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T h e  f o l l o w i n g  is a s e c t i o n a l  a n a l y s i s  o f  SB 268:

S e c t i o n  1 - F i n d i n g  a n d  p u r p o s e .

S e c t i o n  2 - A l l o w s  c e r t a i n  e v i d e n c e  of  a s s e t s  to b e  u s e d  in 
p l a c e  o 7 ~ o r  to s u p p l e m e n t  r e q u i r e d  i n s u r a n c e  c e r t i f i c a t e s ,  
if a m u n i c i p a l  j o i n t  i n s u r a n c e  a r r a n g e m e n t  us e s  m e m b e r  c o n­
t r i b u t i o n s  or debt f i n a n c i n g  to e s t a b l i s h  r e s e r v e s  or to 
s e l f - i n s u r e  a g a i n s t  l i a b i l i t y .

S e c t i o n  3 - E x c l u d e s  a c o o p e r a t i v e  a g r e e m e n t  b e t w e e n  m e m b e r s  
o f  a m u n i c i p a l  j o i n t  i n s u r a n c e  a r r a n g e m e n t  that p l e d g e s  m o n ­
ey to p a y  bo n d s ,  f r o m  r e g u l a t i o n  by  the d i r e c t o r  o f  the • 
d i v i s i o n  o f  i n s u r a n c e ,  and p r o v i d e s  th a t  the a g r e e m e n t  m a y  
c o n t a i n  o t h e r  or d i f f e r e n t  p r o v i s i o n s  t h a n  s p e c i f i e d  in AS 
2 1 . 7 6 . 0 3 0 ( a ) .

S e c t i o n  4 - A l l o w s  e x p e n d i t u r e s  f r o m  a j o i n t  i n s u r a n c e  f u n d  
to p a y  c o n t r a c t u a l  o b l i g a t i o n s  to c e r t a i n  lenders, and f o r  
the p u r c h a s e  o f  i n s u r a n c e .

S e c t i o n  5 - A l l o w s  a m u n i c i p a l i t y  or a m u n i c i p a l  joir. * i n­
s u r a n c e  a r r a n g e m e n t  to c o n t r a c t  de b t  for the p u r p o s e  of 
s e l f - i n s u r i n g  a g a i n s t  l i a b i l i t y .  P r o v i d e s  that t h e  m u n i c­
i p a l i t y  or j o i n t  i n s u r a n c e  a r r a n g e m e n t  m a y  e n t e r  i n t o  c o n­
tract s  c o n c e r n i n g  the debt, a n d  m a y  sell n o t e s  or 
c e r t i f i c a t e s  of p a r t i c i p a t i o n  at p u b l i c  or p r i v a t e  sale as 
p r o v i d e d  b y  the p a r t i c i p a n t s .

S e c t i o n  6 - E x c l u d e s  d e b t  i s s u e d  b y  e m u n i c i p a l i t y  o r  a mu- 
n i c i p a l  j o i n t  i n s u r a n c e  a r r a n g e m e n t  f r o m  the p r o v i s i o n s  o f  
A S  3 7 . 1 0 . 0 8 5 ,  c o n c e r n i n g  p r o h i b i t e d  debt i s s u e d  to a c o r p o­
ration.
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S e n a t o r  S t e v e  F r a n k
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S e c t i o n  7 - A d d s  a p r o v i s i o n  that a s s i s t i n g  m u n i c i p a l i t i e s  
to p r o v i d e  i n s u r a n c e  c o v e r a g e  t h r o u g h  b o n d s  or o t h e r  de b t  
i s s u e d  b y  the A l a s k a  M u n i c i p a l  B o n d  B a n k  A u t h o r i t y ,  is i n­
cl u d e d  as the p o l i c y  o f  the state.

S e c t i o n  8 - A u t h o r i z e s  the A l a s k a  M u n i c i p a l  B o n d  B a n k  A u ­
th o r i t y  to c r e a t e  a n e w  e n t i t y  for the p u r p o s e  o f  f i n a n c i n g  
a s e l f - i n s u r a n c e  progi'am for m u n i c i p a l i t i e s  o r  m u n i c i p a l  
j o i n t  i n s u r a n c e  a r r a n g e m e n t s .

S e c t i o n  9 - A u t h o r i z e s  the A l a s k a  M u n i c i p a l  B o n d  Ba n k  A u ­
th o r i t y  to lend m o n e y  to m u n i c i p a l i t i e s ,  or m u n i c i p a l  j o i n t  
i n s u r a n c e  a r r a n g e m e n t s  for the p u r p o s e  o f  f i n a n c i n g  a s e l f -  
i n s u r a n c e  pro g r a m .

S e c t i o n  10 - A u t h o r i z e s  the A l a s k a  M u n i c i p a l  B o n d  B a n k  A u ­
th o r i t y  to m a k e  l o ans b y  p u r c h a s i n g  n o t e s  or c e r t i f i c a t e s  o f  
p a r t i c i p a t i o n  f r o m  a m u n i c i p a l i t y  o r  a m u n i c i p a l  j o i n t  i n­
su r a n c e  a r r a n g e m e n t .

S e c t i o n  11 - E f f e c t i v e  date.
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P O S I T I O N  P A P E R

RE: S e n a t e  B i l l  26fl!

S P O N S O R :  S e n a t o r  Frank

P r o g r a m  E f f e c t s

T h i s  b i l l  w o u l d  a u t h o r i z e  m u n i c i p a l i t i e s  a n d  m u n i c i p a l  joint 
i n s u r a n c e  a r r a n g e m e n t s  to use d e b t  f i n a n c i n g  to e s t a b l i s h  
r e s e r v e s  for se l f  i n s u r a n c e .  It w o u l d  a l s o  a u t h o r i z e  the 
M u n i c i p a l  B o n d  B a n k  to u n d e r w r i t e  this de b t  t h r o u g h  the sale of 
b o n d s .

C o m m e n t s

□  P .O . B OX  B
JU N EAU . ALASKA, 99B11-21C0 
PH ON E : (907) 465-4700

□  949 E. 30TH  AVENUE , SU I7E  4 0 0
A N CH O R A G E . A LA SKA  99508-4302 
PH ON E : (907) 563 -1073

T h e  A l a s k a  M u n i c i p a l  L e a g u e  J o i n t  I n s u r a n c e  A s s o c i a t i o n  (JIA) 
is a joint i n s u r a n c e  a r r a n g e m e n t  of m u n i c i p a l i t i e s  c r e a t e d  to 
r e s p o n d  to the p r o b l e m s  e x p e r i e n c e d  by m u n i c i p a l i t i e s  in 
s e c u r i n g  re a s o n a b l y a f f o r d able i n s u r a n ce c o v e r a g e  in the past. 

W h i l e  the c o s t  of insurance~Tias' f a l l e n  someP"from its p e a k  a f e w  
y e a r s  ago, in l i g h t  of the c y c l i c a l  n a t u r e  of the i n s u r a n c e  
m a r k e t ,  t h e  J I A  is a n e e d e d  i n s t i t u t i o n  to p r o v i d e  a s t a b l e  
s o u r c e of i n s u r a n c e  for the m e m b e r s .  — "—

B y  a l l o w i n g  the J I A  a n d  m u n i c i p a l i t i e s  to u t i l i z e  d e b t  
f i n a n c i n g  f o r  e x c e s s  i n s u r a n c e  and r e i n s u r a n c e ,  this 
l e g i s l a t i o n  p r o t e c t s  the J I A  a n d  m e m b e r  m u n i c i p a l i t i e s  f r o m  
f u t u r e  m a r k e t  c o n d i t i o n s  w h i c h  c o u l d  lead to the u n a v a i l a b i l t y  
of s u c h  i n s u r a n c e  at a r e a s o n a b l e  cost. W h i l e  s u c h  f i n a n c i n g  
is n o t  c r i t i c a l  at this time, it p r o v i d e s  a r e s p o n s e  to s u c h  an 
e v e n t  in the f u t ure.

B e c a u s e  th i s  l e g i s l a t i o n  a d d r e s s e s  a s o r e l y  felt n e e d  for t h e s e  
a f f e c t e d  m u n i c i p a l i t i e s  and p o t e n t i a l K y  o t h e r  m u n i c i p a l i t i e s  
w h i c h  m a y  j o i n  in the f u t ure, the / d e p a r t m e n t  s u p p o r t s  the 
c o n c e p t  of t h i s  l e g i s l a t i o n .

.d''G. H o r f m a  
C o m m i s s i o n e r

21-P1LH



21.75.230 § 21.76.010 I n s u r a n c e § 21.76.020

>6; am § 3 C hapter 76. Jo in t Insurance A rrangem ents.
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10. A uthority  to establish jo in t insur­

ance arrangem ents 
20. Regulation by division of insurance 
30. G eneral provisions of cooperative 

agreem ents 
40. F inancial provisions of agreem ents 
50. C ontracting w ith private adm inis­

tra to r  i

S ec tio n
60. Delegation of power to settle claims 
70. Excess insurance 
80. Jo in t insurance fund 
90. Filing of agreem ent 

100. Regulations 
110 Subrrgation 
90'J. Def.nitions

Sec. 21.76.010. A uthority  to estab lish  jo in t in su ran ce  a r ra n g e ­
m ents. (a) Municipalities, city and borough school districts, and re­
gional educational attendance areas may enter into cooperative agree­
ments with each other for the purpose of establishing, operating, or 
participating in joint insurance arrangements through which the par­
ticipating members agree to pool contributions in order to either as­
sume risks from losses to the participants on a group basis or purchase 
coverage for the participants on a group basis.

(b) A joint insurance arrangem ent may be for any kind of insurance 
defined by this title except for disability insurance, health insurance, 
life insurance, and title insurance.

(c) A joint insurance arrangem ent shall be considered an alterna­
tive or supplement to any other policy or contract of insurance autho­
rized or required by law, including insurance under AS 21.75.

(d) For purposes of AS 23.30.075, a jo in t insurance arrangem ent is 
considered to be an association duly authorized to transact workers’ 
compensation insurance in the state. (§ 1 ch 136 SLA 1986)

Sec. 21.76.020. R egulation  by d ivision of in su rance , (a) A joint 
insurance arrangem ent may not be considered insurance for the pur­
pose of any other law of the state and is not subject to regulations of 
the director«except as expressly provided in (b) — (d) of this section 
and other provisions of this chapter.

(b) A joint insurance arrangem ent is subject to deamination fyy  the 
division under AS 21.06.140 — 21.06.230.

(c) A joint insurance arrangem ent is subject to approval by the 
director. As a condition of/dpprovaMjiy the director, a joint insurance 
arrangem ent shall have and-m?rintain, as to the coverage provided,

( l ) a  certificate of excess insurance or reinsurance
(A) for property insurance, to the value of the single most valuable 

property covered;
(B) for liability insurance, to the highest policy lim it provided by 

the arrangement;
(C) for workers’ compensation, to the extent of all benefits allowed 

by law above retention;



(2) a certifica te  of in su ran ce  lim itin g  the a rran g e m e n t’s to ta l expo­
sure for liab ility  and  w o rk e rs’ com pensation to the  a rra n g e m e n t’s ag ­
gregate  re ten tion ;

(3) asse ts  allow able u n d e r AS 21.21.020 — 21.21.140, 21.21.225, or 
21.21.230 in an  am o u n t no less th a n  the a rran g em en t's  agg reg ate  
re ten tion  p lus an  am o u n t considered adequate  by th e  d irecto r to cover 
ad m in is tra tiv e  and ad ju s tm en t expenses.

Cd) T he value of asse ts  and  liab ilitie s  under (c) o f th is  section sh a ll 
be determ ined  in accordance w ith AS 21.18. (§ 1 ch 136 SLA 1986)

Sec. 21.76.030. G e n e ra l  p ro v is io n s  o f  c o o p e ra t iv e  a g r e e m e n ts .
A cooperative ag reem en t shall provide for th e  p roper operation o f th e  
jo in t in su rance  a rran g em en t, and include provisions for

(1) ad m in is tra tio n  o f th e  a rran g em en t by a board of d irectors, speci­
fying th e  num ber of m em bers of th e  board and o th e r req u irem en ts  
necessary for th e  p roper functioning of th e  board;

(2) app o in tm en t of an  ad m in is tra to r  and  o th er persons as necessary  
for the  proper function ing  of the  a rran g em en t;

(3) o rgan ization  of th e  a rran g em en t, including a ro s te r of p a r tic i­
pating  m em bers and th e  nam es of th e  m em bers of th e  board of d irec­
tors;

(4) procedures to e s tab lish  and prom ote an  aggressive risk  m an ag e­
m ent and  p rogram  am ong th e  m em bers of th e  a rran g em en t, including  
procedures for iden tify ing  and  reducing  th e  risks th a t  can be reduced 
th rough  im p lem en ting  b e tte r  safety technologies an d  im proved w ork 
techniques and  procedures;

(5) enforcing th e  collection of con tribu tions or p ay m en ts  in  d efau lt 
from m em bers of the  a rran g em en t;

(6) th e  addition  of new  m em bers to th e  a rran g e m e n t or th e  w ith ­
draw al of m em bers from  th e  a rran g em en t;

(7) the  m ethod of ap portion ing  costs and  disposition of excess con­
tribu tions;

(8) tran sm issio n  of financia l s ta tem en ts  and a u d it reports  of th e  
a rran g em en t to p a rtic ip a tin g  m em bers;

(9) te rm in a tin g  th e  a rran g e m e n t and  disposing of its  assets: an d
(10) e s tab lish in g  and ad m in is te rin g  a  jo in t in su ran ce  fund. (§ 1 ch 

136 SLA 1986)

Sec. 21.76.040. F in a n c ia l  p ro v is io n s  o f  a g r e e m e n ts ,  (a) A coop­
era tiv e  ag reem en t m ust include a  provision req u irin g  an  an n u a l de­
te rm in atio n  by a  ca su a lty  ac tu a ry  who is a m em ber of th e  A m erican  
Academy of A ctuaries th a t  procedures for e s tab lish in g  reserves for 
losses of th e  jo in t in su ran ce  a rran g em en t a re  ac tu a ria lly  sound.

(b) A jo in t insurance a rran g e m e n t sh a ll be subject to an  an n u a l 
independent aud it. T he a u d it  shall be conducted in accordance w ith  
g enerally  accepted au d itin g  s tan d ard s an d  m ust include a review  of

§ 21.76.030 A l a s k a  S t a t u t e s  Supplement § 21.76.040
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i 21.76.040 § 21.76.050 I n s u i i a n c e § 21.76.080
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the  ac tu a ria l assum ptions used  for es tab lish in g  the reserves under (a) 
of th is section. The au d it repo rt m u st include certification  from a 
casualty  ac tu a ry  who is a  m em ber of th e  A m erican Academ y of A ctu­
aries th a t  th e  ac tu a ria l a ssum ptions continue to be sound and the  
level of th e  reserves a re  adequate . (§ 1 ch 136 SLA 1986)

Sec. 21,76.050. C o n tr a c t in g  w ith  p r iv a te  a d m in is tr a to r s .  A co­
operative ag reem en t m ay au th o rize  board  of d irec to rs to en te r into 
contracts for services necessary  to perform  th e  functions of a jo in t 
insurance a rran g em en t. T he person con trac ting  to perform  the func­
tions m ust be app ropria te ly  licensed u n d e r th is  title  if  th is  title  so 
requires. (§ 1 ch 136 SLA 1986)

S ec. 21.76.060. D e le g a tio n  o f  p o w e r  to  s e tt le  c la im s . A coopera­
tive ag reem en t m ay d e leg a te  to the board of d irectors, or au thorize 
delegation by th e  board to an o th e r person or group, th e  power to 
com prom ise, a rb itra te , or o therw ise  se ttle  claim s on b eh a lf of the  a r ­
rangem ent. (§ 1 ch 136 SLA 1986)

S ec. 21.76.070. E x c e s s  in s u ra n c e .  A cooperative ag reem en t m ay 
au thorize  th e  board of d irec to rs to purchase  excess or catastroph ic 
in su rance on b eh a lf  of th e  jo in t  in su rance a rran g em en t. T he cost of 
th e  in su rance sh a ll be apportic  -.ed in th e  m an n er specified in  the  jo in t 
in su rance ag reem en t, i h e  board  m ay pu rchase  in su rance u nder th is  
section only from  an  in su re r  au thorized  to do business in  the  sta te , 
except th a t  an  a rran g e m e n t form ed by m unicipalities or school d is­
tr ic ts  m ay pu rchase  in su ran ce  u n d er th is  section from a risk -sh a rin g  
pool estab lished  by a  n a tio n a l association of s im ila r en titie s  if the  
risk -sh a rin g  pool m eets the  qualifica tions for an  unau th o rized  in su re r 
u n d e r AS 21.34.040(b) and  (d) an d  21.34.220 and  h as  cap ita l and  poli­
cyholders su rp lu s  in  an  am o u n t a t  least as  g rea t as would be required  
if  th e  association w ere a dom estic m ultip le  line in su rer. A n a rran g e ­
m en t m ay p u rch ase  in su ran ce  u n d er th is  section for property  and 
liab ility  risks from  u n au th o rized  in su rers  allowed for use by licensed 
A lask a  su rp lu s  lines brokers. (§ 1 ch 136 SLA 1986)

S ec . 21.76.080. J o i n t  in s u r a n c e  fu n d , (a) A jo in t in su rance  a r ­
ran g em en t shall e stab lish  a  jo in t  in su rance fund. The fund consists of 
m oney

(1) con tribu ted  by m em bers of the  jo in t insurance a rran g e m e n t 
th ro u g h  budgetary  ap p ro p ria tio n s  or tran sfe rs  from a  self-insurance 
reserve;

(2) con tribu ted  by officers an d  em ployees of m em bers of th e  jo in t 
in su rance a rran g e m e n t u n d er a n  employee benefit plan; and

(3) collected by th e  jo in t in su ran ce  a rran g e m e n t th ro u g h  subroga­
tion of a claim  paid  from th e  fund  to a m em ber of the  a rran g em en t.
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§ 21.76.090 A l a s k a  S t a t u t e s  S u p p l e m e n t § 21.76.900

(b) An ex p en d itu re  m ay be m ade from a jo in t in su rance  fund only to 
pay claim s, losses, 01 benefits, including  in te re st on them , and the  
ad m in is tra tiv e  and  a d ju s tm en t expenses incurred  in connection w ith 
them , involv ing  the  types of protection for which th e  fund provides 
coverage as specified in th e  jo in t in su ran ce  agreem ent.

