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M E M O R A N D U M

D A T E :  J a n u a r y  18, 1 9 8 0

T O :  H o n o r a b l e  T e 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  I f ^ 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 i n  r e s p o n s e  to a n u m b e r  o f  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  i n  his N o v e m b e r  14, 19 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  t h e  t i m e  d o  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  t h e  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 .

T a x i n g
for
C a s h

M o s t  g o v e r n m e n t s  w h i c h  w o u l d  attern; 
s p e n d i n g  for t h e  f i r s t  t i m e  b y  cas 
r a i s e  t a x e s ,  a l w a y s  a d e c i d e d l y  u n  
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 .  Ce 
t h a t  i f  A l a s k a  w e r e  to  p a y  c a s h  it 
s u r p l u s e s  it is e n j e y i n g ,  r a t h e r  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  
e n t i r e  s u r p l u s  t o  a l l  A l a s k a n s ,  
p r o j e c t s  w o u l d  b e  v i a b l e .

p t  t o  f u n d  m a j o r  c a p i t a l  
h w o u l d  b e  c o m p e l l e d  to 
p o p u l a r  m o v e ,  o r  p e r h a p s  
r t a i n l y  t h e  q u e s t i o n  p r e s u m e s  
w o u l d  do so f r o m  t h e  l a r g e  

h a n  a tax i n c r e a s e  o r  b u d g e t  
is m a d e  to p a y  o v e r  the 

e o p t i o n  o f  c a s h  f o r  c a p i t a l

A c c u m u­

l a t i n g
C a s h

P r o j e c t
D e l a y

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  p a y  c a s h  by  t a k i n g  a r a t h e r  
small- a d d i t i o n a l  tax b i t e  e a c h  y e a r  a n d  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 ,  t h i s  m e a n s  p o s t­
p o n i n g  u h e  p r o j e c t  u n t i l  the c a s h  is i n  hand, 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 .
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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  as 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  for 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 .

It 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  tax 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  
for u n i v e r s i t y  c o n s t r u c t i o n .

Of 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  of p r o j e c t s  

t a t u t o r y  b e c a u s e  o f  a s i t u a t i o n  s i m i l a r  t o  T e x a s ' .  T h a t  is, A S  3 7 . 0 5 . -
landate 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  i n  the

g e n e r a l  f u n d  w h i l e  AS  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  8 1  a t  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  o f  
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.

q u i t y  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 ,  the 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  t h e  l i f e  o f  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  t o  p a y  ca_,n f o r  a c a p i t a l  

j 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  to y e a r ,  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  b e  g e t t i n g  a f r e e  r i d e ,  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  b e  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 .

As w e l l  as  f o r  t r a n s i e n c y ,  t h e r e  is an 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  p a y  for b u t  n o t  l i v e  to e n j o y  
the 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  t h e  b e n e f i t s .

To the" extent: 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  t e r m s ,  
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 ,  t h e  e q u i t y  c o n s i d ­
e r a t i o n s  f o r  t r a n s i e n t s  w o u l d  t e n d  t o  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 a s h .



H o n o r a b l e  T e r r y  G a r d i n e r -4- J a n u a r y  18, 1980

A r b i t r a g e

T u r n i n g  t o  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  i s  t o  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  c a s h ,  t h e  s t a t e  c o u l d  i n v e s t  i t s  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  o f  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  to 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  i n  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 %  for O c t o b e r  1 9 7 9 .  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  t e n  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  the 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  b y  M o o d y ' s  a n d  A +  b y  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  t h e  A a  b o n d s .  
A l l  t o l d ,  t h i s  m e a n s  a  s p r e a d  i n  r a t e s  b e t w e e n  3% a n d  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, 1979 
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 e 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  t h e  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  o r  $ 2 6 . 4  m i l l i o n  i n  
i n t e r e s t  a r b i t r a g e  o v e r  t h e  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  
t h e  a v e r a g e  s p r e a d .

T h e  a m o u n t  of 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  our c a s h  l o n g e r  a n d  p o c k e t  t h e  d i f f e r e n c e  i n  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 .

^'■This l e s s e r  r a t e  for 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  i n  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 l o n g ,  as w e l l  as a r e d u c t i o n  in t h e  l i q u i d i t y  
p r e m i u m  th 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  i n  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  t o  

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 .

o n g
a t u r i t i e s
n d
r b i t r a g e
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A s  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  a n  i n t e r e s t  p e n a l t y  
o f  .5% for t w e n t y  y e a r  m a t u r i t i e s  in  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 .  I n  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  t h e  
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
a b l e ,  the p o t e n t i a l  a r b i t r a g e  o n  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  t e n  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  in t h e  l a s t  s i x  m o n t h s  
a n d  the 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  i s  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  t h e  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

I n  fact, 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  h 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 .

I t  m a y  be 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  the p r o j e c t s  to  
b e  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 .  I n  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  issue.

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  
t h e  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  o f  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 ,  f o r  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 xt. O n  t h e  o t h e r  
h a n d ,  c a s h  for c a p i t a l  p r o j e c t s  h a s  a s  o n e  of its m a i n  a t t r a c t i o n s  
t h e  a t t r i b u t e  o f  b e i n g  a b r a k e  o n  the o p e r a t i n g  b u d g e t ,  if n o t  
t h e  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  f o r  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 e d  d e b t  c a p a c i t y  t n a t  c o u l d  b e  " b a n k e d "  f o r  
u s e  in  f u t u r e  s e s s i o n s .  A l s o ,  a n  e n u n c i a t e d  p o l i c y  of c a s h  
f o r  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  o f  s p e n d i n g  
a l l  the c a s h  o n  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  t h e  m e t h o d  of f i n a n c i n g  m a y  n o t  b e  t h e  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  l e v e 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  
t h e  e x p e n d i t u r e  l e v e l  s h o u l d  b e  n o r  f o r  a g o o d  c a p i t a l  a n d



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

T o  t h e  e x t e n t  c a s h  l e f t  o n  the 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 y 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 d 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 .

C e r t a i n l y ,  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  it  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  this 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  o f  t h e  e a r n i n g s  t o  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  be t a k e n  o u t  o f  p r i n c i p a l  if i t  
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  b e  l o a n e d  
to  i n d i v i d u a l s  a t  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 ;  t his, o f  
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  of 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  be 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  the 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  of 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 ,  i t s  b o n d  r a t i n g s  p o s s i b l y  

e v e l o p m e n t  i m p r o v e d ,  e t c . ,  f r o m  t h e  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 t s  n o t  p r o n o u n c e d  o r  s t a t e  b u d g e t s  do n o t  s w e l l  a s  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  t h e  l o n g -  
r u n  if the p r o j e e z  is e c o n o m i c a l l y  v i a b l e .  O f  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  t h a t  t h e  s t a t 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  a s  i n v e s t m e n t .

B o n d i n g  D u r i n g  P e r i o d s  o f  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  as 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  be  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  h i g h  i n t e r e s t  r a t e s .  R e f e r r i n g  t o  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  b o n d s '  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% 
t o  7% d u r i n g  the 1 9 7 0 's. T h us, p a y i n g  c a s h  w o u l d  s a v e  at 
m o 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  t h e  
o p p o r t u n i t y  to e a r n  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  by  t h e  a d m i n i s t r a t i o n  m a y  h e l p



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  it d i f f i c u l t  t o  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  in 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  a s  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  
t o  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  in 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  to 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  be u n a c c e p t a b l e .

If  the e q u i t y  c o n s i d e r a t i o n s  a r e  not 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  h a d  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  i n  i n d e b t e d n e s s  o n  
a c c o u n t  o f  th 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  a l l  n e w  G O B ' s .  R e g a r d l e s s  o f  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  t h e  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  a s  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  for 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 ?

;quity 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  our 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  b e  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 t  it w i l l  b e  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 l a r s ,  t h a t  w i l l  be u s e d  to p a y  it  o f f .

a r b i t r a g e  B y  n o t  p a y i n g  i t  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 w h a t  a l t e r n a t i v e  

u s e  the p o t e n t i a l  b o n d  r e d e m p t i o n  f u n d s  a r e  p u t  as 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 .

;ffect o n  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  a n d  a l s o  t h e  
lond 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
latings u n f a v o r a b l y  a g a i n s t  the 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 .  d e b t  p e r  c a p i t a ,  d e b t  as a p e r c e n t  of p e r s o n a l  
i n c o m e ,  et c .  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  
o u r  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  case, d e b t  s e r v i c e  a s  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 e s .
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o t e n t i a l
a v i n g s
Is.
r b i t r a g e

n
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  t h e  l a c k  o f  
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  of  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 e b 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 t 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  i s  s e e n  a s  
p a r t  o f  a l o n g - r a n g e  p o l i c y  o f  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  i n  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  
i n  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  be  u p g r a d e d  t o  t h e  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 t h e  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  to p a y  o f f  t h e  b o n d s .  T h u s ,  p a y i n g  o f f  $ 6 8 0  m i l l i o n  
in 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  
in 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  the l e s t  a r b i t r a g e .  
U n d o u b t e d l y ,  our 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  in r a t e s  a n d  r a t i n g s  f o r  
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  t h e  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  a n  
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  b e  a m e t h o d  of 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  be  a g o o d  i n v e s t m e n t  t h o u g h  
n o t  a b s o r b  as m u c h  f u n d s  is t o  p a y  o f f  the ta i l  e n d  o f  t h e  
s t a t e ' s  d e b t  s e r v i c e ,  i.e. t h e  l o n g e r  m a t u r i t y  b o n d s .  S t e a l i n g  
G a l l a g h e r  o f  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  $ 1 0 0  m i 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  t h e  s a m e  i m p a c t  as p a y i n g  o f f  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  O F  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  as 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  s i n c e  the M u n i c i o 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  t h e  s t a t e ' s .
Of course, l o o k i n g  a t  it s o l e l y  f r o m  t h e  m u n i c i p a l i t i e s  p o i n t  
of 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  t h e  
st a t e ,  n o t  the m u n i c i p a l i t y .  T h i s  w o u l d  b e  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  i t s  o w n  l i a b i l i t i e s  
d o e s  not 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 n  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  a s  t h a t  for 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  of 
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  t o  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  
rates. A g a i n  t h o u g h ,  p a y i n g  o f f  t h e  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  i n  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  
debt. I f  t h e  p r o p o s a l  i s  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  
to  $ 2 6 , 7 5 1 .  P a y o f f  o f  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 .

lunicipal
p e n d i n g

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  t o  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  o r  
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 ,  it 
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 .

