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LEGISLATIVE AFFAIRS AGENCY

MEMORANTDUWM April 13, 1989
SUBJECT: Municipal debt financing - SB 268
TO: Senator Steve Frank

FROM: Michael F. Ford

Legislative Counsel

The following is a sectional analysis of SB 268:

Section 1 - Finding and purpose.

Section 2 - Allows certain evidence of assets to be used 1in
place o7~or to supplement required insurance certificates,
if a municipal joint insurance arrangement uses member con—
tributions or debt financing to establish reserves or to
self-insure against liability.

Section 3 - Excludes a cooperative agreement between members
of a municipal joint insurance arrangement that pledges mon—
ey to pay bonds, from regulation by the director of the «
division of insurance, and provides that the agreement may
contain other or different provisions than specified in AS
21.76.030(a) .

Section 4 - Allows expenditures from a joint insurance fund
to pay contractual obligations to certain lenders, and for
the purchase of insurance.

Section 5 - Allows a municipality or a municipal joir. * in—
surance arrangement to contract debt for the purpose of
self-insuring against liability. Provides that the munic—
ipality or joint insurance arrangement may enter into con—
tracts concerning the debt, and may sell notes or
certificates of participation at public or private sale as
provided by the participants.

Section 6 - Excludes debt issued by e municipality or a mu-
nicipal joint insurance arrangement from the provisions of
AS 37.10.085, concerning prohibited debt issued to a corpo—
ration.
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Section 7 - Adds a provision that assisting municipalities
to provide insurance coverage through bonds or other debt
issued by the Alaska Municipal Bond Bank Authority, is in-—
cluded as the policy of the state.

Section 8 - Authorizes the Alaska Municipal Bond Bank Au-—
thority to create a new entity for the purpose of financing
a self-insurance progi“am for municipalities or municipal
joint 1insurance arrangements.

Section 9 - Authorizes the Alaska Municipal Bond Bank Au—
thority to lend money to municipalities, or municipal joint
insurance arrangements for the purpose of financing a self-
insurance program.

Section 10 - Authorizes the Alaska Municipal Bond Bank Au—
thority to make loans by purchasing notes or certificates of
participation from a municipality or a municipal joint in—
surance arrangement.

Section 11 - Effective date.
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Program Effects

This bill would authorize municipalities and municipal joint
insurance arrangements to use debt financing to establish

reserves Tfor self insurance. It would also authorize the
Municipal Bond Bank to underwrite this debt through the sale of
bonds.

Comments

The Alaska Municipal League Joint Insurance Association (JIA)
is a jJoint 1insurance arrangement of municipalities created to
respond to the problems experienced by municipalities in
securing reasonably affordable insurance coverage 1in the past.
While the cost of insurance~Tias" fallen someP"from its peak a few
years ago, in Jlight of the cyclical nature of the 1insurance
market, the JIA 1is a needed 1institution to provide a stable
source of insurance for the members. - "=

By allowing the JIA and municipalities to utilize debt
financing for excess insurance and reinsurance, this
legislation protects the JIA and member municipalities fronm
future market conditions which could lead to the unavailabilty
of such 1insurance at a reasonable cost. While such financing
is not critical at this time, it provides a response to such an

event in the future.

Because this legislation addresses a sorely felt need for these

affected municipalities and potentialKy other municipalities
which may join in the future, the /department supports the

concept of this legislation.

.d""G. Horfma
Commissioner

21-PILH
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§21.76.010 Insurance §21_76.020

Chapter 76. Joint Insurance Arrangements.

Section Section
10. Authority to establish joint insur-  60. Delegation of power to settle claims
ance arrangements 70. Excess insurance

20. Regulation by division of insurance 80. Joint insurance fund
30. General provisions of cooperative 90. Filing of agreement
agreements 100. Regulations
40. Financial provisions of agreements 110 Subrrgation
50. Contracting with private adminis- 90'J. Def.nitions
tratori

Sec. 21.76.010. Authority to establish jointinsurance arrange-
ments. (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 injoint 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) Ajoint insurance arrangement may be for any kind of insurance
defined by this title except for disability insurance, health insurance,
life insurance, and title insurance.

() Ajoint insurance arrangement 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 joint insurance arrangement is
considered to be an association duly authorized to transact workers’
compensation insurance in the state. (8§ 1 ch 136 SLA 1986)

Sec. 21.76.020. Regulation by division of insurance, (@) Ajoint
insurance arrangement 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) Ajoint insurance arrangement is subject to deamination fyy the
division under AS 21.06.140 — 21.06.230.

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

(I 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 limit provided by
the arrangement;

(C) for workers’ compensation, to the extent of all benefits allowed
by law above retention;
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(2) a certificate of insurance limiting the arrangement’ total expo-
sure for liability and workers’ compensation to the arrangement’s ag-
gregate retention;

(3) assets allowable under AS 21.21.020 — 21.21.140, 21.21.225, or
21.21.230 in an amount no less than the arrangement's aggregate
retention plus an amount considered adequate by the director to cover
administrative and adjustment expenses.

Cd) The value of assets and liabilities under (c) of this section shall
be determined in accordance with AS 21.18. (8 1 ch 136 SLA 1986)

Sec. 21.76.030. General provisions of cooperative agreements.
A cooperative agreement shall provide for the proper operation of the
joint insurance arrangement, and include provisions for

(1) administration ofthe arrangement by a board of directors, speci-
fying the number of members of the board and other requirements
necessary for the proper functioning of the board;

(2) appointment ofan administrator and other persons as necessary
for the proper functioning of the arrangement;

(3) organization of the arrangement, including a roster of partici-
pating members and the names ofthe members of the board ofdirec-
tors;

(4) procedures to establish and promote an aggressive risk manage-
ment and program among the members ofthe arrangement, including
procedures for identifying and reducing the risks that can be reduced
through implementing better safety technologies and improved work
techniques and procedures;

(5) enforcing the collection of contributions or payments in default
from members of the arrangement;

(6) the addition of new members to the arrangement or the with-
drawal of members from the arrangement;

(7) the method of apportioning costs and disposition of excess con-
tributions;

(8) transmission of financial statements and audit reports of the
arrangement to participating members;

(9) terminating the arrangement and disposing of its assets: and

(10) establishing and administering a joint insurance fund. (8 1 ch
136 SLA 1986)

Sec. 21.76.040. Financial provisions ofagreements, (a) A coop-
erative agreement must include a provision requiring an annual de-
termination by a casualty actuary who is a member of the American
Academy of Actuaries that procedures for establishing reserves for
losses of the joint insurance arrangement are actuarially sound.

(b) A joint insurance arrangement shall be subject to an annual
independent audit. The audit shall be conducted in accordance with
generally accepted auditing standards and must include a review of
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§21.76.050 Insuiiance §21.76.080

the actuarial assumptions used for establishing the reserves under (a)
of this section. The audit report must include certification from a
casualty actuary who is a member of the American Academy of Actu-
aries that the actuarial assumptions continue to be sound and the
level of the reserves are adequate. (8§ 1 ch 136 SLA 1986)

Sec. 21,76.050. Contracting with private administrators. A co-
operative agreement may authorize board ofdirectors to enter into
contracts for services necessary to perform the functions of a joint
insurance arrangement. The person contracting to perform the func-
tions must be appropriately licensed under this title if this title so
requires. (8§ 1 ch 136 SLA 1986)

Sec. 21.76.060. Delegation of power to settle claims. A coopera-
tive agreement may delegate to the board of directors, or authorize
delegation by the board to another person or group, the power to
compromise, arbitrate, or otherwise settle claims on behalf of the ar-
rangement. (8 1 ch 136 SLA 1986)

Sec. 21.76.070. Excess insurance. A cooperative agreement may
authorize the board of directors to purchase excess or catastrophic
insurance on behalf of the joint insurance arrangement. The cost of
the insurance shall be apportic -edin the manner specified in the joint
insurance agreement, ihe board may purchase insurance under this
section only from an insurer authorized to do business in the state,
except that an arrangement formed by municipalities or school dis-
tricts may purchase insurance under this section from a risk-sharing
pool established by a national association of similar entities if the
risk-sharing pool meets the qualifications for an unauthorized insurer
under AS 21.34.040(b) and (d) and 21.34.220 and has capital and poli-
cyholders surplus in an amount at least as great as would be required
if the association were a domestic multiple line insurer. An arrange-
ment may purchase insurance under this section for property and
liability risks from unauthorized insurers allowed for use by licensed
Alaska surplus lines brokers. (8 1 ch 136 SLA 1986)

Sec. 21.76.080. Joint insurance fund, (a) A joint insurance ar-
rangement shall establish ajoint insurance fund. The fund consists of
money

(1) contributed by members of the joint insurance arrangement
through budgetary appropriations or transfers from a self-insurance
reserve;

(2) contributed by officers and employees of members of the joint
insurance arrangement under an employee benefit plan; and

(3) collected by the joint insurance arrangement through subroga-
tion of a claim paid from the fund to a member of the arrangement.
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(b) Anexpenditure may be made from ajoint insurance fund only to
pay claims, losses, Ol benefits, including interest on them, and the
administrative and adjustment expenses incurred in connection with
them, involving the types of protection for which the fund provides
coverage as specified in the joint insurance agreement.

(c) The administrator shall keep the fund separate from other funds
of a member of a joint, insurance arrangement.

(d) For each type of protection offered by the joint insurance ar-
rangement, the method of accounting must show the order, source,
date, and amount of each payment from the fund.

(e) Within 60 days of the end of the fiscal year, the administrator
shall furnish a detailed report of the operation and condition of the
fund to the board .fdirectors and the director ofinsurance. The report
furnished to the director of insurance shall be

(1) filed in the general form and context acceptable to the director;

(2' in accordance with accounting principles established under this
title; and

(3) available for public inspection.

"fi Money held by a fund as reserves and rv ay not needed for daily
operations may be invested by the board . irectors.