(c) The a d m in is tra to r  sh a ll keep th e  fund sep a ra te  from o ther funds 
of a m em ber of a  joint, in su ran ce  a rran g em en t.

(d) For each type of protection offered by the jo in t insurance a r ­
ran g em en t, th e  m ethod of accoun ting  m u st show th e  order, source, 
d a te , and  am o u n t of each p ay m en t from th e  fund.

(e) W ith in  60 days o f th e  end  of th e  fiscal year, th e  ad m in is tra to r  
sh a ll fu rn ish  a de ta iled  rep o rt of th e  operation  and  condition of th e  
fund to the  board  .f d irec to rs and  th e  d irec to r of insu rance. The repo rt 
fu rn ished  to th e  d irec to r o f in su ran ce  sh a ll be

(1) filed in  th e  g en e ra l form and con tex t acceptable to the  d irector;
(2 ' in  accordance w ith  accoun ting  princip les estab lished  u nder th is  

title ; and
(3) av a ilab le  for public  inspection.
',fj Money held  by a  fund as reserves and  rv  ay not needed for daily  

operations m ay be in v ested  by th e  board  .. irectors.
(g) A fund m ay  not be te rm in a ted  un less th e  ad m in is tra to r certifies 

chat an  am o u n t of m oney suffic ien t to pay accrued and  con tingen t 
expend itu res h as been placed in  a fully co llateralized escrow  account. 
(§ I ch 136 SLA 1986)

S ec. 21.76.090. F il in g  o f  a g r e e m e n t .  T he board of d irec to rs sh a ll 
file a  copy of th e  cooperative ag reem en t w ith  th e  d irec to r of in su rance 
a t  le a s t 60 days before th e  effective d a te  of th e  ag reem en t. The ag ree­
m en t shall be av a ilab le  for public inspection. (§ 1 ch 136 SLA 1986)

S ec. 21.76.100. R e g u la t io n s .  A cooperative ag reem en t m ay a u ­
thorize the  board  of d irec to rs  to adopt ru les  no t in co n sisten t w ith  law  
for th e  fa ir an d  eq u itab le  ad m in is tra tio n  of th e  jo in t in su rance  a r ­
ran g em en t an d  th e  jo in t  in su ran ce  fund. (§ 1 ch 136 SLA 1986)

S ec. 21.76.110. S u b ro g a t io n .  A jo in t in su rance a rra n g e m e n t h a s  
a  r ig h t of sub rogation  w ith  respect to its  p a rtic ip a n ts  to th e  sam e 
ex te n t th a t  an  in su re r  h a s  a r ig h t of subrogation  w ith  respect to one of 
its  insureds. (§ 1 ch 136 SLA 1986)

S ec . 21.76.900. D e f in it io n s . In  th is  ch ap te r
(1) "ad ju stm en t expenses” m eans expenses for in v estig a tiv e , p ro ­

cessing, legal, a c tu a ria l, a rb itra tio n , and  se ttlem en t serv ices incu rred  
in  th e  ad ju s tm en t of losses, claim s, or benefits;
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COMMUNITY AND REGIONAL AFFAIRS 
APRIL 13, 1989

SB 268: AN ACT RELATING TO MUNICIPAL FINANCING AND MUNICIPAL 
JOINT INSURANCE ARRANGMENTS; THE ALASKA MUNICIPAL BOND BANK 

AUTHORITY AND PROVIDING FOR AN EFFECTIVE DATE
SPONSOR: FRANK 

FISCAL: NONE

THE NEXT BILL BEFORE THE COMMITTEE IS SENATE BILL 268, AN ACT 
RELATING TO MUNICIPAL FINANCING AND MUNICIPAL JOINT INSURANCE 
ARRANGMENTS; THE ALASKA MUNICIPAL BOND BANK AUTHORITY AND 
PROVIDING FOR AN EFFECTIVE DATE.

THIS BILL WAS INTRODUCED BY SENATOR FRANK. IT WOULD ALLOW 
MUNICIPALITIES AND MUNICIPAL JOINT INSURANCE ASSOCIATIONS TO 
UTILIZE DEBT FINANCING TO ESTABLISH RESERVES TO SELF-INSURE 
AGAINST LIABILITY.

THIS TOOL COULD BE USED WHEN INSURANCE PREMIUMS ARE 
EXCESSIVELY HIGH.

SENATOR FRANK CAN SPEAK FIRST ON THE BILL AND THEN WE HAVE A 
NUMBER OF PEOPLE ON TELECONFERENCE TO TESTIFY.

BOB HEALY- AK MUNICIPAL JOINT INSURANCE ASSOC.
ON TELECONFERENCE: -----

ANCHORAGE:^RIC WOLFORTH MID JOE EVANS 
FAIRBANKS: PfflL/YONKEITAND BRIAN PHILLIPS /  

u/'NENANA: STEVE BAMBRIDGE 
PERRY DAVIS 
PALMER: DAVE SOULAK 
SOLDOTNA: RICHARD UNDERCOFFER 

LINDA WILDE/PAUL ROLLER
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A p r i l  12, 1989

S e n a t o r  A l  Adams, C h a i r m a n
C o m m u n i t y  a n d  R e g i o n a l  A f f a i r s  C o m m i t t e e

S e n a t o r  S t e v e  F r a n k

S B  268, A n  A c t  r e l a t i n g  t o  m u n i c i p a l  f i n a n c i n g  a n d  
m u n i c i p a l  j o i n t  i n s u r a n c e  a r r a n g e m e n t s ;  t h e  A l a s k a  
M u n i c i p a l  B o n d  B a n k  A u t h o r i t y ;  a n d  p r o v i d i n g  f o r  a n  
e f f e c t i v e  date.

S B  268, l e g i s l a t i o n  d e v e l o p e d  a n d  e n d o r s e d  b y  t h e  A l a s k a  
M u n i c i p a l  L e a g u e  w i l l  a l l o w  m u n i c i p a l i t i e s  a n d  m u n i c i p a l  j o i n t  
i n s u r a n c e  a s s o c i a t i o n s  t o  u t i l i z e  d e b t  f i n a n c i n g  t o  e s t a b l i s h  
r e s e r v e s  t o  s e l f - i n s u r e  a g a i n s t  l i a b i l i t y  w h e n  t h e  c o s t  of 
r e i n s u r a n c e  is t o o  high.

R e c o g n i z i n g  t h a t  i n s u r a n c e  c o s t s  w e r e  r e a c h i n g  l e v e l s  b e y o n d  
t h e  r e a c h  o f  m a n y  i n d i v i d u a l  m u n i c i p a l i t i e s ,  t h e  F o u r t e e n t h  
L e g i s l a t u r e  p a s s e d  l e g i s l a t i o n  e s t a b l i s h i n g  j o i n t  i n s u r a n c e  
p o o l s .  T h e  p r o p o s e d  b i l l  w i l l  p r o v i d e  a b a c k - u p  t o o l  t h a t  
m u n i c i p a l i t i e s  a n d  m u n i c i p a l  j o i n t  i n s u r a n c e  a s s o c i a t i o n s  c a n  
u s e  i n  i n s t a n c e s  w h e r e  e x c e s s i v e l y  h i g h  p r e m i u m s  p r e d o m i n a t e  
in  t h e  r e i n s u r a n c e  m a r k e t .

D r a f t s  o f  t h e  b i l l  w e r e  r e v i e w e d  b y  E r i c  W o h l f o r t h ,  b o n d  
c o u n s e l  f o r  t h e  A l a s k a  M u n i c i p a l  L e a g u e  J o i n t  I n s u r a n c e  
A s s o c i a t i o n ,  a n d  J o h n  H a v e l o c k .  B o t h  a t t o r n e y s  h a v e  e n d o r s e d  
t h e  p r o p o s e d  b i l l  a n d  a r e  o f  t h e  o p i n i o n  t h a t  t h e  p r o p o s e d  
l e g i s l a t i o n ,  a s  p h r a s e d ,  is c o n s t i t u t i o n a l .

T h e  A l a s k a  M u n i c i p a l  L e a g u e  J o i n t  I n s u r a n c e  A s s o c i a t i o n  h a s  
o f f e r e d  t o  h a v e  s t a f f  a v a i l a b l e  t o  a n s w e r  a n y  q u e s t i o n s  t h e  
c o m m i t t e e  m i g h t  h a v e  r e g a r d i n g  p r o v i s i o n s  o f  t h e  l e g i s l a t i o n .

DATE:

S U B J E C T :

( S t a t e  ^ E c g i s l a t u r e



AML JI A
A laska M unic ipal League Jo in t In su rance  A ssociation , Inc.

217 Second Street, Suite 200 

Juneau, Alaska 99801 

(907) 586-3222 

FAX: (907) 463-5480

A p r i l  12, 19 8 9

T h e  H o n o r a b l e  S t e v e  F r a n k  
A l a s k a  S t a t e  S e n a t e  
S t a t e  o f  A l a s k a  
P. 0. B o x  V
J u n e a u ,  A l a s k a  9 9 8 1 1 - 3 1 0 0

Re: A N  A C T  R E L A T I N G  T O  M U N I C I P A L  F I N A N C I N G
A N D  M U N I C I P A L  J O I N T  I N S U R A N C E  A R R A N G E M E N T S ,

T H E  A L A S K A  M U N I C I P A L  B A N K

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

I n  19 8 6  t h e  A l a s k a  L e g i s l a t u r e ,  u n d e r  A S  2 1 . 7 6 ,  g a v e  A l a s k a n  
m u n i c i p a l i t i e s ,  c i t y  a n d  s c h o o l  b o r o u g h  s c h o o l  d i s t r i c t s  a u t h o r i t y  
t o  f o r m  j o i n t  i n s u r a n c e  a r r a n g e m e n t s  as a n  a l t e r n a t i v e  t o  
c o m m e r c i a l  p r o p e r t y ,  l i a b i l i t y  a n d  w o r k e r s  c o m p e n s a t i o n  i n s u r a n c e s .
T h i s  l e g i s l a t i o n  w a s  e n a c t e d  t o  e n a b l e  m u n i c i p a l i t i e s  t o  'cope w i t h  
t h e  a d v e r s e  e f f e c t s  o f  c o n s t a n t l y  f l u c t u a t i n g  i n s u r a n c e  m a r k e t s .  
A v a i l a b i l i t y  a n d  c o s t  of  n e e d e d  i n s u r a n c e  c o v e r a g e s  h a s  b e e n  
s u b j e c t  t o  w i l d  s w i n g s  w h i c h  p l a c e  a s t r a i n  o n  t h e  m u n i c i p a l  
b u d g e t i n g  p r o c e s s .  T h e s e  w i l d  s w i n g s  a r e  b e s t  i l l u s t r a t e d  b y  t h e  
e n c l o s e d  s t u d y  p u b l i s h e d  r e c e n t l y  b y  t h e  I n s u r a n c e  S e r v i c e s  
o f f i c e s .  T h e s e  s e v e r e  s w i n g s  in p r o f i t a b i l i t y  h a v e  c a u s e d  l a r g e  
r a t e  i n c r e a s e s  a n d  r e s t r i c t i o n s  o f  c o v e r a g e  f o r  m u n i c i p a l i t i e s  
c o u n t r y w i d e .

I n  r e c e n t  y e a r s ,  m a n y  s t a t e s  i n c l u d i n g ,  C a l i f o r n i a ,  N e w  York, 
T e x a s ,  L o u i s i a n a ,  A r k a n s a s ,  M i c h i g a n ,  W a s h i n g t o n ,  M a r y l a n d ,  S o u t h  
D a k o t a ,  M o n t a n a ,  K e n t u c k y  a n d  I l l i n o i s  h a v e  p a s s e d  e n a b l i n g  
l e g i s l a t i o n  a l l o w i n g  t h e i r  p u b l i c  e n t i t i e s ,  m u n i c i p a l i t i e s ,  s c h o o l  
d i s t r i c t s ,  s p e c i a l  d i s t r i c t s ,  etc, t o  u s e  a l t e r n a t i v e  m e t h o d s  o f  
f i n a n c i n g  t h e  c o s t s  o f  t h e i r  i n s u r a n c e  r i s k s .  S u c h  c a p i t a l  m a r k e t  
f i n a n c i n g  m e t h o d s  a s  Bonds, C e r t i f i c a t e s  of  P a r t i c i p a t i o n  a n d  
L e t t e r s  o f  C r e d i t ,  a r e  n o w  b e i n g  u s e d  t o  a u g m e n t ,  s u p p l e m e n t ,  o r  
r e p l a c e  c o m m e r c i a l  i n s u r a n c e .  T h e s e  a l t e r n a t i v e  f i n a n c i n g  m e t h o d s  
a r e  a l s o  b e i n g  u s e d  in p r i v a t e  i n d u s t r y .  S e l f  i n s u r a n c e ,  r i s k  
r e t e n t i o n  g r o u p s  a n d  r i s k  p u r c h a s e  g r o u p s  a r e  i n d i c a t i o n s  o f  t h e  
c o n t i n u i n g  t r e n d  t o w a r d s  a l t e r n a t i v e  a p p r o a c h e s  t o  i n s u r a n c e  in  t h e  
f i n a n c i n g  o f  r i s k  ( c o s t s  of  l o s s ) .  I t  is e s t i m a t e d  t h a t  b y  1990,
35 t o  40 p e r  c e n t  o f  c o m m e r c i a l  o r g a n i z ? t i o n s ,  b o t h  p u b l i c  a n d  
p r i v a t e ,  w i l l  b e  u s i n g  s u c h  a l t e r n a t i v e  r i s k  f i n a n c e  t e c h n i q u e s .
I n  t h e  p u b l i c  s e c t o r  t h e r e  a r e  c u r r e n t l y  o v e r  2 0 0  p u b l i c  p o o l s  s u c h  
a s  ours. I n  a d d i t i o n ,  m o s t  m a j o r  c i t i e s ,  c o u n t i e s  a n d  s t a t e s  a r e



T h e  H o n o r a b l e  G t e v e  F r a n k
A p r i l  12, 1989

P a g e  two

s e l f  i n s u r e d  t o  s o m e  e x t e n t .

T h e  p u r p o s e  o f  t h i s  Act, then, is t o  a l l o w  m u n i c i p a l i t i e s  a n d  
m u n i c i p a l  j o i n t  i n s u r a n c e  a r r a n g e m e n t s  o r g a n i z e d  u n d e r  A S  2 1 . 7 6  to 
u t i l i z e  s u c h  a l t e r n a t i v e  m e t h o d s  t o  f i n a n c e  t h e  c o s t s  of 
e s t a b l i s h i n g  s e l f  f u n d e d  r e s e r v e s  t o  c o v e r  t h e i r  l i a b i l i t i e s .  S u c h  
f u n d s  w o u l d  b e  used:

* t o  c r e a t e  c a p i t a l  s u r p l u s  o n  a p r e - l o s s  b a s i s  t o  f u n d  to  
a g g r e g a t e  r e t e n t i o n  l e v e l s  f o r  m u l t i p l e  l o s s e s  r e q u i r i n g  
p a y m e n t s  in e x c e s s  o f  r e t e n t i o n  level.

* t o  f u n d  l a r g e  l o s s e s  in e x c e s s  of  a g g r e g a t e  r e t e n t i o n s  
o n  a p o s t  l o s s  b a s i s  in l i e u  of  a s s e s s m e n t s .

* t o  a u g m e n t ,  s u p p l e m e n t  o r  r e p l a c e  r e i n s u r a n c e  o r  e x c e s s  
i n s u r a n c e .