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 ?

eccmmended 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  
evels p e r  y e a r ,  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

this 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  no 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  b e c a u s e  of 
c o n c e r n s  t h a t  t h e  r i s i n g  l e v e l  of 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  f o r  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 .  T h e  p o s s i b i l i t y  o f  
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  o n  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  m i g h t  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  and 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  i n  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  i s s u e .

t a n d a r d s  A c c o r d i n g  t o  t h e  W h i t e  W e l d  m e m o ,  d e b t  s e r v i c e  c o u l d  be  as 
h i g h  as 16% o f  g e n e r a l  f u 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 t h e  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  of  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  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  
( M F O A ) , as q u o t e d  in h i s  b ook, T h e  R a t i n g  G a m e , "a r a t i o  of 
ten 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 . "



P o t e n t i a l  T e n  p e r c e n t  o f  t h e  $ 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  i n  t h e  D e p a r t m e n t  o f  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  o f  
$ 6 8 0  m i l l i o n  s e v e r a l  t i m e s  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  I n  r e a l i t y ,  t h e  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 e ,  p 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 "  a c c o r d i n g  to t h e  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  " n o  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  t o  a n e g a t i v e  s h i f t  i n  m a r k e t  
s e n t i m e n t " .  ( S h o u l d  i t  b e  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  t o  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  n o  r e a d y - m a d e  r u l e s  f o r  t h e  l e v e l  o f  
d e b t ;  b y  t h e  a b o v e  s t a n d a r d  t h e  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  i n  r e l a t i o n  t o  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  IS 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 u l y  1, 19 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  $ 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  t h a t  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  b e  w o r t h .
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Dubt S e r vice by Fiscal Years 
June 30, 1979

TotuI Debt
• Not Cash

Fiscal Service To Re d e m p t i o n Required By

Yeur

1959

Principal

$

Interest Maturity Reserve Fiscal Year

$ 6 5 ,635.00 $ 6 5 ,635.00 $ $ 65 6 3 5.00

1960 30 , 0 0 0 . 0 0 99,212.69 129,212.69 129 212.69

1961 93,0 0 0 . 0 0 90,650.75 183,650.75 183 650.75

1962 311 , 0 0 0 . 0 0 7 3 7 , 998.50 1, 068,998.50 1,068 998.50

1963 5 6 6 , 0 0 0 . 0 0 856 , 6 3 2 . 0 0 1,622,632.00 1,622 632.00

19 66 587 , 0 0 0 . 0 0 1,299,202.50 1,886,202.50 1,886 202.50

1965 8 7 7 , 0 0 0 . 0 0 1,353,038.00 2,230,038.00 2,230 038.00

1966 1,202,000.00 1 ,307,683.50 2 , 5 0 9 , 6 8 3 . 5 0 2,509 6 83.50

1967 1,268,000.00 1,677,588.50 2,725,588.50 2,725 588.50

1968 1 ,7 78,000.00 2, 8 7 7 , 0 1 7 . 0 5 6 , 6 5 5 , 0 1 7 . 0 5 • 6 ,655 017.05

1969 3 , 761,000.00 6,058,305.75 7,819,305.75 9,000 . 0 0 7,810 305.75

1970 3 ,770.000.00 5,535,721.95 9,305 , 7 2 1 . 9 5 85 . 0 0 9,305 636.95

1971 7,971,000.00 7,330,703.05 15,301,703.05 15,301 703.05

1972 9 , 7 0 5 , 0 0 0 . 0 0 9 , 7 9 3 , 3 9 6 . 2 0 1 9 , 6 98,396.20 19,698 396.20

1973 1 1 , 3 6 5,000.00 12,166,937.95 2 3 , 5 11,937.95 23,511 937.95

1976 ' 1 2 , 3 5 2 , 0 0 0 . 0 0 1 6 , 0 29,976.80 26,38 1 , 9 7 6 . 8 0 26,381 9 / 6 . 8 0

1975 13,018,000.00 17,126,060.60 30,16 6 , 0 6 0 . 6 0 30,16 6 060.60

1976 12,50 0 , 0 0 0 . 0 0 2 2 , 6 1 5 , 1 0 9 . 8 5 35 , 1 15,109.85 10,926.13 35,106 185.72

1977 12,915,000.00 28,968,936.75 61,88 3 , 9 3 6 . 7 5 26,689.87 61,859 266.88

1978 18,79 5 , 0 0 0 . 0 0 31 , 2 33,036.75 50,02 8 , 0 3 6 . 7 5 9 2 , 8 5 2 . 0 8 69,935 182.67

1979 25,710.,000.00 3 6 , 3 1 6 , 2 0 2 . 9 0 6 0 , 0 2 6 , 2 0 2 . 9 0 228,019.75 59,796 183.15

1980 3 8 , 7 8 0 , 0 0 0 . 0 0 3 6 , 2 9 2 , 2 7 3 . 5 0 75,07 2 , 2 7 3 . 5 0 1 ,276,687.99 73,795 585.51

1981 6 3 , 0 6 5 , 0 0 0 . 0 0 3 6 , 7 6 3,607.70 77 , 7 88,607.70 77,788 607.70

1932 6 6 , 2 6 5 , 0 0 0 . 0 0 32, 187, 781.50 78 , 6 52,781.50 78,652 781.50

1983 6 6 , 5 0 0 , 0 0 0 . 0 0 29,531,922.80 76,031,922.80 76,031 922.80

1986 6 6 , 9 6 5 , 0 0 0 . 0 0 26,92 2 , 1 6 5 . 3 5 73,867,165.35 73,867 165.35

1985 6 6 , 8 3 0 , 0 0 0 . 0 0 26,32 2 , 8 6 0 . 6 0 71,152,860.60 71,152 860.60

1986 6 8 , 2 3 5 , 0 0 0 . 0 0 2 1 , 7 1 6 , 7 6 3 . 6 0 6 9 , 9 6 9 , 7 6 3 . 6 0 69,969 763.60

1987 6 7 , 3 5 0 , 0 0 0 . 0 0 1 9 , lid,221.25 66,66 8 , 2 2 1 . 2 5 3,050.00 66,665 171.25

1988 6 7 ,665,000.00 16,532,505.00 6 6 , 1 9 7 , 5 0 5 . 0 0 6 6 , 9 5 0 . 0 0 6 6 , 1 3 0 555.00

Statement 
#69



Debt S e r vice by Fiscal Years 

June 30, 1979

Total Debt Net Cash

Fiscal Service To R e d emption Required By

Yea r Principal Interest Ma tu r i ty Reserve Fiscal Y e a r

1989 4 2 , 7 1 7 , 0 0 0 . 0 0 13,894,721.25 56,611,721.25 5 6 , 6 1 1,721.25

1990 34 , 5 5 0 , 0 0 0 . 0 0 1 1,746,590.00 4 6 , 2 9 6 , 5 9 0 . 0 0 4 6 , 2 9 6 , 5 9 0 . 0 0

1991 2 8,98 9 , 0 0 0 . 0 0 9,958, 4 3 0 . 0 0 3 8 , 9 4 7,430.00 3 8 , 9 4 7,430.00

1992 2 9 , 8 4 9 , 0 0 0 . 0 0 8 , 3 0 3 , 4 2 5 . 0 0 3 8 , 1 5 2 , 4 2 5 . 0 0 3 8 , 1 5 2 , 4 2 5 . 0 0

1993 25,06 3 , 0 0 0 . 0 0 6, 6 5 6 , 9 8 7 . 5 0 3 1 , 7 1 9 , 9 8 7 . 5 0 3 1 , 7 1 9 , 9 8 7 . 5 0

1994 2 0 , 5 9 8 , 0 0 0 . 0 0 5 , 2 1 9 , 9 7 5 . 0 0 2 5 , 8 1 7 , 9 7 5 . 0 0 2 5 , 8 1 7 , 9 7 5 . 0 0

1995 19,096,000.00 3, 9 8 7 , 6 2 5 . 0 0 2 3 , 0 8 3 , 6 2 5 . 0 0 23 , 0 83,625.00

1996 1 8 , 6 1 0 , 0 0 0 . 0 0 2, 8 6 4 , 4 1 2 . 5 0 2 1 , 4 7 4 , 4 1 2 . 5 0 2 1 , 4 7 4 , 4 1 2 . 5 0

1997 1 4 , 8 65,000.00 1,800,419.75 16,665,419.75 16,665,419.75

1998 1 3 , 3 8 0 , 0 0 0 . 0 0 1,008,194.75 14,388,194.75 14,388,194.75

1999 $ 8 , 640,000.00 $ 368,931.25 $ 9,008,931.25 $ $ 9,008, 9 3 1 . 2 5
2000 2,531, 0 0 0 . 0 0 69,081 .25 2 ,600,081.25 2,600,081.25

Totals $ 809,057 , 0 0 0 . 0 0 $50 4 , 5 6 1 , 7 1 3 . 1 9 $1 ,313,618,713.19 $1 ,712,258.82 $1 ,311,906,454.37

Fa id

as of

6/30/79 138,554,000.00 197,316,818.84 3 35,870,818.84 365,485.83 335,505,333.01

Remaining 

Liability 

as of

6/30/79 $ 6 7 0 , 5 0 3 , 0 0 0 . 0 0  $ 3 0 7 , 2 4 4,894.35 $ 9 7 7 , 7 4 7 , 0 9 A .35 $ 1 , 3 4 6 , 7 7 2 . 9 9  $ 976, 4 0 1 , 1 2 1 . 3 6

(St. // 6 7 ) ------------------------------------------------------------------- ------------------- -------------------------
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A a
C O R P O R A T E

9 . 7 7
8. 9 8
8.20
8 . 5 9
9 . 5 1

Y E A R

1 9 7 9
1 9 7 G
1 9 7 7
1 9 7 6
1 9 7 5

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

3,. 05

M U N I C I P A L S

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
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Monthly Averages

_______ New Aa
Corporate Bonds

Treasury Bonds

10.0

New Aa
Municipal Bonds

1970 1972 1973 1975 1976 1977 1978 1979

C H A R T  1



T A B L E  2

R E P R E S E N T A T I V E  T A X - E X E M P T  Y I E L D S  

( B a s e d . o n  m a j o r . n e w  i s s u e  o f f e r i n g s  

f o r  week, e n d i n g  D e c e m b e r  14, 1979)

M a t u r i t y A a a Aa_ A

1 9 8 0 6 . 0 0 6 . 1 0 6 . 2 0

1981:-.; •• 6 . 0 0 6 . 1 0 6 . 2 0

1 9 8 2  'V- 6 . 0 0 6 . 1 0 6 . 2 0

1 9 8 3 6 . 0 0 6 . 1 0 6 . 2 5

1 9 8 4 : 6 . 0 0 6 . 1 0 6 . 2 5

1 9 8 5  •' 6 . 0 0 6 . 1 0 6 . 3 0

1 9 8 6  • 6 . 0 0 6 . 1 0 6 . 3 0

1 9 8 7 6 . 0 0 6 . 1 0 6 . 3 5

1 9 8 8 6 . 0 5 6 . 1 0 6 . 3 5

1 9 8 9 6 . 1 0 6 . 1 5 6 . 3 5

1 9 9 4  : 6 . 3 5 6 . 4 5  . 6 . 6 0

1 9 9 9 6 . 6 0 6 . 7 5 6 . 8 5

M u n i c i p a l B o n d  A v e r a c e s

W e e k N u v e e n B o n d D o w -

E n d i  na I n d e x B u v e r J o n e s

N o v e m b e r  23 7 . 9 9 7 . 3 8 7 . 7 6

N o v e m b e r  30 7 . 9 2 7 . 2 6 7 . 6 3

D e c e m b e r  7 7 . 7 8 7 . 1 7 7 . 5 3

D e c e m b e r  14 7 . 8 6 7 . 2 6 7 . 6 2

J O H N  N U V E E N  & CO I N C O R P O R A T E D



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 ,  
G E N E R A L  C o L iG A  i  iC N  B O N D S , B Y  k a  i  LN C  
( B u i s  F o in  is )

Differential Between Grades
Year Aa minus Am A minus Aaa Baa minus Am

1945 25 58 79
1950 19 54 75
1955 14 47 96
1956 21 50 99
1957 22 65 105
1958 22 59 92
1959 14 50 81
1960 16 51 82
1961 14 34 61
1962 I I 25 52
1963 8 20 43
1964 7 19 42
19(5 7 19 40
1966 9 25 49
1967 10 26 55
1968 10 31 63
1969 13 37 62
1970 26 47 63
1971 28 53 67
1972 15 34 52

S o u rc e  M o od y 's  S e rie s : A n n u il a v e n g e  o f m on th ly  d if fe ren c e s .

