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STATE OF ALASKA

2009 LEGISLATIVE SESSION

FISCAL NOTE

identifier (fite name):HB127-CED-ARR-(}3-11-09

Title Alaska Railroad Budget
Sponsor Representative Stoltze
Requester House Transportation Committee

Expenditures/Revenues

Fiscal Note Number: 1

Bill Version: HB 127
{H) Publish Date: 3/18/09
Dept. Affected: DCCED

RDU
Component

Alaska Railroad Corporation

Component Number

{Thousands of Dollars)

Note: Amounts do not include inflation unless otherwise noted below.

Appropriation
Required

Information

OPERATING EXPENDITURES

FY 2010

FY 2010

FY 2011

FY 2012

FY 2013 FY 2014

Personal Services
Travel
Contractual
Supplies
Equipment

Land & Structures
Grants & Claims
Miscellaneous

264.6

264.6

264.6

264.6 264.6

10.0

10.0

10.0

10.0 10.0

TOTAL OPERATING

274.6

0.0

274.6

{CAPITAL EXPENDITURES

1,000.0 [

{CHANGE IN REVENUES (

1

FUND SOURCE

{Thousands of Dollars)

1002 Federal Receipts
1003 GF Maich

1004 GF

1005 GF/Program Receipts
1037 GF/Mental Health
Other (1204 Contingent)

1,274.6

274.6

2746

274.6 274.6

TOTAL

1,274.6

0.0

274.6

274.6

2746 274.6

Estimate of any current year {FY2009) cost:

POSITIONS

Full-time
Part-time
Temporary

ANALYSIS:

(Continued on page 2)

(Attach a separate page if necessary}
The Alaska Railroad Corporation (ARRC) is a public carporation supported by revenues generated through its freight,
passenger and real estate services. ARRC does not receive state subsidies for operations or capital improvements.

This bill proposes to make the ARRC subject to the Executive Budget Act.

Making ARRC subject to the Executive Budget Act would have significant financial impact to the corporation, not all of
which can be easily quantified at this time,

Prepared by:

Wendy Lindskoog

Division

Alaska Railroad Corporation

Approved by: Bill O'Leary

Vice President Finance, Alaska Railroad Corporation -

(Revised &/10/2008 OMS)

Phone {807) 265-2516

FY 2015
264.6

274.6

2748
2746

Date/Time 3/11/09 12:00 AM

Date 3/11/2009
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FISCAL NOTE #1

STATE OF ALASKA BILL NO. HB 127

2009 LEGISLATIVE SESSION

ANALYSIS CONTINUATION
Among the larger impacts are the following:

1. Possible loss of revenue - unquantifiable

Due to decreased operational flexibility caused by rigid budget guidelines it is very probable that ARRC
would see a loss of revenue. This loss could be quite large if significant unbudgeted revenue opportunities
arise, as they often do.

2, Increased costs for borrowed funds - unquantifiable

This amount is currently unknown and dependent upon leve! of future borrowing. There would be an impact
to debt pricing ARRC would receive from lenders given that future debt payments would be subject to
legislative appropriation. Interest costs to the corporation would increase.

3. Implement Accounting & Budget Systems - $1,000.0

The current ARRC financial system is not designed to accommodate legislative appropriation control
requirements for either operating or capital activities. Modification to the existing system would be explored,
but is most likely not feasible. This would require development and implementation of a new financial system
for the corporation. Use of the state's budgeting system would most likely suffice, but the accounting system
in use by the state would not meet ARRC's needs for financial and management reporting.

4, ARRC personnel increased costs - $264.6
To appropriately comply with the requirements of the Executive Budget Act, two additional staff will be
required, one for financial and accounting assistance and one for legislative and budget coordination.

5. Increased travel increased costs - $10.0

Travel costs associated with Legislative budget hearings and coordination with Department of Commerce,
Community and Economic Development and the Office of Management and Budget would increase
Ancharage to Juneau travel significantly for the CEO, CFO, and AVP Corporate Affairs.
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March 27, 2009

Representative Bill Stoltze
Co-Chair, House Finance Committee
Juneau, Alaska

Re: Opposition to HB 127

Dear Representative Stoltze:

My name is Jack Burton and I have worked for the Alaska
Raiircad for the past 45 years. For 14 of those years, I was the
president of the American Federation of Government Employees, AFL-
CIO Local 183 (AFGE), the ARRC‘s largest unicn, representing over
330 ARRC employees. For the past 19 years, I have alsc served as
the labor representative on the BAlaska Railroad Corporation’s
(ARRC} Board of Directors. I am writing on behalf of myself and
the approximately 620 ARRC wunion employees to express our
opposition to HB 127, which seeks to put ARRC under the Executive

Budget Act (EBA].