T h e  a m o u n t  o f  f u n d s  n e e d e d  to a c c o m p l i s h  t h e s e  g o a l s  w o u l d  b e  
d e t e r m i n e d  b y  a c t u a r i e s  c e r t i f i e d  b y  t h e  A m e r i c a n  A c a d e m y  of 
A c t u a r i e s .  T h e  A l a s k a  B o n d  B a n k  o r  e t h e r  l e n d e r  w o u l d  h a v e  r i g h t  
o f  a p p r o v a l .  T h e y  c o u l d  e i t h e r  a c c e p t  o r  r e j e c t  o u r  p r o p o s a l  b a s e d  
o n  t h e i r  u n d e r w r i t i n g  c r i t e r i a .

C u r r e n t l y ,  t h e  A M L  J o i n t  I n s u r a n c e  A s s o c i a t i o n  s e l f  f u n d s  t h e  f i r s t  
$ 2 5 0 , 0 0 0  o f  i t s  P r o p e r t y  a n d  L i a b i l i t y  l o s s e s .  T h e  f i r s t  $ 3 5 0 , 0 0 0  
o f  W o r k e r s  C o m p e n s a t i o n  lo s s  is a l s o  s e l f  f u n d e d .  T h i s  s e l f  
f u n d i n g  is a c c o m p l i s h e d  o n  a p o o l e d  b a s i s  u s i n g  a p o r t i o n  o f  t h e  
m e m b e r ' s  p r e m i u m  c o n t r i b u t i o n s .  T h i s  p o o l e d  l o s s  f u n d  is 
a c t u a r i a l l y  d e t e r m i n e d  b y  c e r t i f i e d  a c t u a r i e s ,  a n d  a l o n g  w i t h  
r e i n s u r a n c e  a n d  a d m i n i s t r a t i v e  c o s t s  is r e f l e c t e d  i n  t h e  r a t e s  
c h a r g e d  o u r  m e m b e r s .  O u r  r e i n s u r a n c e  i n c l u d e s  b o t h  a n  o c c u r r e n c e  
l i m i t  a n d  a g g r e g a t e  r e t e n t i o n  l i m i t s  as r e q u i r e d  b y  A S  21.76.

T h e  r e q u e s t e d  l e g i s l a t i o n  w o u l d  p r o v i d e  u s  w i t h  a " t o o l "  t o  u s e  in 
b e t t e r  m a n a g i n g  t h e  f i n a n c i n g  o f  o u r  r i s k s .  It c o u l d  b e  u s e d  t o  
r e d u c e  o r  r e p l a c e  r e i n s u r a n c e  w h e n  its c o s t  is e x p e n s i v e  a n a  t o  
s u p p l e m e n t  o u r  p r o g r a m  w i t h  c o v e r a g e s  n o t  o f f e r e d  b y  c o m m e r c i a l  
i n s u r e r s .  T h e  f u n d  c o u l d  a l s o  b e  u s e d  t o  p r o v i d e  c o v e r a g e s  f o r  o u r  
m e m b e r s  a t  m o r e  f a v o r a b l e  c o s t s  t h a n  is n o w  p r o v i d e d  b y  i n s u r e r s .  
M u n i c i p a l i t i e s  in o t h e r  s t a t e s  h a v e  u s e d  t h i s  a p p r o a c h  t o  p r o v i d e  
n e c e s s a r y  f u n d s  a t  s u b s t a n t i a l l y  l e s s  c o s t  t h a n  t h o s e  o f  i n s u r e r s  
v/hen t h e  m a r k e t  is " h a r d . "  T h e  c o s t  o f  i n s u r a n c e  p r e m i u m s  c a n  b e  
l i k e n e d  t o  t h e  c o s t  o f  d e b t  s e r v i c e  o n  a c a p i t a l  i n s t r u m e n t .  If 
t h e  c o s t  o f  d e b t  s e r v i c e  is l e s s  t h a n  t h e  c o s t  o f  c o n v e n t i o n a l  
i n s u r a n c e  t h e n  c e r t a i n l y  d e b t  f i n a n c i n g  s e r v e s  a l e g i t i m a t e  p u b l i c  
p u r p o s e .  F i n a n c i n g  o f  i t s  c o s t s  o f  r i s k  a l s o  g i v e s  m u n i c i p a l i t i e s  
g r e a t e r  c o n t r o l  o f  t h e i r  o w n  d e s t i n i e s .  T h e s e  a l t e r n a t i v e  
f i n a n c i n g  a r r a n g e m e n t s  w o u l d  g i v e  u s  f l e x i b i l i t y  a n d  c l o u t  w h e n  
d e a l i n g  w i t h  i n s u r e r s .  F l e x i b i l i t y  in  t h a t  w e  w o u l d  p u r c h a s e



H o n o r a b l e  S t e v e  F r a n k
A p r i l  12, 198?

P a g e  t h r e e

r e i n s u r a n c e  in g r e a t e r  a m o u n t s  w h e n  p r i c e s  a n d  c o v e r a g e  a r e  T h e  
i n e x p e n s i v e ,  a n d  l e s s e r  a m o u n t s  w h e n  p r i c e s  i n c r e a s e  a n d  c o v e r a g e  
d e c r e a s e s .  T h e  c l o u t  c o m e s  from r e i n s u r e r s  k n o w i n g  t h a t  w e  h a v e  
a n  a l t e r n a t i v e  to  p u r c h a s i n g  o u r  c o v e r a g e  f r o m  them.

In  s u m m a r y ,  t h e  r e q u e s t e d  l e g i s l a t i o n  w o u l d  g i v e  A l a s k a n  
m u n i c i p a l i t i e s  a n d  t h e  A M L  J o i n t  I n s u r a n c e  A s s o c i a t i o n  g r e a t e r  
p r o t e c t i o n  a g a i n s t  t h e  c y c l i c a l  s w i n g s  o f  t h e  i n s u r a n c e  industry. 
It  w o u l d  e n a b l e  u s  t o  i n c r e a s e  o u r  f i n a n c i a l  s t r e n g t h  w h i l e  
b r o a d e n i n g  o u r  c o v e r a g e s  a n d  w o u l d  g i v e  u s  a strong* b a r g a i n i n g  
p o s i t i o n  w i t h  r e i n s u r e r s .

Y o u r  s u p p o r t  is e a r n e s t l y  r e q u e s t e d  a n d  w i l l  b e  d e e p l y  a p p r e c i a t e d .  

S i n c e r e l y ,

PCU, ARM, A L C M
A d m i n i s t r a t o r

E n c l o s u r e

C o p i e s  to: P h i l  Y o u n k e r ,  C h a i r m a n ,  B o a r d  of  T r u s t e e s ,  A M L / J I A
M e m b e r s ,  B o a r d  o f  T r u s t e e s ,  A M L / J I A



CURRENT PARTICIPATING MEMBERS OF THE AML/JIA

A U T H O R I Z E D

P A R T I C I P A N T S R E P R E S E N T A T I V E S RISK M A N A G E R S

Akulan Jacob Stephin, Mayor Erika Tritremmel, Administrator

Angoon Cynthia Paul. City Clerk Cynthia Paul. City Clerk

Barrow Eben Hopson, Jr.. Mayor E be n  Hopson, Jr., Mayor

Chuathbaluk Terry Hoefferle, City Manager Terry Hoefferle, City Manager

Cordova Jack Ferrence, Finance Director Jack Ferrence, Finance Director

Craig D a v e  Palmer, Administrator D ave Palmer, Administrator

Dillingham Lyle Larson, City Manager Lyle Larson, City Manager

Eagle Jean Boone, City Clerk/Treasurer Oscar Ingold

Elim Luther Nagaruk, City Clerk Luther Nagaruk, City Clerk

E m m o n a k John Alder, City Manager John Alder, City Manager

Golovin T h o m a s  Punguk, Mayor T h o m a s  Punguk, Mayor

Hooper Bay Susie DeGrace, Administrative Assistant Susie DeGrace

Huslia Elsie Vent, Administrator Elsie Vent, Administrator

King C ov e W a y n e  Marshall, City Manager W a y n e  Marshall, City Manager

Kotlik Peter F. Elachik, Sr. Peter F. Elachik. Sr.

Kotzebue Allen Jessup, Finance Director Allen Jessup, Finance Director

Mountain Village Joyce A. Brown, City Clerk Robert H. Hall, V P S O

Nenana Steve Bainbridge, City Manager Steve Bainbridge, City Manager

Nikolai Roger Jenkins, City Manager Roger Jenkins, City Manager

N o m e Polly Prchal, City Manager Polly Prchal, City Manager

Nunapitchuk Eli J. Wassillie, Administrator Eli J. Wassillie, Administrator

Ouzinkie Debra Garner, City Clerk Debra Garner, City Clerk

Palmer David L. Soulak, City Manager David L. Soulak, City Manager

Petersburg Patricia Curtiss, Acting City Manag er Patricia Curtiss, City Clerk

Port Lions David Wakefield, City Clerk David Wakefield, City Clerk

Quinhagak Larry Strunk, Administrator Larry Strunk, Administrator

St. Mary's Francis Thompson, Administrator Francis Thompson, Administrator

S and Point B o b  Juettner, Administrator B o b  Juottnor, Administrator

Seward M a x  Royle, City Manager M a x  Royle, City Manager

Shishmaref Morris Klyutelluk, Administrator Morris Klyutelluk, Administrator

S k a g w a y T o m  Healy, City Manager T o m  Healy, City Manager

Soldotna Richard Underkofler, City Manager Richard Underkofler, City Manager

Tenakee Springs Janice Eagle, City Clerk Janice Eagle, City Clerk

Thorne Bay Ruth An n e  Taylor Ruth A n n o  Taylor

Unalakleet Steve Kniseley, Administrator Steve Kniseley. Administrator

Wainwright Frances Hopson, Mayor Frances Hopson, Mayor

Whittier Cecil DePedro, Finance Director Cecil DePedro, Finance Director

November 7,1988



AML TIA
Alaska M unic ipal League J o in t  Insu rance A ssociation , Inc .

217 Second Street, Suite 200 

Juneau, Alaska 99801 

(907) 586-3222 

FAX: (907) 463-5480

A p r i l  12, 1989

A M L /JIA  ACTIVE PROSPECTS

A l e u t i a n s  E a s t  B o r o u g h  
A t k a
A t q u a s u k
B r e v i g  M i s s i o n
H a i n e s
H o u s t o n
H o m e r
K o y u k u k
H u g h e s
K a k e
K e t c h i k a n  G a t e w a y  B o r o u g h  
K e n a i
K e n a i  P e n i n s u l a  B o r o u g h  
M a t - S u  B o r o u g h  
N a p a k i a k  
N e w  H a l e n
N o r t h w e s t  A r c t i c  B o r o u g h
N i g h t m u t e
N o n d a l t o n
O l d  H a r b o r
P e l i c a n
P i l o t  s t a t i o n
P o i n t  H o p e
St. M i c h a e l s
S h a k t o o l i k
S i t k a
U n a l a s k a
U p p e r  K a l s k a g
W a s i l l a



A L A S K A  M U N I C I P A L  L E A G U E  

J O I N T  I N S U R A N C E  A S S O C , A T I O N ,  I NC.

O R G A N I Z A T I O N  C H A R T



Summary Of Coverages And Limits Of Liability

(AML-JIA)

FY 1989 Structure

A - PUBLIC OFFICIALS and 
id - POLICE PBOFESSIOVAL 

LIABILITY

GKMERAL L AUTOMOBILE LIABILITY 
and PROPERTY

YORKERS' COMPENSATION & 
EMPLOYER’S LIABILITY

1 ■

Si Mil./ 

Aggregeto 

per / 

Participant

- 4 -

($) Deductible Amount 
Varies b y  Participant

B 51 m i . /
Aggregate

par

Participant'

$20,000 
per 

Occurrence- 

JIA Pooled 

Detention 
(SIR)

-4-

Stop-Loaa 

on SIS

at $200,000

$6,000 Participant 

Deductible per Occurrence

Relnaured 
Excess 

layer to 
$30 Mil.

(Property)

- 1 -

Reinsured 
Exceaa 

layer to 

$4 Mil. 

- 1 -

Reinaured 
Excess layer 

to $1 till 
(Property) - 2 -

R e insured 

Exceea layer 
to $1 Mil 

(GL 6 AL) - 2 -
$260,000 / Occurrence 
Pooled Retention (SIR)

Gl/Al 6. Property 

Individually

- 2 -

Aggregata Loss 

Fund Protection 
Unlimited for 

Auto Liability 6 
Property

General
Liability:

56 Mil 

Aggregate

JIA Lose Fund 
$1,126,000 

(Aggregate)

$6,000 Participant 

Property Deductible 
(Per Occurrence)

Workers'

Compensation

Statutory

Limits

-3-

Employer' a 

Liability

$i Mil 
Limit

$360,000 JIA 
Retention ' 

per 

Occurrence

-3-

Aggragate 
Loss F*md 

Protection 
$ 3 Mil 
Limit

3 Tear 

Stop-loss 
<3 $2 7 Mil

♦
1 Tear 

Stop-loss 

>3 $1,126,000

1 - . - 2 - . - 3 - . - 4 -  R e f e r e n c e s  S p e c i f i c  T o  C a r o l e r s
(Refer To Section On “Belneurance 6. Excess Insurance Coverages* For Detail)
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S T E V E  F R A N K  

DISTR ICT K 
si A I A

11') N" Cushman. Rm . 2D  
! auhanks. Alaska 997(11

Wlulc hi Juneau 
T O . Ho*. V 

Juneau. Alaska 9981I 

I‘107) 41.5-3709

Capitol Rm 514

A l a s k a  J$>tate l e g i s l a t u r e

S e n a t e

M l M il l  R

Tiuaucv C oiMilittee 
Resources Committee 

Legislative Council 
Special Committee on Banking H. 

Tconomic Development

V ICE -CH A IR  
Community & Regional

A p r i l  12, 1989

RE: J o i n t  I n s u r a n c e  A s s o c i a t i o n
D e b t  F i n a n c i n g

a t t a c h e d  l e t t e r s :

M a r c h  24, 1989 
M a r c h  24, 1989 
F e b r u a r y  15, 1 9 8 9  
J a n u a r y  31, 1989

J o h n  H a v e l o c k  
E r i c  W o h l f o r t h  
M i k e  F o r d  
J i m  B a l d w i n



o e r i  o r-A c ro x  t e l e c o p ie r  i uxu . D -x c -ea  . 1 i : o s  « 30 / 2 / 03033-  *

PETER AftOCTaiNOER 
J 'JL 'JS  ORCChT 
R 0 6 C R T  M. J OH N S O N  
T h o m a s  t, k l i n k n e b  
r o o e r  a .  l u # o v i C h * »  
E R a D l C *  C. M E r CN  
D a n . E l  P A T b i c k  O 'T i EBNE y  - A M C I  A. SARAT l N 
J AM E S  M. S Z t N O L R  
KENNETH t. V A 3 3 A R  
ER lC  C. WOHLTORTH

O r  c O u N S C t ,
B O O E O  O .  C O N N O R
• • e n m . i  Of f i ce

WOHLFORTH, A r g e t s i n g e r , J o h n s o n  & B r e c h t
A TAOftSl lONA, .  COTfOHAliOS
A T T O R N E Y S  A T  L A W  

B o o  w e s t  s t n  a v e n u e ,  e u i t c  e o o  
A N C H O R A G E ,  A L A S K A  3 0 8 0 1  

T E L E P H O N E  ( 0 0 7 1  * 7 0 - 0 4 0 1  
T E L C C O P T  ( 0 0 7 )  £ 7 0 - 0 0 0 3

M a r c h  24, 19 8 9

B e a t t . E  c r r . c ET i RS T INTERSTATE CENTER 
0 0 0  TH IRD  AVEN UE .  AU . ’ E J I J D  

B t A T T u f .  WASH I NGTON B B . C *  
T E t E P n O N E  ( £ 0 6 ;  4 4 1 - 8 , 3 3  
T E L E C C P r  | * O 0 i « 4 * - « ' J S

0 7  C O U R S E , .
H A R R I S ,  O R ' )  4- K I N Z r R  

3 t i O  T i b s * i n t e r s t a t e  c e n t e r  
B OO  Th i r d  AV ENu E

S e a t t l e ,  W a s h i n g t o n  o s i o *  
t e l e p h o n e  i ) 3 6 i o n - i e i e

j u n e a u  
G R u C N I N Q  & S P I T 2 F A 0 E N  

*17  S E C O N D  S TREET
 ___ j u n CAu , A L A S K A  OOOO I
( 8 0 7 )  B A o - a i i O  TE l CCOPT ( 0 0 7 )  S S O - O O S O

The  H o n o r a b l e  S t e v e  F r a n k  
Member ,  H o u s e  o f  R e p r e s e n t a t i v e s  
S t a t e  o f  A l a s k a  L e g i s l a t u r e  
P .O .  B o x  V
J u n e a u ,  A l a s k a  9 9 8 1 1

D e a r  R e p r e s e n t a t i v e  F r a n k :
I  h a v e  b e e n  a s k e d  b y  t h e  A l a s k a  M u n i c i p a l  L e a g u e  t o  

g i v e  y o u  my o p i n i o n  k b  t o  t h e  c o n s t i t u t i o n a l i t y  o f  t h e  p r o p o s e d  
d r a f t  l e g i s l a t i v e  b i l l  r e l a t i n g  t o  m u n i c i p a l  i n s u r a n c e  
a r r a n g e m e n t s .  T h i s  l e t t e r  w i l l  r e f e r  t o  t h e  w o r k  d r a f t  o f  t h a t  
b i l l  d a t e d  0 2 / 2 0 / 8 9  w i t h  amendmen ts  s u g g e s t e d  b y  my l e t t e r  o f  
F e b r u a r y  2 8 ,  1 9 8 9  t o  R o b e r t  H e a l y .