(g) A fund may not be terminated unless the administrator certifies
chat an amount of money sufficient to pay accrued and contingent
expenditures has been placed in a fully collateralized escrow account.
(8 I ch 136 SLA 1986)

Sec. 21.76.090. Filing of agreement. The board of directors shall
file a copy of the cooperative agreement with the director of insurance
at least 60 days before the effective date ofthe agreement. The agree-
ment shall be available for public inspection. (§ 1ch 136 SLA 1986)

Sec. 21.76.100. Regulations. A cooperative agreement may au-
thorize the board of directors to adopt rules not inconsistent with law
for the fair and equitable administration of the joint insurance ar-
rangement and the joint insurance fund. (8 1 ch 136 SLA 1986)

Sec. 21.76.110. Subrogation. Ajoint insurance arrangement has
a right of subrogation with respect to its participants to the same
extent that an insurer has a right ofsubrogation with respect to one of
its insureds. (8 1 ch 136 SLA 1986)

Sec. 21.76.900. Definitions. In this chapter

(1) "adjustment expenses” means expenses for investigative, pro-
cessing, legal, actuarial, arbitration, and settlement services incurred
in the adjustment of losses, claims, 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.
ONTELECONFERENCE:  -—--
ANCHORAGE:*RIC WOLFORTH MID JOE EVANS
FAIRBANKS: PffIL/YONKEITAND BRIAN PHILLIPS /
u/'NENANA: STEVE BAMBRIDGE
PERRY DAVIS
PALMER: DAVE SOULAK
SOLDOTNA: RICHARD UNDERCOFFER
LINDA WILDE/PAUL ROLLER



STEVE FRANK Glasha (State "~Ecgislature MEMBER

DISTRICT K Finance Committee
SEAT A Resources Committee
19\ Cush — Legislative Council
Fairbanll(jss Elggka gmg701 Special Committee on Banking &
VVhWe:nJ e Economic Development
ile in Juneau
P.0. Box V
Juneau, Alaska 99X11 VICE-CHAIR
(907) <165-3709 Community & Regional
Capitol Rm. 514 jfenatc Aliairs Committee
MEMORANDUM
DATE: April 12, 1989

Senator Al Adams, Chairman
Community and Regional Affairs Committee

Senator Steve Frank

SUBJECT: SB 268, An Act relating to municipal financing and
municipal jJoint insurance arrangements; the Alaska

Municipal Bond Bank Authority; and providing for an
effective date.

SB 268, legislation developed and endorsed by the Alaska
Municipal League will allow municipalities and municipal joint
insurance associations to utilize debt financing to establish
reserves to self-insure against liability when the cost of
reinsurance 1is too high.

Recognizing that insurance costs were reaching levels beyond
the reach of many individual municipalities, the Fourteenth
Legislature passed legislation establishing joint insurance
pools. The proposed bill will provide a back-up tool that
municipalities and municipal joint insurance associations can
use in instances where excessively high premiums predominate
in the reinsurance market.

Drafts of the bill were reviewed by Eric Wohlforth, bond
counsel for the Alaska Municipal League Joint Insurance
Association, and John Havelock. Both attorneys have endorsed
the proposed bill and are of the opinion that the proposed
legislation, as phrased, 1is constitutional.

The Alaska Municipal League Joint Insurance Association has
offered to have staff available to answer any questions the
committee might have regarding provisions of the legislation.
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Alaska Municipal League Joint Insurance Association, Inc.
217 Second Street, Suite 200

Juneau, Alaska 99801

(907) 586-3222

FAX: (907) 463-5480

April 12, 1989

The Honorable Steve Frank
Alaska State Senate

State of Alaska

P. 0. Box V

Juneau, Alaska 99811-3100

Re: AN ACT RELATING TO MUNICIPAL FINANCING
AND MUNICIPAL JOINT INSURANCE ARRANGEMENTS,
THE ALASKA MUNICIPAL BANK

Dear Senator Frank:

In 1986 the Alaska Legislature, wunder AS 21.76, gave Alaskan
municipalities, city and school borough school districts authority
to form jJoint insurance arrangements as an alternative to
commercial property, liability and workers compensation insurances.
This legislation was enacted to enable municipalities to "cope with
the adverse effects of constantly fluctuating insurance markets.
Availability and cost of needed insurance coverages has been
subject to wild swings which place a strain on the municipal

budgeting process. These wild swings are best illustrated by the
enclosed study published recently by the Insurance Services
offices. These severe swings in profitability have caused large

rate increases and restrictions of coverage for municipalities
countrywide.

In recent years, many states including, California, New York,
Texas, Louisiana, Arkansas, Michigan, Washington, Maryland, South
Dakota, Montana, Kentucky and 1llinois have passed enabling
legislation allowing their public entities, municipalities, school
districts, special districts, etc, to use alternative methods of
financing the costs of their insurance risks. Such capital market
financing methods as Bonds, Certificates of Participation and
Letters of Credit, are now being used to augment, supplement, or
replace commercial insurance. These alternative financing methods
are also being used 1in private industry. Self insurance, risk
retention groups and risk purchase groups are 1indications of the
continuing trend towards alternative approaches to insurance in the
financing of risk (costs of loss). It is estimated that by 1990,
35 to 40 per cent of commercial organiz?tions, both public and
private, will be using such alternative risk finance techniques.
In the public sector there are currently over 200 public pools such
as ours. In addition, most major cities, counties and states are
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self insured to some extent.

The purpose of this Act, then, is to allow municipalities and
municipal joint insurance arrangements organized under AS 21.76 to
utilize such alternative methods to finance the —costs of
establishing self funded reserves to cover their liabilities. Such
funds would be used:

* to create capital surplus on a pre-loss basis to fund to
aggregate retention levels for multiple losses requiring
payments in excess of retention level.

* to fund large losses in excess of aggregate retentions
on a post loss basis in lieu of assessments.

* to augment, supplement or replace reinsurance or excess
insurance.

The amount of funds needed to accomplish these goals would be
determined by actuaries certified by the American Academy of
Actuaries. The Alaska Bond Bank or ether lender would have right
of approval. They could either accept or reject our proposal based
on their underwriting criteria.

Currently, the AML Joint Insurance Association self funds the first
$250,000 of its Property and Liability losses. The first $350,000
of Workers Compensation 1loss 1is also self funded. This self
funding is accomplished on a pooled basis using a portion of the
member®s premium contributions. This pooled loss fund is
actuarially determined by certified actuaries, and along with
reinsurance and administrative costs 1is reflected 1in the rates
charged our members. Our reinsurance includes both an occurrence
limit and aggregate retention limits as required by AS 21.76.

The requested legislation would provide us with a "tool"™ to use in
better managing the financing of our risks. It could be used to
reduce or replace reinsurance when its cost 1is expensive ana to
supplement our program with coverages not offered by commercial
insurers. The fund could also be used to provide coverages for our
members at more favorable costs than is now provided by insurers.
Municipalities in other states have used this approach to provide
necessary funds at substantially less cost than those of insurers
v/hen the market is "hard." The cost of insurance premiums can be
likened to the cost of debt service on a capital instrument. If
the cost of debt service is less than the cost of conventional
insurance then certainly debt financing serves a legitimate public
purpose. Financing of its costs of risk also gives municipalities
greater control of their own destinies. These alternative
financing arrangements would give us flexibility and clout when
dealing with 1insurers. Flexibility in that we would purchase
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reinsurance 1in greater amounts when prices and coverage are The
inexpensive, and lesser amounts when prices increase and coverage
decreases. The clout comes from reinsurers knowing that we have
an alternative to purchasing our coverage from them.

In summary, the requested legislation would give Alaskan
municipalities and the AML Joint Insurance Association greater
protection against the cyclical swings of the 1insurance industry.
It would enable us to 1increase our financial strength while
broadening our coverages and would give us a strong* bargaining
position with reinsurers.

Your support is earnestly requested and will be deeply appreciated.

Sincerely,

PCU, ARM, ALCM
Administrator

Enclosure

Copies to: Phil Younker, Chairman, Board of Trustees, AML/JIA
Members, Board of Trustees, AML/JIA



CURRENT PARTICIPATING MEMBERS OF THE AML/JIA

PARTICIPANTS
Akulan
Angoon
Barrow
Chuathbaluk
Cordova
Craig
Dillingham
Eagle

Elim
Emmonak
Golovin
Hooper Bay
Huslia

King Cove
Kotlik
Kotzebue
Mountain Village
Nenana
Nikolai

Nome
Nunapitchuk
Ouzinkie
Palmer
Petershurg
Port Lions
Quinhagak
St. Mary's
Sand Point
Seward
Shishmaref
Skagway
Soldotna
Tenakee Springs
Thorne Bay
Unalakleet
Wainwright

Whittier

AUTHORIZED
REPRESENTATIVES

Jacob Stephin, Mayor

Cynthia Paul. City Clerk

Eben Hopson, Jr.. Mayor

Terry Hoefferle, City Manager
Jack Ferrence, Finance Director
Dave Palmer, Administrator

Lyle Larson, City Manager

Jean Boone, City Clerk/Treasurer
Luther Nagaruk, City Clerk

John Alder, City Manager
Thomas Punguk, Mayor

Susie DeGrace, Administrative Assistant
Elsie Vent, Administrator

Wayne Marshall, City Manager
Peter F. Elachik, Sr.

Allen Jessup, Finance Director
Joyce A. Brown, City Clerk
Steve Bainbridge, City Manager
Roger Jenkins, City Manager
Polly Prchal, City Manager

Eli J. Wassillie, Administrator
Debra Garner, City Clerk

David L. Soulak, City Manager
Patricia Curtiss, Acting City Manager
David Wakefield, City Clerk

Larry Strunk, Administrator
Francis Thompson, Administrator
Bob Juettner, Administrator

Max Royle, City Manager

Morris Klyutelluk, Administrator
Tom Healy, City Manager

Richard Underkofler, City Manager
Janice Eagle, City Clerk

Ruth Anne Taylor

Steve Kniseley, Administrator
Frances Hopson, Mayor

Cecil DePedro, Finance Director

RISK MANAGERS

Erika Tritremmel, Administrator
Cynthia Paul. City Clerk

Eben Hopson, Jr., Mayor

Terry Hoefferle, City Manager
Jack Ferrence, Finance Director
Dave Palmer, Administrator
Lyle Larson, City Manager
Oscar Ingold

Luther Nagaruk, City Clerk
John Alder, City Manager
Thomas Punguk, Mayor

Susie DeGrace

Elsie Vent, Administrator
Wayne Marshall, City Manager
Peter F. Elachik. Sr.

