b u d g e t  l e v e l ,  & f i f>roximately 

$ 2 5 4  m i l l i o n .  T h e  m a t c h i n g  r e q u i r e m e n t s  v a r y  f r o m  

p r o g r a m  t o  p r o g r a m .  . F o r  n e w  g r a n t s  t h a t  a r e  r e c e i v e d  

i n  m i d - b u d g e t  y e a r ,  t h e y  c a n  b e  1 0 0 %  o f  t h e  f u n d i n g  

r e q u i r e m e n t s .  C u r r e n t  p r o g r a m s  r a n g e  d o w n  f r o m  t h e r e  

t o  9 0 % / 1 0 % ,  7 5 % / 2 5 % ,  5 0 % / 5 0 % ,  t o  a n  e v e n t u a l  p h a s e  o u t .  

w h e r e  t h e  p r o g r a m  n e c o n e s  e n t i r e l y  S t a t e  f u n d i n g .  •• .

e n c l o s u r e s

J H H : b f



John Nuveen'& Co .y:.
209:: South'-La y. Salle'. Street 
Chicago,'-: Illinois"60604~'^:

.::.•■ "y;y; jn preparation/for-the upcoming session, • legislative/^ 
leaders have requested , that we^,gather, certain information^^ 
for their ..review, prior ...to t h e ' s e s s i o n A s  the State/s -£ S  
financial advisor,.. ! would appreciate..your response/to., thei^ 
followirigTquestions:...r.̂/.-.-. -... ..v' : (;//...v./vL3̂ p

1. 7 W h a t  i s  t h e  a v e r a g e  s p r e a d  i n  i n t e r e s t  r a t e s '  b e t w e e n ’̂

t a x - e x e m p t  m u n i c i p a l  b o n d s  o f  A l a s k a ' s  r a t i n g  a n d  .vy. 

t h e  t y p i c a l  i n v e s t m e n t s  o f  A l a s k a ' s  g e n e r a l  f u n d ,  i . e . ,  
c o r p o r a t e  a n d  U . S .  T r e a s u r y  s e c u r i t i e s ,  b a n k  C D ' s ,  
b a n k e r s ' ,  a c c e p t a n c e s ,  e t c . 7 - .

2. W h a t  l e v e l  o f  G . O .  b i d d i n g  c a n  A l a s k a  a c h i e v e  w i t h o u t  

a l t e r i n g  i t s  r a t i n g s  o r  a d v e r s e l y  a f f e c t i n g  i t s - i n -  • f. 
t e r e s t  r a t e s ?  :‘7"7.;' " ■'••■' : 7 /'■ v":

3. W h a t  g r e a t e r  l e v e l  c o u l d  b e  a c h i e v e d  w i t h o u t  w i p i n g

o u t  t h e  s p r e a d  b e t w e e n  o u r  t a x - e x e m p t  r a t e  a n d  t a x a b l e  7 

. .;.... r a t e s ?  ;'7^7.-;77-:;-:'7”/--';-.u ".'-':--7:7----7_u-- 77 .... .7:7..7!k777;

4. ' W h a t  r u l e s  o f  t h u m b  c a n  b e / u s e d  i n  j u d g i n g  t h e  amount"'' v’v":- 

■ o f  b o n d s  t h a t  c a n  b e  issue:d w i t h o u t  a d v e r s e  co: s e q u e n c e s ?

T h e  3 %  o r  .16% d e b t  s e r v i c e  i n  r e l a t i o n  t o  g e n e r a l . f u n d  

r e v e n u e s  m e n t i o n e d  i n  t h e  W h i t e ,  W e l d  & C o .  m e m o ?

. - (copy, a t t a c h e d )  : 7; 7 7 :’”7"

5 . “,. H o w  m u c h  c o u l d  o u r ' t a x - e x e m p t  r a t e  b e  r e d u c e d  b y  d e - k k k k "  

' p o s i t i n g  u p  t o  1 5 %  o r  w h a t e v e r  t h e  I R S  a r b i t r a g e  l i m i t

7':;: i s  i n ' a  G.O.' D e b t - G u a r a n t . e e  F u n d ?

S i n c e r e l y ,

 H J. H. Hogan, Director
■ ' „ . k k V:::k7;;;’-7;: • j..L . L e g i s l a t i v e  F i n a n c e  D i v i s i o n -



... /:rJanuary""2r:'il980:v ^ . - ' :>

Tony Dean ../•:•. • ,.-rrsEvi Jir.TsK^.T:"‘: ~ r ^ :
John Nuveen & Co. 71" ' ..
2 0 9 South LaSalle Street • . . : :
Chicago,. Illinois l-; 60604■ •••:•'

D e a r  T o n y s  — '•'•• •"•'-::r.;- . ":.•.3 r n:-£H

A s  w e  d i s c u s s e d  o n  t h e  p h o n e / . ' o u r  o f f i c e  w o u l d  a p p r e c i a t e
y o u r  c o m m e n t s '  o n  t h e  f o l l o w i n g  q u e s t i o n s :  . ".V" I,..: T

1. S h o u l d  t h e  s t a t e  b o n d  o r  p a y  c a s h  f o r  f u t u r e  c a p i t a l
i m p r o v e m e n t s ?  •• •""■. . • - •• • :• •■•

2. C o u l d  r e t i r e m e n t  o f  a l l  o r  p a r t  o f  A l a s k a ' s  o u t s t a n d i n g  

i n d e b t e d n e s s  i m p r o v e  i t s  c r e d i t  r a t i n g ?

3. I s  t h e r e  a  m o r e  e f f i c i e n t  w a y  t o  i m p r o v e  o u r  c r e d i t  
r a t i n g  t h a n  p a y i n g  o f f  e x i s t i n g  d e b t  s u c h  a s  m u n i c i p a l  

b o n d  i n s u r a n c e ,  t h e  G . O .  d e b t  g u a r a n t e e  f u n d  m e n t i o n e d

i n  o u r  l e t t e r  o f  O c t o b e r  1 5 ,  o r  s o m e  o t h e r  m e a n s ?

Y o u r s  t r u l y ,

i f  /
M i l t  B a r k e r  

F i s c a l  A n a l y s t

MB :bf



John Nuveen & Co.Incorporated 209 Scuih LaSa':e Streat,Chicago.Illinois 60604

December 31, 1979

J. K. H o g a n  

D i r e c t o r

L e g i s l a t i v e  Finance Division 

T h e  A l a s k a  Legislature 

Po u c h  "WF"

State Capitol 

Juneau, A l a s k a  99811

Dea r  Mr. Hogan:

This letter responds to your request dated October 15th that in 

o ur capacity as financial advisor to the State we respond to a series 

o f  questions regarding Alaska's capacity to issue general obligation 

debt. To simplify the presentation, I have restated the original 

questions, occasionally combining questions, and then provided our 

r e s p o n s e .

1. What is the average s r :ead in interest rates between tax-exempt 

municipal bonds of Alaska's rating and the typical investment of 

Alaska's General Fund, i.e. Corporate and U.S. Treasury 

Securities, Bank C.D.'s, Banke s' Acceptances, etc.?

The approximate $680 million or ou t s t a n d i n g  Alaska 

general o b l i g a t i o n  bonds have an estimated average 

yield of 5.302 and General Func balances are 

c u rrently invested in a variety of short term money 

market instruments to return a yield of 

approximately 10.2%. When the most recent series 

of bonds were issued on April '.0, 1979, $60 million 

_n par va l u e  were soLd for a net interest cost of 

5.5920%. 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 9.25%. The net spread at the time of 

the April sale of 3.6f" iG typical of the 3 to 5 

percentage points which usually separates yields on 

c omparable maturities of Alaska's G.O. Bonds and 

Federal Securities.

2. What level of G.O. bonding can Alaska achieve without altering its 

ratings or adversely affecting its interest rates?

What rules of thumb can be used in judging the amount of bonds 

that can be issued without adverse consequences; the 8% or 16%

•debt service in relation to General Fund revenues mentioned in the 

White Weld & Company memo?

(312) 621-3000
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J. H. Hogan, Dire c t o r

D e c e m b e r  31, 1979

P a g e  Two

In the last decade Alaska's standing as a borrower 

in the tax-exempt markets has steadily improved. 

R e c o g n i t i o n  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 

o f  the State.

D ramatic increases in natural resource production, 

m o s t  notably petroleum and natural gas, have been 

k ey features of this steady growth in market 

acceptance. Other factors have included population 

g rowth and economic diversification. On the 

negative side, the rating agencies perceive Alaska 

to have a heavy debt load on a per c a pita basis and 

as a per cent of personal income. In addition, the 

State is expected to have a con t i n u i n g  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 

p e troleum revenues which are subject to shorl term 

interruption and long term uncertainty.

The general obligation debt of the State is 

c urrently rated "Al" by Moody's and A +  by Standard 

and Poors. An upgrade to AA by either agency would 

enhance the marketability of the State's debt an'1 

lower the a v e r a g : interest cost. In addition, 

other state agencies and major local issuers would 

be likely to receive improved ratings following 

assignment of a "AA" to the State. In fact, 

several months after the last upgrade for the 

State, ratings for 12 Alaska m unicipalities were 

also revised upward. Achievir. he "AA" will

almost surely require the Stal o moderate growth

in General Fund expenditure and to enact 

legislation providing financially sound management 
of the Permanent Fund.



J. H. H ogan, D i r e c t o r

D e c e m b e r  31, 1979

Pa g e  T h r e e

By the standard criteria for financial analysis,

A l a s k a  ranks be l o w  the ot h e r  states and to a 

significant extent, it is relying on a single major 

source of revenue. Consequently, the market 

perception of Alaska is colored by intangible, 

psychological, perhaps even irrational factors and 

attitudes. In the recent past the market has been 

positive in its judgments r e g a r d i n g  Alaska, but no 

one can accurately predict what level of debt will 

trigger a reaction leading to a nega t i v e  shift in 
market sentiment.

In the last ten years, the annual general 

obl i g a t i o n  borrowing of the State has grown from 

$24.4 m i l l i o n  in 1970 to $100 million in the most 

recent 12 months. Ma t u r i t i e s  have been keyed to 

the expected life of Prudhoe Bay p etroleum 

revenues. Each bond sale has been characterized by 

healthy bidding interest by at least 4 different 

syndicates. In view of the co n t i n u i n g  improvements 

in stete revenue, the m o m e n t u m  of a steadily 

improving credit it would be possible to consider 

annual issuance of $175 to $225 m i l l i o n  over the 

next few years. Each bond sale will provide 

additional insights r egarding the c o n tinuing growth 

of the State's debt capacity.

3. What greater level of G.O. bor r o w i n g  could be achieved without 

w i p i n g  out the spread between the State's tax-exempt rate and 

taxable rates?

'While in .Theory it would appear possible to trade 

much h igher yields for increased borrowing, in 

practice there are institutional and psychological 

c onstraints which limit the growth of the State's 

indebtedness. The reaction of railing agencies, 

investors, underwriters and the financial press 

will begin to narrow the market for the State's 

generaL obl i g a t i o n  debt, eventually leading to a 

situation similar to that of New Yor k  City, in 

which the market is closed to Alaska, regardless of 

the yield it is prepared to pay.



J. R. Kogan, D i r e c t o r

D e c e m b e r  31, 1979

Page F o u r

4. H ow much could our tax-exempt rate be reduced by d e p o s i t i n g  up to 

15% or w h a t e v e r  the IRS arbitrage limit is in a G.O. debt 
G uar a n t e e  Fund?

A  reserve fund as contemplated in the question 

would have a negligible impact on the State's cost 

of borrowing. A  reserve fund is usually associated 

with revenue bond issues and incorporating it in a 

G.O. issue would probably raise m o r e  questions 

about what weakness it was meant to c o r rect as 

opposed to what strength it was supposed to 

contribute. For a v 100 million issue, arbitrage 

earnings in excess of the cost of bor r o w i n g  the 

reserve would be less than 3% of annual debt 

s e r v i c e .

If you have additional questions or need further information, 

don't hesitate to call me. I and several of my c o llegues will be with 

Sterling Gallagher in our J u n e a u  office d u r i n g  the w e e k  of J a n u a r y  7 

through 11. At that time 1 would be available to meet with you and 
your staff.

S i n c e r e l y ,

A T D :Lmc

cc: Thomas K. Williams

Connissioner of Revenue
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April 3, 1978

Report To 
Alaska House and Senate Finance 
Committees on Relocation of the 

State Capital

; * * ■ 1 .

In accordance with our contract with the State of Alaska 

Legislative Budget aiid 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 (I) specifically on the "Impact on 
State Bonding Capacity and Annual State Budget" (Impact Report), 
prepared for the Alaska Capital Site Planning Commission and (II) 
in a more general way on large capital raising programs and the 
demands of investors in considering lending funds to suc.h programs 
in the form of purchasing bonds.

I. 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 the 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 issuers'*.

In making our comments we have not attempted to evaluate the 
assumptions clearly enumerated in the Impact Report. We accept 
these assumptions as reasonable, particularly, the inflation rate 
of 81 used throughout and the "Base Case" economic development 
report by the University of Alaska regarding the growth rates for 
GeneraJ Fund revenues, both petroleum related and non-petroleum 
related, population, Income, economic development, etc.

• * 9 41 * ,
(1) Bonding Capacity’ t

The bonding capacity of any issuer is 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 

local government the picture for Alaska is bleak.. However, the 
rating agencies, the bond underwriting community and, to a lesser 

degree, the investors in tax-exempt bonds have rightly recognized 
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 have a tremendous impact on the costs of raising 

capital funds. The rating agencies in a general sense, ar.d rightfully 

so, depend to a large degree on comparisons, medians, relationships, 
etc., in 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 are 

many examples where analysis and independent investigations by 

investment bankers and investors have led to investment decisions 
which hive caused bond issues to be sold at less cost than similarly 

rated i...edits 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, its 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, the private capital represented by
the Native Corporations, State Fiscal Affairs, such as the creation 

of the Permanent Fund and the prospect of an expanding broad based 

economy with due regard for the quality cf 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 value as time goes by.