I n  my o p i n i o n ,  t h o  d r a f t  l e g i s l a t i v e  b i l l  w i t h  t h e  
c h a n g e s  i n d i c a t e d  i n  my l e t t e r  o f  F e b r u a r y  2 8 ,  1 9 8 9  w o u l d  i f  
e n a c t e d  c o n s t i t u t e  a  v a l i d  l e g i s l a t i v e  e n a c tm e n t .  F u r t h e r ,  i n  
my o p i n i o n  o u c h  a l e g i s l a t i v e  b i l l  i f  e n a c t e d  v o u l d  n o t  b e  i n  
v i o l a t i o n  o f  a n y  p r o v i s i o n  o f  t h e  A l a s k a  S t a t e  C o n s t i t u t i o n .  
S p e c i f i c a l l y ,  t h e  a p p r e h e n s i o n  t h a t  i n d e b t e d n e s s  m i g h t  b e  
a u t h o r i z e d  p u r s u a n t  t o  t h e  l e g i s l a t i v e  e n a c tm e n t  w h i c h  w o u l d  
v i o l a t e  t h e  A l a s k a  S t a t e  C o n s t i t u t i o n  d o e s  n o t  make t h e  
e n a c tm e n t  u n c o n s t i t u t i o n a l .  We w o u l d  a s sum e  t h a t  a c t i o n  b e  
t a k e n  p u r s u a n t  t o  t h e  l e g i s l a t i v e  a u t h o r i t y  w h i c h  i s  
c o n s t i t u t i o n a l  a t  t h e  l o c a l  g o v e r n m e n t  l e v e l .  I  s u g g e s t e d  t h a t  
t h e  p a r t i c u l a r  m ean s  o f  a u t h o r i s i n g  c o n s t i t u t i o n a l l y  p e r m i t t e d  
i n d e b t e d n e s s  b© s p e c i f i e d  i n  t h e  b i l l  i f  i t  was  deemed  t o  b e  
t h e  o n l y  means  t h a t  was p e r m i t t e d  u n d e r  o u r  C o n s t i t u t i o n .  T h i s  
s u g g e s t i o n  w h ic h  I  h a d  h o p e d  w o u ld  s a t i s f y  t h e  a p p r e h e n s i o n  on 
t h e  b i l l  d i d  n o t  f i n d  f a v o r .

V e r y  t r u l y  y o u r s ,

' T . i

E r i c  E .  W o h l f o r t h  ^
EEWtdc



L A W  O F F I C G 6
J O H N  E, H A V E L O C K

7 2 0  W G C T  l« T H  A V E N U E  
A N C H O R A O t  A L A S K A  D O ? C

( » 0 7 ) 2 7 6 - lB lO

March 24, 1989

R e p r e s e n t a t i v e  S t e v e  F r a n k  
1 1 9  N. Cushm an ,  S u i t e  2 1 1  
F a i r b a n k s ,  A l a s k a  9 9 7 0 1  
F a x  Numbe r  4 5 8 - 3 3 4 6
D e a r  R e p r e s e n t a t i v e  F r a n k ,
A l a s k a ’ s  s m a l l e r  t o w n s  a n d  v i l l a g e s  n e e d  a f f o r d a b l e  
i n s u r a n a e .  The  o n l y  way t h e y  c a n  g e t  i t  i 3  t h r o u g h  s y s t e m s  
l i k e  t h e  n o n p r o f i t ,  M u n i c i p a l  L e a g u e  J I A ,  c r e a t i n g  t h e i r  own 
i n s u r a n c e  p o o l  a r r a n g e m e n t .  The  p o o l  n e e d s  t h e  b a o k i n g  o f  a 
c a p i t a l  r e s e r v e .  I  am p l e a s e d  t o  h e a r  t h a t  y o u  w i l l  b e  a 
p r i n c i p a l  b a c k e r  o f  l e g i s l a t i o n  a l l o w i n g  t h e  c r e a t i o n  o f  t h e  
f u n d  t h r o u g h  t h e  B o n d  B a n k .
I  h a v e  r e v i e w e d  d r a f t  l e g i s l a t i o n  o n  t h i s  s u b j e c t  w h i c h  i s  
b e f o r e  y o u .  As a n  a t t o r n e y  f o r m e r l y  s p e c i a l i s i n g  i n  b ond  
w o r k  an d  now d e v o t i n g  much o f  my t i m e  t o  c o n s t i t u t i o n a l  l a w ,  
I  b e l i e v e  t h e  p r o p o s e d  l e g i s l a t i o n  i s  c o n s t i t u t i o n a l .
I  r e a l i z e  t h a t  a n  a t t o r n e y  w i t h  t h e  A t t o r n e y  G e n e r a l s  O f f i c e  
h a s  v o i c e d  c o n c e r n s  o n  t h i s  s u b j e c t .  T o  a  d e g r e e ,  I  s h a r e  
h i s  o o n c e r n .  H o w e v e r ,  t h e  d i s t i n c t i o n  m u s t  b e  made b e tw e e n  
‘' f a c i a l "  c o n s t i t u t i o n a l i t y  a n d  c o n s t i t u t i o n a l i t y  " i n  
e x e c u t i o n " .
T h i s  d i s t i n c t i o n  m i g h t  b e  i l l u s t r a t e d  b e t t e r  b y  a  b i l l  t o  
a l l o w  h e a l t h  o f f i c i a l s  t o  c o n d u c t  s e a r c h e s .  On i t s  f a c e ,  
s u c h  a b i l l  i s  n o t  u n c o n s t i t u t i o n a l  t h o u g h  i t  s i g n a l s  many 
c o n s t i t u t i o n a l  i s s u e s .  T h e  a d m i n i s t r a t i v e  p r a c t i c e s  w h i c h  
d e t e r m i n e  when ,  h ow ,  a n d  b y  whom s u c h  s e a r c h e s  a r e  c o n d u c t e d  
may w e l l  b e  u n c o n s t i t u t i o n a l  b u t  s u c h  i s s u e r *  a r e  n o t  r i p e  
u n t i l  t h e  p l a n  o f  e x e c u t i o n  i s  e s t a b l i s h e d .
T h e r e  a r e  many  i s s u e s  t o  b e  a d d r e s s e d  b e y o n d  t h e  l e g i s l a t i o n  
i t s e l f ,  i n  d e t e r m i n i n g  i n  how t h i s  b o n d  f u n d  s h o u l d  b e  
c r e a t e d  a n d  a d m i n i s t e r e d .  M r .  W o h l f o r t h  a n d  o t h e r  d r a f t s m e n  
o f  t h i s  b i l l  ( w h i c h  i s  s i m i l a r  t o  l e g i s l a t i o n  a d o p t e d  i n  
o t h e r  j u r i s d i c t i o n s  o n  t h i s  s u b j e c t  a n d  w h i c h  h a v e  s i m i l a r  
c o n s t i t u t i o n a l  r e s t r i c t i o n s ) h a v e  w i s e l y  c h o s e n  i n  t h i s  
d r a f t  t o  l e a v e  o p e n  s p e c i f i c  c h o i c e s  i n  e x e c u t i o n  u n t i l  a 
m o r e  d e t a i l e d  e x p l o r a t i o n  o f  i n t e r r e l a t e d  m a r k e t i n g  a n d  
l e g a l  s t r a t e g i e s  i s  u n d e r t a k e n  w i t h  t h i s  l e g i s l a t i o n  i n  
p l a o e .
U n l i k e  s om e  o t h e r  l e g i s l a t i o n s ,  t h i s  s t a t u t e  i s  n e i t h e r  
m a n d a t o r y  n o r  a u t o m a t i c  b u t  r e q u i r e s  s p e c i f i c  
i m p l e m e n t a t i o n ,  a l w a y s  u n d e r  t h e  e y e  o f  c a u t i o u s  a t t o r n e y s .  I n  "fehtfi f l v + . a.  1L * -
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c o u n s e l  r e q u i r e  t h a t  a  t e a t  o a s e  b e  b r o u g h t  t o  t e s t  t h e  
l e g a l i t y  o f  a  p a r t i c u l a r  s t r a t e g y .  Some y e a r s  a g o  I  
r e p r e s e n t e d  t h e  t a x p a y e r s  i n  s u c h  a c a s e  on  t h e  e a r t h q u a k e  
m o r t g a g e  r e l i e f  b o n d s ,  w h i c h  p a v e d  t h e  way f o r  t h a t  
s u c c e s s f u l  p r o g r a m .
T h u s ,  w h i l e  t h e r e  a r e  many c o n s t i t u t i o n a l  p i t f a l l s  t o  be  
a v o i d e d  i n  e x e c u t i o n ,  t h e  l e g i s l a t i o n ,  a s  now p h r a s e d ,  i s  
n o t  u n c o n s t i t u t i o n a l  o n  i t s  f a c e  a n d  s h o u l d  n o t  b e  t a b l e d  o r  
o t h e r w i s e  d e f e a t e d  o n  c o n s t i t u t i o n a l  g r o u n d s .  I  u r g e  t h e  
l e g i s l a t u r e  t o  a d o p t  t h e  b i l l  s o  we c a n  g e t  on  w i t h  t h e  
p l a n .
S i n c e r e l y ,

J o h n  H a v e l o c k
c c • A l a s k a  M u n i c i p a l  L e a g u e  

E r i c  W o l f c r t h
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LEGISLATIVE AFFAIRS A GENCY
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SUBJECT: J o i n t  insurance  arrangements
(Work O rde r No. 6-0814)

TO: S e n a t o r  Steve Frank
Attn: Paul Pesika /

\r* •
FROM: M i c h a e l  F. Ford f ' '

L e g i s l a t i v e  Counsel

You h a v e  a s k e d  for our r e v i e w  of l e gislatio n to a l l o w  m u n i c­
ipalities i n v o l v e d  in j o i n t  insurance arrang e m e n t s  to f i­
nance debt through the A l a s k a  M u n i c i p a l  Bond Bank. As e x­
pl a i n e d  in this memo, it is our opinion that the l e g i s l a t i o n  
wo u l d  v i o l a t e  A r t i c l e  IX, section 9, of the Alaska C o n s t i t u­
tion.

Under A r t i c l e  IX, s e c t i o n  9, m u n i c i p a l i t i e s  are p r o h i b i t e d  
from c o n t r a c t i n g  debt, u n less  the debt is a u t h o r i z e d  by the 
g o v e r n i n g  bo dy for c a p i t a l  imp rovements and r a t i f i e d  by the 
voters. A  " d e b t "  in the context of this c o n s t i t u t i o n a l  l i m­
itation, means a n  o b l i g a t i o n  secured by the full f a i t h  and 
credit of the m u n i c i p a l i t y ;  it does not inclu de an 
o b l i g a t i o n  p a y a b l e  f r o m  funds on hand or current revenue.
8 1 A  C.J.S. §§219,220. The p r o p o s e d  l e gislation w o u l d  a u­
thorize a c o n t r a c t u a l  p l e d g e  of m o n e y  by a m u n i c i p a l i t y  
through a j o i n c  i n s u r a n c e  arrangement. This p ledge of m o n e y  
is the type of " deb t" that is p r o h i b i t e d  b y  A r t i c l e  IX, s e c­
tion 9, unless tb debt is for a capital i m p r o v e m e n t  and is 
r a t i f i e d  b"1 ,'<a .ters. The use of notes, c e r t i f i c a t e s  of
participate - bonds to e s t a b l i s h  in surance r e s e r v e s
w o u l d  cle ar J., n o t  c o n s t i t u t e  a " c a pital  i m p r o v e m e n t . "  See 
City o f  J u n e a u  v. H i x s o n , 373 P . 2d 743 (Alaska 1962).

Under Sec. 2 1 . 7 6 . 1 2 0 ( c )  of the p r o p o s e d  legislation, the 
debt i n c u r r e d  w o u l d  "not be a g e n eral o b l i g a t i o n  of a m u n i c­
ipa l i t y . "  This languag e is c l e a r l y  an attem pt to avoid the 
p r o h i b i t i o n  a g a i n s t  debt c o n t a i n e d  in A r t i c l e  IX, s e c t i o n  9. 
I do n o t  think that this language will e f f e c t l y  r e m o v e  the 
c o n s t i t u t i o n a l  problem. If a court c o n s i d e r e d  this issue,
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it would  c e r t a i n l y  look at the substanc e of the pledge. U n­
less the p ledge is limited to current revenues, the p l e d g e  
amounts to c r e a t i o n  o f  a p r o h i b i t e d  o b l i g a t i o n  on future 
revenues of the m u n i c i p a l  treasury. This same section also 
provides that a p l e d g e  may "not include revenu es derived 
from taxes." A g a i n  this is an effort to avoid crea t i n g  the 
kind of "debt" p r o h i b i t e d  b y  the constitution. H o w e v e r  the 
debt w i l l  still be p a yable fro m w h a t e v e r  other general r e v e­
nues are available, p r o b a b l y  state funding. So, by e l i m­
inating tax r e v e n u e s  in s e c u r i n g  the pledge, the state m a y  
be faced w i t h  an i n c r e a s e d  "moral o b l i g a t i o n "  to make p a y­
ments on these b o n d s  as a p r a c t i c a l  matter. This is p r e­
cisely the kind of future o b l i g a t i o n  that A r t i c l e  IX, s e c­
tion 9 w a s  d e s i g n e d  to avoid,

I should also m e n t i o n  that there is an e x c e p t i o n  to A r t i c l e  
IX, s e ction 9, c o n t a i n e d  in A r t i c l e  IX, s e c t i o n  11. But 
this e x c e p t i o n  does n o t  a p p l y  to the s u g g e s t e d  l e g i s l a t i o n  
as I i n t e r p r e t  it. The o n l y  bonds m e n t i o n e d  in this p r o­
posal are those i s s u e d  by the A laska M u n i c i p a l  Bond Bank.
The e x c e p t i o n  w o u l d  n o t  a p p l y  to debt u n d e r t a k e n  by a m u n i c­
ipality, to r epay r e v e n u e  b o n d s  issued b y  the A l a s k a - M u n i c i­
pal Bond Bank.

For the a b o v e  reasons, it is our o p i n i o n  that a m u n i c i p a l i t y  
could not finance it's j o i n t  i n s u ran ce a r r a n g e m e n t  in this 
manner, w i t h o u t  s e r i o u s  ris k of v i o l a t i n g  the state c o n s t i­
tution. B e cause b o n d  f i n a n c i n g  is a s p e c i a l i z e d  area o f  the 
law it w o u l d  be w i s e  to h a v e  b o n d  c o u n s e l  r e v i e w  this 
proposa l b e f o r e  i n t r o d u c i n g  l e g i s l a t i o n  on the subject.
This k i n d  of f i n a n c i n g  a r r a n g e m e n t  m a y  also c r eate m a r k e t i n g  
or  other p r a c t i c a l  b o n d i n g  p r o b l e m s  that b o n d  counsel c o u l d  
pr ovide a d v i c e  on.

M F F : k b
WK K 2/ 007
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Hon, Ronald L. L a r s o n  
A l a s k a  State L e g i s l a t u r e  
P.O. Box V 
Juneau, A K  99811

Re: Debt financing for m u n i c i p a l
j oint insur a n c e  pool

Dear R e p r e s e n t a t i v e  Larson:

At the r e q u e s t  o f  J a y  H o g a n  of your staff, I have r e­
vie w e d  a m e m o r a n d u m  dated F e b r u a r y  12, 1988 o f  the A l a s k a  M u n i c i­
pal League r e l a t i n g  to "debt f i n a n c i n g  for m u n i c i p a l  liability 
e xposures."  I h a v e  also r e v i e w e d  a draft b i l l  dated J a n u a r y  24, 
1989 att ached to the memo r a n d u m .  Y o u  ask our o p i n i o n  w h e t h e r  it 
w o u l d  be lawful u n d e r  art. IX of the Alaska C o n s t i t u t i o n  for an 
as s o c i a t i o n  o f  m u n i c i p a l i t i e s  to f i nance  an i n s u r a n c e  pool 
through the i s s u a n c e  of r e v e n u e  bonds. I b e l i e v e  that it is p o s­
sible to finance an i n s u r a n c e  e n t e r p r i s e  t h r o u g h  the issuance o f  
r e v e n u e  bonds. O f  course, ray o p i n i o n  is c o n d i t i o n e d  o n  the f i­
na n c i a l  f e a s i b i l i t y  of the e n t e r p r i s e  and p o s s i b l e  fede ral tax 
consequences w h i c h  w o u l d  a f f e c t  the m a r k e t a b i l i t y  of the b o n d s v

It m u s t  be m a d e  c l e a r  at the outset that w e  are not 
gi v i n g  an o p i n i o n  c o n c e r n i n g  the a d e q u a c y  of t h e  draft bill to 
a c c o m p l i s h  the p u r p o s e  of the m u n i c i p a l  league. We b e l i e v e  that 
p r o v i d i n g  insur a n c e  c o v erag e for m u n i c i p a l  a c t i v i t i e s  is a p u b l i c  
p u r p o s e  for w h i c h  m u n i c i p a l  funds m a y  be expended. U n d e r  art.
IX, sec. 11 of the A l a s k a  C o n s t i t u t i o n ,  the p r o h i b i t i o n  against 
i n c u r r i n g  debt does not a p p l y  to a p u b l i c  e n t e r p r i s e  f i n a n c e d  
s o l e l y  by r e v e n u e s  g e n e r a t e d  by the enterprise. The p r o v i s i o n  o f  
in s u rance to an a s s o c i a t i o n  o f  m u n i c i p a l i t i e s  p r o b a b l y  qua lifies 
as an enterp r i s e  u n d e r  sec. 11. Presently, the m u n i c i p a l i t i e s  
are p r e s u m a b l y  p u r c h a s i n g  i n s u r a n c e  from p r i v a t e  carrier s and we 
a l l  k n o w  that they are not c h a r i t a b l e  institutions. Insurance 
pr e m i u m s  paid b y  m u n i c i p a l i t i e s  w o u l d  serve as the source o f  rev-
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enue to support the issuance of revenue bonds. 7*hese periodic 
premiums could b e  p l e d g e d  b y  the p u b l i c  c o r p o r a t i o n  operating the 
insurance e n t e r p r i s e  to secure the repayment o f  the bonds.