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 asts P o in ts )

S lu d y  (P e r io d )

D i f fe re n t ia l 
Be tw een  G ra d e s

P h e lp s '
( 1 9 5 7 - 5 8 )

K e s s e l’
( 1 9 5 9 - 6 7 )

Petersen1
(1 9 6 4 - 1 9 7 1 )

A aa -A a 21 15 13
A a -A 3 3 21 19
A -B a a 3 3 25 3 0
B a a -D a — — 35
Item:

A aa -B a a 87 61 62

‘C harlo tte  D eM on te  Ph e lp s , " T h e  Impact o f  T igh ten ing  C red it on  M un ic ip a l C ap ita l Expenditures in (he 
Un ited S ta te s ,"  Yale E conom ic  E ssays. V o l. I (F a l l 1 9 6 1 ) , p. .100 . In  Phe lps s equa tion , interest cost 
d if fe ren t ia ls  between rating c lasses v a ry  in p ro p o rtio n  to the Federal G ove rnm en t s long -te rm  bond ra te . The 
figu res ab ove w ere ca lcu la ted  upon the assumption that the long -te rm  bond  rate was 3  percent.
’ Reuben A . K e s ie l, " A  S tudv o f  the E ffects o f  C om p e titio n  in the T ax -E xem p t Bond M a rk e t ,"  Journal o f 
Political E conom y (S ep t. 1 9 7 1 ). Instead o f  using the net interest cost o f  the issue as the dependent variab le  in 
his eq ua tion . K e sse l used the d iffe ren c e  between the tw en ty-year re o ffe r in g  y ie ld  and W h ite 's  Y ie ld  o f  1 00 . 
Standard &  P o o r 's  ratings were used instead o f  M o od y 's . K e sse l's  e a la  sam p le  inc luded m o re than 9 0 0 0  bond 
issues that appeared between 1959  and 1967 , w ith v irtu a lly  com p le te cove rag e o f  com pe titiv e ly  o ffe red  issues 
that w ere  la rg e r than S 1 .0 0 0 .0 0 0 .
’ John  E . P e te rsen . " A  N o te  on  the Determ inants o f  M u n ic ip a l Bond N et In te rest C o s t s "  (u n pub lish ed ), 1 97 2 . 
See sum m a ry  o f  study at end o f  th is 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 ,  19 7 4
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THE LEGISLATURE

BlIDulT AKD AUDIT COHHITHC

M  k M O R A N D U M

D a CE: J a n u a r y  22, 1981

TO: H o n o r a b l e  A 1  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  '

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

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

FINANCE D IV IS IO N  
POUCH W F S T A T E  CAPITOL 
JUNEAU, ALA SKA 99811 
PHONE: 1907) 465-3795

T h e  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  t h e  t o t a l  c o s t  to d e f e a s e  
a l l  s t a t e  G . O .  b o n d s  i n  F Y  82 a t  $ 9 0 5  m i l l i o n .  T h i s  i s  m a d e  
u p  o f  t h r e e  i t e m s :

D e f e a s e  $ 7 2 0  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  $ 5 7 0  m i l l i o n
C a s h  o u t  a l l  a u t h o r i z e d  b u t

u n i s s u e d  b o n d s  4 6 3  m i l l i o n
D e l e t e  F Y  82 d e b t  s e r v i c e  (128 m i l l i o n )

$ 9 0 5  m i l l i o n

T h e  $570 m i l l i o n  w o u l d  b e  p a i d  o v e r  t o  b o n d  t r u s t e e s  t o  
p u r c h a s e  s e c u r i t i e s  w h o s e  t e r m  a n d  v a l u e  a t  m a t u r i t y  m a t c h e d

• ' t h e  $720 m i l l i o n  i n  b o n d  m a t u r i t i e s  - t o  b e  p a i d  b y  the s t a t e .  
T h e  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  f o r  t h i s  is 
n e c e s s a r y .  H o w e v e r ,  t h e r e  is n o  m e n t i o n  of s u c h  a c t i o n  in 
A S  3 7 . 1 5 ,  t h e  s t a t e  b o n d i n g  act, so i t  m i g h t  b e  a g o o d  i d e a  
to h a v e  a u t h o r i z i n g  l e g i s l a t i o n .

T h e  $463 m i l l i o n  i n  c a s h  w o u l d  b e  t o  f u n d  t h e  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 u n d e d  w i t h  b o n d  p r o c e e d s .  T h e  s t a t e ' s  
b o n d  c o u n s e l  s a y s  t h e r e  w o u l d  b e  t r o u b l e  w i t h  t h e  I R S  if w e  
c e f e a s e d  o u t s t a n d i n g  b o n d s  a n d  t h e n  s u b s e q u e n t l y  i s s u e d  n e w  
b o n d s  w i t h i n  a f e w  y e a r s  time.



THE LEGISLATURE / SSSSftgSSSS cam*
/ JUNEAU. ALASKA S9B11 

BUOCC! AND AUDIT CDMMITTU !  PHONE: 0 0 7 1 465-3795

M E M

DATE:

TO:

FROM:

O  R A  N  D U M  

J u n e  23, 1 9 8 0

H o n o r a b l e  R u s s  M e e k i n s ,  C h a i r m a n  
H o u s e  F i n a n c e  C o m m i t t e 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

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

In t h e  a t t a c h e d  l e t t e r  of  A p r i l  7, 1980 f r o m  B a c h e  H a l s e y ,  
it is c l a i m e d  t h a t  r e f u n d i n g  t h e  o u t s t a n d i n g  g e n e r a l  o b l i­
g a t i o n  i n d e b t e d n e s s  o f  t h e  s t a t e  w i l l  r e s u l t  in s a v i n g s  in 
debt s e r v i c e  o n  a p r e s e n t  v a l u e  ba s i s .  T h i s  d o e s  n o t  a p p e a r  
to b e  t h e  c a s e .

I

If t h e  r e f u n d i n g  d e b t  is i s s u e d  a t  8.5% as in the B a c h e  
p r o j e c t i o n ,  t h e n  t h e  a v e r a g e  r a t e  of e a r n i n g s  on g e n e r a l  
or p e r m a n e n t  f u n d  i n v e s t m e n t s  s h o u l d  b e  a r o u n d  11.5%.  ̂

|
If t h e  d e b t  s e r v i c e  s c h e d u l e s  for o u t s t a n d i n g  d e b t ^  a n d  
r e f u n d i n g  d e b t  a r e  d i s c o u n t e d  a t  11.5%, w h i c h  m o r e  p r o p e r l y  
r e p r e s e n t s  t h e  a l t e r n a t i v e  e a r n i n g s  r a t e  on f u n d s  t h a t  w o u l d  
b e  u s e d  for d e b t  s e r v i c e ,  i.e. t h e i r  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  o f  d e b t  s e r v i c e  h a s  t h e  l o w e s t  p r e s e n t  
va l u e ,  i.e. l e a s t  c o s t  to the state.

1. S e e  a t t a c h e d  T a b l e  1 and y i e l d  c h a r t  w h i c h  i n d i c a t e  
t h a t  t h e  a v e r a g e  i n t e r e s t  d i f f e r e n t i a l  o v e r  t h e  p a s t  
f i v e  y e a r s  b e t w e e n  m u n i c i p a l  a n d  c o r p o r a t e  A a  b o n d s  
h a s  b e e n  3 . 0 5 % .

2. B a c h e ' s  t o t a l  for e x i s t i n g  d e b t  s e r v i c e  of $ 8 3 1  m i l l i o n  
appears to be t o t a l  d e b t  s e r v i c e  for f i s c a l  y e a r s  1981
t h r o u g h  2 0 0 0  e x c l u s i v e  of t h e  d e b t  s e r v i c e  on the 
1 5 7 9  B o n d  S e r i e s  B. See a t t a c h e d  s c h e d u l e  f r o m  the 
" o f f i c i a l  s t a t e m e n t "  for the 1979 s a le.

1-Q1 LH



U a  w a  Vn 1  ̂ « M« « V 4 m  r*«  3 _ 7 , ,  «> ̂  3  0  1 Q O nH o n o r a b l e  R u s s  M e e k i n s - 2 - June 23, 1980

O n l y  if t h e  d i s c o u n t  r a t e  is r e d u c e d  t o  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  o f  o n l y  1 . 5 %  b e t w e e n  s t a t e  G.O. d e b t  a n d  
o t h e r  m a r k e t  i n s t r u m e n t s ,  d o e s  the p r e s e n t  v a l u e  c o s t  o f  
t h e  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  t h e  p r e s e n t  v a l u e  
c o s t  of e x i s t i n g  d e b t  s e r v i c e .

P r e s e n t  v a l u e  o f  D e b t  S e r v i c e  ($ m i l l i o n s )  
@ 10% @ 1 1 . 5 %

E x i s t i n g
R e f u n d i n g

5 y e a r  m a t u r i t y  
8 y e a r  m a t u r i t y

4 4 4 . 3

4 4 3 . 9
4 4 9 . 7

4 1 2 . 2

4 2 7 . 4
4 2 6 . 2

T h e  p o i n t  h e r e  is t h a t  as l o n g  as t h e  s t a t e  c a n  e a r n  a r b i t r a g e  
b e c a u s e  of t h e  l o w e r  t a x - e x e m p t  r a t e s  o n  i t s  b o n d s ,  t h e  s t a t e  
p r o f i t s  b y  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  o v e r  a l o n g e r  p e r i o d  
o f  t ime. 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  b e n e f i t .

If a n  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  b y  
c o m m i t t i n g  f u n d s  t o  p a y  o f f  t h e  bo n d s ,  t h e  N u v e e n  a p p r o a c h  
d e s c r i b e d  in t h e  a t t a c h e d  M e m o  of F e b r u a r y  6, 1 9 8 0  is a 
b e t t e r  a l t e r n a t i v e  i n  t h a t  t h e r e  i s  no  s h o r t e n i n g  of t h e  
s t a t e ' s  d e b t  s t r u c t u r e  a n d  t h u s  n o  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  t h a t  w i l l  a c c r u e  t o  t h e  state.

a b t a c h m e n t s

M B: b f
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• ,  rB a d  e Helaey Stuart Shie lds Incorporated

B a c h c  P la z a . 1 0 0  G o ld  S u e e :
’Kfcw Voih. N.Y. 10036 (212-7S1-25BB)

S a m u e l L . P ia ia  
F irst V ic e  P re s id e n t

April 7, 1 9 8 0

Mr .  P e t e r  A. B u s h r e  

D e p u t y  C o m m i s s i o n e r  o f  R e v e n u e  

S t a t e  of  A l a s k a  

D e p a r t m e n t  of R e v e n u e  

S t a t e  O f f i c e  B u i l d i n g  

J u n e a u ,  A l a s k a

R e : A l a s k a  D e b t  R e o r g a n i z a t i o n

D e a r  Mr. B u s h r e :

P r e p a r a t o r y  to m a k i n g  a d e t a i l e d  p r e s e n t a t i o n  to th e  S t a t e  B o n d i n g  

C o m m i s s i o n  r e l a t i v e  to t h e  a b o v e  s u b j e c t ,  w e  t h o u g h t  w e  s h o u l d  g i v e  y o u  

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

d a t a  o n . e a c h .

F o r  c a l c u l a t i o n  p u r p o s e s ,  w e  have c h o s e n  a n  8 1 / 2 %  r a t e  a n d  o n e  bon d  i ssue 

d a t e d  J u n e  1, 1 9 8 0 ,  w i t h  p r i n c ip a l  r e t i r e m e n t s  b e g i n n i n g  J u n e  1, 1 9 S1 ,  and 

a final m a t u r i t y  o f  J u n e  1, 1988. T h e  o t h e r  i s s u e  will be d a t e d  th e  same 

b u t  have its f i n a l  m a t u r i t y  o n  J u n e  1, 1985.

T o t a l  d e b t  s e r v i c e  o n  t h e  o u t s t a n d i n g  t e n d s  is $ 8 6 3 , 5 2 3 , 2 0 3  a n d  a c c r u e d  

d e b t  s e r v i c e  at J u n e  1, 1 9 8 0 ,  will be 5 3 2 , 3 3 8 , 3 6 2  (will hav e  b e e n  p a i d )  

l e a v i n g  a net of $ 8 3 1 , 1 8 4 , 8 4 1  to be p r o v i d e d  fo r  by t h e  e s c r o w e d  p r o c e e d s  

o f  the r e f u n d i n g  b o n d s  p l u s  the earnir.cs o f  the e s c r o w e d  fu n d s .