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

General Fund revenues. We agree chat this is a valuable and useful
index, but do not agree with setting an 8Z limit on the ratio of debt 
service to General Fund revenues. We can see this ratio as high as 

16* without having an appreciable effect on the cost of raising funds • 
in the capital market at reasonable rates when it is needed.
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(2) Ability to meet cash requirements

The "business" of government at the state level is easily 
simplified to embrace three general areas' of activity. They are 
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 miner compared to the three principal 
activities of state government.

(3) Marketability

As s tated in the Impact Report, there is a vc'-'me r e straint 

on i n v e s t o r s  based on an issuers l o c a t i o n  in a s t a t e  or region. 

However, in the pas t  five to ten years there are n u m e r o u s  examples 

w h e r e  s e e m i n g l y  u n m a n a g a b l e  a m o u n t s  of b o n d s  have bee n  m a r k e t e d  

w i t h o u t  c o s t  p e n a l t y  by issuers for a single huge p r o j e c t  or by 

issuers l o c a t e d  in a limited g e o g r a p o h i c  region. One of the 

e a r l i e s t  w as an issue of §1.6 b i l l i o n  v o t e d  in the ea r l y  1960's 

in C a l i f o r n i a  to i n ance the "Feather R i v e r  Wa t e r  Project". At 

that time the u n d e r w r i t i n g  c o m m u n i t y  scoffed at the huge program 

and p r edicted it c n u l d n ' t  be financed e x c e p t  at a large p e n alty 

in terms of cost of borrowing. However, the p r o ject was financed 

s u c c e s s f u l l y  at no penalty in cost and as the p r o ject n e a r e d  c o m­

pleti o n  w a s  able to raise a d d i t i o n a l  c a p ital by issuing revenue 

bonds for final c o m p l e t i o n  and some expansions. A n o t h e r  more 

recent e x a m p l e  was the a u t h o r i z a t i o n  for the M u n i c i p a l  E l e c t r i c  

A u t h o r i t y  of G e o r g i a  to issue §2 b i l l i o n  bonds, ov e r  a period of 

years, to finance the Authorities o w n e r s h i p  share in large elec t r i c  

g e n e r a t i n g  projects, jointly wit h  other owners, to serve 47 towns 

in G e o r g i a  with a comb i n e d  p o p u l a t i o n  a p p r o x i m a t e l y  the same as the 

p o p u l a t i o n  of Alaska. This a u t h o r i z a t i o n  is being sold periodically 

now wit h  great success in terms of b o r r o w i n g  costs. The W a s h i n g t o n  

W a t e r  and Power S u p p l y  System is in a f i n a n c i n g  cy c l e  and will 

e v e n t u a l l y  have ou t s t a n d i n g  a p p r o x i m a t e l y  §7 b i l l ? o n  in debt. Again 

the p r o g r a m  c o n t i n u e s  successfully. Similar r e s u l t s  we r e  a c c o m­

plished l a s t  year w h e n  City of Atlanta d e c ided to finance a major 

a i r port e x p a n s i o n  by Issuing all the bonds at one time i n  the form 

of a §300 m i l l i o n  issue.

A s l i g h t l y  d i f f e r e n t  circum s t a n c e  wit h  e q u a l l y  successful 

results o c c u r r e d  w h e n  three m a j o r  i s s u e r s  in Nebraska, Nebraska 

Pu b l i c  P o w e r  D i s t r i c t ,  Omaha P u blic Power Dist r i c t  and Lincoln,



Nebraska Electric Authority all announced and sold large issues 
totalling some $300 million in a brief four week period. There 

are many other successes of this kind which are being financed 
at 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 ihe amount of tax-exempt bonds being offered 

each year and the ability of the market place to absorb them at 

reasonable costa to the borrower has been dramatic in the last 
five years and well conceived and aggressively marketed "over­

sized" 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 opinio*’ PLat the financial needs 

of the capital move combined wich the projected need for borrowing 
by the State and its subdivision of g o v e m m a n t ,  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.

II. L a r g e  c a p i t a l  r a i s i n g  programs

As d i s c u s s e d  b r i e f l y  above, m a j o r  fundin' p r o g r a m s  i n v o l v i n g  

h u n d r e d s  of m i l l i o n s  and o f t e n  t j i i i o n s  of bonds a r e  b e i n g  s u c c e s s­

fu l l y  f i n a n c e d  today. The k ey is a we l l  plan n e d ,  e x t e n s i v e  and 

a g g r e s s i v e  m a r k e t i n g  p r o g r a m .  P r i o r  to the m a r k e t i n g  p r o g r a m  itself 

b e i n g  i n i t i a t e d ,  p r o j e c t  c o s t s  s h o u l d  be d e t e r m i n e d  a n d  a n n o u n c e d  

p u b l i c a l l y  in terms o;: b o t h  today's c.o*rs and i n f l a t e d  c o s t s  to 

c o v e r  an e x t e n s i v e  c o n s t r u c t i o n  time table. W h e n  f i n a n c i n g  by 

g e n e r a l  o b l i g a t i o n  d e b t  to be a u t h o r i z e d  b y  p u b l i c  vote, the ei. :ire 

b o n d i n g  p r o g r a m  s h o u l d  be v o t e d  u p o n  by t h e  c ; n s t i t u a n t s . T h e y  

s h o u l d  be c o m p l e t e l y  I n f o r m e d  as to total costs as w e l l  as b o n d i n g  

r e q u i r e m e n t s .  P u t  the w h o l e  plan o u t  In the o p e n  a n d  right up 

f r o n t  so that the p ublic s u p p o r t  is ba s e d  on facts.

I n v e s t o r s  wil l  make j u d g e m e n t s  to len* funds to a p r o j e c t  

t h r o u g h  the p u r c h a s e  of b o n d s  when they c a n  m a k e  an a n a l y s i s  that 

goes. far b e y o n d  the m e r e  c i t i n g  of e c o n o m i c  s t a t i s t i c s  a nd t r a d i’ 

tion.’J ratios. Areas for e x a m i n a t i o n  include such t h i n g s  as the 

v i l l i n g n e s s  to pay In a d d i t i o n  to the tbiliry to pay, the q u a l i t y



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 
support, a determination to initiate and complete the project and 
thr; ability and resources to accomplish ‘.he task.

Such a marketing program includes a "road-show" of State 
officials, banking and business leaders, legislative and admini- 
strati jn 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.

T h e  p r i n c i p a l  sources of i n v e stment c a p i t a l  to purc h a s e  r 

e x e m p t  bo n d s  are i n s t i t u t i o n s  (casualty i n surance c o m p a r t e s ) , banks, 

( c o m m e r c i a l  banks for their o w n  inv e s t m e n t  needs and trust banks 

for their m a n a g e d  funds), t a x - exempt m u t u a l  funds and unit trusts 

a n d  i n d i v i d u a l  investors. E a c h  of these groups c a n  be reached by 

the m a r k e t i n g  p r o g r a m  which w i l l  be o r c h e s t r a t e d  to t e l l i n g  the 

A l a s k a  story from several p o ’its of v i e w  i n c l u d i n g  C h a m b e r  of 

C o m m e r c e  type promot i o n a l  mat e r i a l ,  econ o m i c  and financial facts, 

a d m i n i s t r a t i o n ,  legislative, business and public support a nd a

c ? e a r  d e m o n s t r a t i o n  that the program w i l l  fill a real need and

that the issuer h as the determination, r e sources and support to 

m a k e  it work.

In summary, it is our o p i n i o n  that the State of Alaska, 

t h r o u g h  the issuance of General Obl i g a t i o n  bonds and the a l l o c a t i o n  

of G e n e r a l  Fund revenues, c an finance the propo s e d  C a p ital Move,

as c o n t e m p l a t e d  in the Financing Plan for the New Capital Ci t y  of

A l a s k a  as d i s c u s s e d  in the a d d e n d u m  thereto, "Impact on Jtate 

B o n ding Capacity and Annual State Budgets", in a timely m a nner 

at r e a s o n a b l e  rates. This c a n  be a c c o m p l i s h e d  w i t h o u t  increasing 

the cost of b o r r o w i n g  of the State and other i s s uers for non -  

c a p i r a l  m o v e  p u r p o s e s  and w i t h o u t  c a u s i n g  G e n e r a l  Fund revenues 

for all State needs beirg o v e r w h e l m e d  b y  the C a p ital Move requirements.

S i g n i f i c a n t  unique c h a r a c t e r i s t i c s  of A l a s k a  w i l l  be per­

ceived t> require analysis as to c r e d i t w o r t h i n e s s  o u t side the 

t r a d i t i o n a l l y  used investment criteria. These c h a r a c t e r i s t i c s  

w i l l  m o r e  than ov e r  come the low stature Alaska a c h i e v e s  by the 

t r a d i t i o n a l  e v a l u a t i o n  techniques.



Investors can be attracted to lend capital tc large projects 

by complete and factual up-front disclosure of dollar requirements, 
by the demonstration of public support: b y  obtaining voter approval 
of not only bonding requirements, but all costs, and by an extensive 

marketing program structured to demonstrate not only the ability, 
but the willingness to complete the project and repay the borrowed 

costs of its creation.

Theodore ?. Svick.
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■ • • :\-/.: In■'•"preparation for'- the.::upcoming iisession/^legisiative.::^^: 
: leaders': have :fequested-//that::we^gather=.'certain . information 
for their reviev" prior to - the session.:- A s . the State1 
bond counsel r-1.would appreciate-your responses to theTfoliow- 
ing questions:. >• :..;̂ :;"vl

1. H o w  m u c h  c o u l d  b e  p l a c e d ' i n  a  G e n e r a l  O b l i g a t i o n

D e b t  G u a r a n t e e  F u n d  s u b j e c t  t o  IRSj; a r b i t r a g e  l i m i t s  ?

2 . W i l l  .‘t h e  . S t a t e  h a v e  a. p o s s i b l e  a r b i t r a g e  p r o b l e m ~ '^ r '̂ y k J z
  w i t h  t h e  '.IRS' if'-it c o n t i n u e s  t o  i s s u e  t a x - e x e m p t 1 d e b t .

. w h i l e  b u i l d i n g  u p  a  m a s s i v e  g e n e r a l  f u n d  s u r p l u s ?

v~': ... ' S i n c e r  ̂ ly, "'

J. H. H o g a n ,  D i r e c t o r  ;;

'; "t L e g  i s  l a t i v e  F i n a n c e  D i v i s i o n

s»
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O r r i c k , H e r r i n g t o n ,  R o w l e y  s . S u t c l i f f e
C o u n s e l o r s  a n d  A t t o r n e y s  a t  L a w

E L E V E N T H  FLOOR 
6 00  M O N TG O M ER Y  S T R E E T

S a n  F r a n c i s c o . C a l i f o r n i a  9 4 i i l
T E L E P H O N E  (*15) 302-1122

O c t o b e r  30, 1 9 7 9

M r .  J. H. H o g a n  

D i r e c t o r

L e g i s l a t i v e  F i n a n c e  D i v i s i o n  

S t a t e  o f  A l a s k a  

P o u c h  W F ,  S t a t e  C a p i t o l  

J u n e a u ,  A l a s k a  9 9 8 1 *

D e a r  M r .  H o g a n :

I n  r e s p o n s e  t o  t h e  q u e s t i o n s  i n  y o u r  l e t t e r  

o f  O c t o b e r  15:

1. T h i s  q u e s t i o n  w i l l  n e e d  c o n s i d e r a b l y  m o r e  

e l a b o r a t i o n  b e f o r e  I c a n  a n s w e r  i t  w i t h  a n y  r e a s o n a b l e  

a s s u r a n c e .  I a m  n o t  s u r e  w h e t h e r  t h e  s u g g e s t e d  f u n d  is 

t o  b e  u s e d  t o  g u a r a n t y  d e b t  s e r v i c e  o n  g e n e r a l  o b l i g a t i o n  

b o n d s  o f  t h e  S t a t e  o r  d e b t  s e r v i c e  o n  ger.eral o b l i g a t i o n  

b o n d s  o f  l o c a l  g o v e r n m e n t s  i n  t h e  S t a t e .  I d o  n o t  k n o w  

t h e  s o u r c e  o f  t h e  m o n e y s  t o  b e  p u t  i n t o  t h e  f u n d ,  b u t  

I a s s u m e  t h a t  t h o s e  m o n e y s  w i l l  n o t  c o m e  f r o m  a n y  p r o c e e d s  

o f  b o n d s .  O n  t h a t  b a s i s ,  I d o  n o t  t h i n k  t h a t  a p r o p e r  

i n t e r p r e t a t i o n  o f  t h e  I n t e r n a l  R e v e n u e  C o d e  w o u l d  r e s u l t  

i n  a n y  a r b i t r a g e  y i e l d  r e s t r i c t i o n s  o n  t h e  f u ' d ,  b e c a u s e  

t h e  a p p l i c a b l e  C o d e  p r o v i s i o n  r e l a t e s  to t h e  o f  t h e  
p r o c e e d s  o f  b o n d s .