Subject to a u t h o r i z a t i o n  b e i n g  g r a n t e d  by law, the M u­
ni c i p a l  Bond B a n k  A u t h o r i t y  c o u l d  o p erate the e n t e r p r i s e  or it 
c o u l d  be a u t h o r i z e d  to spin o f f  a subsidiary p u b l i c  corporation 
for this purpose. It is also p o s s i b l e  for m u n i c i p a l i t e s  to form 
a n  entity by c o o p e r a t i v e  a g r e ement  to jointly e x e r c i s e  the i m­
pl i e d  power to i n s u r e  against risks w i thou t u s i n g  the Municipal 
B o n d  Bank Authority. See A l a s k a  Const, art. X, sec. 13 and AS 
3 6 . 3 0 . 7 0 0  -- 36.30.790. However, it m a y  be d e s i r a b l e  to use the 
a u t h o r i t y  as the c o nduit for the fi nancing b e c a u s e  it is r e c o g­
n i z e d  by p o t e n t i a l  investors and, by v irtue of t h a t  recognition, 
e n j o y s  a favorable b o n d  rating. S e c t i o n  13 a l s o  allows c o o p e r a­
tive agreements b e t w e e n  m u n i c i p a l i t i e s  and state agencies.

I have r e v i e w e d  the m e m o r a n d u m  dated J a n u a r y  30 p r e­
p a r e d  by l e g i s l a t i v e  counsel on this m a t t e r  and m u s t  r e s p e c t f u l l y  
d i s a g r e e  with h i s  conclusions. L e g i s l a t i v e  c o u n s e l  argues that a 
m u n i c i p a l i t y  w o u l d  b e  b a r r e d  from this financing t e c h n ique b e­
ca u s e  the m u n i c i p a l i t y  is not f i n a ncing capital improvements. In 
s u p p o r t  of his c onclusion, c o u nsel cites City o f  J u n e a u  v. H i x­
s o n , 373 P . 2d 743 (Alaska 1962). This financing arrangeme nt 
c o u l d  be d i s t i n g u i s h e d  from the m e t h o d  used in H i x s o n  if the p r e­
mi u m s  p a i d  by the m u n i c i p a l i t i e s  are subject to a n n u a l  a p p r o p r i a­
tion. For this f i n a n c i n g  to work, there would n e e d  to be a g r e e­
me n t s  between e a c h  m u n i c i p a l i t y  a n d  the f i n a n c i n g  en tity in w h i c h  
the payment of p r e m i u m s  is c o n d i t i o n e d  on the a d o p t i o n  of m u n i c i­
p a l  appropriations. It is a l s o  likely that e a c h  m u n i c i p a l i t y  
w o u l d  need to a c k n o w l e d g e  a m o r a l  o b l i g a t i o n  to m a k e  p r e m i u m  p a y­
me n t s  until the b o n d e d  indebtedness is retired. E^cause the debt 
i n c u r r e d  under t h i s  p r o p o s a l  is n o t  for capital improvements, a 
m u n i c i p a l i t y  c a n n o t  u n c o n d i t i o n a l l y  p ledge g e n e r a l  tax revenues. 
However, w e  b e l i e v e  there is no p r o b l e m  making p r e m i u m  payments 
f r o m  tax revenues g e n e r a t e d  by a m u n i c i p a l i t y  if, as e x p l a i n e d  
above, the g o v e r n i n g  b o d y  of the m u n i c i p a l i t y  r e t a i n s  the d i s c r e­
ti o n  to a p p r o p r i a t e  amounts to pay the premiums.

I agree w i t h  le gislative c o u nse l that the c o m m ittee 
s h o u l d  seek the a d v i c e  of a q u a l i f i e d  b o n d  c o u n s e l  before this 
b i l l  is prepared for introduction. For example, w i t h o u t  the c o n­
cu r r e n c e  of bond counsel, I w o u l d  be hesitant to r e c o m m e n d  that 
the bill allow the issuing e n t i t y  to u s e  n e g o t i a b l e  or n o n n e g o t i -  
a b l e  instruments o r  c e r t i f i c a t e s  of participation .
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Hon. Ronald L. Larson January 31, 1989

I h o p e  this m e m o r a n d u m  w i l l  s e r v e  y o u r  p u r p o s e s .

S i n c e r e l y  yours,

G R A C E  B E R G  S C H A I B L E  
A T T O R N E Y  G E N E R A L

Jam es L. B a l d w i n  
A s s i s t a n t  A t t o r n e y  G e n e r a l

J L B / p j g

cc: M i c h a e l  F o r d

L e g i s l a t i v e  A f f a i r s  A g e n c y

A r t h u r  H. P e t e r s o n  
D e p a r t m e n t  o f  L a w



Bond-Financed Self-Insurance 
for Public Entities

by the Chicago Chapter, The Society of CPCU

ABSTRACT: This paper was written to assist public entity risk 
managers and brokers in the development of an alternate approach 
to traditional risk management problems faud by public entities. 
Although there is a quantity of information available on both risk 
management techniques, in particular n  retention plans and public 
finance, until recently there was practically no information available 
on the use of public finance and risk management techniques in 
combination. The purpose of this paper is to begin to fill that void.

Statement of the Problem
R 9 |^ 0 B B | yclicality. Insurance cycles have affected 

both the insurance industry and the in­
surance buyers for over 100 years. To 
the extent that f a" be pre­
dicted, the effects of the cycles can be 
managed. Given recent trends, the famil­

iar cycle of three years of lax underwriting standards, 
excess capacity and the negotiable prices of cash-flow 
underwriting followed by three years of tight markets, 
strained capacity, sound underwriting and carefully 
managed growth is disappearing and is being replaced 
with cycles of erratiolenglths and of increasing magni­
tudes of heights and depths.

Planning, Budgeting and Deficits. The insurance cycle 
creates a problem in planning and budgeting for public

Tne Chicago Chapttr of The Society of CPCU submitted this paper 
in May of 1987. and it received the Outstanding Research Protect 
Award'. The Research Committee consists of Richard C. Rudolph, 
CPCU; /ohn Durfy, CPCU; Daniel Kaminski. CPCU; Megan 
Mevenng, CPCU. and fill S'elson. CPCU.

The committee wishes to acknowledge the assistance provided by 
Gerard Fernandez, fr.. Anne Bcddtngfield. Mark Abrams. Steien 
Hoffman. Thomas C. 3rvphy, Edward Costner. ,-tCAS. MAAA. 
and Bruce G. Fernandez. In one uvy or another, each provided ex• 
ptriise and help to the committee in the preparation of this paper.

... The insurance cycle creates 
a problem in planning and 
budget for public entities. . .

33
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entities. Unlike private enterprise, a governmental entity, 
relying on taxation for its revenue, cannot raise its 
"price" for its services whenever its costs increase. 
Once the tax levy is set for the commg year, there is 
little that can be done to recover, in the current year, 
for sharply escalating costs. Instead, the public entity 
may be forced to operate at a deficit and make its re­
covery ot the excess costs in future years.

This fact creates political difficulties, as taxpayers are 
more and more sensitive to the actions and reactions 
of their elected officials, and such increases may be met

MARCH 1984
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with taxpayer lawsuits, adverse publicity, taxpayer revolt 
in the form of re ferendum -type propositions and  oppo­
sition at re-election time.

C apacity . A no ther problem  created  by the insurance 
cycle is the variability of capacity, as expressed by the 
in d u stry 's  chang ing  a ttitude concerning its w illingness 
to insure certain  exposures and  to provide sufficient 
limits to adequately cover exposures which will l<e insured. 
Taxpayers are highly sensitive to cutbacks in public serv­
ices provided, even though the insurance need ed  to 
su p p o rt the activities is unavailable or economically no t 
feasible. Yet, no  public official desires to p rovide u n in ­
su red  o r inadequately  insured  exposures to his elector­
ate, for then  he m ay be charged  w ith  failing to d ischarge 
his d u ty  in p roperly  protecting the  public en tity 's  inter­
ests. W ith co n tin u ed  erosion of sovereign im m unity  by 
a liberal legal system  in ten t u p o n  provid ing  a system  
of social welfare, the public official faces socie ty 's  two- 
edged  Sw ord of Damocles, subject to suits if he  buys 
insurance an d  subject to su its if he  does not.

Sum m ary . The problem s faced by public en tities are not 
new  to this particu lar cycle. Public entities have never 
been  on m ost in su rers ' target accounts lists. W hile som e 
insurers have specialized in public en tity  business, m ost 
trea t the business as agency accom m odation o r write 
the en .ity  in a sp irit of civic-m indedness. W ith the pres­
su re  pu t up o n  financial resu lts by investors, particularly  
the financial service conglom erates, upon  sta tu to ry  results 
by regulators and  legislators and  u p o n  the  industry  
itself o u t of fear of w idespread  insolvency an d  capital 
im pairm ent, agency accom m odation and  civic d u ty  has 
taken a back seat to cancellation an d  nonrenew al notices. 
The future appears no brighter, as the reinsurers appear to 
be re luctan t to assum e public en tity  exposures, an d  the 
p n m ary  carriers can  still afford to pick an d  choose the 
risks they  w ish to  w rite w ith  little fear of com petition .

Current Alternatives 
for Solving the Problem

The T rad itional A pproach. The traditional approach  
to pro tecting a public en tity  for its exposures to loss 

cen ters  a round  insurance or self-tnsuran if the entity  
is of sufficient size, or a com bination of both. Typically, 
insurance contracts are w ritten  for m ost p ro p erty  expo­
sures, except p erh ap s for au tom obile physical dam age, 
all liability exposures, including professional or errors 
and  om issions, excess liability coverages, and  w orkers ' 
com pensa tion . U nem ploym ent com pensa tion  is g en er­

ally p rovided  by a state-sponsored insurance p ro m m  
Em ployee benefit program s are typically provided wit 
insurance contracts or com binations of insurance and 
subscriber-type plans.

Larger public entities typically will deviate from the 
above by re tain ing som e or all of their general liabuir 
exposures, w orkers' com pensation, unemployment corr 
pensa tion  an d  em ployee medical benefit plans. Inoth 
w ords, if they  retained, they  have tended to retain tf 
exposures th a t are of relatively high and predictable 
frequency  an d  low and  calculable severity.

T he A dvantages of Insurance. W hen municipalities 
insure, they  enjoy the advantages of a relatively predii 
table m axim um  cost for the  policy year. Their potenr 
p ayou ts are  capped  by the prem ium s and deductible: 
In  add ition , the m unicipality can receive services fror 
th e  insurers, such  as loss control and  claims adm inis 
tration  a n d  settlem ent. W hen the insurance cycle is i 
its com petitive phase, m unicipalities may be able to 
pu rchase  coverage for a prem ium  which is less than 
their expected  losses.

T h e  D isadvan tages of Insurance. Insurance compani 
a re  d riven  by a profit m otive and a survival motive ( 
times it is unclear which is dom inant). Premiums charge* 
include profit loadings, contingency loadings, premn 
taxes levied  to finance regulation, insolvency funds a 
o th er funds, such as w orkers' compensation second-inju 
funds. T he m unicipality  is n o t exem pt from these taxes 
un like m ost o th er taxes or levies. The insurers' profit 
surv ival m otives can create such variance in pricing * 
th e  coverages that the prem ium  determ ination procei 
creates bu d g etary  and  p lann ing  difficulties and  impo 
sibilities for the public entity .

T he contro l of the p rogram s is not in the hands of 
th e  in su red  o r its representative, and so the entity mus 
bow  to the  chang ing  w inds of underw riting  philosoph 
a n d  en d u re  in som e fashion cancellations, nonrenew 
an d  notification of restrictions of coverage. The publ 
official m ay be placed in the paradoxical position of reft 
ing  an  o u tland ish ly  high prem ium , which w ould bn 
o n  a taxpayer su it if accepted, for a line of coverage 
w hich is n eed ed  to protect h im  w hen he is sued  for r 
having  th e  coverage in place, and which w ould like 
be cancelled  or renew ed  at an  even higher premium 
th e  taxpayer suit is b rought.

T h e  A dvan tages of Self-Insurance. To the extent th 
volatility of both  pncing and  coverage avadjbiiicv is eitf 
avoided or lessened by distancing an entity rrom the iru
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ance m arket, self-insurance has an advantage over tradi­
tional insurance. The g reater the distance betw een the 
protected  en tity  and  the insurance m arket, as m easured 
by the re ten tion , the greater the control the protected 
en tity  has over its risk m anagem ent program .

Since insurance prem ium s are significantly reduced, 
if not elim inated in a self-insurance program , cost factors 
such as an in su re r profit m argin, contingency m argin 
and  p rem ium  tax are not incurred, thus enhancing  the 
efficiency of the risk m anagem ent program  dollar, as 
m ore of the allocated funds are available to pay claims.

T he D isadvan tages of Self-Insurance. To the extent that 
there is excess insurance, there is a likelihood of exclu­
sions, lim itations, and  o th er restrictions th a t evidence a 
lack of p rogram  control by the  protected entity  and the 
possibility of uncovered  exposures.

T here m ay be a program  cost volatility that is greater 
than  that of traditional insurance price volatility, as the 
se lf-in su rer's  p rogram  cost contains m ore of the losses 
that are tran sferred  o u t of the  entity  th rough  insurance. 
This is particularly  likely if there is little em phasis on 
loss control. This volatility is m ore prevalent in a single- 
en tity  self-insurance program  than  in a m ultiple-entity  
self-insured pool, w herein  the  com bination of m any 
exposures lessens the variance of nsk  or volatility of 
resu lts to all partic ipants.

D epend ing  u p o n  the existence of excess insurance 
coverage for an en tity  or pool of entities, and if there 
is coverage, u p o n  the s tructu re  of the excess insurance 
coverage, post-loss fund ing  m av create budgetary  diffi­
culties akin to those created  by traditional prospective 
prem ium  determ ina tions.

A Proposed Solution

Bond-F inanced  Self Insurance. Bond-financed self- 
insurance program s, w hether covering single ent 

exposures or pooled exposures, are a com bination of th< 
traditional concepts of insurance/self-insurance and  mui 
cipal finance in a nontraditional fashion. To properly  
analyze such  program s, they m ust be broken dow n 
Into th e ir tw o fundam ental com ponents, the risk  rete 
tian  s tru c tu re  w hich m ay involve varying degrees of 
risk tran sfer and re ten tion , and the  issuance of m uni 
cinal bonds- or debt instrum ents in the capital m arket 
to p rov ide proceeds for p re lo ss  fund ing  of expected 
fu tu re losses. . . . .
-S ta ted ly  alternatively, a Dublip entity  (or pool of en  

ties) en te rs  the insurance m arket as a supplier of insi 
ance capacity  by becom ing its ow ivifisurer, raising th 
funds for capitalization by issuance of debt. This sim  
plified depiction  of the bond-financed self-insurance prc 
gram s po in ts  o u t the  tw o significant d epartu res from  
tradition: (1) public en tities 'are not traditionally creator: 
of in su rance  capacity an d  (2) insurers trad itionally  dc  
no t u se  debt.in  their capitalization structures. H ow ever 
for the  public entity  w ish ing  to form an insurance mec: 
anism  of som e sort, i.e ., com pany, reciprocal o r risk 
re ten tion  g roup , it has no..alternative bu t to capitalize 
w ith  deb t, assum ing  th ere  is no sufficient su rp lu s  of 
cu rren t fu n d s  available.