T h e  two r e f u n d i n g  i s s u e s  wil l  c o m p r i s e  th e  f o l l o w i n g  d e b t  s e r v i c e  

s c h e d u l e s :

!.*enc>e is A il l e a s ^ . ;  £ * c h 2- ' je s
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Mr .  P e t e r  A. B u s h r e  

P a g e  2

A p r i l  7, 1 9 8 0

I s s u e  '‘A" - 8 1/ 2 %

D a t e P r i n c i p a l I n t e r e s t T o t a l  D e b t  S e r v i c e

6. 1 9 8 1 $ 4 3 , 9 1 0 , 0 0 0 $ 4 0 , 4 2 4 , 3 0 0 $ 8 4 , 3 3 4 , 3 0 0

6 . 1 9 8 2 4 7 , 6 4 5 , 0 0 0 36 , 6 91  ,950 8 4 , 3 3 6 , 9 5 0

6 . 1 9 8 3 51 , 6 9 0 , 0 0 0 3 2 , 6 4 2 , 1 2 5 8 4 , 3 3 2 , 1 2 5

6 . 1 9 8 4 ‘ 5 6 , 0 8 5 , 0 0 0 2 8 , 2 4 8 , 4 7 5 8 4 , 3 3 3 , 4 7 5

6 . 1 9 8 5  • 6 0 , 8 5 5 , 0 0 0 2 3 , 4 8 1 , 2 5 0  • 8 4 , 3 3 6 , 2 5 0

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

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

6 . 1 9 8 8 7 7 , 7 3 0 , 0 0 0 6 , 6 0 7 , 0 5 0 8 4 , 3 3 7 , 0 5 0

T o t a l s $ 4 7 5 , 5 8 0 , 0 0 0 $1 9 9 , 1 0 0 , 1 7 5 $ 6 7 4 , 6 8 0 , 1 7 5

G r o s s  S a v i n g s

N e t  O u t s t a n d i n g  D e b t  S e r v i c e  $ 8 3 1 , 1 8 4 , 8 4 1

R e f u n d i n g  B o n d s  D e b t  S e r v i c e  ' 6 7 4 , 6 8 0 , 1 7 5

G r o s s  S a v i n g s  $ 1 5 6 , 5 0 4 , 6 6 6

P r e s e n t  V a l u e  S a v i n g s

N e t  O u t s t a n d i n g  D e b t  S e r v i c e  P r e s e n t  V a l u e  @ 8 . 5 »  $ 4 8 8 , 6 0 8 , 9 0 0

R e f u n d i n g  D e b t  S e r v i c e  P r e s e n t  V a l u e  (? 3.5/- - 4 7 5 , 5 8 0 , 0 0 0

P r e s e n t  V a l u e  o f  D i f f e r e n c e  $ 1 3 , 0 2 8 , 9 0 0
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Mr. P e t e r  A. B u s h r e  

P a g e  3

A p r i l  7, 1 9 3 0

.

I s s u e  "B" - 8 1 / 2 %

D a t e P r i n c i p a l I n t e r e s t T otal D e b t  S e r v i c e

6 . 1 9 81 $ 7 7 , 8 9 5 , 0 0 0 $ 3 9 , 2 3 3 , 8 7 5 $ 1 1 7 , 1 2 8 , 8 7 5

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

6 . 1 9 8 3 . 91 , 7 0 5 , 0 0 0 2 5 , 4 2 8 , 6 0 0 1 1 7 , 1 3 3 , 6 0 0

6 . 1 9 8 4 • 9 9 , 5 0 0 , 0 0 0 1 7 , 6 3 3 , 6 7 5 1 1 7 , 1 3 3 , 6 7 5

6 . 1 9 3 5 1 0 7 , 9 5 5 , 0 0 0 9 , 1 7 6 , 1 7 5 1 1 7 , 1 3 1 , 1 7 5

T o t a l s $ 461 , 5 7 5 , 0 0 0 $ 1 2 4 , 0 8 5 , 1 2 5 $ 5 8 5 , 6 6 0 , 1 2 5

G r o s s  S a v i n g s

N e t  O u t s t a n d i n g  D e b t  S e r v i c e  $ 8 3 1 , 1 8 4 , 8 4 1

R e f u n d i n g  B o n d s  D e b t  S e r v i c e  5 8 5 , 6 6 0 , 1 2 5

G r o s s  S a v i n g s  $ 2 4 5 , 5 2 4 , 7 1 6

P r e s e n t  V a l u e  S a v i n g s

N e t  O u t s t a n d i n g  D e b t  S e r v i c e  P r e s e n t  V a l u e  @ 8 . 5 %  $ 4 8 8 , 6 0 8 , 9 0 0  i

R e f u n d i n g  D e b t  S e r v i c e  P r e s e n t  V a l u e  @ £ . 5 %  - 4 6 1 , 5 7 5 , 0 0 0

P r e s e n t  V a l u e  o f  D i f f e r e n c e  $ 2 7 , 0 3 3 , 9 0 0

T h e  "A" i s s u e  p l a n  d r a i n s  an e xtra $ 1 6 7 , 3 9 4 , 4 1 6  o v e r  an e i g h t - y e a r  

p e r i o d  f r o m  t h e  g e n e r a l  f u n d s  of t h e  State; t h i s  b e i n g  o v e r  a n d  a b o v e  

t h e  e x i s t i n g  d e b t  s e r v i c e .  In o t h e r  w o r d s  an a d d i t i o n a l  a v e r a g e  o f  

$ 2 1 , 0 0 0 , 0 0 0  p e r  y e a r  is c o m m i t t e d  to d e t t  s e r v i c e .

T h e  "B" i s s u e  p l a n  d r a i n s  an extra $ 2 6 6 , 0 1 7 , 9 9 4  o v e r  a f i v e - y e a r  

p e r i o d  .from t h e  S t a t e ' s  g e ne r a l  f u n d s  c c m p a r e d  to o u t s t a n d i n g  d e b t  

s e r v i c e ,  o r  a n  a v e r a g e  o f  in e x c e s s  c f  5 3 3 , 0 0 0 , 0 0 0  a n n u a l l y .  O b v i o u s l y ,  

t h i s  l a t t e r  p l a n  is m o r e  " d r a m a t i c "  a n d  a l s o  p r o d u c e s  an e x t r a  $ 1 4 , 0 0 0 , 0 0 0  

in p r e s e n t  v a l u e  s a v i n g s .



S L P r l h

cc: Hr. A n s e l m  S t a a c k ,  D e p a r t m e n t  o f  R e v e n u e

Rep. H u g h  M a l o n e ,  H o u s e  o f  R e p r e s e n t a t i v e s  

Mr. J i m  R h o d e ,  R e p .  M a l o n e ' s  A i d e  

Rep. R u s s  M e e k i n s ,  H o u s e  o f  R e p r e s e n t a t i v e s  

Mr. M i k e  D o o g a n ,  Rep. M e e k i n s '  A i d e

T h e  m e r i t s  o f  b o t h  p l a n s  c a n  be d i s c u s s e d  in d e t a i l  a t  a f o rm a l  p r e s e n t a­

ti o n .  A t  t h a t  p r e s e n t a t i o n  to t h e  S t a t e  B o n d  C o m m i t t e e ,  in a f o r m  as 

s u g g e s t e d  b y  A n s e l m  S t a a c k ,  t h e  e s c r o w  i n v e s t m e n t  i n c o m e  will be d e m o n­

s t r a t e d  t o  p r o v i d e  t h e  n e c e s s a r y  f u n d s  tc f u l l y  e x t i n g u i s h  t h e  S t a t e ' s  

o u t s t a n d i n g  d e b t .

W e  l o o k  f o r w a r d  to h e a r i n g  f r o m  y o u  a s  to w h e n  v/e m i g h t  r e t u r n  to J u n e a u  

f o r  a f o r m a l  p r e s e n t a t i o n .  A t  t h a t  time, w e  will be a c c o m p a n i e d  b y  r e p r e­

s e n t a t i v e s  o f  H a y n e s  &  M i l l e r ,  s p e c i a l  c o u n s e l  o n  the  d e b t  r e o r g a n i z a t i o n .



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

Y E A R
A a

C O R P O R A T E
A a

M U N I C I P A L S D I F F E R E N C E

1979
1975 
1977
1976 
1975

9 . 7 7
8 . 9 8
8.20
8 . 5 9
9 . 5 1

6 . 0 0
5 . 6 5
5 . 3 4
6 . 0 9
6 . 7 0

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

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



AVERAGE YIELDS OF LONG-TERM TREASURY, CORPORATE,
AND MUNICIPAL BONDS PERCENTPERCENT-

Monthly Averages

Treasury Bonds
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New Aa
Corporate Bonds
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DEBT SERV ICE  REQU IREMENTS
The  annua! debt se rv ice  requirements on a ll ou tstand ing S ta te  o f A laska  gene ra l ob ligation 

bond s  a re  shown be low , toge the r with the estimated annua l deb t se rv ice requ irements on the 
S ta te  o f  A laska 1979  B ond s ,  S e r ie s  B, assum ing in te res t at 6 % .

1S79 Bonds Series B Estimated
Debt Service

P rinc ipa l Interest Tota l Total

F iscal 
Year 

Ending 
June 30

Debt Service on O utstanding Bonds

P rinc ipa l Interest Total

1979 . . . . . S 25,710.000 S 33,177,202 S 58,887,202

1980 . . . . 38,780,000 33,825,273 72,605,273

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

1982 . . . . . 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 57,480,505

198S . . . . 36,717,000 13,509,721 50,226,721

1990 . . . . 28,550,000 11,581,590 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 31,719,987

1994 . . . 20,598,000 5,219,975 25,817,975

1995 . . . 19,096,000 3,987,625 23,083,625

1996 . . . 18,610,000 2,864,412 21,474,412

1997 . . . 14,865,000 1,800,419 16,665,419

1998 . . . 13,380,000 1,008,194 14,388,194

1999 . . . 8,640,000 368,931 9,003,931

2000 . . . 2.531,000 69.081 2,600,081

— 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 73,999,165

6.000,000 1,800,000 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

-i— -0- -0- 38,947,430

-O - -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

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

- 0 - •0- •0- 14,388,194

-0 ~ -0- •0. 9.006,931

- 0 - •0- •0- 2,600.081



FROM:

Hon. Leo Schaeffer 

H o u s e  Finance Committee

M i l t  Barker 

F iscal Analyst

DATE: Febr u a r y  6, 1980

SUBJ: P a y i n g  off State Bonds

THE LEGISLATURE

BUKIT m  AUDIT COHMIJm

FINANCE DIVISION  
POUCH W F-STATE CAPITOL 
JUNEAU. ALASKA 99811 
PHONE: 19071 465-3795

O u t s t a n d i n g  state general obligation bonds of $670,503,000 could be paid 

off w i t h  an a p p r opriation of $546 million according to item 2 of the 

attached letter from Jo h n  N u v e e n  & C:>., the state's financial advisor.

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

lost inte r e s t  as would paying off the bonds immediately. In other words, 

the st a t e  hangs on to its cash, invests it at taxable rates, say 10%, 

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

of 4% interest wh i c h  it would not earn if the bonds we r e  simply paid off.

Yet, the p r e f unding appr o a c h  does assure bondholders of being paid off.

This h a s  two effects. One, existing bonds would im m e d i a t e l y  get improved 

ratings; the state w o u l d  not benefit on this account b ut 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 w o u l d  occur by m a k i n g  the prefunding contingent on bondholders turning 

in their exis t i n g  bonds in exchange for new bonds with a lesser coupon or 

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

The second effect of pre f u n d i n g  would be to improve the ratings for any 

future b o n d s  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 wo u l d  normally be'no more than thirty basis 

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

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

this w o u l d  thus save the state at most $1,9S0,C00 in interest costs over the 

life of the bonds.

Sterling Gall a g h e r  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 pro­

duction in the n e a r - t e r m  would provide m a x i m u m  security for bonds while prefunding

l31*Q1LH



w o u l d  serve the same function after P r u d h o e  b e g i n s  to decline. Mr. Gallagher 

e s t i m a t e s  o n l y  $100 m i l l i o n  in pr e f u n d i n g  would b e  required to prefund the 

tail e nd of o u t s t a n d i n g  state GOB's.