H o w e v e r ,  t h e  I n t e r n a l  R e v e n u 0 S e r v i c e  h a s  

s t r e t c h e d  a n d  d i s t o r t e d  t h e  t e r m  " p r o c e e d s "  i n  t h e  T r e a s u r y  

R e g u l a t i o n s  a n d  r u l i n g s  t h e r e u n d e r .  T h e  r e s u l t  a p p e a r s  t o  

b e  t h a t ,  i f  t h e  S t a  d e p o s i t s  m o n e y s  f r o m  a n y  s o u r c e  i n t o  

a f u n d  to b e  u s e d  t o  p a y  t h e  d e b t  s e r v i c e  o n  g e n e r a l  o b l i ­

g a t i o n  b o n d s  o f  t h e  S t a t e  o r  o n  g e n e r a l  o b l i g a t i o n  b o n d s  o

l o .’a l  g o v e r n m e n t s ,  o r  w h i c h  f u n d  i s  p l e d g e d  a s  s e c u r i t y  f o r  

a n y  s u c h  d e b t  s e r v i c e ,  t h e  I n t e r n a l  R e v e n u e  S e r v i c e  w o u l d  

c o n s i d e r  t h e  f u n d  t o  b e  " p r o c e e d s "  s u b j e c t  t o  a r b i t r a g e  

y i e l d  r e s t r i c t i o n s .  T h i s  is i n d i c a t e d  b y  R e v .  R u l .  7 8 - 3 0 2  

a n d  R e v .  R u l .  7 8 - 3 4 8 ,  a c o p y  o f  w h i c h  is e n c l o s e d .

CABLt*ORRICA“ TELEX 94*0973

E v e n  o n  t h i s  b a s i s ,  t h e  e s t a b l i s h m e n t  o f  t h e  f u n d  

p r o b a b l y  c o u l d  n o t  a f f e c t  t h e  t a x  s t a t u s  o f  i n t e r e s t  o n  b o n d s  

i s s u e d  b e f o r e  t h e  f u n d  i s  e s t a b l i s h e d  o r  b e f o r e  i t  w a s  e x p e c t e d



O r r i c k ,  H e r r i n g t o n ,  R o w l e y  £  S u t c l i f f e

Mr. J. H. H o g a n  
S t a t e  o f  A l a s k a  
O c t o b e r  30, I S 79 
P a g e  T w o

to  b e  e s t a b l i s h e d .  M o r e o v e r ,  i f  t h e  a m o u n t  in t h e  f u n d  
c o n s i d e r e d  a l l o c a b l e  t o  b o n d s  h e r e a f t e r  i s s u e d ,  t o g e t h e r  
w i t h  a n y  o t h e r  a m o u n t s  c h a r g e a b l e  u n d e r  a r b i t r a g e  r u l e s  to 
t h e  " m i n o r  p o r t i o n "  o  t h e  p r o c e e d s  o f  t h o s e  b o n d s  w h i c h  is 
n o t  s u b j e c t  t o  a r b i t r a g e  l i m i t a t i o n s ,  d o  n o t  a g g r e g a t e  mo::e 
t h a n  1 5 5  o f  t h e  f a c e  a m o u n t  o f  t h o s e  b o n d s ,  t h e  i n v e s t m e n t  
o f  t h e  f u n d  s h o u l d  n o t  b e  s u b j e c t  to  a r b i t r a g e  y i e l d  r e s t r i c­
t i o n s  .

T h e  f o r e g o i n g  is a l l  s u b j e c t  to f u r t h e r  q u a l i f i c a ­
t i o n s  a n d  c o m p l e x i t i e s ,  b u t  I t h i n k  t h e r e  is  n o  p o i n t  i n  
p u r s u i n g  t h e m  h e r e .  I f  y o u  c a n  g i v e  m e  a c o m p l e t e  d e s c r i p­
t i o n  o f  t h e  vrorkings o f  t h e  p r o p o s e d  f und, I w i l l  t r y  t o  g i v e  
y o u  a m o r e  d e f i n i t i v e  a n s w e r  a s  t o  the f e d e r a l  i n c o m e  t a x  
r e s u l t s .  I f  t h e r e  is  a n y  s p e c i a l  n e e d  o r  d e s i r e  f o r  s u c h  a 
fund, I m i g h t  s u g g e s t  r e q u e s t i n g  a r u l i n g  f r o m  t h e  I n t e r n a l  
R e v e n u e  S e r v i c e  as t o  t h e i r  t r e a t m e n t  o f  t h e  s p e c i f i c  f a c t s ,  
a n d  p o s s i b l y  an a p p e a l  f r o m  t h a t  r u l i n g  to the T a x  C o u r t  i n  
t h e  q u i t e  p o s s i b l e  e v e n t  t h a t  w e  c o n s i d e r  the r u l i n g  to b e  
c o n t r a r y  to t h e  law.

I n  a n y  e v e n t ,  I a m  s o m e w h a t  m y s t i f i e d  as t o  t h e  
p u r p o s e  of o r  n e e d  f o r  t h e  p r o p o s e d  f u nd, p a r t i c u l a r l y  i f  i t  
is to r e l a t e  to g e n e r a l  o b l i g a t i o n  b o n d s  o f  t h e  S t a t e .

2. T h e  i s s u a n c e  o f  b o n d s  b y  the S t a t e  in t h e  
p r e s  n e e  o f  a " m a s s i v e  g e n e r a l  f u n d  s u r p l u s "  s h o u l d  n o t  r e s u l t  
in t a x a b i l i t y  o f  the i n t e r e s t  on t h e  b o n d s ,  a n d  i t  s u r e l y  
w o u l d  no t .  T h i s  c o n c l u s i o n  a p p e a r s  to b e  s u p p o r t e d  b y  Rev.
Ru l .  7 8 - 3 0 2  ( e n c l o s e d ) . H o w e v e r ,  y o u r  p h r a s i n g  of t h e  q u e s t i o n  
in t e r m s  o f  "a p o s s i b l e  a r b i t r a g e  p r o b l e m  w i t h  t h e  I R S "  p r o m p t s  
m e  to n o t e  t h a t  the I R S  h a s  g o n e  s o  f a r  in i t s  p u r s u i t  o f  
" a r b i t r a g e "  t h a t  I w o u l d  n o t  b e  e n t i r e l y  s u r p r i s e d  at  a n y t h i n g  
t h a t  o r g a n i z a t i o n  m i g h t  c o n t e n d .

I n  c o n n e c t i o n  w i t h  a l l  o f  t h e  f o r e g o i n g ,  I u r g e  
y o u  a n d  o t h e r s  i n  the S t a t e  g o v e r n m e n t  to s u p p o r t  t h e  b i l l  
s p o n s o r e d  b y  t h e  M u n i c i p a l  F i n a n c e  O f f i c e r s  A s s o c i a t i o n  a n d  
a b o u t  t o  b e  i n t r o d u c e d  i n  C o n g r e s s  to c u r e  p r o b l e m s  l i k e  t h e s e  
a n d  to p r e v e n t  f u r t h e r  e x c e s s e s .

S i n c e r e l y  y o u r s ,

E n c l o s u r e



Section 101

incorqe shall be included in the  gross 
incomc^for the taxable year in which 
received By the  taxpayer, unless, under 
the  method of accounting used in com­
puting taxablevjncome, such am oun t is 
to  be properly .'kccounted for as of a  
different period. \

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

(a) Cenercl rule, In com ^ a l th o u g h  not 
actually reduced to a taxpayer's possession 
is constructively received by him in the tax­
able year during which it is c red i t 'd  to his 
accoun . set apa r t  for him, or otherwise 
made available so that he may draw upon 
it at any time, or so that he cou ld \havc 
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 substantia! limiia-A 
tions or restrictions. * * * j

I f  a life insurance policy provides 
th a t  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 
determ ination is based o n , facts and 
circumstances indicating death or on 
a presumption of death under applica­
ble state law), then t h e ’proceeds will 
be an am oun t paid by reason of death 
of the insured for purposes of section 
101 (a) (1) the Code. Compare Rev. 
Rul. 76-468, 1975-2 C.D. 202, which 
states th a t  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 w ar and later declared to have 
been kil.cd in action, is the Secretarial 
determ ination date of death, unless a 
later actual date of dea th  is subse­
quently established. Rev. Rul. 76-468 
refers to the Secretarial determination 
da te  of dea th  as the da te  of dea th  de­
termined unde r 37 U.S.C. section 555 
or oj6. Rev. Rul. 76-468 is clarified so 
tlia/ any reference therein to the Sec­
retarial detent, intion date of death 
instead refers to the date on which the 
determ ination of dea th  is made under 
those sections.

H O L D IN G
T h e  payment of,life insurance p ro ­

ceeds to A in 1977 is fully excludable 
from A's gross income under the pro-_ 
visions of section 101(a)(1) of the 
Code. However, if A had deferred 
claiming the death benefit payment 
until a later year, any  portion of the 
payment attr ibutable to accumula ted 
interest .would be includible in .-i’s 
gross income under the provisions of 
sections 61(a)(4) and  101(c). Pursu ­
an t to section 1.451-2(a) of the regu­
lations, the interest would be includi­
ble in the taxable year accumula ted to 
the extent th a t  A could have d rawn 

'upon  it if A h ad  submitted a  claim .‘Nr 
the proceeds.

See section 101(d) of the Code and  
ie 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 oilier than  
as a  single sum at a  date later than  
death. \

See section 2042 of the Code and the 
regulations thereunder with respect to 
the in du s ion \o f  the proceeds of life 
insurance in the value of a deceden t’s 
gross estate. For purposes of the federal 
estate tax, the date of dea th  is the 
Secretarial determ ination date of 
death unless a later actual date of
death is established. \
E F FE C T  ON  OTHERS 
R EV EN U E  R U L IN G S  \

Rev. Rul. /li-US is clarified.

Section 1 0 3 .— Interest on Certain 
Governmental  Obligations

Arbitrage bonds; fund estab­
l ished for indirect payment of pr in­
cipal or interest. Examples i l lus­
trate whether the arbi trage yield 
restrictions o f  section 103(c )  o f  
the Code apply to amounts accu ­
mulated in fund" establ ished in 
connect ion with ihe issuance of  
local government ob l iga t ion .  Liat

are not used di rect ly fo r  the pay­
ment of  pr incipal  or  interest.
Rev.  Rul .  7 8 - 3 0 2  1
ISSUE

Will amoii.its accumulated in cer­
tain funds be subject to arbitrage yield 
restrictions?
FACTS
Situation 1.

Authority  A proposes to issue dor­
mitory revenue re fund ing  bonds. The  
refund ing bonds will m a tu re  serially 
over 20 years. T h e  proceeds of the 
refunding bonds will be deposited in 
an escrow fund to secure payment oi 
the  prior issue and  to defease the lien 
of the p rio r issue on revenues of the 
authority. A portion of A's dormitory 
revenues will be deposited in a  “re­
serve fund." Amounts in the "reserve 
fu nd "  will be pledged as security for 
the bonds.
Situation

City B proposes to issue $5.5 million 
of 33-year sewer revenue bonds. Two 
and a half million dollars of the reve­
nue bonds will m a tu re  serially over 
the first 30 years. In  addition, $1 mil­
lion of term bonds will mature in each 
of '.he last three years.

B's sewer revenue will be used as 
follows (in order of priority) :

(1) to pay opera ting expenses,
(2) to pay all debt service on the 

revenue bonds, and
(3) to make deposits in a  "renewal 

fund."
/J covenants to m a in ta in  sewer rates 

high enough to pay all necessary op­
erating expenses and to make all 
scheduled payments of debt serv i ce 
and all scheduled deposits in the "re ­
newal funo," However, it would be 
impracticable for II to raise sewer 
rates high enough to meet the balloon 
payments due in years 31-33 solely out 
of revenues.

1 Also released as News Release IR-201B, 
da ted  July 30, 1970.
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fhc “renewal fund" is no t  pledged 
fS security fo r  the revenue bonds. 
Moreover, amoun ts held in  the " re ­
newa l  fund” can in no even t be used 
directly to p ay  principal o r  interest on 
the revenue bonds. However, B's use 
of the “renewal fund" is restricted by 
covenants con tained in th e  indenture 
for the revenue bonds. I n  particular,
B is required to invest th e  “renewal 
fund” in T rea su ry  b e  ids t h a t  will m a ­
ture approx imate ly  30-33 years after 
the revenue bonds are issued. Further, 
B will have only one practicable way 
to meet th e  balloon payments due in 
years "31-33. I t  will have to use the 
“renewal f u n d "  to pay necessary op ­
erating expenses during these years. 
This will enab le  B to meet the balloon 
payments o u t  of curren t sewer reve­
nues.

Pcnr ng use, th r  amoun ts in the 
“rrnr ,al f u n d "  will be invested a t  a 
yield tha t is materially h igher than the 
yield on th e  sewer revenue bonds. 
Moreover, these amounts will at times 
exceed 15 percent of the original p ro ­
ceeds of the bonds.

Situation 3.
City C proposes to issue $10 million 

of general obligation bonds. While the 
bonds are outstanding, C will deposit 
a portion o f  its tax revenues in a sepa­
rate “:r. vestment iu r d . "  The invest­
ment fund will be established and 
main ta ined at C's discretion solely to 
enhance C's general credit rating. I t 
will not t,c specially piedged as secu­
rity lo r tl.c general obligation bonds, 
and C’s use of the "investment fund " 
will in no way be restricted by cove­
nants con tained in the bond inden­
ture. Fu r the r ,  C  dees not reasonably 
expect to use amour is in the “invcs"- 
ment f u n d "  (directly o r indirectly) 
to pay principal or interest on the 
general obligation bonds. (

LAW A N D  ANALYSIS

Section 103(a)(1) of the In ternal 
Revenue Code of 1954 provides tha t 
gross income generally does no t in ­

clude interest on obligations of a  state 
o r a political subdivision thereof.

Section 103(c) (1) of the Code p ro ­
vides that, with cerxan m inor excep­
tions, the interest on an ':xbitrage 
bond is no t  excludable from gross in­
come.