Allen Jessup, Finance Director
Robert H. Hall, VPSO

Steve Bainbridge, City Manager
Roger Jenkins, City Manager
Polly Prchal, City Manager
Eli J. Wassillie, Administrator
Debra Garner, City Clerk

David L. Soulak, City Manager
Patricia Curtiss, City Clerk
David Wakefield, City Clerk
Larry Strunk, Administrator
Francis Thompson, Administrator
Bob Juottnor, Administrator
Max Royle, City Manager
Morris Klyutelluk, Administrator
Tom Healy, City Manager
Richard Underkofler, City Manager
Janice Eagle, City Clerk
Ruth Anno Taylor
Steve Kniseley. Administrator
Frances Hopson, Mayor

Cecil DePedro, Finance Director

November 7,1988
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AML/IIA ACTIVE PROSPECTS

Aleutians East Borough
Atka

Atguasuk

Brevig Mission

Haines

Houston

Homer

Koyukuk

Hughes

Kake

Ketchikan Gateway Borough
Kenai

Kenai Peninsula Borough
Mat-Su Borough

Napakiak

New Halen

Northwest Arctic Borough
Nightmute

Nondalton

0ld Harbor

Pelican

Pilot station

Point Hope

St. Michaels

Shaktoolik

Sitka

Unalaska

Upper Kalskag

Wasilla

217 Second Street, Suite 200
Juneau, Alaska 99801

(907) 586-3222

FAX: (907) 463-5480
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Summary OFf Coverages And Limits Of Liability
(AML-J1A)

FY 1989 Structure

A - PUBLIC OFFICIALS and GKMERAL L AUTOMOBILE LIABILITY YORKERS"®" COMPENSATION &
d - POLICE PBOFESSIOVAL and PROPERTY EMPLOYER = LIABILITY
LIABILITY
1m
Workers*®
- -4- Relnaured
Si Mil./ Excess Compensation
Aggregeto layer to
per / $30 Mil. Statutory
Participant Limits
(Property)
Aggregata Loss
-1 Fund Protection
($) Deductible Amount Unlimited for -3-
Varies by Participant Reinsured Auto Liability 6
Exceaa Property
layer to
$4 Mil.
. 1 Aggragate
B 51 mi./ General Loss F*md
Aggregate Reinaured Reinsured Liability: Employer® a Protection
ggreg Excess layer Exceea layer Liability $ 3 Mil
par to $1 till to $1 Mil 56 Mil $i Mi Limit
. i Mil
Participant”® -
(Pr?%irty) (GF2§ AL) Aggregate Limit 3 Tear
$20,000 Stop-loss
per Stop-Loaa $260,000 / OcFurrence JIA Lose Fund B$2 7 Mil
Occurrence— on SIS Pooled Retention (SIR) .2 33,126,2?%
JIA Pooled -4- at $200,000 ggregate ¢
Detention GI/Al 6 Property 1 Tear
(SIR) Individually $360,000 JIA _g_ Stop-loss
$6,000 Participant Retention * 8 $1,126,000
o Property Deductible per
$6,000 Participant Occurrence

a (Per Occurrence)
Deductible per Occurrence

1-.-2-.-3-.-4- References Specific To Carolers
(Refer To Section On “Belneurance 6 Excess

Insurance Coverages* For Detail)
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STEVE FRANK Alaska J$>tate legislature MI Mill R

DISITRICT K Tivaucv CoiMilittee
si Al A Resources Committee
Legislative Council
11') N' Cushman. Rm. 2D , . .
| auhanks. Alaska 907(11 Special Commntee on Banking H
. Tconomic Development
Wlulc hi Juneau
TO. Ho*. V
Juneau. Alaska 9981l VICE-CHAIR
1407) 41.5-3700 Community & Regional
Capitol Rm 514 Senate

April 12, 1989

RE: Joint Insurance Association
Debt Financing

attached letters:

March 24, 1989 John Havelock
March 24, 1989 Eric Wohlforth
February 15, 1989 Mike Ford
January 31, 1989 Jim Baldwin
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wq! oA%KsAFRZEFEQI‘OI
(807) BA{ JunE ol (889) $50-0050

The Honorable Steve Frank
Member, House of Representatives
State of Alaska Legislature

P.0. Box

Juneau, Alaska 99811

Dear Representative Frank:

| have been asked by the Alaska Municipal League to
gw you my opmlon kb to the constitutionality of the proposed
raft leg sIa ive bill relatmq to munmPaI Insurance
arran gem This letter will refer to the work draft of that
bill dated 02/20/89 with amendments suggested by my letter of
February 28, 1989 to Robert Healy.

In my opinion, tho d
chan?es indicated in my |etter
enacted constitute a valid legis
my opinion ouch a legislative
violation of any provision of the Alaska State Constitution.
Specifically, the ap rehensmn that indebtedness might bhe
authorized pursuant to the legislative enactment WhICh would
violate the Alaska State Constitution does not make t
enactment unconstitutional, We would assume that act|on be
taken pursuant to the |egislative authority which is

raft legislative bill with the
of February 28, 1989 would if
islative enactment. Further, in
?lll if enacted vould not be in

constitutional at the local government level. . | suggested that
the Bartlcular means of authorising constitutionally permitted
indentedness hO specified in the bill if it was deemed to be
the only means that was permitted under our Constitution. This
suggestion which | had hoped would satisfy the apprehension on
the bill did not find favor,.

Very truly yours,

T i

Eric E. Wohlforth A
EEWtdc



LAW OFFICGS6
JOHN E, HAVELOCK
720 WGCT I«TH AVENUE
ANCHORAOt ALASKA DO?C

(»07) 276-IBI0

March 24, 1989

=3

Alaska's smaller towns and villages need affordable
insuranae. The only way they can get it i3 through systems
like the nonprofit,” Municipal_Leagle JIA, creating their ?wn
Insurance pool arrangement The Bool needs the baoking o
capital reserve. | pIe ed to hear that you will be a
Prlnmpal backer of I % slation allowing the creation of the
und through the Bond k

| have reviewed draft slgtion on this sypject which js
be?ore you. As an_ atto nqy% rme ?y P ali|sj|ng gond
work and now devoting much’ of my time onst|tu naI law,
| believe the proposed legislation is constitution al

| realize that an attorney with the Attorney Generals Office
has voiced concerns on this subject, To a degree, | share
his ooncern. However, the ds ct n must b€ mage between
“facial” const|tut|onal|ty and c |tut|onal|ty 'in
execution”

This distinction might be illustrated better by a bill to
allow health officidls to conduct searches. On its face,
such a bill is not unconstituti onaI though it S|gnals many
constitutional issues. The adm|n|strat|ve ractices which
determine when, how, and by whom such searches are conducted
may well be unconstitutional but such issuer* are not ripe
until the plan of execution is established.

There are manY issues to be addressed beYond the legislation
itself, in determining in how this bond fund should he
created and administered. Mr. Wohlforth and other draftsmen

of this bill (which is similar to legislation adopted in
other jurisdictions on this subject and which have similar
constitutjona I restrictions) hﬁve wisely chosen in this
draft to Ieav open specific choices in”execution unt|I a
more detailed exploration of interrelated marketing and
|e|ga| strategies is undertaken with this legislation in
plaoe.

Unlike some other legislations, this statute is neither
mandatory nor automatic but requires sPecmc
|mp4§1tn1entat|on always under the TR cautious attorneys.



Representative Steve Frank
March 24, 1989

Page 2
counsel re?urre that a teat oase be brought to test the
legality of a particular strateg % Some~“years ago |
represented the taxpayers .in such a case on the earthquake
mortgage relief bonds; which paved the way for that
successful program,
Thus, while there are man stnutronal pitfalls to be
avoided in execution, eg s atron now phrased, is
not unconstitutional on | ace and s ouId not be tabled or
otherwise defeated on con tf lonal grounds. | urge the
|

Ifut
legislature to adopt the bill so we can get on with the

plan,
Sincerely,

John Havelock

cc® Alaska Municipal League
Eric Wolfcrth
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MEMORANDUM February 15, 1989

SUBJECT: Joint insurance arrangements
(Work Order No. 6-0814)

TO: Senator Steve Frank
Attn: Paul Pesika /
\r* e
FROM: Michael F. Ford f' *

Legislative Counsel

You have asked for our review of legislation to allow munic—
ipalities involved in joint insurance arrangements to fi—
nance debt through the Alaska Municipal Bond Bank. As ex —
plained in this memo, it is our opinion that the legislation
would violate Article 1IX, section 9, of the Alaska Constitu—
tion.

Under Article 1IX, section 9, municipalities are prohibited
from contracting debt, unless the debt is authorized by the
governing body for capital improvements and ratified by the
voters. A "debt"™ 1in the context of this constitutional lim—
itation, means an obligation secured by the full faith and
credit of the municipality; it does not include an

obligation payable from funds on hand or current revenue.

81A C.J.S. 88219,220. The proposed legislation would au-—
thorize a contractual pledge of money by a municipality
through a joinc 1insurance arrangement. This pledge of money
is the type of "debt™ that is prohibited by Article IX, sec—
tion 9, unless tb debt is for a capital improvement and is

ratified b1l ,a .ters. The use of notes, certificates of
participate - bonds to establish insurance reserves
would clearJ, not constitute a "capital improvement.”™ See

City of Juneau v. Hixson, 373 P.2d 743 (Alaska 1962).

Under Sec. 21.76.120(c) of the proposed legislation, the

debt incurred would "not be a general obligation of a munic—
ipality.” This language 1is clearly an attempt to avoid the
prohibition against debt contained in Article IX, section 9.
I do not think that this language will effectly remove the
constitutional problem. IT a court considered this issue,



Senator Steve Frank
Page 2
February 15, 1989

it would certainly look at the substance of the pledge. Un—
less the pledge is limited to current revenues, the pledge
amounts to creation of a prohibited obligation on future
revenues of the municipal treasury. This same section also
provides that a pledge may "not include revenues derived

from taxes.™ Again this is an effort to avoid creating the
kind of "debt"™ prohibited by the constitution. However the
debt will still be payable from whatever other general reve—
nues are available, probably state funding. So, by elim—
inating tax revenues 1in securing the pledge, the state may
be faced with an increased "moral obligation” to make pay—
ments on these bonds as a practical matter. This 1is pre—
cisely the kind of future obligation that Article IX, sec—
tion 9 was designed to avoid,

I should also mention that there 1is an exception to Article

IX, section 9, contained in Article IX, section 11. But
this exception does not apply to the suggested legislation
as | interpret it. The only bonds mentioned in this pro—

posal are those issued by the Alaska Municipal Bond Bank.