The Self-insurance Function

Gen e ra l D esign. Self-insurance for a public en tity  
a pool of entities in a bond-financed self-insurar. 

s tru c tu re  is sim ilar to a norm al self-insurance p rog iar 
in its d esig n . T he significant d epartu re  from  the  trad  
tional app roach  is the  lessening of price and  coverag 
volatility experienced by the entity by the use of exct 
in su rance as protection  for the re ten tion  funds an d  t 
en tity . T h e  pool of fu n d s raised  by the issuance of tf 
b o nds acts bo th  as the  capital and  su rp lu s  of an  insu 
ance co m p an y  and  as th e  excess insurance for th e  n : 
re ten tion  structu re , so tha t if any losses exceed the  
p lanned  retentions, on a single occurrence or in the agg: 
gate, p re-loss funds are available to m ain tain  so lv en c  
of the  re ten tio n  funds a n d  to pay for those losses, |u 
as an  excess policy w o u ld  replace the deficits an d  pa 
the  losses in excess of re ten tions.

B read th  of C overage. Since there is no real need for 
excess in su rance, the n sk  re ten tion  structu re  can co r 
tem p la te  an y  exposure o r pen l desired  w ithou t rega:
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to policy language an d  underw riting  concerns, including 
consideration of the so-called "u n in su rab le"  exposures.

Expected Loss R eten tions. The reten tion  levels are es­
tablished by historical review of exposures and  losses, 
generally for a m in im um  of five years. From this review 
the aggregate expected  losses are determ ined by loss 
forecasting techniques. A lthough a specific loss lim ita­
tion is not requ ired , as all losses can be forecast w ith ­
out a loss limit being  applied  an d  thus fully included 
in the aggregate expected  losses, a specific loss limit 
can be developed  by analysis of the  arithm etic m eans 
and m ode(s) of losses. This featu re enhances cost sta­
bility as it now  sets th e  m axim um  im pact on the cu r­
rently fu n d ed  re ten tions.

Expected Loss V ariance R eten tion . A further refinem ent 
of this re ten tion  s tru c tu re  is the addition  of an o th er 
retention  fund  d esig n ed  to provide pre-loss fund ing  via 
curren t expend itu res in a " su p e r-re ten tio n ”  fu n d  that 
covers the variance of actual specific and aggregate losses 
from the expected specific and  aggregate losses. The 
only certain  (or nearly  so) prediction that can be m ade 
about actual cash and  expected losses is that actual losses 
either will exceed o r be less th an  predicted . T he a tta in ­
m ent of actual losses less than expected is desirable in 
that surplus pre-loss funds can be accum ulated for fu ture 
losses. The reverse scenario, how ever, can re in troduce 
program  cost instability . By estab lish ing  a pre-loss fu n d ­
ing in the " su p e r-re ten tio n "  fund, these excess variances 
of actual over expected  are h an d led  w ith less likelihood 
of cost instability, particularly  after several years of fav­
orable experience w hich  builds a su rp lus.

Actual vs. Expected. If actual losses do not exceed total 
expected losses, the  su rp lu s  is re ta ined  in the re ten tion  
fund(s) for fu tu re perio d s. This can  be con tinued , p ro­
vided that luck and  accurate predictions hold out, as long 
as the en tity  and  its risk  m anagem ent advisors deem  
proper and  p ru d en t. A ny  excess accum ulation can  be 
used for reduction  of fu tu re  con tribu tions into the  ex­
pected loss funds, as con tribu tions into the bond  fund, 
or re tu rned  to the general revenues of the entity o r e r ti-  
ties as a d istribu tion  of excess con tribu tions and  profit.

If total actual losses exceed expected losses, the deficit 
is provided by the bo n d  fund resources, at w hich time 
the funds are transferred  into the re ten tion  accounts, 
to be held and  invested  until needed  as a payout. Since 
the bond fu n d s are already  in place and a repaym ent 
ot the debt is s tru c tu red  at the tim e the bonds are issued , 
there is no program  cost instability arising out of adverse

losses. The b o n d  fund  can be protected by insurance 
o r reinsurance, if there is a reasonable and stable m ar­
ket offering coverage at attractive rates, so adverse 
losses m ight be covered by insurance. W ithout any in­
surance, adverse  loss depletion  of the bond fu n d  can 
be handled  by issuance of judgm ent bonds w hich serve 
to sp read  the adverse  financial consequences of the 
loss over fu tu re  years, by use of current funds from 
fu tu re periods o r be ignored, w ith the bond fund rem ain­
ing in a d ep le ted  state.

E xpense Factors. In a self-insurance program , the tradi­
tional excess insurer, if any, is rarely responsible for loss 
control and  frequen tly  takes no part in loss ad justm ent 
un less the loss has penetrated  the retention. The costs 
associated  w ith  these functions, while included in tradi­
tional insurance prem ium s, are highlighted in a self-insur­
ance plan as they  are applied separately and identifiablv. 
Sim ilarly, the  general adm inistrative expenses norm ally 
included in the prem ium  loadings m ust be separately rec­
ognized . These are not additional costs incurred uniquely 
by the self-insurance, as they are included in traditional 
p rem ium s. T here  is, how ever, an  opportunity  to recog­
n ize greater efficiency in the use  of the self-insurer's 
p roperly  tra ined  staff or the staff of an outside adm in­
istra to r by com paring  the self-insured 's costs for these 
services to those  included in  th e  prem ium . It is not 
uncom m on to atta in  a 10 percent savings in this area alone, 
w ith  an  im provem en t in the quality  of services by using 
the  e n tity 's  staff o r a th ird-party  administrator* Taxes, 
p rofits, and  contingency  loadings account for ano th er 
7 to 11 percen t of prem ium . T hese costs are com pletely  
avo ided  if there is no excess insurance and are signifi­
can tly  reduced  in dollar am oun ts w hen incurred  in the 
p rem ium s for excess coverage. M easured as a percentage 
of total p rogram  costs, these loadings can be reduced  
dram atically  o v er traditional insurance program  levels.

C overage P rov ided . G iven the  high degree of program  
con tro l in the h a n d s  of the self-insured entity, cover­
age can be as b ro ad  as the en tity  w ishes, including cover­
age for the trad itionally  un insurab le perils. If th ere  is 
excess coverage in  place stipu la ting  certain exclusions, 
lim itations or restric tions, and  therefore restraining u  hat 
can be paid from  th e  expected loss funds and  applied 
against the reten tions, a second expected loss "slush '"  fund 
can be estab lished  ou tside  the protected self-insurance 
s tru c tu re , bu t w ith in  the bond  financed ca tastrophe 
s tructu re  to ad d ress  those carved-out areas of exposures.

C overages N ot P rov ided . In the absence of specific s ta t­
u to ry  p roh ib itions, all lines of covitrage and all types of
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coverage can be included in the self-insurance pro­
gram. This includes the routine property  and  casualty 
exposures as well as the m ore exotic (and frequently 
troublesom e) types of liability exposures peculiar to 
public entities, such as school board liability, corporal 
pun ishm ent, sexual abuse, public officials' errors and  
om issions, police professional liability, medical m alprac­
tice and  n u rsing  hom e liability, environm ental im pair­
m ent, and so on.

There are th ree areas of exposure requiring special 
atten tion . The first two item s should n o t be included 
in a self-insurance program . Since surety  is not insur­
ance, bu t is essentially a credit relationship, surety bonds 
should  be placed in the conventional insurance m arket. 
Since to ile r  an d  m achinery exposure* require a highly 
specialized type of loss control, those exposures should  
be left to the traditional providers of boiler and m achinery 
coverage. In both  instances there is and  has been a 
ready and reasonably stable m arket for traditional cover­
age w ith respect to both  price and  coverage availability.

Because of the catastrophic nature of p roperty  losses 
and  the unpredictability  of severity, particularly that 
arising ou t of storm s and  the possibility of w idespread 
dam ages being incurred, either to a single entity or to 
m em bers of a pool, p roperty  losses in excess of a selected 
property  loss lim it (5100,000 to 5500,000, depending  
upon  the size of the total expected loss fund) should 
be insured  w ith  an  excess property  cover. There is a 
ready and reasonably  priced m arket for such coverage; 
therefore, this transfer of risk ou t of the self-insurance, 
program  is a p ru d e n t decision which serves to protect 
the loss funds from  a catastrophic loss.

C overage Form . A self-insurance program  is designed 
to pay for the  expected  losses th a t occur in the norm al 
course of events, com m only called the working or burning 
layer. The difference betw een  an  occurrence-triggered 
form and  a claim s-triggered form  is less m eaningful 
in these program s, as ultim ately all of the loss dollars 
com e o u t of the  sam e revenue source w ithout any transfer 
or sharing  of th e  loss w ith  ou tsiders. Since there is not 
transfer or sharing , there is little need to assign po ten ­
tial outflow s of fu n d s to specific periods or entities. 
Further, the d istinction  betw een  the form ats is less criti­
cal as there are few er " lo n g -ta il"  exposures for public 
entities, w ith m ost losses incurred  on p roperty  and 
w orkers ' com pensa tion  exposures.

In th e  event of an  occurrence, a reserve is estab­
lished against the  expected loss fund, and  if needed, 
against the ca ta stro p h e  fund . The catastrophe funds, 
w hich are being held  m a y ield-restncted  investm ent
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account (due to tax im plications to be discussed in t. 
section on  bond  finance), are then transferred  to the 
loss fu n d  account at th e  tim e a payout is necessary.

"D o ck in g  the L am b" o r Entry and  Exit from  the Pr 
gram. In anim al husbandry  parlance, "docking the Iami 
refers to the practice of cutting  the lam b 's naturally  lo 
tail to the familiar sh o rt stub  for pu rposes of ovine 
hygiene. Similarly, the self-insurance program  allows fc 
docking the tail of cu rren t daim s-m ade program s wV 
the exposures are transferred  into the bond-financed 
self-insurance program . D epending upon  junsd ic tio r 
differences in  sta tu tes of lim itations and  the prem iur 
for electing to purchase insurer-offered " ta il"  cover­
age, unfavorable or "u n h y g ien ic"  " long-ta il"  exposur 
can be included  in the self-insurance program  w ith  ; 
prior-acts inclusion endorsem en t at an  appropriate  c. 
tribu tion  to the expected loss fund.

Should  a pppissljentily  w ish  to transfer ou t of the 
bond-financed  program , there is no prior-acts difficu. 
as the p rogram  is an  occurrence-tnggered  coverage t 
m at. To protect the  various fu n d s ' solvency, the jotnd 
ag reem en ts required  in all self-insurance poolings ob 
gate the  en tity  to the p o o l's  loss funds for a specifier 
penod_of years and  the  bond  issue obligates the wit! 
d raw ing  en tity  to the m aturity  or call date of the bon 
so the pool is adequately  protected financially in the 
event of a w ithdraw al.

L im its of L iab ility . In general, limits of liability can 
be w ritten  for virtually  any  am ount deem ed  p roper a r 
necessary  by the en tity  or pool of entities. Since all 
exposures are covered by several tvpes ot pre-loss fund 
ing, the pre-loss funds can be structured  in layers stackt
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high enough to satisfy the post-loss financial objectives 
of the self-insuring entity . In term s of limits, the bulk 
of the protection is provided  by the bond-generated  
catashrophe loss fund, so the  only constrain t on  limits 
is the financial s treng th  and  w illingness of the entity 
or pool of entities to take on  the  debt obligation. If 
conventional insurance is m ade part of the structure, 
the in su rer 's  ''le a s e d '' capital is added  to the  funds 
available to pay  losses, thus serving to fu rth e r increase 
the limits of liability afforded. If there is n o t any tradi­
tional insurance at the low er levels of funding , there 
are not any  insurer-im posed  limits or sublim its of lia­
bility over specific exposures.

Municipal Finance Functions
verview . T he traditional use of funds raised  by 
entities in the capital m arkets is for public w orks 

projects, such as roads, schools, hospitals, w a te r and 
sew age trea tm ent, buildings, parks, and the like. Pro­
viding a system atic m ethod of protecting these facilities 
from direct dam age as well as the en tity 's  responsibility 
for injury to em ployees and the general public, an d  thereby 
facilitating and  enhancing  the  quality and qu an tity  of 
governm ental services, is an  equally im portan t public 
use of funds.

The significant contribution m unicipal finance brings 
to the public n sk  m anagem ent table is the capability of 
adequate pre-loss funding  of losses in excess of expected 
losses, the area of traditional coverage assum ed  by um ­
brella policies, excess liability policies and reinsurance, 
w ithou t subjecting the entity  to th e  capriciousness of 
the insurance m arketplace. It is no t to say that th is layer 
of the n sk  re tention structure is w ithout cost of prem ium . 
In fact, the cost of effecting excess coverage via bonds 
can be m ore costly th an  traditional coverage as the  debt 
service on  the bond  issue will be view ed as the  cost of 
the pro tection . Such " c o s t,”  how ever, is no t sp en t in 
the sam e m anner prem ium  dollars are spent, that is, leav­
ing the entity  for an o th er perm anently , but instead  is 
an acquisition of equity  in an insurance entity . T hrough 
the repaym ent of principal from tax revenues, o r new  
m oney, the obligation is repaid w hile leaving the bond 
funds w hich p rov ide the catastrophe protection intact.
It is no different a processs from buying a rer ’ence, 
w herein  the principal am ount of the  loan is repaid  over 
time, increasing the borrow er's  equity  and decreasing 
the len d e r’s equity .

Public Finance Issues. There are several issues that must 
be add ressed  in the  structuring  of a plan of finance

in tended  to su p p o rt a self-insurance program , som e of 
which are com m on to m ost public finance deals, and som e 
of which are unusual or unique to self-insurance program s.

E nabling  L egislation. In  m ost jurisdictions, the pow ers 
and  activities of a public entity  aiejcfistdctfid by legisla­
tion. Therefore, in o id er to obtain a favorable op in io n  
by bond counsel for the official statem ent, the docum ent 
detailing that specific features of the debt offering for the 
potential lenders, there m ust be a lega|  purpose for the 
bond  issuance, w hich necessitates some type of enabling 
legislation (h a t perm its the  entity to borrow  m oney for 
public purposes, and  th a t includes the establishm ent of a 
public risk m anagem ent program  as such a public purpose.

Typically, enabling legislation takes thre* forms: federal 
legislation; state-legislated intergovernm ental cooperation 
sta tu tes; and  specific legislatively-intended statutes.

Federal legislation, such  as the Risk R etention Act, is 
p erh ap s the m ost troublesom e from the standpo in t of 
bond  counsel, as there is no  d ea r legal opinion on w hether 
o r not local an d  state governm ents are in d u d ed  in  the 
Act. Because of the broad  nature of federal legislation, 
ind iv idual s ta te  and  local legal issues m ay rem ain. In 
add ition , the  problem  of w orkers ' com peasation cover­
age rem ains, as the Risk R etention Act clearly excludes 
th is line of coverage. Lastly, the Risk Retention Act allows 
for estab lishm ent of purchasing  groups, a practice p e r­
m itted  and  u sed  th rough  existing intergovernm ental co­
operation  sta tu tes , as well as the establishm ent of in su r­
ance entities, bu t does n o t detail how public entities 
can  raise the  capital for form ing the insurance en tity , 
an d  does not add ress the  public purpose issue.

In tergovernm enta l cooperation  statut.es are relatively 
comirrtSn, bu t have not been used  extensively for ad d ress­
ing  risk m anagem en t activity. The usual cooperative 
effort deals w ith  purchase of durable goods and  co n ­
sum able supp lies, w ith econom ies of scale being the 
m otivating  factor ra th e r th an  the procurem ent of goods 
an d  services n o t otherw i •* readily available.

W hile joint p u rchasing  is m ade possible u n d er the  s ta t­
u tes, the in su rance  in d u stry  continues to individually  
u nd erw rite  m ultip le partic ipants, and current rating p ro ­
gram s offer little in the w ay of econom ies of scale except 
for the p rem ium  d iscoun t factors in w orkers ' co m p en ­
sation  plans. T he w eakness of the cooperation s ta tu tes  
is that there is no  clearly iden tified  m echanism  for creating 
insurance capacity, but only the mechanism  to collectively 
pu rch ase  goods and  services. This w eakness leaves the 
collectivized en tities subiect to insurance cycles and  the 
inheren t instabilities of the insurance m arketplace

Specific legislation re ta ins th e  collecnvization tearure
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the issue of the debt 
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in several fashions...
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of the in tergovernm ental cooperation sta tu tes w h iiasp e- 
cifically stating the  legisUtiiifi in tertt tha t en tities can. 
finance their liabilities by issuance of public debt.