Section 103(c) (2) of the Code pro­
vides th a t the term "arb it rage bond" 
means any  obligation all or a ma jo r 
portion (more than 15 percent) of 
the proceeds of which a re reasonably 
expected to be used direcdy o r  in d i­
rectly (A) to acquire securities o r  ob­
ligations th a t  may be expected to  pro­
duce a yield over the te rm  of the  gov­
ernmental issue that is materially 
higher th~n the yield on  such issue; 
or (B) to replace funds th a t were 
used directly o r indirectly to acquire 
securities o r  obligations described in 
(A).

Section 1.103-13(g) (2) of the pro­
posed Income Tax Regulations pub ­
lished in the Federal Register on May 
8, 1978 (43 FR  19675), provides tha t 
amounts accumulated in a sinking 
fund for an issue are treated as pro­
ceeds of the issue. Section 1.103-13 
(g)(3) provides that the term "sink­
ing fu nd "  includes a  debt service 
fund, o r c .y similar fund, to the ex­
tent th a t the issuer reasonably expects 
to use the  fund to pay principal or 
interest on the issue. With certa in ex­
ceptions, subparagraphs (2) and  (3) 
apply to bonds sold a f te r  May 2, 1978.

In  L if ia t ion  1, the “retervc fund" 
will be pledged as security for the 
bonds. Therefore, the “remrvc fund" 
will he treated as a sinking fund, and 
amounts nccumuiaicd in the “reserve 
fund" will be treated as bond  pro­
ceeds.

In S ituation 2, the specific amounts 
accumulated in the “renewal fund" 
will be used to pay operating expenses 
ra ther 'han to pay principal or inter­
est on U .» bonds However, B will use 
amounts hr Id in the “renewal fund" 
to replace icwcr revenues, and  will 
use the sewer revenues thus freed up 
to pay principal or interest. Therefore,

the amoun ts accumula ted in the “re­
newal fund” will be used indirectly to 
pay principal o r interest on rhe bonds. 
Consequently, the "renewal fund " 
will be treated as a  sinking fund, and  
the amoun ts accumula ted in the “re­
newal fund " will be treated as bond
proceeds. ..  ___________   — _____

i However, in S ituadon 3, C will not 
•' use the “investment fund” (directly 

or indirectly) to pay principal or in­
terest on the general obligation bonds.

, Accordingly, the - “investment fu nd "  
will n o t  be trea ted  as a sinking fund, 
and amounts accumula ted in the  fund 
will n o t  be treated as 'bond  proceeds.

H O L D i / G  '
Amounts accumula ted in the " r e ­

serve fund" in Situation 1 and in the 
“renewal fund” in. S ituation 2 will be 
subject to arb itrage yield restrictions as 
provided by section 103(c) o f the 
Code. Because these amounts will be 
invested at a  materially h igher yield, 
the bonds wilt be arbitrage bonds and 
interest received by the bondholders 
will not be excluded from their gross 
incomes unde r  seciion 103(a)(1). On 
the o the r hand, amounts accumula ted 
in the “investment fund " in Situation 
3 will not be subject to a rb itrage yiela 
restrictions.

Arbitrage bonds;  third party se­
curities pledged as co l la tera l .  Ex­
amp les i l lustrate whether the arbi­
trage yield restr ict ions of  section 
1 0 3 ( c )  of the Code apply to secur i­
ties p ledged by a third party as col ­
lateral  for state or  local government 
obl igations.
Rev. Rul. 7 8 - 3 4 0  1
ISSU E

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

1 Also released as News Relea e IR-2028, 
da ted August 23, 197U.
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section 103

5

F A C TS

Situation 1.
S ta te  A proposes to sell $1 million of 

general obligation bonds, the proceeds 
oi which will be loaned to Corporation 
B, a  nonprofit corporation, th a t  will 
use the proceeds to construct a hos­
pital. In  addition, B owns a federally 
insured m ortgaee note worth $1 m il­
lion th a t  will be pledged as collateral 
for the bonds. Unde r the terms of the 
pledge, the bondholders are reasonably 
assured th a t this collateral will be 
available if needed to ,iay debt service, 
even if A and  B c“w lun te r  financial 
difficulties. T he  yield • > the mortgage 
nm e will be materially higher th a n  the 
yield on the bonds.

Situation 2.
Coun ty  C, a political subdivision of 

S ta te  D, proposes to sell $50 million 
of general obligation bonds. C will use 
the bond proceeds to finance the con- 

j struction of various county buildings. 
! Taxes and other revenues will be used 
\ to retire the bonds serially over 

years.
' D has a  surplus fund that will be 
Unvested in Treasury bonds. Certa in  
Treasu ry  bonds worth $50 million will 
be pledged as collateral for C’s bonds. 
U n d e r  the terms of the pledge, D 

i canno t dispose of anv of the Treasu ry  
bonds while C's bonds are outstanding 

, (except to pay holders of the bonds in 
the case of defau l t! . Thus, the bond- 

'■ holders are reasonably assured that 
' th'c. collateral will be available if need* 
' ed to pay e’ebt service :ven if C or 

D cncoun'er financia'- difficulties. 
, However, J) does not rea:onably ex* 
, pect to use the Treasury bonds (or 

interest thereon) directly or indirectly 
• to pay debt service (payment of prin- 
j cipal or interest) on C’s bonds. The  

yield on the Treasury bonds will be 
materially higher th an  the yield on  C ’s 
bonds.

T AW AND ANALYSIS 
Section lCJ(c)(2) of the In te rna l

Revenue Code of 1954 provides th a t 
the  term “arbitrage b ond "  means any 
obligation all or a  majo r portion 
(more th an  15 percent) of the pro­
ceeds of which are reasonably ex­
pected to be used directly or indirectly
(A) to acquire securities or obligations 
th a t  m ay be expected to p rcduce  a  
yield over the term of the govern­
mental issue *Mt is materially h igher 
than  the yieb >n such i»i -e; o r (B) to 
repla*" j that were used directly 
o r  indirec iy to acqu ire securities or 
obligati'-.is described in (A).

Section 103(c)(2)(B) of the Code 
applies to an  issue o f obligations if 
th** proceeds are used to replace funds 
invested h. securities having a yield 
tha t is materially h igner than the yield 
on the obligator*- Th is  section does 

\ not apply in every case in which the 
higher-yielding securities could have 
been ^ . ‘..!.itec as an  alternative to 
issuing the bond. How. cr, the requi­
site nexus or sufficiently direct rela­
tionship between the bonds and the 
higher-yielding securities does exist 
where the securities are pledged as 
collateral for the bonds. An issuer th a t 
borrows to invest :.t higher-yieldir.g 
securities and  cne th a t  borrows against

interest paid to ea rn  tax-exempt in­
come, and  sec especially section 3.0^ 
of Rev. Proc. 72-13, 1972-i C.B. 740, 
citing Wiscons.r. Cheeseman v. United 
States, 338 F.2d 420 (7th Cir. 1968). 
T he  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(cs (2)
(B) ot the Code, a pledge of collateral 
need not be cast in  a part icu lar legal 
form. Thus, for example, the bond­
holders need not take actual or con­
structive possession of the collateral. 
Howevei theic mast be a reasonable 
assurance that the collateral will be

available if n eed td  to pay d eb t service, 
even if the issuer encounters financial 
difficulties. Thus, for example, an a r ­
rangement will not have the elTect of 
a pledge of collateral if th e  issuer has 
discretion to defea t the  “pledge" mere­
ly by liquidating the  "co lla te ra l" and  
disposing of the proceeds.

In  both Situations 1 and  2, securi­
ties (the federally insured mv;;gage 
note and  the $50 million of T reasu ry  
bonds) are pledged as collateral for 
municipal bonds. Moreover, the yield 
on these securities is materially h igher 
than  the yield on the munic ipal bonds. 
Therefore, all or a major port ion of 
the proceeds of the proposed bonds 
are reasonaoly expected to be used 
directly or indirectly to replace funds 
tha t were used to acqu ire  securities a t 
a materially higher yield.

H O L D IN G  ____________
The  securities to be pledged as col­

lateral for the proposed bonds de­
scribed in Situations I and  2 will be 
subject to ihe arbitrage yield restric­
tions as provided by section. 103(c) of 
the Code. Because the securities 
pledged as collateral will produce a 
yield materially h igher th an  the yield 
on the bonds, the bonds (in both S itu ­
ations 1 and  2) will be arb itrage bonds

by bondhold- 
i crs will not be excludable frcm their 
gross income under section 103(a) (1). 
Further, in Situation I, the hospital 
bonds will be arbitrage jonds even if 
they are issued to finance the con­
struction of a  for-profit hospital.

Arbitrage bonds;  funds estab­
l ished connect ion with local 
gove rnmen t  obl igations; '  Examples 
i l lustrate whether ,,-the arbi trage 
yield restrictions,*}! section 103 (c )  
of the Code apply^to amounts ac­
c u m u l a t e d ^  certain funds es tab­
l ished ip'connection \vith the issu­
ance , *^  local  government obl iga­
tions; Rev. Rul . 7 8 - 3 0 2  c'arif ied.

such securities already owned are in '; 
virtually the same economic position. \
Compare (cction 265(21 relating to \ an d t|,c interest received
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1 Business ,/
February 70, 1980

Sen ate
Committee on State Affair.

Chairman Vic Fiscner

ON

SB 13 "An Act making special appropriations for capital 

improvements for which general obligation bonds were 
approved b y  the voters at the 1980 general election; 
and providing for an effective date."

S B  21 "An Act making a  special appropriation to the 
Alaska Permanent Fund; and providing for an effective 
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;

SB 13 This bill vauld use a general fund appropriation to pay for these capital 

impx*ovements rather than issue General Obligation (G.O.) Bonds. The opportuni 
cost assumes the State would either invest its own money, if bonds would have

been sold, or if spent on other projects, e t c . , that project has an implicit
rate of return equal to what the State could have gotten by investment. 

Assumptions: (1) A  12% earnings rate on invested funds or project.
(2) A n  8% interest rate on cos" of debt.

(3) If debt were issued it would be as follows (in millions)
FY'82-$100, FY'83-3150, FY'84'939, 712;
Total issued $289,712,506.

(4) Projects start/debt occured at beginning of each period.
(5) Not discounted for present value.

SB 21 This bill would nuke an appropriation from the geieral fund to the 
Alaska Permenent Fund in the amount $1,500,000,000.

SB 68 This bill would make an appropriation from the general fund to the Alaska
Permanent Fundi h  the amount $1,800,000,000.

BACKGROUND

SB 13 The classical argument of economics can be made in the case of SB 13.
When a government, 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. " .iis is the normal w a y  of building roads, 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  so’n d  case for the concept 

behind SB 13 can b e  made. The State of Alaska, because of Prudhoe Bay, has 

a ready supply of cash. The choice then becomes 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 November 1980 
authorised but unissued G.O. 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 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 
b y  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 Alaska's debt 
[$720 million] with a cash account of [$570 mLJ.ion]. One may ask w h y  n o t  

ma k e  the investments directly out o f  the general fund and not set up a 
special account. It has become clear that th i Alaska Legislature has the 
ability to spend all the money before it ho matter the amount. This special 
[escrow] account would set this money aside for a specific purpose: to pay
the state debt.

With continuing pressure from ouv Washington delegation assuring us that the 

mood in the "lower 48" is 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 community by giving a clear signal 
that we were doing "first things first." We pay off our debts before w e  borrow 
money for other purposes.

If w e  were to create tliis "defeasing escrow account," it would preclude us from 
going to the bond market for a period (minimum) of 18 months due to IRS regula­

tions. That is why this concept goes hand in hand with substituting cash for 
all authorized but unissued general obligation bonds. The next time we would 

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

The Hammond A x  ..iistration approves of the defeasing concept if, there are 

several if's, but the principal one being that it does not affect the 

$1,800,000,000 contribution to the Alaska Permanent Fund (SB 68). If the 
money is just going to be spent to continue growth in state gt »emment then 
he would certainly favor defeasing.

Defease $720 million of outstanding

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

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

$905 million

SB 21 & 68 These bills have almost identical wording, the only difference 

being the actual dollar amount. Sen. Rodey'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 stream for the benefit of all Alaskans. The Legislature determined that 

dividends should be worth a minimal $50 each. This contribution will provide 
sufficient earnings to meet that commitment without having to borrow from the 

general fund. Should the state not make such provisions, our legal case may

State Affairs
Page 2
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be weakened.

The Permanent 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 exam ine all alternatives and to establish long range 
as well as short-term planning for the Alaska Permanent Fund.