First and foremost, I speak on behalf of all union employees
of the ARRC when I say that we are fiercely opposed to the ARRC's
being placed under the EBA because it is a direct impairment of a
contractual relationship that our unions have had with the ARRC for
decades, and one under which we operate now and will operate for
years to come under current collective bargaining agreements. When
the state bought the railroad and created the corporation to
operate it, the state explicitly mandated that the employees of the
railroad were tc be emplovees of the corporation, not employees of
the state. The unions were explicitly exempted from coverage Dby
the Public Employee Relations Act (which governs the relationship
between the state and its unions), and separate, independent labor
laws governing the railroad’'s unions contracts and its bargaining
with the railroad were created solely for the railrocad and its

unions.

Over the years, the railroad’'s unions have bargained in good
faith wich the railrcad for all terms and conditions cof employment,
arnd have successfully entered into binding contracts with the
railroad on each occasion, contracts that contain mutually agreed-
upon wages, hours, and working conditions for uriion members. in
doing so, the unions relied on the labor relations provisions of
the corporation’s statute, the railroad's financial independence
from the state, and the railroad’s self-sustaining ability to
fulfill the promises that it made in those collective bargaining

agreements.
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Placing the ARRC under the EBA will drastically undermine the
very foundation upon which the railroad and its unions have
established their relationship and negotiated their c¢ollective
bargaining agreements. None o¢f the unions’ bargaining agreements
was negotiated with the understanding that their terms would be
“*subject to appropriatiocn,” nor did the unions ever intend any such
restrictions. Instead, the unions bargained for wages that were
contractually ensured by railroad-generated revenues, revenues that
the wunions knew they contributed to by expending their hard
efforts. Placing ARRC under the EBA not only improperly subjects
the wages and other terms and conditions of my members’ employment
toc the vagaries and uncertainties of the political process, but
also directly impairs the rights for which they have already
pbargained with the ARRC. We steadfastly oppose sugh an impairment
of ocur current and future employment rights with ARRC.

In addition to the foregoing, my unicn members also believe
that the enactment of HB 127 will violate the mandate in the
federal transfer act that requires the revenues generated by ARRC
toc be retained and managed by ARRC for railroad and related
purposes conly. Subjecting ARRC to the EBA may generate litigation
from employees who feel their contract rights have been vieolated or
that railrcad jobs may be lost if the Legislature has the power to
divert ARRC’'s revenues and federal apprcpriations to nen-railroad

purposes.

, As an employee of the railrcad under both governmental
financial control and corporate financial independence, I speak
from hard-earned experience when I say that the operation of the
railroad under political control was a colossal failure. I worked
for the Alaska Railroad for 20 years before it was sold to the
state and can tell ycocu that a majer reason that the railroad lost
money every year was 1ts inability to obtain adequate operating and
capital funds under the politically charged federal Dbudget
appropriaticn process. The perpetual lack of fundg resulted in
deterioration of the railroad's track and equipment which in turn
increased operating costs which led to the loss of existing
business and the inability to obtain new business. It seems we
were always operating in a survival mode because the politicians in
congress always found better things to do with our tax deollars. We
could never count on receiving sufficient funds and as a result
could never plan for mecre than a year in advance. You will risk
the same thing happening to ARRC if you put it under the EBA where
funding decisions will be based upon political reasons rather good

business judgment and management.
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I also participated in the transfer process when the railroad
was sold to the state and I testified before the Legislature on
several occasions with regard to labor issues. Although there
were two or three competing kills concerning the structure of the
state entity that would own and operate the Alaska Railroad, every
cne cof them required the railrcad to be operated as a business as
opposed to a government agency and every one of them exempted the
railroad from the EBA. The Legislature was very clear that they
wanted the railroad to be operated on a self sustaining kasis and
not require yearly infusions of tax dollars 1like the federally
owned railrcad did. Based on the experience of the federally owned
railroad, they knew that injecting peolitics into a Dbusiness
operation was a recipe for disaster. The ARRC business model has
worked very successfully for the past 24 years so why risk messing

it up now?

Lastly, I am surprised that this pill is being seriously
considered by a private sector oriented legislature. 1In the recent
past, the Legislature has looked for ways to reduce government
inefficiencies by privatizing prisons, schocls, the state ferry
system, motor vehicle and driver licensing, etc. etc. The
enactment of HB 127 will actually increase government inefficiency
by taking what is currently a profitable and self-sustaining public
asset and turning it dinte an inefficient government bureaucracy
which is exactly what the Alaska Railroad was before it wasg sold to
the state. It makes no sense to make such a sweeping change in the
absence of any concrete evidence that the ARRC business model is

some how broken and needs repair.

Representative Stoltze, I am c¢harged with representing the
best interests of all of my union brothers and sisters at the ARRC.
In that capacity, I cannot emphasize enough the opposition your
bill faces from ARRC organized labor. We have an established,
successful bargaining relationship with the ARRC under its current
status, and we have no interest in being subject to the well-known
political whims of the legislative appropriation process. We
appreciate your bearing our opposition in mind as you consider this

bill.