The exception would not apply to debt undertaken by a munic—
ipality, to repay revenue bonds issued by the Alaska-Munici—
pal Bond Bank.

For the above reasons, 1t is our opinion that a municipality
could not finance it"s joint insurance arrangement in this
manner, without serious risk of violating the state consti—
tution. Because bond financing is a specialized area of the
law it would be wise to have bond counsel review this
proposal before introducing legislation on the subject.

This kind of financing arrangement may also create marketing
or other practical bonding problems that bond counsel could

provide advice on.

MFF:kb
WKK2/007



STEVE COWPER, GOVERNOR

s ) AN = REPLY TO:
DEPART.VE.VT OF LAW o 103 Wl AVENUE
OFFICE OF THEATTORNEY GENERAL PHONE, (807 egmag o

o iSINAfIONAL CENTER
100 CUSHMAN ST
SUITE 400
FAIRBANKS, ALASKA 99701-4679

January 31, 1989 Eff.0. BOX K-STATE CAPITOL
JUNEAU. ALASKA 99811-0300
PHONE: (907) 465-3600

Hon, Ronald L. Larson
Alaska State Legislature
P.O. Box V

Juneau, AK 99811

Re: Debt financing for municipal
joint insurance pool

Dear Representative Larson:

At the request of Jay Hogan of your staff, 1 have re—
viewed a memorandum dated February 12, 1988 of the Alaska Munici —
pal League relating to "debt financing for municipal liability
exposures.”™ | have also reviewed a draft bill dated January 24,
1989 attached to the memorandum. You ask our opinion whether it
would be lawful under art. IX of the Alaska Constitution for an
association of municipalities to finance an insurance pool
through the issuance of revenue bonds. I believe that it iIs pos—
sible to finance an insurance enterprise through the issuance of
revenue bonds. Of course, ray opinion is conditioned on the fi—
nancial feasibility of the enterprise and possible federal tax
consequences which would affect the marketability of the bondsv

It must be made clear at the outset that we are not
giving an opinion concerning the adequacy of the draft bill to
accomplish the purpose of the municipal league. We believe that
providing insurance coverage for municipal activities 1is a public
purpose for which municipal funds may be expended. Under art.

IX, sec. 11 of the Alaska Constitution, the prohibition against
incurring debt does not apply to a public enterprise financed
solely by revenues generated by the enterprise. The provision of
insurance to an association of municipalities probably qualifies
as an enterprise under sec. 11. Presently, the municipalities
are presumably purchasing insurance from private carriers and we
all know that they are not charitable institutions. Insurance
premiums paid by municipalities would serve as the source of rev-



Hon. Ronald L. Larson January 31, 1989

Alaska State Legislature Page £2
Re: Debt financing, municipal joint ins.
enue to support the issuance of revenue bonds. 7*hese periodic

premiums could be pledged by the public corporation operating the
insurance enterprise to secure the repayment of the bonds.

Subject to authorization being granted by law, the Mu-—
nicipal Bond Bank Authority could operate the enterprise or it
could be authorized to spin off a subsidiary public corporation
for this purpose. It is also possible for municipalites to form
an entity by cooperative agreement to jointly exercise the im—
plied power to insure against risks without using the Municipal
Bond Bank Authority. See Alaska Const, art. X, sec. 13 and AS
36.30.700 -- 36.30.790. However, it may be desirable to use the
authority as the conduit for the financing because it is recog—
nized by potential investors and, by virtue of that recognition,
enjoys a favorable bond rating. Section 13 also allows coopera—
tive agreements between municipalities and state agencies.

I have reviewed the memorandum dated January 30 pre—
pared by legislative counsel on this matter and must respectfully

disagree with his conclusions. Legislative counsel argues that a
municipality would be barred from this financing technique be—
cause the municipality is not financing capital improvements. In

support of his conclusion, counsel cites City of Juneau v. Hix—
son, 373 P.2d 743 (Alaska 1962). This financing arrangement

could be distinguished from the method used in Hixson if the pre—
miums paid by the municipalities are subject to annual appropria-—
tion. For this financing to work, there would need to be agree—
ments between each municipality and the financing entity in which
the payment of premiums 1is conditioned on the adoption of munici—

pal appropriations. It is also likely that each municipality
would need to acknowledge a moral obligation to make premium pay—
ments until the bonded indebtedness 1is retired. E~rcause the debt

incurred under this proposal 1is not for capital improvements, a
municipality cannot unconditionally pledge general tax revenues.
However, we believe there is no problem making premium payments
from tax revenues generated by a municipality if, as explained
above, the governing body of the municipality retains the discre—
tion to appropriate amounts to pay the premiums.

I agree with legislative counsel that the committee
should seek the advice of a qualified bond counsel before this
bill 1is prepared for introduction. For example, without the con-—
currence of bond counsel, 1 would be hesitant to recommend that
the bill allow the issuing entity to use negotiable or nonnegoti-
able instruments or certificates of participation.



Larson January 31, 1989

Hon. Ronald L.
Page j3

Alaska State Legislature
Re: Debt financing, municipal joint ins.

I hope this memorandum will serve your purposes.

Sincerely yours,

GRACE BERG SCHAIBLE
ATTORNEY GENERAL

James L. Baldwin
Assistant Attorney General

JLB/pjg

cc: Michael Ford
Legislative Affairs Agency

Arthur H. Peterson
Department of Law



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|7 0B B | yclicality. Insurance cycles have affected
both the insurance industry and the in-
surance buyers for over 100 years. To
the extent that fa" 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 exe
ptriise and help to the committee in the preparation of this paper.

MARCH 1984

.. The insurance cycle creates
a problem in planning and
budget for public entities. ..
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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
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with taxpayer lawsuits, adverse publicity, taxpayer revolt
in the form of referendum-type propositions and oppo-
sition at re-election time.

Capacity. Another problem created by the insurance
cycle is the variability of capacity, as expressed by the
industry's changing attitude concerning its willingness
to insure certain exposures and to provide sufficient
limits to adequately cover exposures which will I<e insured.
Taxpayers are highly sensitive to cutbacks in public serv-
ices provided, even though the insurance needed to
support the activities is unavailable or economically not
feasible. Yet, no public official desires to provide unin-
sured or inadequately insured exposures to his elector-
ate, for then he may be charged with failing to discharge
his duty in properly protecting the public entity's inter-
ests. With continued erosion of sovereign immunity by
a liberal legal system intent upon providing a system
of social welfare, the public official faces society's two-
edged Sword of Damocles, subject to suits if he buys
insurance and subject to suits if he does not.

Summary. The problems faced by public entities are not
new to this particular cycle. Public entities have never
been on most insurers' target accounts lists. While some
insurers have specialized in public entity business, most
treat the business as agency accommodation or write
the en.ity in a spirit of civic-mindedness. With the pres-
sure put upon financial results by investors, particularly
the financial service conglomerates, upon statutory results
by regulators and legislators and upon the industry
itself out of fear of widespread insolvency and capital
impairment, agency accommodation and civic duty has
taken a back seat to cancellation and nonrenewal notices.
The future appears no brighter, as the reinsurers appear to
be reluctant to assume public entity exposures, and the
pnmary carriers can still afford to pick and choose the
risks they wish to write with little fear of competition.

Current Alternatives
for Solving the Problem

e Traditional Approach. The traditional approach
Tro protecting a public entity for its exposures to loss
centers around insurance or self-tnsuran if the entity
is of sufficient size, or acombination of both. Typically,
insurance contracts are written for most property expo-
sures, except perhaps for automobile physical damage,
all liability exposures, including professional or errors
and omissions, excess liability coverages, and workers'
compensation. Unemployment compensation is gener-

2

ally provided by a state-sponsored insurance promm
Employee benefit programs are typically provided wit
insurance contracts or combinations of insurance and
subscriber-type plans.

Larger public entities typically will deviate from the
above by retaining some or all of their general liabuir
exposures, workers' compensation, unemployment corr
pensation and employee medical benefit plans. Inoth
words, if they retained, they have tended to retain tf
exposures that are of relatively high and predictable
frequency and low and calculable severity.

The Advantages of Insurance. When municipalities
insure, they enjoy the advantages of a relatively predii
table maximum cost for the policy year. Their potenr
payouts are capped by the premiums and deductible:
In addition, the municipality can receive services fror
the insurers, such as loss control and claims adminis
tration and settlement. When the insurance cycle is i
its competitive phase, municipalities may be able to
purchase coverage for a premium which is less than
their expected losses.

The Disadvantages of Insurance. Insurance compani
are driven by a profit motive and a survival motive (
times it is unclear which is dominant). Premiums charge*
include profit loadings, contingency loadings, premn
taxes levied to finance regulation, insolvency funds a
other funds, such as workers' compensation second-inju
funds. The municipality is not exempt from these taxes
unlike most other taxes or levies. The insurers' profit
survival motives can create such variance in pricing *
the coverages that the premium determination procei
creates budgetary and planning difficulties and impo
sibilities for the public entity.

The control of the programs is not in the hands of
the insured or its representative, and so the entity mus
bow to the changing winds of underwriting philosoph
and endure in some fashion cancellations, nonrenew
and notification of restrictions of coverage. The publ
official may be placed in the paradoxical position of reft
ing an outlandishly high premium, which would bn
on a taxpayer suit if accepted, for a line of coverage
which is needed to protect him when he is sued for r
having the coverage in place, and which would like
be cancelled or renewed at an even higher premium
the taxpayer suit is brought.

The Advantages 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

CPCU JOUR.
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...the public entity wishing to
form an insurance mechanism
has no alternative but to
capitalize with debt...
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ance market, self-insurance has an advantage over tradi-
tional insurance. The greater the distance between the
protected entity and the insurance market, as measured
by the retention, the greater the control the protected
entity has over its risk management program.