B I L L  # I T E M D O L L A R  A M O U N T

G o v e r n o r  

F r e e m a n ,  H B  1

R a n d o l p h ,  H B  24

F e r g u s o n ,  S B  33 
M o s s ,  H B  85

K e r t t u l a ,  S B  26

G o v e r n o r

F i s c h e r ,  S B  159 

G o v e r n o r  S B  141 

G o v e r n o r  

G o v e r n o r ,  S B  67

G o v e r n o r

G o v e r n o r

G o v e r n o r

*  o f  w h i c h  4 0 

* *  o f  w h i c h  3 . 0

P e r m a n e n t  F u n ! $ 1 . 8  b i l l i o n

P e r s o n a l  L o a n s  

E d u c a t i o n  E n d o w n m e n t

1 . 0  b i l l i o n

5 . 0  b i l l i o n  *

P o w e r  P r o j e c t  F u n d

B o n e  D e f e a s a n c e  

( C o l l e t t a ,  S B  13,
$ 2 9 0  m i l l i o n )

K n i k  A r m  C r o s s i n g

F i s h e r i e s  R e v o l v i n g  F u n d

M u n i c i p a l  A s s i s t a n c e

C a s h  D i s t r i b u t i o n  o f  

O i l  B o n u s e s

H o u s i n g  A s s i s t a n c e  
( T o t a l  L o a n  P r o g r a m s ,

>4 0 0  m i l l i o n )

R a i n y  D a y  &  L i t i g a t i o n  E s c r o w

O p e r a t i n g  B u d g e t  
(Total: 2.2 b i l l i o n )

4 . 6  b i l l i o n  * *  

9 0 5  m i l l i o n

1 . 1  b i l l i o n  

1 0 0  m i l l i o n  

1 3 3  m i l l i o n  

7 7  m i l l i o n

2 8 9  m i l l i o n

6 5 0  m i l l i o n  

1 . 8  b i l l i o n

1 7 . 4 5  b i l l i o n

b i l l i o n  is i n  f u t u r e  y e a r s '  a p p r o p r i a t i o n  

b i l l i o n  is i n  f u t u r e  y e a r s '  a p p r o p r i a t i o n

1 0 . 4 5  b i l l i o n
t h i s  y e a r



SENATE STATE AFFAIRS COMMITTEE HEARING 

ON

I. DEPOSITS IN THE PERMANENT FUND: 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 the signals.

There is popular belief that if we just do the right things we can achieve

a prosperous, diversified and renewable resources economy, including renewable 

resource production and processing-inanufacture. This means, of course, pro­

ducing goods for export.

We are negligible producers of processed-manufacfured goods - with few 

exceptions, relative to our resource production and s rvicc-s economy, due to 

far higher costs here than elsewhere - costs that cannot be cured by spending 

money. Where the potential 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.

(he wrong signal is that somehow, if we just put enough money into arliciol

viability in the* direction of diversification and renewable resource pro­

cessing we can turn a liability into an asset. Tin result is the false 

assumption that taxes generated out of these areas ol activity will be able 

to make up for less oil income in the future.

Ihe hard lact is that there is no basis whatever for believing the aggregate 

of all tax evenue 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.

1
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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 increase 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 .apital improvements that are 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 $125 billion to produce $13 billion or 

$ M  billion in annual revenue from then on.

We should place the Irjhest priority on action to secure as slrono a finan­

cial future as possible, rather than to grab more toward a taxless society 

and what amounts, indirectly, tocolossal price support, for economic enterprise 

that simply isn't economically viable in the open market.



PERMANENT FUND BU /GET GROWTH

I. II.

Yrs

5

10

15

20

S2 Billion S4 Billion
at 11 : " j compounded

$3.37

$5.68

$9.57

$16.12

$6.74

$11.36

$19.14

$32.29

$2 Billion - at 11% 
rate of increase

I I I .

$2 Billion - at 157- 
rate of increase

I V .

$3.37 

$:*, 68 

$9.57 

$16.12

$4.02

$8.09

$16.27

$32.73

I. At the end of 20 years the $16.12 would produce $1,67 billion yearly - from then or.

IIJ. 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 Pennantnt 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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SENATE STATE AFFAIRS OOMMITTEE REPORT

ON

SB 13 "An Act making special appropriations for capital 

improvements for which general obligation bonds were 
approved b y  the voters at the 1980 general election; 
and providing for an effective date."

SB 21 "Ac Act making a special appropriation to the 
Alaska Perrnenent Fund; and p a d d i n g  for an effective 
date." (.91,500,000,000;

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 1. This bill would use a general fund appropriation to pay for these capital 

inprcn aments rather than issue General Obligation (G.O.) Bon d s . 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 return equal to what the State could have gotten by investment. 
Assumptions: (1) A  12% earnings rate on invested funds or project.

(2) An 8% intei'est rate on cost of debt.

(3) If debt were issued it would be as follows (in millions)
l-T*82-$100, I T '83-$150, FY'84'$39, 712;
Total issued $289,712,500.

(A) Projects start/debt occured at beginning of each period.
(5) Not discounted for present value.

SB 21 Tins bill w:uld make an appropriation from the general fund to the 
Alaska Perrnenent Fund in the amount $1,500,000,000.

SB 68 This bill would make an appropriation from the general fund to the Alaska 
Permament Fundi h the amount $1,800,000,000.

BACKGROUND

SB 13 The classical argument oi economics can be made in Lhe case of SB 13.
When a government, any gave tnmnnt needs to make capital outlays for needed 

projects and cash is not rerdily available, then that government issues bonds 
to pay for the capital. This is the normal way of building roads, 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 SB 13 can be made. The State of Alaska, because of Prudhoe Bay, has 

a ready supply of cash. 'Ihe choice then becomes 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 November 1980 

authorized but unissued G.O. bonds, is that there are over $100 million Pre- 

1978 authorized but unissued bonds that ne e d  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 nonetary 

approach that would pay off the entire state debt. This account managed 
b y  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 Alaska's debt 

[$720 million] wi t h  a cash account of [$570 million]. One n a y  ask w h y  not 
make the investments directly out of the general fund and not set up a 

special account. It has become clear that the Alaska Legislature has the 
ability to spend all the money before it n o  natter the amount. This special 
[escrow] 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 "lower 48" is becoming increasingly jealous of our resource wealth, 
tiiis would be one w a y  of "putting our house in order." We would be shewing 

our responsiveness to the nation's financial connunity by giving a clear signal 
that we were doing "first things firat." We pay off our debts before w e  borrow 
money for other purposes.

If we were to create this "defeasing escrow account," it would preclude us from 
going to the bond market for a period (minimum) of 18 months due to IRS regula­
tions. That is why this concept goes hand in hand with substituting cash for 
all authorized but unissued general obligation bonds. The next tine we would 
be eligible to go to the bond market would be (roughly) after the 1982 general 
election.

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

Defease $720 million of outstanding
G.O. bonds $570 million

Cash out all authorized but
unissued bonds 463 miliLon

Delete I T '82 debt service (128 million >
;~$905 million

SB 21 & 68 These bills have alnust identical wording, the only difference 
being the actual dollar amount. Sen. Podey's bill would transfer $1,500,000,OoO 
to the Alaska Perrnenent 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 stream for the benefit of all Alaskans. The Legislature determined that 
dividends should be worth a minimal $50 each. This contribution will provide 
sufficient earnings to meet that commitment without having to borrow from the 

general fund. Should the state not make such provisions, our legal case may
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be weakened.'

The Perrnenent Fund Board of Trustees have not taken a stand on this and ocher 
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 Perrnenent Fund.

_  : -



John Nuveen & Co.Incorporated 209 South LaSalle Street.Chicago. Illinois 60604

December 31, 1979

J. H. Hogan 

D i r e c t o r

L e g i s l a t i v e  Finance Division 

T he A l a s k a  Le g i s l a t u r e  

P ouch "WF"

State Capitol 

Juneau, A l a s k a  99811

Dear Mr. Hogan:

This letter responds to y o u r  request dated October 15th that in 

our capacity as financial advisor to the State we respond to a series

of questions regarding Alaska's capacity to issue general obligation

debt. To simplify the presentation, I have restated the original 

questions, occasionally com b i n i n g  questions, and then provided our 

r e s p o n s e .

1. What is the average spread in interest rates between tax-exempt 

municipal bonds of Alaska's rating and the typical investment of 

Alaska's General Fund, i.e. Corporate and U.S. Treasury 

Securities, Bank C.D.'s, Bankers' Acceptances, etc.?

The approximate $680 million of outsta n d i n g  Alaska 

general obligation bonds have at: estimated average 

yield of 5.30% and General Fund balances are

currently invested in a variety of short term money

market instruments to return a yield of 

approximately 10.2%. Wher. 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 

5.5920%. 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 9.25%. The net spread at the time of 

the April sale of 3.66% is typical of the 3 to 5 

percentage points which usually separates yields on 

comparable maturities of Alaska's G.O. Bonds and 

Federal Securities.

2. What level of G . O  bonding can Alaska achieve without altering its 

ratings or adversely affecting its interest rates?

What rules of thumb can be used in judging the amount of bonds 

that can te issued without adverse consequences; the 8% or 16% 

debt service in relation to General Fund revenues mentioned in the 

White Weld & Company memo?

(312) 6 2 1 - 3 0 0 0
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In the last decade Alaska's standing as a borro w e r  

in the tax-exempt markets has steadily improved. 

R e c o g n i t i o n  of this fact has been reflected in the 

improvement in ratings w h i c h  occurred in 1974 and 

1975. For investors this has been an enviable 

situation since their investments have experienced 

steady appreciation w i t h  the growing credit quality 

o f  the State.

Dramatic increases in natural resource production, 

m o s t  notably petroleum and natural gas, have been 

k e y  features of this steady growth in market 

acceptance. Other factors have included population 

g rowth and economic d i v e r sification. On the 

negative side, the rating agencies perceive Alaska 

to have a heavy debt load on a per c apita basis and 

as a per cent of personal income. In addition, the 

State is expected to have a con t i n u i n g  and 

substantial need to b orrow over the immediate 

future. Oper a t i n g  expenses for state government 

h a v e  risen d r amatically in the last decade. While 

there has bee n  a move to d i versify Alaska's 

economy, the State still is heavily depe n d e n t  on 

petr o l e u m  revenues which are subject to short term 

interruption and long term uncertainty.

T h e  general obligation debt of the State is 

c u rrently rated "Al" by Moody's and A+ by Standard 

and Poors. An upgrade to AA by e ither agency would 

e n h ance the marketability of the State's debt and 

lower the average interest cost. In addition, 

ot h e r  state agencies and major local issuers would 

be likely to receive improved ratings following 

assignment of a "AA" to the State. In fact, 

several m onths after the last upgrade for the 

State, ratings for 12 Alaska m u n i c i palities 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 

o f  the Permanent Fund.
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By the standard criteria for financial analysis,

A l a s k a  ranks below the other states and to a 

significant extent, it is relying on a single m a j o r  

source of revenue. Consequently, the market 

perception of Alaska is colored by intangible, 

psychological, perhaps even irrational factors and 

attitudes. In the recent past the market has been 

positive in its judgments rega r d i n g  Alaska, but no 

one can accurately predict what level of debt will 

trigger a reaction leading to a n e g a t i v e  shift in 

market sentiment.

In the last ten years, the annual general 

obligation borrowing of the State has grown from 

$24.4 million in 1970 to $100 million in the most 

recent 12 months. M a t u r i t i e s  have been keyed to 

the expected life of Prudhoe Bay p etroleum 

revenues. Each bond sale has been characterized by 

h ealthy bidding interest by at least 4 different 

syndicates. In view of the continuing improvements 

in state revenue, the m o m e n t u m  of a steadily 

improving credit it would be possible to consider 

annual issuance of $175 to $225 m i l l i o n  over the 

next few years. Each bond sale will provide 

additional insights : egar d i n g  the continuing growth 

of the State's debt capacity.

3. What greater level of G.O. borrowing could be achieved v.r.hout 

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 yields for increased borrowing, in 

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 New York City, in 

which the market is closed to Alaska, regardless of 

the yield it is prepared to pay.
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4. H o w  much could our tax-exempt rate be reduced by d e p o s i t i n g  up to 

15% or w h a t e v e r  the IRS arbitrage limit is in a G.O. debt 
G u a r a n t e e  Fund?

A  reserve fund as contemplated in the question 

would h a v e  a negligible impact on the State's cost 

of borrowing. A  reserve fund is usually associated 

with revenue bond issues and incorporating it in a 

G.O. issue would probably raise more questions 

about what weakness it was meant to correct as 

opposed to what strength it was supposed to 

contribute. For a $100 m i l l i o n  issue, arbitrage 

earnings in excess of the cost of b o r r o w i n g  the 

reserve would be less than 3% of annual debt 

service.

If you have additional questions or need further information, 

don't hesitate to call me. I and several of my collegues will be with 

Ster l i n g  Gallagher in our Juneau o ffice d u r i n g  the week of J a n u a r y  7 

through 11. At that time I would be available to meet with you and 
your staff.

S i n c e r e l y ,

J O H N  NUVEEN & CO, INCORPORATED

A ssistant Vice President

A T D :Lmc

cc: Thomas K. Williams

Commissioner of Revenue
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M E M O R A N D U M

TO:

FROM:

Hon. Leo Schaeffer 

House F i n ance Committee

AfBMilt B a r k e r  

Fiscal Analyst

DATE: Febr u a r y  6, 1980

SUBJ: P a y i n g  off State Bonds

O u t s t a n d i n g  state general obligation bonds of $670,5 0 3 , 0 0 0  could be paid 

off w i t h  an a p p r o p r i a t i o n  of $546 million a c cording to item 2 of the 

a ttached letter from J o h n  N u v e e n  & Co., the state's financial advisor.

The pre f u n d i n g  approach suggested by Nuveen would not cost the state any 

lost interest as would p a y i n g  off the bonds immediately. In other words, 

the state hangs on to its cash, invests it at taxable rates, say 10%, 

w h i l e  con t i n u i n g  to pay off bo n d s  at only 65^ or so, thus earning a net 

of 4% interest wh i c h  it would n ot earn if the bonds were simply paid off.

Yet, the prefunding appr o a c h  does assure b ondholders of b e i n g  paid off.

This has two effects. One, exis t i n g  bends would immediately get improved 

ratings; the state would not b e n e f i t  or. this account but the bondholders 

would as there wo u l d  be an immediate increase in the value of their bonds 

.should they w i s h  to sell them. Sterling Gal l a g h e r  of Nuveen & Co. has 

s u ggested the state try to capture some of the increase in bond p-ices 

that wo u l d  occur by m a k i n g  the prefunding contingent on bondholder^ turning 

in their exis t i n g  bonds in exchange for n e w  bor.cs wi t h  a lesser coupon or 

interest rate. We could split the difference of the price increase v ’t'n them.