If y o u  wish to s e riously consider an appro p r i a t i o n  for prefunding, we should 

r e q u e s t  a l e g a l  o p i n i o n  from state bond counsel as to w h e t h e r  such prefunding 

w o u l d  cause a n y  IRS arbi t r a g e  problems. In other words, the guarantee fund 

e stablished b y  p r e f u n d i n g  could result in the IRS finding that the prefunded 

bonds are a r b i t r a g e  bonds and taking away the federal income tax exemption 

a l l o w e d  on i n t e r e s t  received by the bondholders. This w o u l d  have no direct 

cost to the state, but the bondholders w o u l d  un d o u b t e d l y  prefer that prefunding 

not b e  done in that case.

In t h e  attached letter from Orrick, Herrington, the state's bond counsel, a 

prelim 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  c o u l d  not affect the tax status of interest on bonds issued b efore the 

fund is established".
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Section 101

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

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

( a )  General ra le . In c o m \a lth o u g h  no t 
a c tu a lly  reduced to  a taxpayer's possession 
is cons tru c tive ly  rece ived by him., in  the tax­
ab le  year d u rin g  w h ic h  it  is c re d ite d  to  his 
accoun t, set a p a rt fo r  h im , o r  otherw ise 
m ade  available so th a t he m ay  d ra w  upon 
i t  a t  any tim e, o r  so that he co u ld \h a ve  
d ra w n  upon i t  d u r in g  the taxab le  year i f  
n o tic e  o f in te n tio n  to  w ith d ra w  had been 
g iv e n . H ow ever, incom e is n o t construc­
t iv e ly  received i f  the  taxpayer's c o n tro l o t  
its  rece ip t is su b je c t to  substan tia l l im i ta y  
tio n s  o r  res tric tions. * * * 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. Compare Rev. 
Rul. 76-468, 1976-2 C.B. 202, which 
states that for purposes of sections 
2 (a ) (3 ) ,  112, 692, 6013, anu 7508, 
the date of death of a member of the 
Armed Forces or a civilian employee, 
reported as missing in action or a pris­
oner of war and later declared to have 
been killed in action, is the Secretarial 
determinauon 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 o f death de­
termined under 37 U.S.C. section 555 
or 556. Rev. Rul. 76-468 is clarified 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.

HOLDING

The payment of,life insurance pro­
ceeds to A in 1977 is fully excludable 
from A’s gross income under the pro-_s 
visions of section 1 0 1 (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 /f’s 
gross income under the provisions of 
sections 61(a) (4 ) and 10 1(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 had submitted a claim for 
the proceeds.

See section 101(d) o f the Code and 
ic 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. Forpurposes of the federal 
estate tax, the date o f death is the 
Secretarial determination date of 
death unless a later actual date of 
death is established. \

S
EFFECT ON OTHER'- 
REVENUE RULINGS \

Rev. Rul. 76-168 is clarified.

Section 103 .— Inte rest on Certain 
'Governmental Obligations

Arbitrage bonds; fund estab­
lished fo r indirect payment of prin­
cipal o r interest. Examples i l lus­
trate whether the arbitrage yield 
restrictions o f  section 103 (c )  o f 
the Code app ly to amounts accu­
mulated in funds estab lished in 
connection with the issuance of 
local government ob ligations that

are not used d irectly  f o r  the pay­
m en t o f principal o r  interest.
Rev. Rul. 78-302 1
ISSUE

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

FACTS

Situation I.

Authority proposes to issue dor­
mitory revenue refunding bonds. The 
refunding bonds will mature serially 
over 20 years. The proceeds o f 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 o f 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 

revenue bonds, and
(3) to make deposits in a  “renewal 

fu n d ”
B covenants to maintain sewer rates 

high enough to pay all necessary op­
erating expenses and to make all 
scheduled payments of debt service 
and all scheduled deposits in the "re­
newal fund." However, it would be 
impracticable for B to raise sewer 
rates high enough to meet the balloon 
payments due in years 31-33 solely out 
of revenues.

1 A lso released as News Release IR -2010 , 
dated Ju ly  30, 1978.

94



f  ^ 0  “renewal fund" is not pledged 
^  security fo r  the revenue bonds. 
Moreover, amounts held in the “re­
newal fund” con in no event be used 
directly to psy principal o r interest on 
the revenue bends. 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 are 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 of current sewer reve­
nues.

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

Situation 3.

City C proposes to issue $10 million 
of general obligation bonds. While the 
bonds arc outstanding, C will deposit 
a portion of its tax revenues in a sepa­
rate "investment fund." The invest­
ment fund will be established and 
maintained at C's discretion solely to 
enhance C's general credit rating. It 
will not be specially pledged as secu­
rity for the general obligation bonds, 
and C’s use of the “investment fund” 
will in no way be restricted by cove­
nants contained in the bond inden­
ture. Further, C does not reasonably 
expect to us- amounts in the “invest­
ment fund”  (directly or indirecdy) 
to pay principal or interest on the 
general obligation bonds. ,

LAW AND ANALYSIS
Section 1 3 3 (a )(1 )  of the Internal 

Revenue Code of 1954 provides that 
gross income generally docs not in­

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

Section 103(c) (1) of the Code pro­
vides that, with certan minor exccp- 

interest on 2.n ?rb?tragrf
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 p^cent) of 
the proceeds of which are reasonably 
expected to be used directly or .indi­
rectly (A) to acquire securides 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 die yield on such issue; 
or (B) to replace funds that were 
used directly or indirectly to acquire 
securiues 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 19575’' ,  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 r2) 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 he 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 interns:. 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.     ____

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 1 0 3 (a ) (1 ) . On 
the other hand, amounts accumulated 
in the “ investment fund” in Situation 
3 will not be subject to arbitrage yield 
restrictions. „

1

Arbitrage bonds; third party se ­
curities pledged as co lla te ra l .  Ex­
amp les i llustrate whether the a rb i­
trage yield restrictions o f  section 
1 0 3 (c )  of the Code apply to secu r i­
ties p ledged by a third party as co l­
lateral for state or local government 
obligations.
Rev. Rul. 7 8 -3 4 8  1
ISSUE

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

1 A lso  released as News Release IR -2 0 2 8 , 
dated A ugust 23, 1978.
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section 103

FACTS 

Situation 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 o f the 
pledge, the bondholders are reasonably 
assured that this collateral will be 
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
struction of various county buildings. 
Taxes and other revenues will be used 
to retire the bonds serially over 25 

\ years.
'l 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 
’ bonus while C’s bonds are outstanding 
, (except to pay holders of the bonds in 
’ the case o f default). Thus, the bond- 
*• holders arc reasonably assured that 
1 this collateral will be available if need- 
I ed to pay debt service, even if C or 

D encounter financial- difficulties. 
However, D does not reasonably ex­
pect to use the Treasury bonds (or 
interest thereon) directly or indirectly 
to pay debt service (payment of prin­
cipal or interest) on C’s bonds. The 
yield on the Treasury bonds will be 
materially higher than the yield on C’s 
bonds.

LAW AND ANALYSIS 

Section 10 3 (c)(2 ) of the Internal
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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 o f which are reasonably ex­
pected to be used directly or indirecdy
(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 securities or 
obligations described in (A ).

Section 10 3 (c )(2 )(B ) of the Code 
applies to an issue o f 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 exist 
where the securities are pledged as 
collateral for the bonds. An issuer that 
borrows to invest in higher-yielding 
securities and one that borrows against 
such securities already owned are in 
virtually the same economic position. 
Compare section 265(2) relating to 
interest paid to cam tax-exempt in­
come, and sec especially section 3.03 
of Rev. Proc. 72-18, 1972-1 C.B. 740, 
citing Wisconsin Cheeseman 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 ;ection 103(c)(2 )
(B) of the Code, a pledge of collateral 
need not be cast jn 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 the effect of 
a pledge o f collateral if the issuer has 
discretion to defeat the “ pledge" mere­
ly by liquidating the “collateral" and 
disposing o f the proceeds.

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

HOLDING   .____ - - - - -

The securities to be pledged as col­
lateral for the proposed bonds de­
scribed in Situations 1 and 2 will he i 

■ subject to the arbitrage yield restric- ; 
tions as provided by section. 103(c) of i 
the Code. Because the securities 
pledged as collateral will produce a 

i yield materially higher than the yield 
( on the bonds, the bonds (in both Situ- 
1 ations 1 and 2) will be arbitrage bonds 
1 and the interest received by bondhold- 
• crs will not be excludable from their 
'gross income under section 103(a) (1) .  
Further, in Situation I," the hospital 
bonds will be arbitrage bonds even if 
they are issued to finance the con­
struction of a for-profit hospital.

Arbitrage bonds; funds estab­
lished connection with local 
government\vob ligations^ Examples 
i llustrate whether the arbitrage 
yield restr ic t iohs ,d f section 103 (c )  
of the Code apply^to amounts ac- 
cumulated^ !^ certain funds estab­
lished in 'connection w.ith the issu­
an ce /d r  loca l government obliga- 
tionfc; Rev. Rul. 7 8 - 3 0 2  c larified.

T ■**• rrvrr



T H E O D O R E  P . S W T C X  .
m a r  v ie *  w u lh b x x t  J

. » * •_ .
2 I 2 / 2 S B - 2 I B 3  < C a b l e  A d d « c » * ' " W h i t i w c l o "

* A p r i l  3, 1978

R e p o r t  To 

A l a s k a  House and S enate F i n ance 

C o m m i t t e e s  o n  R e l o c a t i o n  of the 

S t a t e  Capital________’

In acc o r d a n c e  w i t h  o ur c o n t r a c t  w i t h  the State of A laska 

L e g i s l a t i v e  B u d g e t  arid A u d i t  Committee on b ehalf of the H o u s e  and 

Senate Finance Co m m i t t e e s ,  w e  h e r e i n  s u b m i t  our r e p o r t  o n  f i n a n c i a l  

q u e s t i o n s  a r i sing from the plan f o r  r e l o c a t i o n  of the A l a s k a  State 

Capital. The r e p o r t  c o m m e n t s  (I) s p e c i f i c a l l y  on the " I m p a c t  on 

State Bonding C a p a c i t y  a n d  A nnual State Budget" ( I m p a c t  Report), 

p r e p a r e d  for the Alaska C a p ital Sit e  P l a n n i n g  C o m m i s s i o n  and (II)

» in a m o r e  g e n e r a l  way o n  large capital r a i s i n g  p r o g r a m s  and the

d e m a n d s  of inv e s t o r s  in c o n s i d e r i n g  lending funds to s u c h  p r o g r a m s  

in the form of p u r c h a s i n g  bonds.

I. T h e  Impact Report a d d r e s s e s  itself to: "(1) the i mpact u p o n  

the S t a t e’s c a p a c i t y  to i s s u e  b o n d s  for purposes other than the 

n e w  capital; (2) the a b i l i t y  of t he State to fund the c a s h  r e q u i r e­

ments  of the Fin a n c i n g  P l a n  from G e n e r a l  Fund revenues and (3) the 

i m pact upon the m a r k e t a b i l i t y  of all ta x - e x e m p t  deb t  I ssued by 

A l a s k a n  issuers".

•

I n  m a k i n g  our c o m m e n t s  we h a v e  n o t  a t t e m p t e d  to e v a l u a t e  the 

a s s u m p t i o n s  c l e a r l y  e n u m e r a t e d  in the Impact Report. W e  accept 

these a s s u m p t i o n s  as re a s o n a b l e ,  p a r t i cularly, the i n f l a t i o n  rate 

of 8Z used throughout a n d  the "Base Case" e c o n o m i c  d e v e l o p m e n t  

r eport b y  the U n i v e r s i t y  of A l a s k a  regarding the g r o w t h  rates for 

R  G e n e r a l  Fund revenues, b o t h  p e t r o l e u m  r e l a t e d  and n o n - p e t r o l e u m

r e l a t e d ,  population, i n c o m e ,  economic d e v e l o p m e n t ,  etc.