Since insurance premiums are significantly reduced,
if not eliminated in a self-insurance program, cost factors
such as an insurer profit margin, contingency margin
and premium tax are not incurred, thus enhancing the
efficiency of the risk management program dollar, as
more of the allocated funds are available to pay claims.

The Disadvantages of Self-Insurance. To the extent that
there is excess insurance, there is a likelihood of exclu-

sions, limitations, and other restrictions that evidence a

lack of program control by the protected entity and the
possibility of uncovered exposures.

There may be a program cost volatility that is greater
than that of traditional insurance price volatility, as the
self-insurer's program cost contains more of the losses
that are transferred out of the entity through insurance.
This is particularly likely if there is little emphasis on
loss control. This volatility is more prevalent in a single-
entity self-insurance program than in a multiple-entity
self-insured pool, wherein the combination of many
exposures lessens the variance of nsk or volatility of
results to all participants.

Depending upon the existence of excess insurance
coverage for an entity or pool of entities, and if there
is coverage, upon the structure of the excess insurance
coverage, post-loss funding mav create budgetary diffi-
culties akin to those created by traditional prospective
premium determinations.

MARCH 1<3W
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A Proposed Solution

Bond-Financed Self Insurance. Bond-financed self-
insurance programs, whether covering single ent
exposures or pooled exposures, are a combination of th<
traditional concepts of insurance/self-insurance and mui
cipal finance in a nontraditional fashion. To properly
analyze such programs, they must be broken down
Into their two fundamental components, the risk rete
tian structure which may involve varying degrees of
risk transfer and retention, and the issuance of muni
cinal bonds- or debt instruments in the capital market
to provide proceeds for preloss funding of expected
future losses. cee

-Statedly alternatively, a Dublip entity (or pool of en
ties) enters the insurance market as a supplier of insi
ance capacity by becoming its owivifisurer, raising th
funds for capitalization by issuance of debt. This sim
plified depiction of the bond-financed self-insurance prc
grams points out the two significant departures from
tradition: (1) public entities'are not traditionally creator:
of insurance capacity and (2) insurers traditionally dc
not use debt.in their capitalization structures. However
for the public entity wishing to form an insurance mec:
anism of some sort, i.e., company, reciprocal or risk
retention group, it has no..alternative but to capitalize
with debt, assuming there is no sufficient surplus of
current funds available.

The Self-insurance Function

eneral Design. Self-insurance for a public entity
Ga pool of entities in a bond-financed self-insurar.
structure is similar to a normal self-insurance progiar
in its design. The significant departure from the trad
tional approach is the lessening of price and coverag
volatility experienced by the entity by the use of exct
insurance as protection for the retention funds and t
entity. The pool of funds raised by the issuance of tf
bonds acts both as the capital and surplus of an insu
ance company and as the excess insurance for the n:
retention structure, so that if any losses exceed the
planned retentions, on a single occurrence or in the agg:
gate, pre-loss funds are available to maintain solvenc
of the retention funds and to pay for those losses, |u
as an excess policy would replace the deficits and pa
the losses in excess of retentions.

Breadth of Coverage. Since there is no real need for
excess insurance, the nsk retention structure can cor
template any exposure or penl desired without rega:
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to policy language and underwriting concerns, including
consideration of the so-called "uninsurable™ exposures.

Expected Loss Retentions. The retention levels are es-
tablished by historical review of exposures and losses,
generally for a minimum of five years. From this review
the aggregate expected losses are determined by loss
forecasting techniques. Although a specific loss limita-
tion is not required, as all losses can be forecast with-
out a loss limit being applied and thus fully included
in the aggregate expected losses, a specific loss limit
can be developed by analysis of the arithmetic means
and mode(s) of losses. This feature enhances cost sta-
bility as it now sets the maximum impact on the cur-
rently funded retentions.

Expected Loss Variance Retention. A further refinement
of this retention structure is the addition of another
retention fund designed to provide pre-loss funding via
current expenditures in a "super-retention” fund 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 made
about actual cash and expected losses is that actual losses
either will exceed or be less than predicted. The attain-
ment of actual losses less than expected is desirable in
that surplus pre-loss funds can be accumulated for future
losses. The reverse scenario, however, can reintroduce
program cost instability. By establishing a pre-loss fund-
ing in the "super-retention” fund, these excess variances
of actual over expected are handled with less likelihood
of cost instability, particularly after several years of fav-
orable experience which builds a surplus.

Actual vs. Expected. If actual losses do not exceed total
expected losses, the surplus is retained in the retention
fund(s) for future periods. This can be continued, pro-
vided that luck and accurate predictions hold out, as long
as the entity and its risk management advisors deem
proper and prudent. Any excess accumulation can be
used for reduction of future contributions into the ex-
pected loss funds, as contributions into the bond fund,
or returned to the general revenues of the entity or erti-
ties as a distribution of excess contributions and profit.
If total actual losses exceed expected losses, the deficit
is provided by the bond fund resources, at which time
the funds are transferred into the retention accounts,
to be held and invested until needed as a payout. Since
the bond funds are already in place and a repayment
ot the debt is structured at the time the bonds are issued,
there is no program cost instability arising out of adverse

losses. The bond fund can be protected by insurance
or reinsurance, if there is a reasonable and stable mar-
ket offering coverage at attractive rates, so adverse
losses might be covered by insurance. Without any in-
surance, adverse loss depletion of the bond fund can
be handled by issuance of judgment bonds which serve
to spread the adverse financial consequences of the
loss over future years, by use of current funds from
future periods or be ignored, with the bond fund remain-
ing in a depleted state.

Expense Factors. In a self-insurance program, the tradi-
tional excess insurer, if any, is rarely responsible for loss
control and frequently takes no part in loss adjustment
unless the loss has penetrated the retention. The costs
associated with these functions, while included in tradi-
tional insurance premiums, are highlighted in a self-insur-
ance plan as they are applied separately and identifiablv.
Similarly, the general administrative expenses normally
included in the premium loadings must be separately rec-
ognized. These are not additional costs incurred uniquely
by the self-insurance, as they are included in traditional
premiums. There is, however, an opportunity to recog-
nize greater efficiency in the use of the self-insurer's
properly trained staff or the staff of an outside admin-
istrator by comparing the self-insured's costs for these
services to those included in the premium. It is not
uncommon to attain a 10 percent savings in this area alone,
with an improvement in the quality ofservices by using
the entity's staff or a third-party administrator* Taxes,
profits, and contingency loadings account for another
7 to 11 percent of premium. These costs are completely
avoided if there is no excess insurance and are signifi-
cantly reduced in dollar amounts when incurred in the
premiums for excess coverage. Measured as a percentage
of total program costs, these loadings can be reduced
dramatically over traditional insurance program levels.

Coverage Provided. Given the high degree of program
control in the hands of the self-insured entity, cover-
age can be as broad as the entity wishes, including cover-
age for the traditionally uninsurable perils. If there is
excess coverage in place stipulating certain exclusions,
limitations or restrictions, and therefore restraining u hat
can be paid from the expected loss funds and applied
against the retentions, a second expected loss "slush™ fund
can be established outside the protected self-insurance
structure, but within the bond financed catastrophe
structure to address those carved-out areas of exposures.

Coverages Not Provided. In the absence of specific stat-
utory prohibitions, 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 more exotic (and frequently
troublesome) types of liability exposures peculiar to
public entities, such as school board liability, corporal
punishment, sexual abuse, public officials' errors and
omissions, police professional liability, medical malprac-
tice and nursing home liability, environmental impair-
ment, and so on.

There are three areas of exposure requiring special
attention. The first two items should not be included
in a self-insurance program. Since surety is not insur-
ance, but is essentially a credit relationship, surety bonds
should be placed in the conventional insurance market.
Since toiler and machinery exposure* require a highly
specialized type of loss control, those exposures should
be left to the traditional providers of boiler and machinery
coverage. In both instances there is and has been a
ready and reasonably stable market for traditional cover-
age with respect to both price and coverage availability.

Because of the catastrophic nature of property losses
and the unpredictability of severity, particularly that
arising out of storms and the possibility of widespread
damages being incurred, either to a single entity or to
members of a pool, property losses in excess of a selected
property loss limit (5100,000 to 5500,000, depending
upon the size of the total expected loss fund) should
be insured with an excess property cover. There is a
ready and reasonably priced market for such coverage;
therefore, this transfer of risk out of the self-insurance,
program is a prudent decision which serves to protect
the loss funds from a catastrophic loss.

Coverage Form. A self-insurance program is designed
to pay for the expected losses that occur in the normal
course of events, commonly called the working or burning
layer. The difference between an occurrence-triggered
form and a claims-triggered form is less meaningful

in these programs, as ultimately all of the loss dollars
come out of the same revenue source without any transfer
or sharing of the loss with outsiders. Since there is not
transfer or sharing, there is little need to assign poten-
tial outflows of funds to specific periods or entities.
Further, the distinction between the formats is less criti-
cal as there are fewer "long-tail" exposures for public
entities, with most losses incurred on property and
workers' compensation exposures.

In the event of an occurrence, a reserve is estab-
lished against the expected loss fund, and if needed,
against the catastrophe fund. The catastrophe funds,
which are being held m a yield-restncted investment
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account (due to tax implications to be discussed in t
section on bond finance), are then transferred to the
loss fund account at the time a payout is necessary.

"Docking the Lamb" or Entry and Exit from the Pr
gram. In animal husbandry parlance, "docking the lami
refers to the practice of cutting the lamb's naturally lo
tail to the familiar short stub for purposes of ovine
hygiene. Similarly, the self-insurance program allows fc
docking the tail of current daims-made programs W
the exposures are transferred into the bond-financed
self-insurance program. Depending upon junsdictior
differences in statutes of limitations and the premiur
for electing to purchase insurer-offered "tail" cover-
age, unfavorable or "unhygienic" "long-tail" exposur
can be included in the self-insurance program with ;
prior-acts inclusion endorsement at an appropriate c.
tribution to the expected loss fund.