The second effect of p r e f u n d i n g  w o u l d  re to improve the ratings for any 

future bonds the state issues. Here, the state would get the full benefit

of the effect. However, as the attached tables indicate the m a x i m u m  r e d u c­

tion in the interest rates would normally be'no more than thirty basis 

points or .3% This is based or. the state going from its present A1 or A+

rating to Aaa. On $100 m i l lion of bonds with an average 5 year maturity,

this wo u l d  thus save the state at most S1,°SC,000 in interest costs over the 

life of the bonds.

Sterling Gallagher has also suggested that prefunding only the later maturities 

of the bends could have the same effect on the interest cost to the state of 

future bond issues. In other words, the state's revenues on Prudhoe Bay pro­

duction in the n e a r - t e r m  would p r o vide m a x i m u m  security for bonds while prefunding

•m LH
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would serve t he same function afcer Prudhoe begins to decline. Mr. Gal l a g h e r  

e s t i m a t e s  on l y  $100 m i l l i o n  in prefunding would be required to p r e f u n d  the 

tail end of o u t s t a n d i n g  state GOB's.

If y o u  w i s h  to s e riously consider an appropriation for prefunding, we s h o u l d 

r equest a le g a l  opinion from state bond counsel as to w h e ther such p r e f u n d i n g  

wo u l d  cause any -LKb..arbitrage p r o b l e m s . In other words, the g u a r a n t e e  fund 

e stablished by p r e f u n d i n g  could result in the IRS finding that the p refunded 

bonds a re a r bitrage bonds and taking away the federal income tax exe m p t i o n  

allowed cm interest received by the bondholders. This would have no direct 

cost to the s ate, but the bondho l d e r s  wo u l d  u n d o u b t e d l y  prefer that pre f u n d i n g  

not be done in that case.

In the attac h e d  letter from Orrick, Herrington, the state's bon d  counsel, a 

p r e l i m i n a r y  j u d g m e n t  is made that "establishment of the fund (prefunding account) 

p r o b a b l y  could not affect the tax status of interest on bonds issued b e fore the 

fund is established".

MB:kw



J o h n  N u v e e n  & C o . In c o rp o r a t e d  209 South LaSalle S tre a t ,C h icago , I l l in o is  60604

January 21, 1980

Mi l t  Barker 

F iscal A n a lyst 

Alaska State L e g i s lature 

.Budget, and A u d i t  C ommittee 

Finance Division 

Pouch W F  - S t a t e  Capitol 

Juneau, A l a s k a  99811

Dear Milt:

This l etter responds to the questions p o s e d  in y o u r  letter of 

J a n u a r y  2 r e garding p o l i c i e s  affecting m a n a g e m e n t  of the State's 

debt.

1. S hould the State b o n d  or pay cash fr.r future capital i m p r o v e m e n t s ?

In today's ta x - e x e m p t  market, Alaska can b o r r o w  funds at interest 

rates ranging from 6.20% tc 7.1%'depending on maturities. Currently, 

the State can i nvest surplus revenues in a variety of hi g h  quality 

money market instru m e n t s  at yields of 10 to 13% o r  more. So long as 

A l a s k a  continues to pursue a policy of prudent growth in its 

outsta n d i n g  indebtedness, it can and should continue to b e n e f i t  from 

the favorable i n t e r e s t  rate differential that exists b e t w e e n  the rate 

at w h i c h  it b o r r o w s  and the rate at which it can invest. The credit 

‘stand i n g  of the State is n ot so much affected b y  the means chosen to 

finance capital improvements as it would be by the m a ^  .ituce of 

capital im p r o v e m e n t  p r o g r a m s  j.n relat. to the State's lon g - t e r m  

sources o f  revenue.

2. Could retirement o f  all or part of Alaska's o u t s t a n d i n g

indebtedness improve its credit r a t i n g ?

Alaska's o u t s t a n d i n g  c ,-al obligation debt of a p p r oximately 

5670-million could b e  prefunded by the creation of a special 

investment account, the principal and interest of wh i c h  w o u l d  be used 

exclusively to meet i n t e r e s t  and principal payments on the debt. A 

deposit of 5 5 46-million to be invested in appropriate U.S. Government 

Securities at t o d a y’s market yields would generate suf f i c i e n t  cash to 

meet prin c i p a l  and inte r e s t  on the 5670-millior. o u t s t a n d i n g  general 

obligation debt. T h i s  aepvsit is 5124-million less than the cost of 

simply p a ying o f f  t h e  debt. Whether the State p r e f u n d s  t he debt or

B O N O  PROFESSIONALS SINCE I8&S OFFICES:CHICAGO.NEW YORK A N D  PRINCIPAL “ITIES
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th o s e  to be d e r ived from a p r e f u n d i n g  of t h e  S t a t e’s g e n e r a l  

o b l i g a t i o n  debt. In addition, the credit s t a n d i n g  and d e b t  capacity 

of local governments in A l a s k a  would be s u b s t a n t i a l l y  improved.

D u ring my vi s i t  to Juneau t h i s  week, we w i l l  assemble the dat a  

n e c e s s a r y  to p r o v i d e  a preliminary estimate of t h e  cost a nd pot e n t i a l  

financial advantage to be derived from a p r e f u n d i n g  of t h e  o u t s t a n d i n g  
school, debt.

I look forward to an opportunity to meet with y ou l a t e r  this 

week.

Sincerely,

A T D :lw
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DIFFERENCES BETW EEN  ANNUAL AVERACES OF Y IELD S  ON ZO-YEAR, 
GENERAL* OBL IGATION  BONDS, BY RATING 
(B u is  Poino)

D illerential Between Grades

Year Aa roinui Aaa A minus Aaa Baa minus Aaa

1WS 25 58 79
1950 19 54 75
1955 14 47 96
1956 21 50 99
1957 22 65 105
195* 22 59 92
1959 14 50 81
I960 16 51 82
1961 14 .u 61
1962 I I 25 52
1963 1 20 4.1
1964 7 19 42
196S 7 19 40
1966 9 25 49
1967 10 26 55
1968 10 31 6.1
1969 1.1 .17 62
1970 26 47 63
1971 28 53 67
1972 15 54 52

Source: Moody's Scries: Annual ivera |e o f monthly difference!.

T A B L E  4

P T E K E S T  COST D IFFERENT IALS AMONG RATING CLASSES 
dasu f'oinn)

Sludy ti eriod)
Differential Fhelp!1 Vessel’ Feicrscn’
Between G ridei (1957-58) (1959-67) (19*4-1971)
Aaa-Aa 31 15 1.1
Aa-A .1.1 21 19
A-Baa JJ 25 50
Baa-B l — — 55
lien:

Aaa-B>a E7 61 62

'Charioiir DeMome Phelps, "The Impid o f T ifh icn .-j Ciedii or Municipal Capital F.sper.dnurcs in It* 
UnueC Siaies." Voir Economic E jioys, Vol. I (Fall CM ' p. •‘0 . in Phelps j  equation. miciesl coil 
differentials between rating clasies vary in propomor. ic Frcera, Government s lonf'icnn bund m e. The 
figures above ~e:e calct.ared ujxsn ihe assumption ilui in? >onj-icim bond m e was J peiccnt.
'Reuben A. Vessel. "A  Study of ihe EJIccis of Comper.iion in ihe 7ai-Esempi Fiond M a lle i,"  Journo/ 0/ 
Political Economy (Sep:. 19711 Instead o l using ir< ne: .r.ictcsi con cf the issue as ihe deptndcnl variable in 
hn eoutiior.. K rue l uw i ihe difference between ih- iwr-t>.yt i ,  irc 'fc fir.j yield and Whne'1 Yield of IOO. 
Standard A Toot > lannp  were u»ed innead of Moody 1 s m e l l data sample included more than 9 « 0  bond 
muei lhai appeared teiween 1959 and 1967. with viriua. • cvrr.pieie coverage of compeiiii»tly ollercd isaura 
It.al were larger ihan SI .COO,000.
’ John E. Pcieraer.. "A  here on Hie Determinants of M un i:? ii Bond Sel Imereii C om " (unpubliihed). 1972. 
See lummary ol nudy ai end of ihu chapter.

S O U R C E :  T h e  R a t i n e  GaiT.ee J o h n  E. P e t e r s e n ,  K r a u s  R e p r i n t ,  N e w  Y o r k ,  1 9 7  4
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M r .  J. H. H o g a n  

D i r e c t o r

L e g i s l a t i v e  F i n a n c e  D i v i s i o n  

S t a t e  o f  A l a s k a  

P o u c h  WF,, S t a t e  C a p i t o l  

J u n e a u ,  A l a s k a  9 9 8 1 1

D e a r  M r .  H o g a n :

I n  r e s p o n s e  t o  t h e  q u e s t i o n s  i n  y o u r  l e t t e r  

o f  O c t o b e r  15:

e l a b o r a t i o n  b e f o r e  I c a n  a n s w e r  i t  w i t h  a n y  r e a s o n a b l e  

a s s u r a n c e .  I a m  n o t  s u r e  w h e t h e r  t h e  s u g g e s t e d  f u n d  is 

t o  b e  u s e d  t o  g u a r a n t y  d e b t  s e r v i c e  o n  g e n e r a l  o b l i g a t i o n  

b o n d s  o f  t h e  S t a t e  o r  d e b t  s e r v i c e  o n  g e n e r a l  o b l i g a t i o n  

b o n d s  o f  l o c a l  g o v e r n m e n t s  i n  t h e  S t a t e .  I d o  n o t  k n o w  

t h e  s o u r c e  o f  the m o n e y s  t o  b e  p u t  i n c o  t h e  f u n d ,  b u t  

I a s s u m e  t h a t  t h o s e  m o n e y s  w i l l  n o t  c o m e  f r o m  a n y  p r o c e e d s  

o f  b o n d s .  O n  th a t  b a s i s ,  I d o  n o t  t h i n k  t h a t  a p r o p e r  

i n t e r p r e t a t i o n  o f  t h e  I n t e r n a l  R e v e n u e  C o d e  w o u l d  r e s u l t  

i n  a n y  a r b i t r a g e  y i e l d  r e s t r i c t i o n s  o n  t h e  f u n d ,  b e c a u s e  

t h e  a p p l i c a b l e  C o d e  p r o v i s i o n  r e l a t e s  t o  t h e  u s e  o f  t h e  
p r o c e e d s  o f  b o n d s .

s t r e t c h e d  a n d  d i s t o r t e d  t h e  t e r m  " p r o c e e d s "  i n  t h e  T r e a s u r y  

R e g u l a t i o n s  a n d  r u l i n g s  t h e r e u n d e r .  T h e  r e s u l t  a p p e a r s  t o  

b e  t h a t ,  i f  t h e  S t a t e  d e p o s i t s  m o n e y s  f r o m  a n y  s o u r c e  i n t o  

a f u n d  to b e  u s e d  t o  p a y  t h e  d e b t  s e r v i c e  o n  g e n e r a l  o b l i ­

g a t i o n  b o n d s  o f  t h e  S t a t e  o r  o n  g e n e r a l  o b l i g a t i o n  b o n d s  o f  

l o c a l  g o v e r n m e n t s , o r  w h i c h  f u n d  i s  p l e d g e d  a s  s e c u r i t y  f o r  

a n y  s u c h  d e b t  s e r v i c e ,  t h e  I n t e r n a l  R e v e n u e  S e r v i c e  w o u l d  

c o n s i d e r  t h e  f u n d  t o  b e  " p r o c e e d s ' *  s u b j e c t  to a r b i t r a g e  

y i e l d  r e s t r i c t i o n s .  ('This i s  i n d t c a t e d  b y  R e v .  R u l .  7 8 - 3 0 2  

a n d  R e v .  R u l .  7 8 - 3 4 8 ,  a c o p y  o f  w h i c h  is e n c l o s e d ^

E v e n  o n  t h i s  b a s i s ,  t h e  e s t a b l i s h m e n t  o f  t h e  f u n d  

p r o b a b l y  c o u l d  n o t  a f f e c t  t h e  t a x  s t a t u s  o f  i n t e r e s t  o n  b o n d s  

i s s u e d  b e f o r e  t h e  f u n d  i s  e s t a b l i s h e d  o r  b e f o r e  i t  w a s  e x p e c t e d

1. T h i s  q u e s t i o n  w i l l  n e e d  c o n s i d e r a b l y  m o r e

H o w e v e r ,  t h e  I n t e r n a l  R e v e n u e  S e r v i c e  h a s



O r r i c k ,  H e r r i n g t o n ,  R o w l e y  &  S u t c l i f f e

M r .  J. H. H o g a n  

S t a t e  o f  A l a s k a  

O c t o b e r  30, 1 9 7 9  
P a g e  T w o

t o  b e  e s t a b l i s h e d .  M o r e o v e r ,  i f  t h e  a m o u n t  i n  t h e  f u n d  

c o n s i d e r e d  a l l o c a b l e  to b o n d s  h e r e a f t e r  i s s u e d ,  t o g e t h e r  

w i t h  a n y  o t h e r  a m o u n t s  c h a r g e a b l e  u n d e r  a r b i t r a g e  r u l e s  t o  

t h e  " m i n o r  p o r t i o n "  o f  t h e  p r o c e e d s  o f  t h o s e  b o n d s  w h i c h  i s  

n o t  s u b j e c t  t o  a r b i t r a g e  l i m i t a t i o n s ,  d o  n o t  a g g r e g a t e  m o r e  

t h a n  1 5 %  o f  t h e  f a c e  a m o u n t  o f  t h o s e  b o n d s ,  t h e  i n v e s t m e n t  

o f  t h e  f u n d  s h o u l d  n o t  b e  s u b j e c t  t o  a r b i t r a g e  y i e l d  r e s t r i c ­
t i o n s  .