T he Issu ing  Entity. In the  case of a single-entity program , 
the p roposed  self-insurer is the issuer of the bonds. 
Typically this w o u ld  be a large entity , large en o u g h  in 
term s of exposures an d  losses to justify a re ten tion  pro­
gram  w ithou t bo n d  financing. If there is a jo in t self- 
insurance plan o r pooling program  (the distinction betw een 
the tw o being a m atte r of the num ber of partic ipants, 
ranging from several to many), the issue or . . . j  deb t 
can be accom plished in several fashions:

a. A legislative au thon ty  is form ed with taxation pow ers, 
by legislative action, and all partic ipants subscribe 
to an  equitab le  portion of the debt th ro u g h  certifi­
cates of participation, com m only called C O P ’s. This

has the  advantage of allowing a vanety  of public 
entities w ith varying abilities to raise funds in the 
capital m arket to participate.

b. Each en tity  raises its ow n share of the bond  fund  
an d  is responsible only for its ow n obligations. This 
is fair w ith  respect to the differing investm ent ratings 
of ihe entities, and  their corresponding in terest 
costs, b u t is m ore costly w ith  respect to cost of 
issuance and  is m ore difficult to coordinate.

c. Entities, in the absence of legislated authorities, 
m ay create a new  entity  pursuant to pooling statutes 
o r in tergovernm ental cooperation statu tes for the 
p u rchase  of issuing bonds. The in tergovem m entai 
cooperation  sta tu tes m ust allow m em bers to de le­
gate this pow er to th e  cooperative entity.

d . Slate b o n d  bank sta tu tes, if existent, m ay perm it 
en tities to  pool their underly ing  obligations to be 
offered to the public. The typical m eth o d  used  in 
this app roach  is for the bond  bank to buy the obli­
gations, using  fu n d s raised  from the general public. 
This facilitates issues o f small or un ra ted  entities 
by p rov id ing  a ready m arket for the  obligation. A 
varia tion  of this is the u se  of a large com m ercial 
bank  w h o  will buy these pooled' obligations, g en ­
erally on  a d irect p lacem ent basis, using  the reserve 
of its custom ers as the source of funds, w ith  the  
in ten t of m aking the  pooled  obligations part of its 
in v estm en t portfolio.

e. O ne en tity  can act as the  sole issuer, o r as a local 
bond  b an k  w ith  o th er entities partic ipating by sub­
scrip tion  to the obligation via in tergovernm ental 
ag reem en ts. This has the  advantage of m inim izing 
the  cost of the debt issuance. Also the deb t service 
is low er, as the lead en tity  should  have a very favor­
able investm ent raring and  a correspondingly lower 
rate of in te rest on  the  bonds.

M aturity  a n d  R epaym ent T erm s. M aturity is not g en e t 
ally restric ted  in the enabling  legislation, bu t the term s 
of the  in tergovem m enta i agreem ents are tim e-lim ited, 
w hich su g g ests  the term s of the  bond issues shou ld  
co rresp o n d  to the initial period  of the in te rg o v ern m en ­
tal ag reem en ts, typically ten  to twelve years. This has 
the effect of sp read in g  the cost of the debt service ove: 
a long en o u g h  tim e to m ake the annual debt service 
" c o s t"  pala tab le  and  provide program  cost stability.

R epaym ent of the debt can  be accom plished in four 
w ays:

a. A serial re tirem ent of the debt, w hereby  the en tin  
deb t is repaid  over the life of the issue, generailv  
in a series of equal paym ents.
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b. A rollover of the entire debt at m aturity, w ith no 
repaym en t of principal, such as the Federal debt 
approach, w ith the entire bond fund being refinanced 
every  ten to twelve years.

c. A partial serial repaym ent w ith a balloon paym ent 
at the m aturity , w hich is rolled over and refinanced.

d. A sinking fund  in w hich repaym ents are accum u­
lated  and  the deb t is retired w ith this accum ulation 
ar m aturity .

Econom ics of R epaym ent. The economics of the repay ­
m ent s tru c tu re  are such  that the greatest investm ent 
earnings for the bo n d  fund  are earned  w hen the debt 
is system atically  retired , as the in terest paym ent to the 
lenders is based u p o n  the debt ou tstanding , an  am oun t 
that serially decreases, yet the repaym ent of principal 
from resources ou tside the bond fund  permits investm ent 
of the  full co rpus of the bond fund  to the extent no 
catastrophic losses have been paid  from  the fu n d , w ith 
the resu lt being an ever-increasing am ount of investm ent 
earn ings accruing to the fund. A t the  o ther extTeme, 
no an n u a l repaym en t of principal m aintains a m axim um  
level of in terest to be paid, w ith few er opportun ities 
for in v estm en t profits d u e  to tax im plications to be dis­
cussed  later.

The typical debt service of a bond issue is an  increas­
ing am o u n t of principal repaym ents w hich reduces the 
am oun t of o u ts tan d in g  liability and  causes a decreasing 
am oun t of in terest paym ents, as the in terest d u e  is 
based up o n  the  am o u n t of debt ou tstand ing . T he sum  
of the principal and  in terest repaym ents is relatively flat 
over the  life of the issue. This level debt service p ay ­
m ent provides that m eans of stabilizing the cost of the 
protection facility to the participants of the self-insurance 
plan, an d  in fact allow s for the generation of significant 
net investm ent incom e. Since the full bond fund is avail­
able for investm ent, it earns m ore in in terest th an  the 
ou ts tan d in g  deb t costs, even  at an in terest rate equal 
to the co u p o n  rate on  the bond issue.

This accum ulation  of w ealth  can be pu t to several uses, 
depending  upon the enabling legislation. The net invest­
m ent incom e can be accum ulated as capital to su p p o rt 
higher limits of coverage. The earnings can be transferred  
to the o p era tin g  account to lower curren t contribu tions 
to the loss fu n d  o r to enhance the size of the expected 
loss fu n d  so as to contain , in the prim ary layer, larger 
aggregates o r per occurrence losses. The profits can  be 
re tu rned  as d iv id en d s or be used to repay the principal.

C o n stitu tio n al and  S ta tu to ry  Debt L im itations. The effi­
cacy of bond-financed  self-insurance program s d ep en d s

u p o n  constitu tional and statu to ry  debt limitations; it is 
n o t the  pow er to issue debt, but the ability to secure that 
deb t w ith  revenues over the intended life of the issue. 
T he ability to en te r into long-term  contracts depends 
u p o n  constitu tional and  sta tu to ry  prohibitions against 
the  issuance of d eb t w ithout a referendum , issuance of 
d eb t w ithou t specific curren t appropriations, or a per­
centage lim itation u n d er w hich the debt m ust fall. In 
spite of this typical constitutional or statutory language, 
m ost states perm it funding of long-term  service contracts 
w ith  debt.

Therefore, in jurisdictions w ith  rigid debt restrictions, 
each contract a n d  agreem ent m ust be questioned  with 
respect to validity an d  enforceability to avoid non-appropri­
ation problem s and  direct violation of specific restrictions.

Som e jurisd ictions have recognized these difficulties 
and  have passed  specific s ta tu tes, w here perm itted  by 
state  constitu tions, that offer a nearly free h an d  for issu­
ance of debt in ten d ed  to pay for insurance or insurance- 
Ii£e~programs. For exam ple, Dlinois law allows for issu­
ance of general obligations public debt for the purpose 

t of fund ing  liabilities, both  p re sen t and  future, w ithout 
’ re ferendum  an d  w ith o u t being  charged against the stat­

u to ry  debt ceiling. T he only  lim iting force, on  Illinois 
public entities is th e  rafipg  servtegi and  cajjita ljnarkets. 
w hich m ay deem  an  issuing en tity  to be overextended .

Equitable Treatment of Participants. In any pooling 
program , th ere  is alw ays a concern  expressed by parti­
cipants for equ itab le  trea tm en t. This may arise due  to 
en tities w ith  good  experience no t w anting to subsid ize 
o th er entities to their ow n d etrim en t, large en tities not 
w an ting  to  subsid ize  small en tities or vice versa, small 
rural entities not w anting  to participate in m etropolitan 
area loss prob lem s, o r any n u m b er of similar parochial 
concerns, w hich, if no t ad d ressed , may be of sufficient 
concern to p rev en t the  estab lishm ent of the pool.

Variances in Loss Experience. P rovisions in the in tergov­
ernm en tal ag reem en ts can allow  for ad justm en t in the 
expected  loss fu n d s for ind iv idual adverse experience. 
T his serves to equalize the exposures am ong the  par­
ticipants, p u n ish in g  the ad v e rse  experience an d  pro­
tecting the fu n d s of the favorably experiencing entities 
as well as p ro tec ting  the  secu rity  of the bond fu n d  by 
generating  add itional expected loss fundr.

In keeping  w ith  the  objective of cost stability and  pre­
dictability, the  ad ju stm en ts  sh o u ld  be lim ited by either 
app ly ing  loss lim its to the actual losses, so as to avoid 
the full im pact of catastroph ic losses w hen forecasting 
expected looses from  actual losses, or to limit, on  a
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percentage basis, th e  ad ju stm en t in the contribu tion  
to the expected loss fund .

Capitulation of the Insuring Entity. Since partic ipating 
entities will differ, in varying degrees, in size of expo­
sures and  losses, as well as in financial size as m easured  
by the tax base, it is desirable to allocate th e  share of 
bonds to be issued  for the  p u rpose  of p rov id ing  catas­
trophic pro tection  for all on  an  equitable basis.

The allocation of the deb t to be issued  is based  upon 
som e com m on factor tha t all partic ipants sh are  tha t is 
not inheren tly  unfair, not subject to m an ipu la tion  by the 
entity , an d  easy to  determ ine , verify an d  u n d ers tan d . 
This factor m ay vary  by th e  type of entity , b u t m ight 
be a m easure of to tal tax base, population, school enroll­
m ent, m iles of h ig h w ay  an d  roads, or the like.

Investment Eatings and Interest Costs. The in terest rate 
public deb t c a m e s  is a function  of the fam iliar relation­
ship  of risk an d  re tu rn : the g rea ter the risk, the  greater 
the re tu rn  requ ired  by the  investor. Investors will e ither 
conduct a financial analysis of their p rospective  bor­
row ers o r will re ly  on  the judgm en t of the analysts of 
ratings services, such  as M oody 's or S tandard  an d  Poor's. 
An en tity  w ith  a h igh  investm en t rating will receive a 
rate of in terest equal to or close to the m arket rate of 
in terest as d e te rm in ed  by su p p ly  and d em an d  in the 
capital m arkets.

In the case of a single ennty  bond-financed self-insurance

program , the  in terest rate at which the bonds are offered 
is a function of the en tity 's  investm ent rating. With 
m ultiple partic ipants, how ever, there m ay be inequities 
am ong the en tities arising ou t of differentials in invest­
m ent ratings, regardless of w hether the bonds are issued 
by an au tho rity  or w hich the participants assum e lia­
bility by contract or by one or m ore entities acting as a 
" le a d "  issuer, w ith  non-issuing entities assum ing lia­
bility by in tergovem m enta i agreem ents.

As an  exam ple, an  entity  w ith an A rating m ay have 
to offer its d eb t at fifty basis points (.5 percent) over 
that of an AAA rated  entity . This prem ium  represents 
w hat the  m arket feels is necessary to offset the add i­
tional risk in troduced  by the lower rated  entity. W hile 
fam iliarity w ith  th e  rating  process is needed  to u n d e r­
s tan d  this principle, it is no t the purpose  of this paper 
to explain the ra ting  process in detail. A n excellent and  
easy-to-read book. Investing in Municipal Bonds, by Jam es 
L, Cooner. is a good resource for a basic u n d ers tan d ­
ing of investm en t ratings.

In the case of an  au thority  acting as the issuer, the 
rating services or-analysts w ould  assign either a ra ting  
that is a com posite  of the  individual subscribing en ti­
ties o r the low est rating of all participating entities, as 
in the "w e a k  lin k "  theory.

If a com posite  is used , the "av e rag e"  rating is tran s­
lated  into an  "a v e ra g e "  in terest rate at w hich the bonds 
will be sold, th u s rew ard ing  the entities with low er ra t­
ings (and  h ig h er in terest costs) and  penalize the en ti­
ties w ith  h ig h er ratings. If the lowest rating is u sed , all 
h igher ra ted  en tities suffer. Similarly, these inequities 
arise in the " le a d "  issuer approach.

This inequ ity  is m inim ized by use of in terest ra te 
penalties an d  cred its p rov ided  in the contracts of sub ­
scription to the  au thority  or the in tergovem m entai agree­
m ents, in the  case of the " le a d ”  issuer approach . In 
the typical d eb t repaym en t scenario, the low er ra ted  
entity  agrees to pay, to the bond trustee, an am o u n t of 
in terest g rea te r th an  tha t required  by the bond coupon, 
and  the h ig h er ra ted  en tity  agrees to pay less, such that 
the penalty  paid  by the  low er-rated  en tity  offsets the 
u n d erp ay m en t m ade by the h igher-rated  entity. The 
am oun t of th e  credit and  penalty  is de term ined  by sub ­
tracting the  b o n d  coupon  rate from the rate the entity  
w ould  expect to have to pay if it w ere borrow ing  on  
its o w n  m erits an d  its ow n  investm ent rating.

For exam ple, assum e there are only tw o entities p a r­
ticipating, o n e  carrying an  AA rating and  one a BAA 
rating. The investm en t banker, in taking the issue to 
the m arket, determ ines that the rate of interest the |ointlv- 
issued  b o n d s will carry is 8 percent. In his op in ion , the
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AA rated en tity  could issue and sell bonds on  its ow n 
rating  at 7.8 percent, while the BAA rated entity  w ould 
have to offer bonds with a 40 basis points prem ium , at 
8.2 percent. Each year the bond trustee will m ake an 
S80 paym en t to the  bond holders for each 51,000 bond 
ou tstand ing . The AA rated entity  will pay to the trustee 
540, the coupon rated  for his 50 percent share of th e  bond, 
less a $2 credit for the .2 percent additional cost h e  bears. 
The BAA entity  will pay his 540, the coupon rate on 
his share, plus a 52 penalty  for the .2 percent advantage 
he gains. The S38 from  the AA entity  and the 542 from 
the BAA entity  pays the com bined S80 interest.

Credit Enhancement. If, in the opin ion  of the investm ent 
banker, credit enhancem ent is desirable or advisable in 
order to effectively increase a low investm ent ra ting  so 
as to lessen the  basis po in t spread  betw een  the particu ­
lar en tity 's  ra te and  the ''a v e ra g e '' rate, the cost of the - 
credit en h an cem en t is bom e by th a t particular entity , 
as in the absence of the  enhancem ent, the entity  w ould 
be paying a g reater penalty , Any residual differentials 
betw een rates w ould  again be subject to penalty /credit 
ad justm ents.

In practice, the in te rest to be paid is no t paid directly 
by the entities, as the investm ent of the bond  fund  is 
sufficient to pay the  in terest on  behalf of the partici­
pants. The rating differentials are still effective, as th e  
penalty /cred it is co m p u ted  and applied  to the  principal 
repaym en t am oun ts in stead  of the in te rest am ounts.

Security. Closely related  to interest rates and  credit 
enhancem en t is the issue of financial security  of the in d i­
vidual en tities and  th e ir ability to repay  th e ir respec­
tive in d eb ted n ess. The in tergovem m enta i agreem ents 
or partic ipation  contracts detail the  jo in t an d  several 
responsibilities of the  partic ipan ts to each o th er and  to 
the bond issuer(s). T he financial security  issue has tw o 
elem ents.

First, rep ay m en t of principal and  in terest is g uaran ­
teed by contract or intergovernm ental agreem ent w here­
by each g u aran tees  its o w n  portion of the  debt service 
as well as the  debt service of the o thers, w ith  the b o n d  
principal held  on  its account acting as collateral to its 
repaym ent obligations. If an  entity  shou ld  default, its 
portion of the bo n d  fund  is a ttached by the  o tu ' r  entities 
who m ay have to assum e th e  debt service, in is  gives 
the nondefau lting  entities th e  option of re tiring  the cu r­
rent portion of the debt w ith  the defau lting  en tity 's  
share of the bond  fund, in effect, buying the  equity' or 
the defau lte r 's  share  of the bond fund at a d iscounted  
or lesser am oun t.

The second issue of security deals with m aintainin 
as m any funds in  the bond fu n d  as there are o u ts tan d ir 
deb t service principal obligations to the bondho lders 
Since the corpus of the bond fund  effectively co llaterals 
the  debt, any catastrophe penetrations of losses into 
th e  bond  fu n d  m ust be rep len ished . If there  is insuff 
cien t excess in terest earnings accruing to the b o n d  fun< 
the  fund  can be restored by an ad justm ent in  pnncip 
repaym ent. This spreads catastrophic losses e ith e r ov 
tim e, if the en tity  suffering the  loss is charged  w ith  t 
entire deficit, or over all participants, if the entities optec 
to sp read  the risks am ong them selves, as in  a risk  tran 
fer m echanism .

Tax S ta tus of the  Issue. Tax s ta tu s  of the issue does nc 
refer to the deductibility of in terest expense from  taxable 
incom e for the borrow er, as public entities are protecte 
from  taxation by the  C onstitu tion  of the U nited  State: 
a n d  by state constitu tions. The issue of tax s ta tu s  refers 
instead , to the inclusion of in terest earnings as taxabl 
incom e for the lenders. Therefore, determ ination  of ta 
able o r tax-exem pt s tatus affects th e  coupon ra te  the 
bonds bear, as taxpayers are w illing to take a lesser rati 
of re tu rn  if the in te rest incom e is excluded from  their 
taxable incom es. Since the im pact of the Tax R eform  Ac 
of 1986 is still no t com pletely un d ersto o d  by th e  capit 
m arkets, there is, in  1987, still m arket confusion su r­
ro u n d in g  the sp re ad  betw een taxable and  tax-exem pt 
rates of in terest, as evidenced by th e  historically n a r­
row  sp read  of rates d u rin g  1986-87. W hile tax s ta tu s  b 
only o n e  function of the com plex m eans by w h ich  the 
capital m arkets determ ines the m arket rate of in te re st, 
it has a singu lar im pact upon  bond-financed  self-insur 
ance p rogram s w ith  respect to the investm ent activitie 
of th e  pooled  or catastrophic funds.