Should a pppissljentily wish to transfer out of the
bond-financed program, there is no prior-acts difficu.
as the program is an occurrence-tnggered coverage t
mat. To protect the various funds' solvency, the jotnd
agreements required in all self-insurance poolings ob
gate the entity to the pool's loss funds for a specifier
penod_of years and the bond issue obligates the wit!
drawing entity to the maturity or call date of the bon
so the pool is adequately protected financially in the
event of a withdrawal.

Limits of Liability. In general, limits of liability can
be written for virtually any amount deemed proper ar
necessary by the entity 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 terms of limits, the bulk
of the protection is provided by the bond-generated
catashrophe loss fund, so the only constraint on limits
is the financial strength and willingness of the entity
or pool of entities to take on the debt obligation. If
conventional insurance is made part of the structure,
the insurer's "leased" capital is added to the funds
available to pay losses, thus serving to further increase
the limits of liability afforded. If there is not any tradi-
tional insurance at the lower levels of funding, there
are not any insurer-imposed limits or sublimits of lia-
bility over specific exposures.

Municipal Finance Functions

verview. The traditional use of funds raised by

entities in the capital markets is for public works
projects, such as roads, schools, hospitals, water and
sewage treatment, buildings, parks, and the like. Pro-
viding a systematic method of protecting these facilities
from direct damage as well as the entity's responsibility
forinjury to employees and the general public, and thereby
facilitating and enhancing the quality and quantity of
governmental services, is an equally important public
use of funds.

The significant contribution municipal finance brings
to the public nsk management table is the capability of
adequate pre-loss funding of losses in excess of expected
losses, the area of traditional coverage assumed by um-
brella policies, excess liability policies and reinsurance,
without subjecting the entity to the capriciousness of
the insurance marketplace. Itis not to say that this layer
of the nsk retention structure is without cost of premium.
In fact, the cost of effecting excess coverage via bonds
can be more costly than traditional coverage as the debt
service on the bond issue will be viewed as the cost of
the protection. Such "cost,” however, is not spent in
the same manner premium dollars are spent, that is, leav-
ing the entity for another permanently, but instead is
an acquisition of equity in an insurance entity. Through
the repayment of principal from tax revenues, or new
money, the obligation is repaid while leaving the bond
funds which provide the catastrophe protection intact.
It is no different a processs from buying a rer ’ence,
wherein the principal amount of the loan is repaid over
time, increasing the borrower's equity and decreasing
the lender’s equity.

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

intended to support a self-insurance program, some of
which are common to most public finance deals, and some
of which are unusual or unique to self-insurance programs.

Enabling Legislation. In most jurisdictions, the powers
and activities of a public entity aiejcfistdctfid by legisla-
tion. Therefore, in oider to obtain a favorable opinion
by bond counsel for the official statement, the document
detailing that specific features of the debt offering for the
potential lenders, there must be a lega|l purpose for the
bond issuance, which necessitates some type of enabling
legislation (hat permits the entity to borrow money for
public purposes, and that includes the establishment of a
public risk management program as such a public purpose.

Typically, enabling legislation takes thre* forms: federal
legislation; state-legislated intergovernmental cooperation
statutes; and specific legislatively-intended statutes.

Federal legislation, such as the Risk Retention Act, is
perhaps the most troublesome from the standpoint of
bond counsel, as there isno dear legal opinion on whether
or not local and state governments are induded in the
Act. Because of the broad nature of federal legislation,
individual state and local legal issues may remain. In
addition, the problem of workers' compeasation cover-
age remains, as the Risk Retention Act clearly excludes
this line of coverage. Lastly, the Risk Retention Act allows
for establishment of purchasing groups, a practice per-
mitted and used through existing intergovernmental co-
operation statutes, as well as the establishment of insur-
ance entities, but does not detail how public entities
can raise the capital for forming the insurance entity,
and does not address the public purpose issue.

Intergovernmental cooperation statut.es are relatively
comirrtSn, but have not been used extensively for address-
ing risk management activity. The usual cooperative
effort deals with purchase of durable goods and con-
sumable supplies, with economies of scale being the
motivating factor rather than the procurement of goods
and services not otherwi «* readily available.

While joint purchasing is made possible under the stat-
utes, the insurance industry continues to individually
underwrite multiple participants, and current rating pro-
grams offer little in the way of economies of scale except
for the premium discount factors in workers' compen-
sation plans. The weakness of the cooperation statutes
is that there is no clearly identified mechanism for creating
insurance capacity, but only the mechanism to collectively
purchase goods and services. This weakness leaves the
collectivized entities subiect to insurance cycles and the
inherent instabilities of the insurance marketplace

Specific legislation retains the collecnvization tearure
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of the intergovernmental cooperation statutes whiiaspe-
cifically stating the legisUtiiifi intertt that entities can.
finance their liabilities by issuance of public debt.

The Issuing Entity. In the case of a single-entity program,
the proposed self-insurer is the issuer of the bonds.
Typically this would be a large entity, large enough in
terms of exposures and losses to justify a retention pro-
gram without bond financing. If there is a joint self-
insurance plan or pooling program (the distinction between
the two being a matter of the number of participants,
ranging from several to many), the issue or ...j debt
can be accomplished in several fashions:

a. A legislative authonty is formed with taxation powers,
by legislative action, and all participants subscribe
to an equitable portion of the debt through certifi-
cates of participation, commonly called COP’s. This
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has the advantage of allowing a vanety of public
entities with varying abilities to raise funds in the
capital market to participate.

b. Each entity raises its own share of the bond fund
and is responsible only for its own obligations. This
is fair with respect to the differing investment ratings
of ihe entities, and their corresponding interest
costs, but is more costly with respect to cost of
issuance and is more difficult to coordinate.

c. Entities, in the absence of legislated authorities,
may create a new entity pursuant to pooling statutes
or intergovernmental cooperation statutes for the
purchase of issuing bonds. The intergovemmentai
cooperation statutes must allow members to dele-
gate this power to the cooperative entity.

d. Slate bond bank statutes, if existent, may permit
entities to pool their underlying obligations to be
offered to the public. The typical method used in
this approach is for the bond bank to buy the obli-
gations, using funds raised from the general public.
This facilitates issues of small or unrated entities
by providing a ready market for the obligation. A
variation of this is the use of a large commercial
bank who will buy these pooled' obligations, gen-
erally on a direct placement basis, using the reserve
of its customers as the source of funds, with the
intent of making the pooled obligations part of its
investment portfolio.

e. One entity can act as the sole issuer, or as a local
bond bank with other entities participating by sub-
scription to the obligation via intergovernmental
agreements. This has the advantage of minimizing
the cost of the debt issuance. Also the debt service
is lower, as the lead entity should have a very favor-
able investment raring and a correspondingly lower
rate of interest on the bonds.

Maturity and Repayment Terms. Maturity is not genet
ally restricted in the enabling legislation, but the terms
of the intergovemmentai agreements are time-limited,
which suggests the terms of the bond issues should
correspond to the initial period of the intergovernmen-
tal agreements, typically ten to twelve years. This has
the effect of spreading the cost of the debt service ove:
a long enough time to make the annual debt service
"cost" palatable and provide program cost stability.
Repayment of the debt can be accomplished in four
ways:
a. A serial retirement of the debt, whereby the entin
debt is repaid over the life of the issue, generailv
in a series of equal payments.
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b. A rollover of the entire debt at maturity, with no
repayment of principal, such as the Federal debt
approach, with the entire bond fund being refinanced
every ten to twelve years.

c. A partial serial repayment with a balloon payment
at the maturity, which is rolled over and refinanced.

d. A sinking fund in which repayments are accumu-
lated and the debt is retired with this accumulation
ar maturity.

Economics of Repayment. The economics of the repay-
ment structure are such that the greatest investment
earnings for the bond fund are earned when the debt
is systematically retired, as the interest payment to the
lenders is based upon the debt outstanding, an amount
that serially decreases, yet the repayment of principal
from resources outside the bond fund permits investment
of the full corpus of the bond fund to the extent no
catastrophic losses have been paid from the fund, with
the result being an ever-increasing amount of investment
earnings accruing to the fund. At the other extTeme,
no annual repayment of principal maintains a maximum
level of interest to be paid, with fewer opportunities
for investment profits due to tax implications to be dis-
cussed later.

The typical debt service of a bond issue is an increas-
ing amount of principal repayments which reduces the
amount of outstanding liability and causes a decreasing
amount of interest payments, as the interest due is
based upon the amount of debt outstanding. The sum
of the principal and interest repayments is relatively flat
over the life of the issue. This level debt service pay-
ment provides that means of stabilizing the cost of the
protection facility to the participants of the self-insurance
plan, and in fact allows for the generation of significant
net investment income. Since the full bond fund is avail-
able for investment, it earns more in interest than the
outstanding debt costs, even at an interest rate equal
to the coupon rate on the bond issue.

This accumulation of wealth can be put to several uses,
depending upon the enabling legislation. The net invest-
ment income can be accumulated as capital to support
higher limits of coverage. The earnings can be transferred
to the operating account to lower current contributions
to the loss fund or to enhance the size of the expected
loss fund so as to contain, in the primary layer, larger
aggregates or per occurrence losses. The profits can be
returned as dividends or be used to repay the principal.

Constitutional and Statutory Debt Limitations. The effi-
cacy of bond-financed self-insurance programs depends

upon constitutional and statutory debt limitations; it is
notthe power to issue debt, but the ability to secure that
debt with revenues over the intended life of the issue.
The ability to enter into long-term contracts depends
upon constitutional and statutory prohibitions against
the issuance of debt without a referendum, issuance of
debt without specific current appropriations, or a per-
centage limitation under which the debt must fall. In
spite of this typical constitutional or statutory language,
most states permit funding of long-term service contracts
with debt.

Therefore, in jurisdictions with rigid debt restrictions,
each contract and agreement must be questioned with
respect to validity and enforceability to avoid non-appropri-
ation problems and direct violation of specific restrictions.

Some jurisdictions have recognized these difficulties
and have passed specific statutes, where permitted by
state constitutions, that offer a nearly free hand for issu-
ance of debt intended to pay for insurance or insurance-
life~programs. For example, Dlinois law allows for issu-
ance of general obligations public debt for the purpose

t of funding liabilities, both present and future, without
"referendum and without being charged against the stat-
utory debt ceiling. The only limiting force, on lllinois
public entities is the rafipg servtegi and cajjitaljnarkets.
which may deem an issuing entity to be overextended.