T h e  f o r e g o i n g  i s  a l l  s u b j e c t  t o  f u r t h e r  q u a l i f i c a ­

t i o n s  a n d  c o m p l e x i t i e s ,  b u t  I t h i n k  t h e r e  i s  n o  p o i n t  i n  

p u r s u i n g  t h e m  h e r e .  I f  y o u  c a n  g i v e  m e  a c o m p l e t e  d e s c r i p ­

t i o n  o f  t h e  w o r k i n g s  o f  the. p r o p o s e d  f u n d ,  I w i l l  t r y  t o  g i v e  

y o u  a m o r e  d e f i n i t i v e  a n s w e r  a s  t o  t h e  f e d e r a l  i n c o m e  t a x  

r e s u l t s .  I f  t h e r e  i s  a n y  s p e c i a l  n e e d  o r  d e s i r e  f o r  s u c h  a  

f u n d ,  I m i g h t  s u g g e s t  r e q u e s t i n g  a r u l i n g  f r o m  t h e  I n t e r n a l  

R e v e n u e  S e r v i c e  a s  t o  t h e i r  t r e a t m e n t  o f  t h e  s p e c i f i c  f a c t s ,  

a n d  p o s s i b l y  a n  a p p e a l  f r o m  t h a t  r u l i n g  t o  t h e  T a x  C o u r t  i n  

t h e  q u i t e  p o s s i b l e  e v e n t  t h a t  w e  c o n s i d e r  t h e  r u l i n g  t o  b e  
c o n t r a r y  t o  t h e  l a w .

I n  a n y  e v e n t ,  I a m  s o m e w h a t  m y s t i f i e d  as t o  t h e  

p u r p o s e  o r  o r  n e e d  f o r  t h e  p r o p o s e d  f u n d ,  p a r t i c u l a r l y  i f  i t  

i s  t o  r e l a t e  t o  g e n e r a l  o b l i g a t i o n  b o n d s  o f  t h e  S t a t e .

2. T h e  i s s u a n c e  o f  b o n d s  b y  t h e  S t a t e  in t h e  

p r e s e n c e  o f  a " m a s s i v e  g e n e r a l  f u n d  s u r p l u s "  s h o u l d  n o t  r e s u l t  

i n  t a x a b i l i t y  o f  t h e  i n t e r e s t  o n  t h e  b o n d s ,  a n d  i t  s u r e l y  

w o u l d  n o t .  T h i s  c o n c l u s i o n  a p p e a r s  t o  b e  s u p p o r t e d  b y  R e v .

R u l .  7 8 - 3 0 2  ( e n c l o s e d ) . H o w e v e r ,  y o u r  p h r a s i n g  o f  t h e  q u e s t i o n  

i n  t e r m s  o f  "a p o s s i b l e  a r b i t r a g e  p r o b l e m  w i t h  t h e  I R S "  p r o m p t s  
m e  t o  n o t e  t h a t  t h e  I R S  h a s  g o n e  s o  f a r  i n  i t s  p u r s u i t  o f  

" a r b i t r a g e "  t h a t  I w o u l d  n o t  b e  e n t i r e l y  s u r p r i s e d  a t  a n y t h i n g  

t h a t  o r g a n i z a t i o n  m i g h t  c o n t e n d .

I n  c o n n e c t i o n  w i t h  a l l  o f  t h e  f o r e g o i n g ,  I u r g e  

y o u  a n d  o t h e r s  i n  t h e  S t a t e  g o v e r n m e n t  t o  s u p p o r t  t h e  b i l l  

s p o n s o r e d  b y  t h e  M u n i c i p a l  F i n a n c e  O f f i c e r s  A s s o c i a t i o n  a n d  

a b o u t  t o  b e  i n t r o d u c e d  i n  C o n g r e s s  t o  c u r e  p r o b l e m s  l i k e  t h e s e  

a n d  t o  p r e v e n t  f u r t h e r  e x c e s s e s .

S i n c e r e l v  y o u r s ,

E n c l o s u r e



Section 101

income shall be included in the gross 
income'Tor the taxable year in which 
received By the taxpayer, unless, under 
the method W  accounting used in com­
puting taxablevincome, 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) General rule. In com ^ a lth o u g h  not 
actually reduced to a taxpayer's possession 
is constructively received by him. in the tax­
able year du ring  which it is credited to his 
account, set a p a r t for him, o r otherwise 
m ade available so th a t he may draw  upon 
it a t  any  time, o r so th a t he cou ld \h ave  
draw n upon it du ring  the taxable year if 
notice of in tention to w ithdraw  had been 
given. However, income is not construc­
tively received if the taxpayer's c rn tro l oX, 
its receip t is subject to substantial limiu-.' 
tions o r restrictions. * * * j

I f  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 indicating 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. Conrmare 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 For cs or a civilian employee, 
rcnortcd as missing in action or a pris­
oner of war and later declared to have 
been killed in action, is the Secretarial 
determination date of death, unless a 
later actual date of death is subse­
quently established. Rev. Rul. 76-468 
refers to/ the Secretarial determination 
date of death as the date of death de­
termined under 37 U.S.C. section 555 
or 556. Rev". Rul. 76-468 ir riarificd so 
tha/ any reference therein to the Sec­
retarial determination date of death 
instead refers to the date on which the 
determination of death is made under 
those sections.

H O L D IN G
The payment of,life insurance pro­

ceeds to A in 1977 is fully excludable 
from A ’s gross income under the pro-_  
visions of section 101(a)(1) of the 
Code. However, if A had deferred 
claiming the death benefit payment 
until a later year, any portion of the 
payment attributable to accumulated 
interest .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 A could have drawn 

■'upon it if A bad submitted a claim for 
the proceeds.

See section 101(d) of the Code and 
e 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 section 2042 of the Code and the 
regulations thereunder with respect to 
the inclusion^ of 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 
Secretarial determination date of 
death unless a later actual date of 
death is established. \

\

EFFE C T  O N  OTHER'- 
R E V E N U E  R U L IN G S  \

\
Rev. Rul. 76-168 is c arificd.

Section 103.— Intercut un Certain 
Governmental Obligations

Arbitrage bonds; fund estab­
lished for indirect payment of prin­
cipal o r interest. Examples i l lu s­
trate whether the arbitrage yield 
restrictions o f section 103 (c )  of 
the Code apply to amounts accu­
mulated in funds estab lished in 
connection with the issuance of 
local government ob ligations that

are not used d irect ly  fo r  the pay­
ment of principa l o r  interest.
Rev. Ru l. 7 8 - 3 0 2  1
IS SU E

W ill amounts accumulated in cer­
tain funds be subject to arbitrage yield 
restrictions?
FA CTS
S ituation 1.

Authority A proposes to issue dor­
mitory revenue refunding bonds. The  
refunding bonds will mature serially 
over 20 years. 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 ’s dormitory 
revenues will 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 $5.5 million 
of 33-year sewer revenue bonds. Two  
and a half million dollars of the reve­
nue bonds will mature serially over 
the first 30 years. In addition, $1 mil­
lion of term bonds will mature in each 
of the last three years.

B ’s sewer revenue will be used as 
follows (in order of priority') :

(1) to pay operating expenses,
(2) to pay all debt service on the 

rcve .iue bonds, and
(3) to make deposits in a “renewal 

fund."
B covenants to maintain sewer rates 

high enough to pay all necessary op­
erating expenses and to make ail 
scheduled payments of debt service 
and all scheduled deposits in the "re­
newal fund." However, it would be 
impracticable for B tc raise sewer 
rates high enough to meet the balloon 
payments due in years 31-33 solely out 
of revenues.

‘ Also released as News Release IR-2010, 
da ted  July 30, 1978.
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f  ffcc  “renewal fund" is not pledged 
i i t  security- for the revenue bonds. 
Moreover, amounts held in the “re­
newal func” can in no event be used 
directly to pay principal'or interest on 
the revenue bonds. However, B's use 
of the “renewal fund" is restricted by 
covenants contained in the indenture 
for the revenue bonds. In  particular,
B is required to invest the “renewal 
fund" in Treasury bonds that will ma­
ture approximately 30-33 years after 
the revenue bonds arc issued. Further,
B will have only one practicable way 
to meet the balloon payments due in 
years ‘31-33. I t  will have to use the 
"renewal fund” to pay necessary op­
erating expenses during these years. 
This will enable B  to meet the balloon 
payments out o f 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 sewer revenue bonds. 
Moreover, these amounts will at times 
exceed 15 percent of the original pro­
ceeds of the bonds.
Situc.:ion 3.

City C proposes to issue $10 million 
of general obligation bonds. While the 
bonds are outstanding, C will deposit 
a portion of its tax revenues in a sepa­
rate “investment fund." The invest­
ment fur.d will be established and 
maintained at C ’s discretion solely to 
enhance C s  general credit rating. It 
will not re specially pledged as secu- 
ritv for ::.e general obligation bonds, 
anc C’s use of the “investment fund" 
will in r.ci way be restricted by covc- 
naT'-a Lcr.tained in the bond inden­
ture. Further, C docs not reasonably 
expect to use amounts in the "invest­
ment fur.d" 'directly or indirecdy) 
to pay principal or interest on the 
general obligation bonds. (
L A W  AND A N A LY S IS

Section 103(a)(1) of the Internal 
Revenue Code of 1954 provides that 
gross income generally does not in­

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

Section 103(c) (1) of the Code pro­
vides that, with certan minor excep­
tions, the interest on an arbitr. ge 
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 
portion (more than 15 percent) of 
the proceeds of which are reasonably 
expected to be used directly or indL- 
rectly (A )  to acquire securities or ob­
ligations that may be expected to pro­
duce a yield over the term of the gov­
ernmental issue that is materially 
higher than the yield on such issue; 
or (B) to replace fund' that were 
used directly or indirectly to acquire 
securities or obligations described in
(A ) .

Section 1.103-13(g) (2) of the pro­
posed Income Tax Regulations pub­
lished in the Federal Register on May  
8, 1978 (43 F R  19675R  provides that 
amounts accumulated in a sinking 
fund for an issue are treated as pro­
ceeds of the issue. Section 1.103-13
(g ) (3 )  provides that the term "sink­
ing fund" includes a cebt service 
fund, or any similar fund, 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 (2) and (3) 
apply to bonds sold after May 2, 1978.

In Situation 1, the "reserve fund” 
will be pledged as security for the 
bonds. Therefore, the “reserve fund" 
will be treated as a sinking fund, and 
amounts accumulated in the “reserve 
fund’ will be treated as bond pro­
ceeds.

In Situation 2, the specific amounts 
accumulated in the “renewal fund" 
will be used to pay operating expenses 
rather than to pay principal or inter­
est on the bonds. However, B will use 
amounts held in the "renewal fund" 
to replace sewer revenues, and will 
use the sewer revenues thus 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 treated as a sinking fund, and 
the amounts accumulated in the "re­
newal fund" will be treated as bond
proceeds. ..  _____________ .. . — _____

1 However, in Situation 3, C will not 
• use the “investment fund" (directly 

or indirectly) to pay principal or in­
terest on the general obligation bonds.

, Accordingly, the. "investment fund" 
will not be treated as a sinking fund, 
and amounts accumulated in the fund 
will not be treated as'bond proceeds.
h o L d i n c T

Amounts accumulated in the "re­
serve fund" in Situation 1 and in the 
"renewal fund” in Situation 2 will be 
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 bonds and 
interest received by the bondholders 
will not be excluded from 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.

Arbitrage bonds; third party se­
curities pledged as co l la te ra l .  Ex­
amp les illustrate whether the arbi­
trage yield restrictions of section 
1 0 3 (c )  o f the Code apply to securi­
ties p ledged by a third party as co l­
lateral fo r state or local government 
ob ligations.
Rev. Ru l. 7 8 -3 4 8  1
ISSUE

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

1 Also rrleased as News Release IR-2028, 
da ted  August 23, 1970.
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Section 103

FA CTS  
S ituation 1.

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 bo 
available if needed to pay debt service, 
even if A and B encounter financial 
difficulties. The yield on the mortgage 
note will be materially higher than the 
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- 

j struction of various county buildings. 
! Taxes and otr>»r revenues will be used 
\ to retire the bonds serially over 25 
\ years.
' D has a surplus fund that will be 
i invested in Treasury bonds. Certain 
Treasury bonds worth $50 million will 
be pledged as collateral for C’s bonds. 
Under the terms of the pledge, D 

i cannot dispose of any of the Treasury 
bonds while C ’s bonds arc outstanding 

, (except to pay holders of the bonds in 
the case of default). Thus, the bond- 

' 'holders arc reasonably assured that 
’ this collateral will be available if need-

cd to pay debt service, even if C  or 
D encounter financial- difficulties. 

; However, D does not reasonably cx-
, pect to use the Treasury bonds (or

interest thereon) directly or indirectly 
to pay debt service (payment of prin- 

j cipal or interest) on C's bonds. The
j yield on the Treasury bonds will be

materially higher than the yield on C ’s 
bonds.
L A W  A N D  ANALYS IS

Section 103(c)(2) of the Internal

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 indirectly
(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 used directly 
or indirectly to acquire secunties or 
obligations described in (A ) .