T he A rb itrage Issue. A rbitrage is the financial concep t 
of borrow ing  at a low rate of in terest and investing  thi 
p roceeds im m ediately  at a h igher ra te  of in terest. A 
com m on type of arbitrage occurred in the early 19S0's 
w hen  life insurance policy loans w ere m ade at th e  con 
tractually  gu aran teed  rates of 4 or 5 percent, a n d  the  
loans w ere  im m ediately  invested at 9, 10, 12 or m ore 
percent. So great is the  pow er of this type of arb itrage 
that new  ;nsu rance  contract language allow ed for h ig h er 
rates or floating rates for loans, and  existing con tracts  
w ere m odified  by rider, w hereby, in exchange for a 
h igher ra te  of in terest o n  policy loans, a h igher y ield  
on  the cash  value was guaran teed .

U n d er cu rren t federal incom e tax law s, arbitrage acti­
vity is restric ted . The IRS defines arbitrage bonds as
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those obligations of state and  local entities w hich are 
invested in taxable investm ents such that the  yield on 
the investm ent exceeds the yield or coupon  rate on the 
obligation. If the obligations are deem ed to be arbitrage 
bonds, th en  the in terest is taxable to the bondholders, 
regardless of its previously determ ined tax-exem pt sta­
tus, and  the excess earnings of the arbitrage fund  m ust 
be rebated  to the bondholders to com pensate them  for 
losing the tax exem ption.

Permitted Arbitrage. Arbitrage is allowed in bond-financed 
seLf-insurance program s to a lim ited degree, currently  
10 percent of the  ou ts tan d in g  obligation, so tha t invest­
m ent costs an d  the initial expense of issuance of the 
deb t can be covered, leaving the rem ainder of the p r o - . 
ceeds to be invested  on a yield-restricted basis. This 
sm all degree of arbitrage is sufficient in nearly  all cases 
to pay the adm inistrative costs of runn ing  the  fund 
and  the initial b o n d  underw riting  fees.

C ontribu tions in to  funds in tended  to pay losses, i.e., 
the seLf-insurance portion of the  program  can be invested 
w ith o u t restric tions on yields as these fu n d s are not 
bond  proceeds, b u t new  m onies. There is no problem  
of com m ingling  fu n d s and  creating am biguity  as to the 
source and  use of th e  funds, as principal paym ents to 
retire the deb t as the  actual d ispersion of these m onies 
is accom plished  by the bond trustee, typically a com ­
m ercial bank, w hile the co n tn b u n o n s to pay losses and  
the  d ispersion  of those funds are m ade by the  insu r­
ance adm in istra to r.

"S p en t"  Proceeds. Entities m ay attem pt to conduc t arbi­
trage bond  activity w ithou t losing the tax-favored sta t­
us for their b o n d h o ld ers  in several ways. The sim plest 
approach  is to a rgue that the original p roceeds, once 
" s p e n t"  by the estab lishm ent of the catastrophe tund .

are " s p e n t”  in the sam e fashion that conventional in su r­
ance p rem ium s are spent, and are no longer proceeds 
from the borrow ing. If that view were accepted by the 
IRS, the " s p e n t” proceeds held in reserve could be in 
vested freely, w ithout yield restrictions at no adverse 
financial im pact on the bondholders.

Pension Analogy. There are existent revenue rulings 
w hich have allow ed arbitrage w hen funding  pension 
obligations, as the bond proceeds w ere transferred  to 
a third p arty  w ho assum ed contractually all liability foi 
fu tu re p en sio n  paym ents. Since there was no further 
liability of the  entity an d  no possible m eans by w hich 
the  en tity  could  airectly profit from the arbitrage, the 
IRS letter ru ling  was rendered  holding the proceeds to 
be spen t, a n d  the bonds were not considered  to be 
arbitrage bonds.

Captive Analogy. The last m ethod by w hich  entities m* 
seek to avo id  arbitrage restrictions is by  arguing that 
the p roceeds of the bond are spent in the sam e sense  
that p rem iu m  paym ents arc m ade to the  captive insa* 
ance com pany . TTte IRS applies its usual rules perta in ­
ing to sh ifting  of risk ou tside  the "econom ic fam ily” 
an d  un less the entity can survive the IRS test of cap­
tives, the proceeds are no t deem ed to have been speu  
and  the arb itrage restrictions are not avoided.

U nder cu rren t IRS rulings, neither the " s p e n t"  pro­
ceeds arg u m en t, pension  analogy or captive insurance 
analogy are  accepted as being a valid " sp e n d in g "  of 
the  bond  proceeds, an d  hence, arbitrage is restricted. 
Further, an  a ttem p t to " s p e n d "  the bond  proceeds bv 
actually p ay in g  losses from  the bond proceeds and  accu­
m ulating  a sink ing  fund  to retire the  bonds or to seri­
ally retire th e  bonds by contributions to the bond truste* 
will not p revail u n d er IRS scrutiny as the IRS has 
already m ad e  its position clear: as long as any part 
of the  ob ligation  created  by the bond issuance is o u t­
stand ing , th e  arbitrage ru le  is in effect.

Arbitrage Resolved. There is one very sim ple w av in w hich 
the en tire  issue of arbitrage bonds and  the  resu ltan t 
problem s o n  tax status can  be avoided. If the obliga­
tions are issu ed  on a taxable basis, there  are no arb i­
trage restric tions. The only  constraint to public entitv  
deb t being issued  on a taxable basis is trad ition , as no 
law or s ta tu te  requires public debt to be offered on a 
tax-exem pt basis. C urren tly  less than  I percent of all 
public d eb t is taxable, bu t if the historically narrow  
sp read  b e tw een  taxable yields and tax-exem pt yieids 
con tinues, th is  volum e m ay well rise.
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■ Bond-Financed Self-Insurance for Public Entities

R egulation of the Pool a9 an Insurer. Legislation that 
enables entities to form  pools typically does not add ress 
the issue of w he ther o r not the insuring entity created  
is regulated by a departm en t of insurance, unlike the 
Risk R etention Act, w hich clearly states such groups or 
pools are outside the purv iew  of the  state regulators. 
Instead, the insurance statu tes will determ ine w hether 
such entities are regulated , m onitored, or ignored. 
Some jurisdictions allow the regulator to d ed d e  w hether 
or no t the entities are w ith in  the scope of its authority .

Regardless of the actual issue of regulation, bond- 
financed self-insurance entities are no t formally consti­
tu ted  insurers, and , w ithou t specific insurance legisla­
tion, do no t pay  p rem ium  taxes, participate in residual 
m arket m echanism s, o r contribute to insolvency funds.

Achieving Stability
B y itself, self-insurance does not achieve cost stabil­

ity; it sim ply  is a m ethod  of loss financing. U nless 
contributions into the loss fund are set at w orshcase 
plus scenario levels, an  increase in losses over the p re­
funded  levels will require an increase in contributions. 
To paraphrase a current autom otive repair advertisem ent, 
"Y ou can fund  m e now  o r you can fund  m e la te r."

Excess insurance over self-insurance program s, in the 
long run , cannot achieve cost stability. As the insur­
ance m arketplace goes th ro u g h  the prem ium /loss cycle, 
the excess costs m ove u p  and  dow n.

Similarly, loss control activities, an essential part of 
self-insurance program s, will not achieve stability of 
costs, as that can lessen th e  likelihood of som e losses, 
but not p rev en t all losses.

By itself, a bond  fund  cannot achieve stability of 
costs. W hile the principal and  interest are com pletely 
predictable, and  relatively level over the life of the issue, 
if losses are paid from the  bond funds, there is no 
assurance th a t the  bond fu n d s will be liquidated " o n  
tim e.”  Lf losses are greater than  predicted and  funded, 
the proceeds of the bonds are depleted  bu t the obliga­
tions are not repaid . If losses are less than  predicted, 
there are excess bond funds, a tolerable error, but one 
which suggests  the level of costs as represen ted  by 
debt service w as too high.

By establishing a nsk  m anagem ent structure consisting 
ot an acruanally sound self-insurance plan supported by an 
aggTessive loss control program  and a bond-financed 
catastrophe fund , stability can be achieved for a long 
tune p enod . Losses are forecast over an extended time 
period, such as ten years, and  d iscounted to present

tilt!

. . . t h e  b o n d - f i n a n c e d  

s e l f - i n s u r e d  p u b l i c  e n t i t i e s  

h a v e  c o n t r o l  o v e r  a v a i l a b i l i t y ,  

c a p a c i t y ,  d e f i n i t i o n ,  

p o l i c y  l a n g u a g e  a n d  

t h e  s o l v e n c y  i s s u e . . .
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values at an  app ropria te  d iscount rate . The fu n d s for 
losses are contributed  into the expected loss fund (ELF).
A super-re ten tio n  p lan  or super-expected loss fu n d  
(SELF) is fu n d ed  w ith  contributions based on a p ercen ­
tage of the  ELF. This fu n d  is u sed  to pay the variances 
of ind iv idual annual aggregate losses or individual 
losses o v er the prim ary ELF limit, as well as cover the 
variance created by differences in the 'app ropria teness"  
of the selected d iscount rate. A n adm inistrative fee is 
ad d ed  to these contribu tions. At this point, the p rogram  
cost is predictable an d  stable, b u t only w ithin the ac tu ­
ary 's  assu m ed  degTee of confidence, e.g., "su ffic ien t 
w ith in  the 90th p ercen tile ."

T his rem aining degree of instability is rem oved no t 
by excess insurance, w hich, by v irtue (or lack thereof) 
of being  insurance, in troduces cyclical cost variance, 
but by the  bond fund , w hich  has a predictable an d  
nearly level deb t repaym en t structu re determ ined  as of 
the initial issue date. S hou ld  any losses exceed the  ELi 
or SELF as well as any accum ulated  in terest and  past- 
period ELF/SELF su rp lu ses , the deficiencies can be 
paid w ith  bond  funds. Since the earn ings on the bond  
fund are sufficient to pay  the in terest portion of the 
debt service as v/ell as p art of the principal, these defi­
ciencies are first paid w ith  in terest earnings, and then , 
if necessarv, w ith bond  proceeds. Any fu ture su rp lu s 
in the ELF and  SELF go to replenish  the bond lu n d  io 
its full am oun t.
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Should a ca tastrophe loss occur, even on the first 
day of the existence of the program , the accum ulation 
of in terest on  the reserves will serve to offset a part of 
the u ltim ate net loss w hen the case is finally closed sev­
eral years into the fu ture. If at any rime the bond  fund 
is severely dep le ted , there will be a one-tim e instability, 
or ad justm ent, as the pool issues post-loss judgm ent 
bonds. The cost of those bonds is then added  to the previ­
ously de term ined  costs, and  stability is again restored .

There is, of course, the possibility of m ultiple catas­
trophe losses occurring w ithin a sho rt time period. 
While this is a possibility, the relative frequency of 
casualty losses in excess of 51,000,000, e.g., exceeding 
the ELF, and  assum ing  there are no funds available in 
the SELF, is, in reality, very low. If one assum es the 
likelihood of a loss in excess of S I,000,000 is as great 
as .01 per year, the likelihood of tw o such losses w ith ­
in one year is .0001, as the probability of the second 
loss is p red icated  on  the  occurrence of the first loss. 
Expressed as P(B| A), the conditional probability is 
com puted  as P(A) x  P(B), or .01 x .01 =* .0001. If 
three such events are feared, the likelihood drops to 
.000001. expressed  as P(C |B|A ).

If one assum es the probability of a loss exceeding
51.000.000 and  p en e tra tin g  th e  ca tastrophe fund  is .05 
during  th e  ten years, the probability of the second loss 
in the ten  year period  is .0025. G iven the likelihood of 
such events, the expected  value of even a 55,000,000 
penetration (56,000,000 ultim ate net loss), is only 5262,500, 
the expected value of the first loss (5250,000, or $5,000,000 
x .05) p lus the expected  value of the second loss 
(512.500, o r  55,000.000 x .0025).

If one assum es both  such  losses occur in the sam e 
year, the ELF an d  SELF will probably n o t contain both  
losses, so the  expected  value of the second  loss w ould  
be slightlv h igher, as it is the expected value of
56.000.000, or 515.000.

A lthough a probability  analysis m ay be a conven ien t 
attem pt to assuage concerns w ith  a pseudo-scientific 
approach, it does not guaran tee  the hypothesized  events 
will not occur sim ply because the even ts are unlikely.
In reality, how ever, public entities insuring  exposures 
conventionally  still face sim ilar dilem m as, such as the  
determ ination  of how  high  a limit of liability is suffi­
cient. the d an g er of exceeding aggregate limit* on one 
or m ore lines of coverage, the  problem  of facing c* Ju d e d  
exposures, and  the exposu re  created by insolvency of 
the cam er(s) an d  re insurer(s).
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W hile there m ay be no perfect solution, the bond- 
financed self-insured public ennties. by creating their 
ow n insuring en tity , have control over availability, caoa- 
city, definition, an d  construction of policv language, 
both pre-loss an d  post-loss, and  the solvency issue. 
W hile they canno t com pletely avoid the uncertainty 
arising out of the possibility of m ultiple losses in rapid 
succession, they do not face the o ther probabilities of 
exposures to loss that conventionally insured entities 
face. Further, if all else fails, they issue post-loss judg­
m ent bonds and  face the one-tim e cost adjustm ent.

Summary
What onginally appeared as a crisis turned out to 
be an opportunity to avoid astronomical cost in­
creases for insurance and begin reducing losses, t

A s stated , the p u rpose  of this paper is to explain a 
m eans by w hich  the public sector can address its 

exposu res to loss in spite of difficulties in obtain ing 
n eeded  coverage of sufficient limits. Further, it is the 
p u rp o se  of this p ap e r to develop a cost stabilization 
s tru c tu re  that facilitates the budgeting  process of pub lir 
en tities an d  the correct pricing (i.e., tax levy) of gov­
e rn m en t services.

The structure of a bond-financed self-insurance program , 
w h e th e r for a g ro u p  of entities or a single entity, accom ­
plishes both goals. The " in su ra n c e "  capacity or capital 
raised by the issuance of deb t in strum ents allow s p u b ­
lic en tities to create and  control their ow n insurance 
p rogram s, thus elim inating the coverage and capacity  
instabilities in h eren t in the insurance m arketplace.

The use  of actuarially so und  contributions for expected 
losses, w h en  coup led  w ith the ability to cover tem p o ­
rary deficits in the  loss fund  w ith bond  fund proceeds 
w hich have a stable " c o s t ,"  provides a stable, easily 
budgetab le  cost factor that can be used  in d eterm in ing  
ap p ro p ria te  tax levies.

T he com plicated  com bination  of tw o traditional disci­
plines in an  innovative m anner is not w ithout d isad v an ­
tages, prim arily  in th e  form of long-term  com m itm ents 
of a rinancial n a tu re . The benefits accruing to a n sk  
m anagem en t p rog ram  w ith stable costs and p ro p e r 
coverage will far ou tw eigh  any disadvantages. ■
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POSITION P APER

RE: Senate Bill 268

SPONSOR: Senator Frank

Pr o g r a m  Effects

This bill would a u t h orize m u n i c i p a l i t i e s  and m u n i c i p a l  joint 
i n s u rance arrange ments to use debt fina ncing to e s t a b l i s h  
reserves for self insurance. It w ould also a u t h o r i z e  the 
Munic i p a l  Bond Bank to underwrite this debt through the sale of 
b o n d s .

C o m m e n t s

The A l a s k a  Municipal League Joint I n s u rance A s s o c i a t i o n  (JIA) 
is a joint insurance arrangement of m u n i c i p a l i t i e s  c r eated  to 
respond to the problems e x p e r i e n c e d  by m u n i c i p a l i t i e s  in 
securing reasonably affordable in surance c o v e r a g e  in the past. 
W h i l e  the cost of insurance has f a l l e n  some from its p e a k  a few 
years ago, in light of the cyclical nature of the insurance 
market, the JIA is a needed i n s t i t u t i o n  to p r ovide  a stable 
source of insurance for the members.

By a l l o w i n g  the JIA and m u n i c i p a l i t i e s  to u t il ize debt 
f i n a ncing for excess insurance and reinsurance, this 
l e g i s l a t i o n  p r o t e c t s  the J I A  and m e m b e r  m u n i c i p a l i t i e s  from 
future market con ditions which could lead to the u n a v a i l a b i l t y  
of such insurance at a reasonable cost. W h i l e  such financing 
is not critical at this time, it p r o v i d e s  a response to such an 
event in the future.

B e c a u s e  this legislatio n addresses a sorely felt need for these 
affec t e d  m u n i c i p a l i t i e s  and p o t e n t i a l l y  other m u n i c i p a l i t i e s  
which m a y  join in the future, the / d e p a r t m e n t  s u p p p r t s  the 
concept of this legislation. / /  /  ^  / J /
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