Equitable Treatment of Participants. In any pooling
program, there is always a concern expressed by parti-
cipants for equitable treatment. This may arise due to
entities with good experience not wanting to subsidize
other entities to their own detriment, large entities not
wanting to subsidize small entities or vice versa, small
rural entities not wanting to participate in metropolitan
area loss problems, or any number of similar parochial
concerns, which, if not addressed, may be of sufficient
concern to prevent the establishment of the pool.

Variances in Loss Experience. Provisions in the intergov-
ernmental agreements can allow for adjustment in the
expected loss funds for individual adverse experience.
This serves to equalize the exposures among the par-
ticipants, punishing the adverse experience and pro-
tecting the funds of the favorably experiencing entities
as well as protecting the security of the bond fund by
generating additional expected loss fundr.

In keeping with the objective of cost stability and pre-
dictability, the adjustments should be limited by either
applying loss limits to the actual losses, so as to avoid
the full impact of catastrophic losses when forecasting
expected looses from actual losses, or to limit, on a
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percentage basis, the adjustment in the contribution
to the expected loss fund.

Capitulation of the Insuring Entity. Since participating
entities will differ, in varying degrees, in size of expo-
sures and losses, as well as in financial size as measured
by the tax base, it is desirable to allocate the share of
bonds to be issued for the purpose of providing catas-
trophic protection for all on an equitable basis.

The allocation of the debt to be issued is based upon
some common factor that all participants share that is
not inherently unfair, not subject to manipulation by the
entity, and easy to determine, verify and understand.
This factor may vary by the type of entity, but might
be a measure of total tax base, population, school enroll-
ment, miles of highway and roads, or the like.

Investment Eatings and Interest Costs. The interest rate
public debt cames is a function of the familiar relation-
ship of risk and return: the greater the risk, the greater
the return required by the investor. Investors will either
conduct a financial analysis of their prospective bor-
rowers or will rely on the judgment of the analysts of
ratings services, such as Moody's or Standard and Poor's.
An entity with a high investment rating will receive a
rate of interest equal to or close to the market rate of
interest as determined by supply and demand in the
capital markets.

In the case of a single ennty bond-financed self-insurance
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program, the interest rate at which the bonds are offered
is a function of the entity's investment rating. With
multiple participants, however, there may be inequities
among the entities arising out of differentials in invest-
ment ratings, regardless of whether the bonds are issued
by an authority or which the participants assume lia-
bility by contract or by one or more entities acting as a
"lead" issuer, with non-issuing entities assuming lia-
bility by intergovemmentai agreements.

As an example, an entity with an A rating may have
to offer its debt at fifty basis points (.5 percent) over
that of an AAA rated entity. This premium represents
what the market feels is necessary to offset the addi-
tional risk introduced by the lower rated entity. While
familiarity with the rating process is needed to under-
stand this principle, it is not the purpose of this paper
to explain the rating process in detail. An excellent and
easy-to-read book. Investing in Municipal Bonds, by James
L, Cooner. is a good resource for a basic understand-
ing of investment ratings.

In the case of an authority acting as the issuer, the
rating services or-analysts would assign either a rating
that is a composite of the individual subscribing enti-
ties or the lowest rating of all participating entities, as
in the "weak link" theory.

If a composite is used, the "average" rating is trans-
lated into an "average" interest rate at which the bonds
will be sold, thus rewarding the entities with lower rat-
ings (and higher interest costs) and penalize the enti-
ties with higher ratings. If the lowest rating is used, all
higher rated entities suffer. Similarly, these inequities
arise in the "lead" issuer approach.

This inequity is minimized by use of interest rate
penalties and credits provided in the contracts of sub-
scription to the authority or the intergovemmentai agree-
ments, in the case of the "lead” issuer approach. In
the typical debt repayment scenario, the lower rated
entity agrees to pay, to the bond trustee, an amount of
interest greater than that required by the bond coupon,
and the higher rated entity agrees to pay less, such that
the penalty paid by the lower-rated entity offsets the
underpayment made by the higher-rated entity. The
amount of the credit and penalty is determined by sub-
tracting the bond coupon rate from the rate the entity
would expect to have to pay if it were borrowing on
its own merits and its own investment rating.

For example, assume there are only two entities par-
ticipating, one carrying an AA rating and one a BAA
rating. The investment banker, in taking the issue to
the market, determines that the rate of interest the |ointlv-
issued bonds will carry is 8 percent. In his opinion, the
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AA rated entity could issue and sell bonds on its own
rating at 7.8 percent, while the BAA rated entity would
have to offer bonds with a 40 basis points premium, at
8.2 percent. Each year the bond trustee will make an
S80 payment to the bond holders for each 51,000 bond
outstanding. The AA rated entity will pay to the trustee
540, the coupon rated for his 50 percent share of the bond,
less a $2 credit for the .2 percent additional cost he 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 combined S80 interest.

Credit Enhancement. If, in the opinion of the investment
banker, credit enhancement is desirable or advisable in
order to effectively increase a low investment rating so

as to lessen the basis point spread between the particu-
lar entity's rate and the "average" rate, the cost of the -

credit enhancement is bome by that particular entity,
as in the absence of the enhancement, the entity would
be paying a greater penalty, Any residual differentials
between rates would again be subject to penalty/credit
adjustments.

In practice, the interest to be paid is not paid directly
by the entities, as the investment of the bond fund is
sufficient to pay the interest on behalf of the partici-
pants. The rating differentials are still effective, as the
penalty/credit is computed and applied to the principal
repayment amounts instead of the interest amounts.

Security. Closely related to interest rates and credit
enhancement is the issue of financial security of the indi-
vidual entities and their ability to repay their respec-
tive indebtedness. The intergovemmentai agreements
or participation contracts detail the joint and several
responsibilities of the participants to each other and to
the bond issuer(s). The financial security issue has two
elements.

First, repayment of principal and interest is guaran-
teed by contract or intergovernmental agreement where-
by each guarantees its own portion of the debt service
as well as the debt service of the others, with the bond
principal held on its account acting as collateral to its
repayment obligations. If an entity should default, its
portion of the bond fund is attached by the otu'r entities
who may have to assume the debt service, inis gives
the nondefaulting entities the option of retiring the cur-
rent portion of the debt with the defaulting entity's
share of the bond fund, in effect, buying the equity' or
the defaulter's share of the bond fund at a discounted
or lesser amount.
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The second issue of security deals with maintainin
as many funds in the bond fund as there are outstandir
debt service principal obligations to the bondholders
Since the corpus of the bond fund effectively collaterals
the debt, any catastrophe penetrations of losses into
the bond fund must be replenished. If there is insuff
cient excess interest earnings accruing to the bond fun<
the fund can be restored by an adjustment in pnncip
repayment. This spreads catastrophic losses either ov
time, if the entity suffering the loss is charged with t
entire deficit, or over all participants, if the entities optec
to spread the risks among themselves, as in a risk tran
fer mechanism.

Tax Status of the Issue. Tax status of the issue does nc
refer to the deductibility of interest expense from taxable
income for the borrower, as public entities are protecte
from taxation by the Constitution of the United State:
and by state constitutions. The issue of tax status refers
instead, to the inclusion of interest earnings as taxabl
income for the lenders. Therefore, determination of ta
able or tax-exempt status affects the coupon rate the
bonds bear, as taxpayers are willing to take a lesser rati
of return if the interest income is excluded from their
taxable incomes. Since the impact of the Tax Reform Ac
of 1986 is still not completely understood by the capit
markets, there is, in 1987, still market confusion sur-
rounding the spread between taxable and tax-exempt
rates of interest, as evidenced by the historically nar-
row spread of rates during 1986-87. While tax status b
only one function of the complex means by which the
capital markets determines the market rate of interest,
it has a singular impact upon bond-financed self-insur
ance programs with respect to the investment activitie
of the pooled or catastrophic funds.

The Arbitrage Issue. Arbitrage is the financial concept
of borrowing at a low rate of interest and investing thi
proceeds immediately at a higher rate of interest. A
common type of arbitrage occurred in the early 19S0's
when life insurance policy loans were made at the con
tractually guaranteed rates of 4 or 5 percent, and the
loans were immediately invested at 9, 10, 12 or more
percent. So great is the power of this type of arbitrage
that new ;nsurance contract language allowed for higher
rates or floating rates for loans, and existing contracts
were modified by rider, whereby, in exchange for a
higher rate of interest on policy loans, a higher yield
on the cash value was guaranteed.

Under current federal income tax laws, arbitrage acti-
vity is restricted. The IRS defines arbitrage bonds as
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those obligations of state and local entities which are
invested in taxable investments such that the yield on
the investment exceeds the yield or coupon rate on the
obligation. If the obligations are deemed to be arbitrage
bonds, then the interest is taxable to the bondholders,
regardless of its previously determined tax-exempt sta-
tus, and the excess earnings of the arbitrage fund must
be rebated to the bondholders to compensate them for
losing the tax exemption.

Permitted Arbitrage. Arbitrage is allowed in bond-financed
seLf-insurance programs to a limited degree, currently
10 percent of the outstanding obligation, so that invest-
ment costs and the initial expense of issuance of the

debt can be covered, leaving the remainder of the pro-.

ceeds to be invested on a yield-restricted basis. This
small degree of arbitrage is sufficient in nearly all cases
to pay the administrative costs of running the fund
and the initial bond underwriting fees.

Contributions into funds intended to pay losses, i.e.,
the seLf-insurance portion of the program can be invested
without restrictions on yields as these funds are not
bond proceeds, but new monies. There is no problem
of commingling funds and creating ambiguity as to the
source and use of the funds, as principal payments to
retire the debt as the actual dispersion of these monies
is accomplished by the bond trustee, typically a com-
mercial bank, while the contnbunons to pay losses and
the dispersion of those funds are made by the insur-
ance administrator.