(1) B o n d i n g  Capacity' ,

j T h e  b o n d i n g  c a p a c i t y  of a n y  issuer is m e a s u r e d  by its a b i l i t y

to s e l l  bonds at r e a s o n a b l e  rates and i ts a b i l i t y  to h a v e  a c c e s s  to 

the m a r k e t  w h e n  the n e e d  to b o r r o w  exists. The I m p a c t  R e p o r t  states



that after examination of traditional indices of credit worthiness 
and bondiiig capacity any judgement is highly subjective. We are in 
full agreement with this observation and also point out that when 
these trac'.itonal 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 hav« rightly recognized 
that Alaska must be evaluated on its own becatse 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 generjl sense, and 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 iu practically every category. Nevertheless, there are 
many examples where analysis and independent investigations by 
investment bankers and investors have led to investment decisions 
which have caused bond issues to be sold at less, cost than similarly 
rated credits because of the strengths peculiar to the issuer.

Security analysts in evaluating Alaska, after recognizing the 
special problems such as its brief history as a State, its widely 
scattered and small population, 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 of life, as insuring a bright 
future for the State. Nothing intrigues an investor more than 
lending to a government which is improving its credit position and 
30 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 that this is a valuable and useful 
index, but do not agree with setting an 81 limit on the ratio of debt 
service to General Fund revenues. We can see this ratio as high as 
162 without having an appreciable effect on the cost of raising funds • 
in the capital market at reasonable rates when it is needed.



(2) A b i l i t y  to me e t  c a s h  r e q u i r e m e n t s

T h e  "business" o f 'g o v e r n m e n t  at the state le v e l  is e a s i l y  

s i m p l i f i e d  to e m b race three g e n e r a l  areas' o f  a c t i v i t y .  T h e y  are 

e d u c a t i o n ,  t r a n s p o r t a t i o n  a n d  w h a t  c an,be s u m m a r i z e d  as "social 

ser v i c e s "  w h i c h  w o u l d  incllude s u c h  a c t i v i t i e s  as h e a l t h  care, 

p r o t e c t i o n ,  justice a n d  d e v e l o p m e n t  of n a t u r a l  r e s o u r c e s .  As 

t he I m p a c t  R eport illustrates, e v e n  if the cost of t he c a p i t a l  move: 

a s  m e a s u r e d  as a p e r c e n t a g e  of g e n e r a l  f u n d  reven u e s  s u b s t a n t i a l l y  

e x c e e d s  8%, said c o s t s  are m i n o r  c o m p a r e d  to the three p r i n c i p a l  

a c t i v i t i e s  of state g overnment.

(3) M a r k e t a b i l i t y

As s tated in the Impact Report, th e r e  is a v o l u m e  r e s t r a i n t  

o n  i n v e s t o r s  based o n  an i s s u e r s  l o c a t i o n  i n  a s t a t e  or region. 

H o w e v e r ,  in the past five to t en years th e r e  are n u m e r o u s  e x a m p l e s  

w h e r e  s e e m i n g l y  u n m a n agable a m o u n t s  of b o n d s  hav e  b e e n  m a r k e t e d  

w i t h o u t  co s t  p e n alty b y  issuers for a s i n g l e  h u g e  p r o ject or by 

i s s u e r s  l o c ated in a l i m ited g e o g r a p o h i c  region. One of the 

e a r l i e s t  w a s  an issue of $1.6 b i l l i o n  v o t e d  in the e a r l y  1960's 

i n  C a l i f o r n i a  to f i n ance the "Feather R i v e r  W a 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  s c o f f e d  at the huge p r o g r a m  

a nd p r e d i c t e d  it c o u l d n ' t  be f i n a n c e d  e x c e p t  at a large p e n a l t y  

i n  terms of cost of borrowing. However, the p r o j e c t  was f i n a n c e d  

s u c c e s s f u l l y  at no p e n alty i n  co s t  and as the project n e a r e d  c o m­

pl e t i o n  was able to raise a d d i t i o n a l  c a p i t a l  by i s s u i n g  revenue 

bo n d s  for final com p l e t i o n  and some e x p a n sions. Another m o r e  

r e c e n t  e x a mple 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 Georgia to issue $2 b i l l i o n  bonds, over a p e riod of 

years, to f i n ance the Au t h o r i t i e s  o w n e r s h i p  share in large electric 

g e n e r a t i n g  projects, jointly w i t h  o t h e r  owners, to serve 47 towns 

in G e o r g i a  w i t h  a combined 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 be i n g  sold p e r i o d i c a l l y  

n o w  w i t h  g r e a t  s u c cess 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  S ystem :.s in a f i n a n c i n g  cycle: and will 

e v e n t u a l l y  ha v e  o u t s t anding a p p r o x i m a t e l y  $7 b i l l i o n  in debt. A g a i n  

the p r o g r a m  c ontinues successfully. S i m i l a r  r e s u l t s  were a c c o m­

pli s h e d  las t  year w h e n  City of Atlanta d e c ided to finance a m a j o r  

a i r p o r t  e x p a n s i o n  by issuing all the b o n d s  at o n e  time in the f o r m  

of a $300 m i l l i o n  issue.

A  s l i g h t l y  diff e r e n t  c i r c u m s t a n c e  w i t h  e q u a l l y  successful 

r e s u l t s  occurred w h e n  three m a j o r  i s s uers i n  Nebraska., Nebraska 

P u b l i c  Po w e r  D i strict, Omaha P u b l i c  P o w e r  D i s t 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 the amount of tax-exempt bonds being offered 
each- year and the ability of the market place to absorb them at 
reasonable costs to the borrower has been dramatic in the last 
five years and well conceived and aggressively marketed "over­
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 opinion that the financial needs 
of the capital move combined with the projected need for borrowing 
by the State and its subdivision of government, based on the 
circumstances peculiar to Alaska can be met by the bond market 
at reasonable borrowing costs at the tines the funds are needed.

II. Large capital raising programs

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

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



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

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

The principal sources of investment capital to purchase tax- 
exempt bonds are institutions (casualty insurance companies), banks, 
(commercial banks for their own investment needs and trust banks 

for their managed funds), tax-exempt mutual funds and unit trusts 
and individual investors. Each of these groups can be reached by 

the marketing program which will be orchestrated to telling the 
Alaska story from several points of view including Chamber of 
Commerce type promotional material, economic and financial facts, 
administration, legislative, business and public support and a

clear demonstration that the program will fill a real need and
that the issuer has the determination, resources and support to 
make it work.

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

Significant unique characteristics of Alaska will be per­
ceived to require analysis as to creditworthiness outside the 
traditionally used investment criteria. These characteristics 

will more than over come the low stature Alaska achieves by the 
traditional evaluation techniques.



Investors can be attracted to lend capital to large projects 
by complete and factual up-front disclosure of dollar requirements, 
by the demonstration of public support by obtaining voter approval 
of not only bonding requirements, but all costs, and by an 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 P. Svick
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D ecember 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 D i v i s i o n  

The A l a s k a  Le g i s l a t u r e  

P o u c h  "WF"

State Capitol 

Juneau, A laska 99811

Dear Mr. Hogan:

This letter responds to y o u r  request dated October 15th that in 

our capacity as financial a d v i s o r  to the State we respond to a series

o f  questions r e g a r d i n g  Alask a ' s  capacity to issue general o b l igation

debt. To simplify the presentation, I have restated the orig i n a l  

questions, occasionally c o m b i n i n g  questions, and then provided our 

response.

1. What is the a v e rage spread in interest rates between tax-exempt 

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

Alas k a ' s  General Fund, i.e. Corporate and U.S. Trea s u r y  

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

The approximate $680 million of outstanding A l a s k a  

general o b l i g a t i o n  bonds have an 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%. When the most recent series 

of bonds were issued on April 10, 1979, $60 m i l l i o n  

in par value were sold for a net interest cost of 

5.5920%. Th*' bonds had an average life of 5 years,

9 months and yields on comparable maturities of 

U.S. Go v e r n m e n t  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 w h i c h  usually separates yields on 

comparable m a t urities of Alaska's G.O. Bonds and 

Federal Securities.

2. What level of G.O. b o n ding can Alaska achieve without alte r i n g  its 

ratings or adversely a f fecting 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%

d e b t  service in relation to General Fund revenues mentioned in the 

White Weld & Company memo?
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In the last decade Alaska's standing as a b o r r o 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 which occurred in 1974 and 

1975. F o r  investors this has been an enviable 

situation since their investments have experienced 

steady a p p r e c i a t i o n  with the growing credit quality 

of the State.

Dramatic increases in natural resource production, 

most n o t ably p e t r o l e u m  and natural gas, have be e n  

key features of this steady growth in market 

acceptance. Other factors h a v e  included p o p ulation 

growth and economic diversification. On the 

negative side, the rating agencies perceive A l a s k a  

to have a heavy deb t  load on a per capita basis and 

as a per cent of personal income. In addition, the 

State is expected to have a co n t i n u i n g  and 

substantial need to borrow o v e r  the immediate 

future. Operating expenses for state government 

have risen d r amatically in the last decade. While 

there has been a m o v e  to diversify Alaska's 

economy, the State still is heavily dependent on 

petroleum revenues which are subject to short term 

interruption and long term uncertainty.

The general obligation debt of the State is 

currently rated "Al" by Moody's and A+ by Standard 

and Poors. An upgrade to AA by either agency would 

enhance the marketability of the State's debt and 

lower the average interest cost. In addition, 

other state agencies and major local issuers would 

be likely to receive improved ratings following 

assignment of a "AA" to the State. In fact, 

several m onth3 after the last upgrade for the 

State, ratings for 12 Alaska municipalities w e r e  

also revised upward. Achieving the "AA" will 

almost surely require the State to moderate growth 

in General Fund expenditure and to enact 

legislation providing financially sound management 

of the P e rmanent Fund.



J. H. H o g s n , - D i r e c t o r  

D e c e m b e r  31, 1979 

P a g e  Three

By the standard criteria for financial analysis,

Alaska ranks below the other states and to a 

significant extent, it is r e l ying on a single major 

source of revenue. Consequently, the market 

perception of A laska 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 negative shift in 

market sentiment.

*
In the last ten years, the annual general 

ob l 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 m i l l i o n  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 pet r o l e u m  

revenues. Each bond sale has bee n  c h a r acterized by 

healthy b i d ding interest by at least 4 d i fferent 

syndicates. In view of the c o n t i n u i n g  improvements 

in state revenue, the mome n t u m  of a steadily 

improving credit it would be possible to cons i d e r  

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 e garding the c o n t inuing growth 

of the State's debt capacity.

3. What greater level of G.O. b o rrowing could be achieved without 

wiping out the spread between the State's tax-exempt rate and 

taxable rates?

While in theory it would appear possible to trade 

much higher yields for increased borrowing, in 

practice there are institutional and psychological 

constraints which limit the growth of the State's 

indebtedness. The reaction of r a t i n g  agencies, 

investors, underwriters and the financial press 

will begin to narrow the market for the State's 

general ob l i g a t i o n  debt, eventually leading to a 

situation similar to that of New Y o r k  City, in 

which the market is closed to Alaska, regardless of 

the yield it is prepared to pay.



J. H. H o g a n , •D i r e c t o r  

December 31, 1979 

Page Four

4. H ow m u c h  could o ur tax-exempt rate be reduced by d e p o s i t i n g  up to 

15% o r  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 c o ntemplated in the q u e s t i o n  

would h a v e  a negligible impact on the State's cost 

o f  borrowing. A  reserve fund is usually associated 

w i t h  r e v e n u e  bond issues and incor p o r a t i n g  it in a 

G.O. issue would probably raise m o r e  questions 

about wh a t  weakness it was meant to c o r rect as 

opposed to what strength it wac, supposed to 

co n t r ibute. For a $100 m i l l i o n  issue, arbitrage 

e a r n i n g s  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 

s e r v i c e .

If you have additional questions or need further information, 

don't h e s i t a t e  to call me. I and several of my col l e g u e s  will be with 

Sterling G a l l a g h e r  in our J u n e a u  o ffice 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 I would be a v ailable to me e t  with you and 

you r  staff.