Section 103(c)(2)(B) of the Code 
applies to an issue of obligations if 
the proceeds are used to replace funds 
invested in securities having a yield 
that is materially higher than the yield 
on 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 does ryist 
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, j 
Compare section 265(2) relating to 
interest paid to cam tax-exempt in­
come, and see especially section 3.03 
of Rev. Proc. 72-18, 1972-1 C.B. 7-10, 
citing IVisconr.n Chee.seman v. United  
States, 338 F.2d 420 (7th Cir. 1968). 
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 collatcral 
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 
assurance that the collateral will be

available if needed to pay debt service, 
even if the issuer encounters financial 
difficulties. Thus, for example, an ar­
rangement will not have ihe 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, die yield 
on these securities is materially higher 
than the yield on the nunicipal 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.
H O L D IN G  ________ _________

The  securities to be pledged as col­
lateral for the proposed bonds de­
scribed in Situations I 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 will produce a 
yield materially higher than the yield 
on the bonds, the bonds (in both Situ- 

i ations 1 and 2) will be arbitrage bonds 
; and the interest received by bondhold- 
• crs will not be excludable from their 
'gross income under section 103(a) (1). 
Further, in Situation 1,‘ thc hospital 
bonds will be arbitrage bonds even if 
they arc issued to finance the con­
struction of a for-profit hospital.

Arbitrage bonds; funds estab­
lished fn^ connection with local 
g ove rnm en t ob ligations;' Examples 
i l lustrate w h e th e r , t h e  arbitrage 
yield restr ic t ions ,o f section 1 0 3 (c )  
of the Code apply^to amounts ac­
c u m u la t e d ^  certain funds estab­
lished iry ronnec t ion \v ith  the issu­
a n c e ^  local government ob liga­
tions; Rev. Rul. 7 8 - 3 0 2  c larif ied.



• •• «> . •„•.***" r* V . ^ *. * ,** *rv. .j'v' ’•'»"**'*"■ * i,M* •** ̂  ■■»»»■ — ■— •

.~..s.F£:-ln-v p r e p a r a t i o n  v f  o r  • t h e : ; ; u p c b n i n g :: session.,  ̂ i e g i s i a t i v e . : - ^ ^ ; :  

l e a d e r s '  h a v e  - r e c f u e s t e d  :;that: w e :; g a t h e r  -.'certain . i n f o r m a t i o n  

f o r  t h e i r  r e v i e w  p r i o r  t o  t h e  s e s s i o n . !  A s  . t h e  S t a t e ' 3 
b o n d  c o u n s e l  r - 1 . w o u l d  a p p r e c i a t e - y o u r  r e s p o n s e s  t o  t h e T f o l l o v i ^ l ^  

i n g  q u e s t i o n s : . 'J£ \

1. H o w  m u c h  c o u l d  b e  p l a c e d  .'in a' G e n e r a l  O b l i g a t i o n

D e b t  G u a r a n t e e  F u n d  s u b j e c t  t o “l M j . a r b i t r a g e "  lirtdts? f7:''';̂ ;

2, W i l l  . t h e  S t a t e  h a v e  ‘a. p o s s i b l e  a r b i t r a g e  p r o b l e m ;

w i t h  t h e  I R S  i f  i t  c o n t i n u e s  t o  i s s u e  t a x - e x e m p t  d e b t ' 

w h i l e  b u i l d i n g  u p  a  m a s s i v e  g e n e r a l  f u n d  s u r p l u s ?  1‘

7:v ,-:v ?££ S i n c e r e l y  ,

J. H. H o g a n ,  D i r e c t o r  ' li. 

£t~'. L e g i s l a t i v e  F i n a n c e  D i v i s i o n

J K H :p w



W h a t  i s  t h e  a v e r a g e  s p r e a d  i n  i n t e r e s t  r a t e s  b e t w e e n ' " ^ -  
t-ax-exerr.pt m u n i c i p a l  b o n d s  o f  A l a s k a ' s  r a t i n g  a n d  

t h e  t y p i c a l  i n v e s t m e n t s  o f  A l a s k a ' s  g e n e r a l  f u n d ,  i . e . , - 
c o r p o r a t e  a n d  U . S .  T r e a s u r y  s e c u r i t i e s ,  b a n k  C D ' s ,  

bahkers'.. a c c e p t a n c e s ,  e t c . ?

W h a t  l e v e l  o f  G . O .  b o d d i n g  c a n  A l a s k a  a c h i e v e  w i t h o u t  

a l t e r i n g  i t s  r a t i n g s  o r  a d v e r s e l y  a f f e c t i n g  i t 3  -in­
t e r e s t  r a t e s ?  • .    . ‘

t g r e a t e r  l e v e l  c o u l d  b e  a c h i e v e d  w i t h o u t  w i p i n g  

o u t  t h e  s p r e a d  b e t w e e n  o u r  t a x - e x e m p t  r a t e  a n d  t a x a b l e  

r a t e s ?  '•••' ■ ' ••••••••• •••••... -

t r a l e s  o f  t h u m b  c a n  b e  u s e d  i n  j u d g i n g  t h e  a m o u n t  

o f  b o n d s  t h a t  c a n  b e  i s s u e d  w i t h o u t  a d v e r s e  c o n s e q u e n c e s ?  

T h e  8 %  o r  1 6 %  d e b t  s e r v i c e  i n  r e l a v i o n  t o  g e n e r a l . f u n d  

r e v e n u e s  m e n t i o n e d  i n  t h e  W h i t e ,  W e l d  & C o .  m e m o ?

( c o p y  a t t a c h e d )  • ■. ''

H o w  m u c h  c o u l d  o u r ' t a x - e x e m p t  r a t e  b e  r e d u c e d  b y  d e -  i-^--1- 

u p  t o  1 5 %  o r  w h a t e v e r  t h e  I R S  a r b i t r a g e  limit/fHv! 
a  G.O.; D e b t  G u a r a n t e e  F u n d ?

5::.:r.-'• i  S i n c e r e l y ,  •" " 1

vifi;. J* H .  H o g a n ,  . D i r e c t o r

L e g i s l a t i v e  F i n a n c e  Division-;-—

J H H :p w  ■■■■■

mu



■•V. r L , -

■ • -

; J a n u a r y ^  /"vl980 :̂ ?

..Tony D e a n  -3 ^  > ••‘•-7
J o h n  N u v e e n  & C o .  "'Z" " ' " . " Z ; .. 

2 0 9  ..South L a S a l l e  S t r e e t  .1

C h i c a g o ,  I l l i n o i s  >;•••:60604

D e a r  T on y :

A s  w e  d i s c u s s e d  o n  t h e  p h o n e , "  o u r  o f f i c e  w o u l d  a p p r e c i a t e  
y o u r  c o m m e n t s '  o n  t h e  f o l l o w i n g  q u e s t i o n s :  :••

1 .  S h o u l d  t h e  s t a t e  b o n d  o r  p a y  c a s h  f o r  f u t u r e  c a p i t a l  
i m p r o v e m e n t s ?  • ,v ••"•••   • _•

2 .  C o u l d  r e t i r e m e n t  o f  a l l  o r  p a r t  o f  A l a s k a ' s  o u t s t a n d i n g  
i n d e b t e d n e s s  i m p r o v e  i t s  c r e d i t  r a t i n g ?

3. I s  t h e r e  a  m o r e  e f f i c i e n t  w a y  t o  i m p r o v e  o u r  c r e d i t

r a t i m g  t h a n  p a y i n g  o f f  e x i s t i n g  d e b t  s u c h  a s  m u n i c i p a l  

b o n d  i n s u r a n c e ,  t h e  G . O .  d e b t  g u a r a n t e e  f u n d  m e n t i o n e d

i n  o u r  l e t t e r  o f  O c t o b e r  1 5 ,  o r  s o m e  o t h e r  m e a n s ?

Y o u r s  t r u l y ,

/ /  .. J * '  .

M i l t  B a r k e r  :- 
F i s c a l  A n a l y s t

/

t



THE LEGISLATURE OF THE STATE OF ALASKA
T W E L F T H  L E G I S L A T U R E  V^-

FISCAL NOTE SB 296’ 297

I. REQUEST
Bill/Resolution No. SENATE B I L L  NO. 296 & 297
Title Pr o h i b i t i n g  the sale of certain general obligation (GO) bonds, special appropriation

RgCTTOSXydxiJV  for GO bonds that have been authorized but n ot Date 3/17/81______________ ___

issued and f or defeasance of outstanding GO bonds.

Requested b y Senate State Affairs & Resources Committees

II. FISCAL DETAIL
Agency Affected D e p a r t m e n t  of Revenue. State Bond Committee 

Program Category Affected General Fund______________________________

_ - BRU, Program, or Subprogram(s) Affected,
(Note: I f more than one budget component is affected, separate line-item amounts and funding for each 

component in the analysis section.)
EXPENDITURES (Thousands o f  Dollars)

FY 81 FY 82 FY 8 3 FY 84 FY 35 FY 86
100 PERSONAL SERVICES
200 TRAVEL
300 CONTRACTUAL
400 COMMODITIES
500 EOUIPMENT
600 LAND & STRUCTURES
.700 GRANTS. CLAIMS. ETC.

TOTAL

FUNDING (TtoKKSffluXs o f  Dollars) A LL FIGURES IN MILLIONS OF DOLLARS

---- * MILLIONS ----
(1) G E N E R A L  F U N D 1,336.9
(2)Debt Service Cost Reduction ( 97.8) (94.6) (91.7) (88.3) (86.3)
(3)Defeasance Savings . (155.7)

(4)0pp. Cost Post 5/78 issued 8.4 9.6 11.0 12.1 13.4
(5)0pp. Cost N e w  Debt Not Issued 8.0 17.6 23.4 27.2 °0.9
(61PV Opp. Cost of Defeasance 8.9 16.4 22.8 28.0 32.7

POSITIONS

FULL TIME
PART TIME
TEMPORARY

(1)A p propriated funds to "cash-out" all remaining authorized but unissued bonds, defeasance 

of all outstanding/issued GO bonds. Defeasance portion based on interest rates in

W(*S>ec ftscaF^ofe’ Prepara'tion Instructions, Ser tion III)
(2)This is the annual debt service related *-o the $718.2 (6/1/81) in bonds that would be due 

in the y e a r s  indicated. T h e  cash flow of the escrow set aside makes these payments when 
they become due.

(3)The savings in principal d 'e to investments allowed on e s crow set aside as part of 
defeasance.

(A)Opportunity cost related to u k > post-May 1978 outstanding debt as this debt is subject

to defeasance at a restricted yield basically equal to the rate paid on the bonds.

(5)Opportunity cost of uot using the favorable low interest rate obtainable on issuing GO 
bonds for n e w  projects; rather.', using all cash up front.

(6)Because debt service payments can be made later with "cheaper dollars" this is the 

Present V a l u e  difference due to early payment of annual debt service.

THE AMOUNT REQUIRED F OR DEFEASANCE IS BASED UPON INTEREST RATES AVAILABLE A T  THE TIME THE

iRANSACTION T A K E S  PLACE. ACCORDINGLY, FOR EACH 10% DROP IN INTEREST RATES, THE AMOUNT 

NECESSARY FOR DEFEASANCE GOES UP APPROX. 6.7%.

IV. DATE____________________________ PREPARED BY Anselm C. Staack. Treasury C omptrnller
M a r c h  30, 1981 AGENCY Dept, of Revenue/Treasury D ivision__________________

Original: Legislative Finance PHONE . 465-2351
cc: Budget and Management

Prime Sponsor (First Legislator Named) 

33-001 (Rev. 1 2 /8 0 )



TELEPHONES 
(9071 5061325 

586-6526
204 N FRANKLIN ST. 

JUNEAU. ALASKA 99801

T h e  Alaska Conference of Mayors met in J uneau on February 5 5 6 ,  1981 

and adopted the following provisions:

FY SI Supplemental (SB 1 2 5 ) . The Alaska Conference of Mayors pledged to 

use any supplemental funding for tax relief.

Mobile Home F i n a n c i n g . 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 R a t e . T h e  Conference of Mayors supports state fund­

ing for capital projects in order to alleviate the serious unemployment 

p r o blem in the state b y  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 B o n d s . T he Conference of Mayors urges speedy passage of SB 

TT, making direct appropriations for projects approved by voters in lieu 

o f  selling bonds; additionally supports state interim financing for 

municipal bonds that have been authorized by the voters but cannot be 

sold because of the bond market.

Permanent F u n d . The Conference of Mayors urges the Legislature to 

create special endowment." for fundamental services, such as those p r o­

vided by local governments instead of increasing the Permanent Fund, hi 

order to lessen the risk of the federal government devising methods of 

taking away the state's money.

School S u p p o r t . The Conference of Mayors endorses the concept of 100* 

state funding for schools, both operating and construction.

Communities represented at those meetings include the Municipality of 

Anchorage, the City of Angoon, the City of Fa rbanks, Fairbanks North 

Sta r  Borough, the City of Haines, Haines Borough, the City o f  Homer, the 

City of Hoonnh, the City and Borough of Juneau, the City of K c n a i , Kcnai 

Peninsula Borough, Kodiak Island Borough, the City of Nenana, the City 

o f  Nome, North Slope Borough, the City of Petersburg, the City of Sand 

Point, the City of Seldovia and the City of Wrangell.

Bill Overstreet, President 

Leo Pasmussen, Vice President 

George Sullivan, Secretary/Treasurer

MEMBER OF THE NATIONAL LEAGUE OF CITIE5 AND THE NATIONAL ASSOCIATION OF COUNTIES
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STATE’ AFFAIRS Thursdav Februarv 19th 

1/ Ten Williams —  CcnnLsioner of Revenue 

Gree Erickson - Economist

^ • J i m  Rhode

\  - Gov's office

' Pat R o dev

^  £ e * >  R o o & f S

£ ± > c * * i

F i i ^ r

State Affairs Saturdav 21st 

Y* John Havelock 

*? Tom F i n k  

, Bob Pennv 

AKPIRG

Resource Development Couv^cil for Alaska 

Coalition for Economic Justice 

V ' H a r o l d  Pcmerov 

Joe Jcseohson

• Wallv Hickel 

y 'J im  Rhode

* Elmer Rasmussen 

Willie Henselv

^Scott Goldsmith ISER (Lee Gorsuchl/"

/  f a o c t l *  

S  H v c H .
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