"Spent" Proceeds. Entities may attempt to conduct arbi-
trage bond activity without losing the tax-favored stat-
us for their bondholders in several ways. The simplest
approach is to argue that the original proceeds, once

"spent" by the establishment of the catastrophe tund.
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are "spent” in the same fashion that conventional insur-
ance premiums are spent, and are no longer proceeds
from the borrowing. If that view were accepted by the
IRS, the "spent” proceeds held in reserve could be in
vested freely, without yield restrictions at no adverse

financial impact on the bondholders.

Pension Analogy. There are existent revenue rulings
which have allowed arbitrage when funding pension
obligations, as the bond proceeds were transferred to
a third party who assumed contractually all liability foi
future pension payments. Since there was no further
liability of the entity and no possible means by which
the entity could airectly profit from the arbitrage, the
IRS letter ruling was rendered holding the proceeds to
be spent, and the bonds were not considered to be
arbitrage bonds.

Captive Analogy. The last method by which entities m*
seek to avoid arbitrage restrictions is by arguing that
the proceeds of the bond are spent in the same sense
that premium payments arc made to the captive insa*
ance company. TTte IRS applies its usual rules pertain-
ing to shifting of risk outside the "economic family”
and unless the entity can survive the IRS test of cap-
tives, the proceeds are not deemed to have been speu
and the arbitrage restrictions are not avoided.

Under current IRS rulings, neither the "spent" pro-
ceeds argument, pension analogy or captive insurance
analogy are accepted as being a valid "spending" of
the bond proceeds, and hence, arbitrage is restricted.
Further, an attempt to "spend"” the bond proceeds bv
actually paying losses from the bond proceeds and accu-
mulating a sinking fund to retire the bonds or to seri-
ally retire the bonds by contributions to the bond truste*
will not prevail under IRS scrutiny as the IRS has
already made its position clear: as long as any part
of the obligation created by the bond issuance is out-
standing, the arbitrage rule is in effect.

Arbitrage Resolved. There is one very simple wav in which
the entire issue of arbitrage bonds and the resultant
problems on tax status can be avoided. If the obliga-
tions are issued on a taxable basis, there are no arbi-
trage restrictions. The only constraint to public entitv
debt being issued on a taxable basis is tradition, as no
law or statute requires public debt to be offered on a
tax-exempt basis. Currently less than | percent of all
public debt is taxable, but if the historically narrow
spread between taxable yields and tax-exempt yieids
continues, this volume may well rise.



mBond-Financed Self-Insurance for Rublic Entaties

Regulation of the Pool a9 an Insurer. Legislation that
enables entities to form pools typically does not address
the issue of whether or not the insuring entity created
is regulated by a department of insurance, unlike the
Risk Retention Act, which clearly states such groups or
pools are outside the purview of the state regulators.
Instead, the insurance statutes will determine whether
such entities are regulated, monitored, or ignored.
Some jurisdictions allow the regulator to dedde whether
or not the entities are within the scope of its authority.
Regardless of the actual issue of regulation, bond-

financed self-insurance entities are not formally consti-
tuted insurers, and, without specific insurance legisla-
tion, do not pay premium taxes, participate in residual
market mechanisms, or contribute to insolvency funds.

Achieving Stability
B vy itself, self-insurance does not achieve cost stabil-
ity; it simply is a method of loss financing. Unless
contributions into the loss fund are set at worshcase
plus scenario levels, an increase in losses over the pre-
funded levels will require an increase in contributions.
To paraphrase a current automotive repair advertisement,
"You can fund me now or you can fund me later."

Excess insurance over self-insurance programs, in the
long run, cannot achieve cost stability. As the insur-
ance marketplace goes through the premium/loss cycle,
the excess costs move up and down.

Similarly, loss control activities, an essential part of
self-insurance programs, will not achieve stability of
costs, as that can lessen the likelihood of some losses,
but not prevent all losses.

By itself, a bond fund cannot achieve stability of
costs. While the principal and interest are completely
predictable, and relatively level over the life of the issue,
if losses are paid from the bond funds, there is no
assurance that the bond funds will be liquidated "on
time.” Lf losses are greater than predicted and funded,
the proceeds of the bonds are depleted but 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 represented by
debt service was too high.

By establishing a nsk management 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 penod. Losses are forecast over an extended time
period, such as ten years, and discounted to present

ult!

.the bond-financed
self-insured public entities
have control over availability,
capacity, definition,
policy language and

the solvency issue...

33

values at an appropriate discount rate. The funds for
losses are contributed into the expected loss fund (ELF).
A super-retention plan or super-expected loss fund
(SELF) is funded with contributions based on a percen-
tage of the ELF. This fund is used to pay the variances
of individual annual aggregate losses or individual
losses over the primary ELF limit, as well as cover the
variance created by differences in the 'appropriateness”
of the selected discount rate. An administrative fee is
added to these contributions. At this point, the program
cost is predictable and stable, but only within the actu-
ary's assumed degTee of confidence, e.g., "sufficient
within the 90th percentile."”

This remaining degree of instability is removed not
by excess insurance, which, by virtue (or lack thereof)
of being insurance, introduces cyclical cost variance,
but by the bond fund, which has a predictable and
nearly level debt repayment structure determined as of
the initial issue date. Should any losses exceed the ELi
or SELF as well as any accumulated interest and past-
period ELF/SELF surpluses, the deficiencies can be
paid with bond funds. Since the earnings on the bond
fund are sufficient to pay the interest portion of the
debt service as v/ell as part of the principal, these defi-
ciencies are first paid with interest earnings, and then,
if necessarv, with bond proceeds. Any future surplus
in the ELF and SELF go to replenish the bond lund io
its full amount.
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Should a catastrophe loss occur, even on the first
day of the existence of the program, the accumulation
of interest on the reserves will serve to offset a part of
the ultimate net loss when the case is finally closed sev-
eral years into the future. If at any rime the bond fund
is severely depleted, there will be a one-time instability,
or adjustment, as the pool issues post-loss judgment
bonds. The cost of those bonds is then added to the previ-
ously determined costs, and stability is again restored.

There is, of course, the possibility of multiple catas-
trophe losses occurring within a short 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 assuming there are no funds available in
the SELF, is, in reality, very low. If one assumes the
likelihood of a loss in excess of S1,000,000 is as great
as .01 per year, the likelihood of two such losses with-
in one year is .0001, as the probability of the second
loss is predicated on the occurrence of the first loss.
Expressed as P(B|A), the conditional probability is
computed 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 assumes the probability of a loss exceeding
51.000.000 and penetrating the catastrophe fund is .05
during the ten years, the probability of the second loss
in the ten year period is .0025. Given the likelihood of
such events, the expected value of even a 55,000,000
penetration (56,000,000 ultimate net loss), is only 5262,500,
the expected value of the first loss (5250,000, or $5,000,000
x .05) plus the expected value of the second loss
(512.500, or 55,000.000 x .0025).

If one assumes both such losses occur in the same
year, the ELF and SELF will probably not contain both
losses, so the expected value of the second loss would
be slightlv higher, as it is the expected value of
56.000.000, or 515.000.

Although a probability analysis may be a convenient
attempt to assuage concerns with a pseudo-scientific
approach, it does not guarantee the hypothesized events
will not occur simply because the events are unlikely.
In reality, however, public entities insuring exposures
conventionally still face similar dilemmas, such as the
determination of how high a limit of liability is suffi-
cient. the danger of exceeding aggregate limit* on one
or more lines of coverage, the problem of facing c*Juded
exposures, and the exposure created by insolvency of
the camer(s) and reinsurer(s).
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While there may be no perfect solution, the bond-
financed self-insured public ennties. by creating their
own insuring entity, have control over availability, caoa-
city, definition, and construction of policv language,
both pre-loss and post-loss, and the solvency issue.
While they cannot completely avoid the uncertainty
arising out of the possibility of multiple losses in rapid
succession, they do not face the other probabilities of
exposures to loss that conventionally insured entities
face. Further, if all else fails, they issue post-loss judg-
ment bonds and face the one-time cost adjustment.

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 purpose of this paper is to explain a

means by which the public sector can address its
exposures to loss in spite of difficulties in obtaining
needed coverage of sufficient limits. Further, it is the
purpose of this paper to develop a cost stabilization
structure that facilitates the budgeting process of publir
entities and the correct pricing (i.e., tax levy) of gov-
ernment services.

The structure of a bond-financed self-insurance program,
whether foragroup of entities or a single entity, accom-
plishes both goals. The "insurance" capacity or capital
raised by the issuance of debt instruments allows pub-
lic entities to create and control their own insurance
programs, thus eliminating the coverage and capacity
instabilities inherent in the insurance marketplace.

The use of actuarially sound contributions for expected
losses, when coupled with the ability to cover tempo-
rary deficits in the loss fund with bond fund proceeds
which have a stable "cost,"” provides a stable, easily
budgetable cost factor that can be used in determining
appropriate tax levies.

The complicated combination of two traditional disci-
plines in an innovative manner is not without disadvan-
tages, primarily in the form of long-term commitments
of a rinancial nature. The benefits accruing to a nsk
management program with stable costs and proper
coverage will far outweigh any disadvantages. m
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RE: Senate Bill 268
SPONSOR: Senator Frank
Program Effects

This bill would authorize municipalities and municipal joint
insurance arrangements to use debt financing to establish

reserves for self 1insurance. It would also authorize the
Municipal Bond Bank to underwrite this debt through the sale of
bonds.

Comments

The Alaska Municipal League Joint |Insurance Association (JIA)
is a joint insurance arrangement of municipalities created to
respond to the problems experienced by municipalities in
securing reasonably affordable insurance coverage 1in the past.
While the cost of insurance has fallen some from its peak a few
years ago, 1in Ulight of the cyclical nature of the 1insurance
market, the JIA is a needed institution to provide a stable
source of insurance for the members.

By allowing the JIA and municipalities to utilize debt
financing for excess insurance and reinsurance, this
legislation protects the JIA and member municipalities fronm
future market conditions which could lead to the unavailabilty
of such 1insurance at a reasonable cost. While such financing
is not critical at this time, it provides a response to such an
event in the future.

Because this legislation addresses a sorely felt need for these
affected municipalities and potentially other municipalities
which may join in the future, the /department suppprts the

concept of this legislation. /7 / AV ANV 4
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