S i n c e r e l y ,

J O H N  N U V E E N  & CO^, INCORPORATED

A T D :Lmc

cc: Thomas K. Williams
Commissioner of Revenue
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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  1. 
i m p r o v e m e n t s ?  ••. 1 .>."Vr ■•" ' :

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 ?

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.0._ 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 c 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

M i l t  B a r k e r  
F i s c a l  A n a l y s t

/. ' M

M B  :bf

W M itak
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"fr~'JS£& In  p re p a ra tio n ;,fo r"  th e  upcoming session, ; le g is la tiv e ? :^  
leaders  have : requested., th a t  wei.gather’: c e r ta in  " in f  o rm a tio n ^  
fo r  t h e i r  preview, p r io r  .to . the "session.'^'-; As the S ta te /s  j l H f  
f i n a n c i a l ^ a d v i s o r .would ap p rec ia te !yo ur' 
fo llo w in g - questions :. . ■ ...3::

r e s p o n s e / t o  ./ the:

W h a t  i s  t h e  a v e r a g e  spread, i n  i n t e r e s t  r a t e d : 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  '• ■ 
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 h k e r s ’_. 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  its. i n -  . 
t e r e s t  r a t e s ?

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  -•r 
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 ?  . ::r M  /... . ' • ••' ~v.

\Jhat r u l e s  o f  
o f  b o n d s  t h a t  

T h e  8%  o r  1 6 %

; mb' 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  
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 ?

i n  r e l a t i o n  t o  g e n e r a l , f u n d  -~ 
W e l d  & Co. m e m o ?

d e b t  s e r v i c e  
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 ,  

( copy a t t a c h e d )  .-Spp _.#"- •••

H o w  m u c h  c o u l d ' o u r ' t a x - e x e r a t t  r a t e  b e  r e d u c e d  b y  d e -  
p o s i t ^ g  u p  toj.15% 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 p p p  
is i n  a  G.0.:r 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 ,

JHH: pw ! 
E n c l o s u r e

J. H. H o g a n  
L e g i s l a t i v e

. ,D ire c to r  
F i n a n c e  Divis i o n -
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!FR0MV p  J..;;:E ~  Hogan/ D ire c to r  . .' ~ ••-••— i; •
jg is la t iv e  Finance Di vi si on: — - u = = E ~ ~ : :

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 ^ ' ' ^ " y o u F rq u e s t i o n ^ % i v e n ^ P P P ; ' P
t o  m e  s e v e r a l  w e e k s  ago.. S o m e  o f  t h e  a n s w e r s  a r e  b a s e d  on:;=| 
i n f o r m a t i o n  f r o m  d o c u m e n t s  t h a t  w i l l  b e " u p d a t e d  . ' p A s -”1 
m e n t i o n e d  e a r l i e r , J x  w i l l  p r o v i d e  :y o u  with'-' c u r r e n t . i n f o r - T l -  
n a t i o n  as  i t  b e c o m e s . a v a i l a b l e .

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  .'.(the"! 
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 f ' b o n d  sale)- i s “■• ••- 
$ 1 , 0 3 8 , 2 7 6 , 0 8 9 , . . ,  , . . : ‘ ’ .:..

3.,/

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  oond. d e b c  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 , 6 6 4 . .L-:.. ( " 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  1980, 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  then.)

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  is $ 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  81 i s  e s t i m a t e d  a t  $ 7 7 . 9  “ 
million... . ...._. . \ '!..3.!!-'   ,

W h a t  a r e  the 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  L a 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 ? ... T . ~  ' '

W h a t  a r e  the p r o  s a n d  ^ o n ' s  o f  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 ?  ... ".-P...  ..... . . ............... •

W h a t  a r e  the o 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 ? .. .. *• .. .!

M i l t  B a r k e r . i s  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  -;4
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  r" 
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
i n  h i s  M e m o .  .. ......  .....
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7 . 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 ?

8 .

9.

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  o 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  m 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  t h e  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 . o f  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 e 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  -fi- 
r o u t e .  •• I n  t h i s  w a y  .you w o u l d  h a v e  " p u b l i c  a p p r o v a l  V; 
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  f a c i l i t y  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 .

B o w  m u c h  c a p i t a l  i m p r o v e m e n t  f u 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 n g l e  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 h 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  is h a r d  t o  s e p a r a t e  a d m i n i s t r a t i v e / o r g a n i­
z 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  o 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 s  o u t  t h e  
C o m m i t t e e ' s  c o n c e r n  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  408 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 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 b e r  1. 
(The c a p i t a l  p r o j e c t s  p o r t i o n  o f  t h e  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 o k i n g  a t  i t  a n o t h e r  w a y ,  o f  t h e  
3 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  h 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 z 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 .

Vfhat f e d e r a l  f u n d 3  a r e p r o j e c t e d  to b e  a v a i l a b l e  in 
t h e  n e x t  t w o  y e a r s ? ~Wfiat' a r e  t h e  m a t c h i n g  r e o u i r e -

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  ^'Datelinemerits o :
W a s h i n g t o n 1’, 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

 T.



aTrticles w h i c h  2j1d 2.c2.ts 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: . .
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  - 
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  position.'- .
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 ,  $ £ £ r o x i m a t e l y  .
$254. 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  100.% 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  S'0%/10%, 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  out...', 
w h e r e  t h e  p r o g r a m  b e c o m 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
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O c t o b e r  30, 1 9 7 9
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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 :

I n  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  v 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  it 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  in 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  of  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  v 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 ,  L 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 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 ,  if 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  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 ,  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 .  Ru l .  7 8 - 3 0 2  
a n d  R e v .  Rul. 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



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  is 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  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 
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  an  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  la 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  
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  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  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  to  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  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  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  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 r . c e r e l v  y o u r s ,

E n c l o s u r e



Jofco Nuveen a  C o .Inco rpo ra ted  209 South LaSalle Street,Chicago,Illinois 60604

J a n u a r y  21, 1980

Milt B a r k e r

Fiscal A n a l y s t

Alaska State L egislature •

Budget, a n d  A u d i t  C o mmittee

Finance Division

Pouch W F  - State Capitol

Juneau, A l aska 99811

Dear Milt:

T h i s  letter responds t o  the questions posed in y o u r  l etter of 

J a n u a r y  2 reg a r d i n g  p o l i c i e s  aff e c t i n g  m a n a g e m e n t  o f  the State's 

debt.

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

In t o d ay's t a x - e x e m p t  market, Alaska can b orrow funds at interest 

rates r a n g i n g  f r o m  6.20% to 7.1%' d e pending or. maturities. Currently, 

the S t a t e  can i n v e s t  s u r plus revenues in a variety o f  high q u a l i t y  

money m a r k e t  instruments at y ields of 10 to 13% or more. So long as 

AJLaska continues to p u r s u e  a p o l i c y  of prudent growth in its 

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

the f a v o r a b l e  i n t e r e s t  rate differential than 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 t h e  rate at which it can invest. T he credit 

"standing of the State is n o t  so muc h  affected b y  the means chosen to 

finance capital improvements as it would b e  by the m a g n i t u d e  of 

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

sources of revenue.

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

in d e b t e d n e s s  improve its c redit r a t i n g ?

Alas k a ' s  ou t s t a n d i n g  general obligation debt of a p p r o x i m a t e l y  

$670-million could be p r e f u n d e d  b y  the creation of a special 

i n v e s t m e n t  account, the p r i n c i p a l  and interest of w h i c h  w o u l d  be us e d  

e x c l u s i v e l y  to meet inter e s t  and p r incipal payments on the debt. A 

deposit of $546-million t o  be invested in appropriate U.S. Go v e r n m e n t  

S e c u r i t i e s - a t  today's m a r k e t  y i e l d s  wo u l d  generate s u f f i c i e n t  cash to 

meet p r i n c i p a l  and inter e s t  on t h e  $670-million o u t s t a n d i n g  general 

o b l i g a t i o n  debt. This d e p osit is $124-millicn less than the cost of 

simply p a y i n g  o f f  the debt. W h e t h e r  the State prefu n d s  the debt or

BOKO PROFESSIONALS SINCE 1893 OFriCES:CHICAG~ WEW YORK AND PRINCIPAL OTIES



th o s e  to be d e r i v e d  f r o m  a p r e f u n d i n g  cf t h e  State's g e n eral 

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 

o f  local governments in A l a s k a  w o u l d  be 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 w e e k ,  we w i l l  asse m b l e  the data 

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  estimate cf t h e  cost a n d  pot e n t i a l  

financial a dvantage to b e  d e r i v e d  from a p r e f u n d i n g  o f  the o u t s t a n d i n g  
school, debt.

I look f o r w a r d  to an o p p o r t u n i t y  to m e e t  with you later this 
week.

Sincerely,

Anthony T. 

Assistant President

A T D : l w
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T^.BLE 4

D I I T 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 I E 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 1 N C  
( B u i s  P o in ts )

D i f fe r e n t ia l B e tw e e n  C r a d r s

Y e a r Aa m in u s  A aa A  m in u s  A aa B a a  m in u s  A aa

IM S 2 5 58 7 9
195 0 19 5 4 7 5
195S 14 4 7 9 6
195 6 21 5 0 99
I9 S 7 22 65 105
195 8 22 5 9 92
195 9 14 5 0 81
196 0 16 51 82
1 9 (1 14 3 4 61
196 2 I I 2 5 5 2
196 3 8 20 4 3
1966 7 19 4 2
196 5 7 19 4 0
1966 9 2 5 4 9
1967 10 2 6 55
1961 10 31 6 3
1 96 9 13 3 7 6 2
197 0 2 6 47 6 3
1971 2 8 5 3 67
197 2 15 34 52

S o u rc e : M o o d y ’ s S e rie s : A nnu a l ave rage o f  m o n th ly  d if fe ren c e s .

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 C  R A T IN G  C L A S S E S
( B u n  P o im s )

S tu d y  (P e r i o d )

D i f fe r e n t ia l P h e lp s 1 K e s s e l ’ re ie is e n *
B e tw een  G ra d e s ( 1 9 5 7 - 5 8 ) ( 1 9 5 9 - 6 7 ) ( 1 9 6 4 - 1 9 7 1 )

A a a -A a 21 15 13
A a • A 3 3 21 19
A -B a a 33 2 5 3 0
B a a -B a — — 33
I lim :

A aa*B aa 87 61 62

'C h a t lo ite  D eM on ie  PK e lp s . "T h e  Im pact c f  T i |h t e n in j C te d ii o r  M u n ic ip a l C an iia l E sp en d iiu re s  in  the 
U n n cd  S ia ie s ,"  V o lf E conom ic  E s s a y i . V0 |.  I ( F i l l  1 9 6 1) .  p . 'CO In  Phe lps s eq ua tio n . m icres i c o n  

•d i f fc ic n i ia ls  between ta iin g  c la sses v a ry  in p ro p o riio r , 10 me Fcce ta ; G o» e in m en i > lo n | . i e rm  bond r u e .  The 
f i f u i c t  i b o v r  w ete ca lcu la ted  upon  the assumption that the (o n g .ic tm  bone m e  « n  J [e i c t n i .
'R eu b en  A . K e s se l. “ A S tu d y  o f  the E ffe rts  o f  C om p e titio n  in the T a i-E a e m p i Bond M a l l e t . "  Jou rna l o / 
P o f i l i r o l  E c onom y (Sep t. I f  7 11. In u c id  o f u n n (  ih e  net m ic ic s t c o n  o f  ib< issue as ihe .e p c n d e n l variab le  in 
his c o u a iio n . K e sse l used ihe d i f le ic n c e  h e i* tc n  i r e  iw em y .y ca t ie c ffe e sn | y ie ld  and " ’ hue s Y ie ld  o f ICO. 
S ianda id  A  F o o l's  ta iinps w ere  used instead o f M o o d y 's . Kes'se l's ca ia  lam n l'e  inc luded m o ie  than 9 « 0  bond 
issues lh a i sppca icd  te iw c cn  195 9  and 1 9 6 7 . w ith v irtu a lly  com p le te  c o « e ra |c  o f  c om p c iin * t ly  o f le ic d  issues 
lh a l v c i c  la i |c t  than S I .COO.COO.
•John  E . F e ie isen . " A  N o ie  o n  the D e ic im inam s o f M un ic ip a l B on d  Net In ie ie s i C o m "  (u n p u b lish ed ). 1 9 7 2 . 
S e t s u m m ity  o f  study si end o f  th is ch ap te r.

S O U R C E ?he 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 ,  1 9 7 4



DEPARTMENT OF REVENUE /
/  POUCH S

OFFICE OF THE COKKISSWHEK /  JUNEAU, ALASKA 99811

April 2, 1981

T h e  H o n o r a b l e  Vic F i s c h e r  

C h a i r m a n

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  

R o o m  205 - B e h r e n d s  B u i l di n g  

J u n e a u ,  A l a s k a

D e a r  S e n a t o r  Fisch e r :

Re: S e n a t e  Bill No. 296 an d  S e n a t e  Bill No. 297

S e n a t e  Bill No. 296, an A c t  p r o h i b i t i n g  th e  s a l e  o f  c e r t a i n  general o b l i g a t i o n

bonds, wa s i n t r o d u c e d  in the S e n a t e  on M a r c h  1/, 1981 and w a s  r e f e r r e d  to the 

S e n a t e  S t a t e  A f f a i r s ;  S e n a t e  T r a n s p o r t a t i o n  a n d  F i n a n c e  C o m m i t t e es .

S e n a t e  Bill No. 297, an A c t m a k i n g  special a p p r o p r i a t i o n s  f o r  capital p r o j e c t s

f o r  w h i c h  general o b l i g a t i o n  bonds have been a u t h o r i z e d  but not is s u e d  and for

d e f e a s a n c e  o f  o u t s t a n d i n g  general o b l i g a t i o n  bonds, was i n t r o d u c e d  in th e  S e n a t e  

on M a r c h  17, 1981 a n d  was r e f e r r e d  to th e  S e n a t e  R e s ou r c e s ;  T r a n s p o r t a t i o n  

a n d  F i n a n c e  C o m m i ttees.

Fo r  th e  c o n s i d e r a t i o n  of the 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 ,  I a m  e n c l o s i n g  a 

co p y  o f  a Fiscal N o t e  p re pared by Mr. A n s e l m  Staa c k ,  T r e a s u r y  C o m t r o l l e r ,  

D e p a r t m e n t  o f  R e v e n u e  c o n c e r n i n g  both bills.

R. D. S t e v e n s o n  

Special A s s i s t a n t

R D S / r d h

cc: T h e  H o n o r a b l e  Bill Ray 

C h a i r m a n

S t a t e  T r a n s p o r t a t i o n  Coirmittee

T h e  H o n o r a b l e  Don B e n n et t  

T h e  H o n o r a b l e  M. E. D a n k w o r t h  
C o - C h a i r m e n

S e n a t e  F i n a n c e  C o m m i t t e e

T h e  H o n o r a b l e  B e t t y e  F a h r e n k a m p  

C h a i r p e r s o n

S e n a t e  R e s o u r c e s  C o m m i t t e e

J o s e p h  K. D o n o hu e  

D e p u t y  C o m m i s s i o n e r  

D e p a r t m e n t  o f  R e v e n u e

A n s e l m  S t a a c k  

T r e s a u r y  C o m p t r o l l e r  

D e p a r t m e n t  o f  Reven u e

04-D2LH



'

REQUEST  
B ill/R eso lu tion  No. SENATE B IL L  NO.

  '
RE  O F THE STATE OF ALASKA

L E G I S L A T U R E

FISCAL N O T E

2 9 6  & 2 9 7

SB 296, 297

I I .

T itle P r o h i b i t i n g  the sale of certain general obligation (GO) 

RxnJXiKSteiiyfarv  for GO bonds that have been authorized but not 

issued and for defeasance of outstanding GO bonds. 

R eq u e s t e d  b y Senate State Affairs & Resources Committees

F ISCA L  D ET A IL
Agency Affected Department of Revenue, State Bond Committee 

Program Category Affected General Fund_____________________________ __

bonds, special ap p r o p r i a t i on 

_  Date 3/17/81______________

. B R U , Program, or Subprogram(s) A f f e c t e d , ________________________________
(N ote : I f  more than one budget component is affected, separate line-item amounts and funding fo r each 

component in the analysis section.)
EXPEN D ITURES (Thousands o f  Dollars)

FY  8 1 FY  8 2 FY  83 F Y  84 FY  .85 F Y  86'
100  PERSONAL SERVICES
200 TRAVET.
300  CONTRACTUAL
400  COMMODITIES
500 EOUIPMENT
600 LAND & STRUCTURES
.700 GRANTS. CLAIMS. ETC.

TOTAL

FUND IN G  (TbXICimas o f  Do lla rs) ALL FIGURES IN MILLIONS OF DOLLARS

---- >  MILLIONS « ---
(1) G E N E R A L  F U N D 1,036.9

(2)Debt Service Cost Reduction ( 97.S') 194.6) (88.3) (86.3)
(3)Defeasance Savings (155.7)

(4)Opp. Cost Post 5/78 issued 8.4 . .  0.6 11.0 12.1 13.4
(5)Opp. Cost N ew Debt Not Issued 8.0 17.6 23.4 27.2 30.9
(6)PV Opp. Cost of Defeasance 8.9 16.4 22.8 28.0 32.7

POSITIONS

FU LL  TIM E
PART TIME
TEM PORARY

(1)Appropriated funds to "cash-out" all remaining authorized but unissued bonds, defeasance 

of all outstanding/issued GO bonds. Defeasance portion based on interest rates in

V(^ee $ sca f^ lo le ’ Preparation Instructions, Section I I I )
(2)This is the annual debt service related to the $718.2 (6/1/81) in bonds that would be due 

in the years indicated. The cash flow of the escrow set aside makes these payments when 
they become due.

(3)The savings in principal due to investments allowed on escrow set aside as part of 
defeasance.

(A)Opportunity cost related to the post-May 1978 outstanding debt as this debt is subject

to de f e a s a n c e  at a restricted yield basically equal to the rate paid on the bonds.

(5)0pportunity cost of not 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 Value difference due to early payment of annual debt service.

T HE A M O U N T  REQU I R E D  FOR DEFEASANCE IS B \SED UPON INTEREST RATES AVAILABLE AT THE TIME THE

T R A N S A C T I O N  TAKES PLACE. ACCORDINGLY, FOR EACH 102 DROP IN INTEREST RATES, THE AMOUNT 

N E C E S S A R Y  F OR D E F E ASANCE GOES UP APPROX. 6;7%.

IV . D A T E ____________________________ .PR E PA R E D  BY Anselm C. Staack. Treasury r o m p t r o n e r
March 3 0 , 1981  AGENCY D e^ t. o f  Revenue/Treasurv Division__________________

Legislative Finance PHONE .4 6 5 -2 3 5 1  ____________________Original:
cc: Budget and Management

Prime Sponsor (First Legislator Named)

3 3 -0 0 1  (Rev. 1 2 / 8 0 )



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

JFfSCAL NOTE.

I REQUEST
B ill/R eso lu tion  N o. SB 297  and SB 296    H
Y itje S p e c i a l  a p p r o p r i a t i o n s  T o r  c a p i t a l  p r o j e c t s ;  a e r e a s a n c e  o t  g e n e r a l  O b T T ^ a i l O h  bflnc

Requested by_______________________________________________    Date 3 / 1 8 /8 1 _______________ _

II. F ISC A L  D ETA IL
Agency Affected D e p a r t m e n t  of Fish and Gam e

Program Category A ffected NRMEC
B R U , Program, o r Subprogram (s) Affected F .R .E .D .
(N o te : I f  more than one hudget component is affected, separate line-item amounts and funding fo r  each 

component in the analysis section.)
EX PEN D ITURES (Thousands o f  Dollars)

F Y  8 1 FY  8 2 FY  8 3 F Y  8 4 F Y  .85 ,F Y  8 6
100 PERSONAL SERV ICES
?00 TRA V EL
300 CONTRACTUAL
400  COM M ODITIES
500 EOUIPM ENT
600 LAND & STRUCTURES
700 GRANTS. CLA IM S. ETC.

TO TA L - 0 -  - 0 -  - 0 -  - 0 -  - 0 -  - 0 -

FUND1NG (Thousands o f  Do lla rs)

G ENERA L FUND - 0 - - 0 - - 0 - - 0 - - 0 - - 0 -
FED ERA L FUNDS
OTHER (Soecifv Fund Source)

POSIT IONS

FU LL  T IM E - 0 - - 0 - - 0 - -0- - 0 - - 0 -
PART TIM E
T E M P O R A R Y

I I I . ANA LYS IS  (See Fiscal Note Preparation Instructions, Section I I I )
No p r o b l e m s  a r e  e n v i s i o n e d  if the a p p r o p r i a t e d  g e n e r a l  f u n d s  a r e  a v a i l a b l e  

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

T w o  bond f u n d s  ar e  a f f e c t e d :

CH 9 1 / S L A  80, $ 7 , 7 1 8 . 8 ,  w h i c h  i n c l u d e s  c o m p l e t i o n  o f  S h i p  Cr e e k ,  T r a i l  L a k e s ,  

and B e a v e r  F a l l s  h a t c h e r i e s ;  a nd  

CH  1 4 0 / S L A  80, $ 3 , 8 6 5 . 0 ,  fo r  d e v e l o p m e n t  of S h i p  C r e e k ,  S n e t t i s h a m ,  K o t z e b u e ,  

and M a i n  Bay h a t c h e r i e s

o , . .

IV . D A T E  M a r c h  27, 198] P R E P A R E D  B Y  J a n e t  B. G r e e n __________________

A G E N C Y ------------ D e p a r t m e n t  of Fi s h  and C a m e

Original: Legislative Finance P H O N E _____________ 4 6 5 -4 1 2 0 _________
cc: Budeet and Manauement

Prime Sponsor (First Legislator Named)
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To: Fellow Senators

Senate Committee on State Affairs
Vic Fischer, Chairm an • Pouch V • Juneau, Alaska 99811 • (907) 465-4954

March 17, 1981

From: Senator Vic Fischer

RE: General Obligation Bond Defeasance legislation

Today, legislation is being introduced that would pay off the entire state 
debt, erase the millions we pay in debt service and clear the slate for 
all future generations of Alaskans by getting our financial house in order.

A  number of ideas have emerged in this legislation session dealing with 
how to improve the state's financial image with the rest of the country.
Ideas range from a cancer fund to bailing out Chrysler to a high powered 
advertising campaign. One thing they all have in common is that they 
appeal to the citizen, to the masses in an attempt to improve the state's 
fiscal profile.

An idea that is neither a scheme nor an attempt to sway public opinion, deals 
with defeasing of the state debt. Through a special defeasing [escrow] 
account, the state could create a monetary approach that would pay off the 
entire state debt. This account managed by a special bond counselor would 
invest in the taxable bond market (approx.. 12% interest) while paying off 
the incurred debt in the tax-exempt bond market (appr-mc. 8% interest). The 
potential is there at the moment to erase Alaska's^debt ($72D million) and 
take care of all future interest payments with aycash account of $570 m i l l i o n .

One may ask why not make the investments directly out of the general fund and 
not set up a special account. It has become clear that we, the Alaska Legis­
lature have the ability to spend all the money before us, no matter the amount. 
This special escrcw account would set this money aside for a specific purpose: 
to pay off the state debt.

If we were to create this "defeasing escrcw account," it would preclude us 
from going to che bend market for a period (minimum) of 18 months due to 
IRS regulations. That is why this concept goes hand in hand with substituting 
cash for all authorized but unissued general obligation bonds.

With continuing pressure from our 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 financial 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 we borrow money for other purposes.

The best way Alaska can prove that it deserves to manage it's new found oil 
wealth is to show the country's financial community the state can manage 
thru fiscal conservatism with an eye on the future. Then, the "outside" 
ideas of draining off part of the state's wealth will begin to diminish.
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