Sincerely,

F Odis

Jack Burton




DETAILED COMMENTS ON HB 127
Submitted by the Alaska Railroad Corporation (ARRC)

Loss of Flexibility Needed to React to Business Changes

. Changes in railroad business require the ability to respond quickly with capital
investment and/or operafing increases,

Unlike other public corporations such as AHFC and AIDEA, which are not primarily
operating entities, ARRC operates a multifaceted freight and passenger transportation and
real estate business that require it o be responsive to the needs of Alaska citizens and
businesses in order to be successful. The railroad industry in America is engaged in a
capital intensive business that has experienced significant changes in customers'
requirements, and therefore significant changes in its infrastructure, eguipment and
technology. Quick action is often required to respond to customers’ needs and to seize
business opportunities. For ARRC, this translates into the need for the flexibility to make
business decisions unencumbered by rigid yearly appropriation schedules. For example, a
decision to acquire new high capacity hopper cars was made during negotiations regarding
export coal, in order to make ARRC'’s coal customer more competitive in the world markets,
as well as improve service to other customers. Because this occurred during the middle of
a fiscal year, it would have been difficult if not impossible to respond in a timely manner had
it been necessary fo seek administrative and legislative approval.

Effect on Borrowing and Contracts

. The proposed bill may impair ARRC’s ability to perform its legal obligations
under long term contracts and loan agreements.

The proposed bill does not address several legal problems that may arise if ARRC is
subjected to the EBA. First, ARRC has been operating as a business for the past 24 years
and has incurred legal obligations under existing long term contracts to provide a wide
variety of transportation services to customers under constantly changing market conditions.
ARRC also has several long term loan agreements that require ARRC to make periodic
interest and principal payments. None of these agreements contains language conditioning
ARRC's duty to perform on its receipt of sufficient appropriations from the legislature, as is
the case in a typical state contract. Even if ARRC retains all its revenues, if it cannot
expend them except in strict accordance with a legislatively approved annual budget, our
existing customers/lenders may have valid concerns about its continuing ability to perform
as their contracts require and may assert that their contract rights have been impaired in
violation of Article |, Section 15 of the Alaska Constitution.

Second, putting ARRC under the EBA may create a risk that ARRC’s existing long
term commercial debt could be called. Aill of ARRC's loan agreements contain provisions

DETAILED COMMENTS ON HB 127 Page 1 of 5
Submitted by the Alaska Raiiroad Corporation
3/23/09

327 W. Ship Creek Avenue ] MAILING ADDRESS TEL 907.265.2300 FAX §07.265.2416
Anchorage, Alaska gg501

P.0. Box 107500 Anchorage, Alaska, 99510-7500 AlaskaRailroad.com




that allow the lender to declare a default and/or accelerate the loan if, as a result of changed
circumstances, the lender deems itself insecure. Qur lenders may have a legitimate reason
to be concerned about ARRC's ability to repay their loans if the corporation is subjected to
the EBA because there is little ARRC can do to assure them that the Legislature will
appropriate enough money to ARRC to make the payments required on their [oans.

Putting ARRC under the EBA will also seriously impact the $165,000,000 in
outstanding FTA Formula Funds backed bonds that ARRC issued in 2006 and 2007.
ARRC's outside bond counsel has advised that if HB 127 is enacted, (1) it will be viewed by
the bondholders as an impairment of their rights in violation of AS 42.40.675, (2) will likely
result in a down grade in the ratings of the bonds and (3) may violate the ARTA mandate
that revenues generated by ARRC "be retained and managed by the stated-owned railroad
for railroad and related purposes.”

Third, ARRC must sometimes borrow funds to enable it to fulfill its contract
obligations. While this bill leaves intact several provisions regarding borrowing by ARRC,
placing the corporation under the EBA may jeopardize the borrowing ability of the
corporation. It may be difficult for ARRC to assure its creditors that the legislature will
appropriate sufficient money, or approve fine entries in its budget, to pay the debt service on
their loans.

Fourth, even if ARRC can overcome the non-appropriation risk, borrowing will likely
be more costly. ARRC is able to borrow money at a lower interest rate than other tax
exempt entities such as the State because ARRC currently meets the definition of a “small
debt issuer" under Section 235 of the Internal Revenue Code. This provision allows banks
to deduct approximately 80% of their carrying costs on loans to ARRC, which has in the
past resulted in an interest rate that is 80-100 basis points lower than the usual tax exempt
rate. If ARRC is subjected to the EBA, its finances would no longer be considered separate
from the State’s and it will no longer qualify for this important benefit. As a result, ARRC's
cost of borrowing could increase markedly.

In short, subjecting ARRC to the EBA will limit ARRC's ability to enter into future long
term contracts with its customers and lenders because every agreement it negotiates will
have to have the caveat at the end "SUBJECT TO LEGISLATIVE APPROPRIATION." If we
cannot assure our customers that we will have the funds and the authority to spend them to
perform the services they require, they are likely to go elsewhere.

Effect of State Fiscal Year

. ARRC's business is highly seasonal, and moving to the state fiscal year would
split the business season.

Business activity in Alaska is highly seasonal. Subjecting ARRC to the EBA will
require it to change from its current calendar year as fiscal year, to the state fiscal year that
ends on June 30, While there does not appear to be a specific mandate to this effect, the
requirement to participate in the governor's budgeting process and seek legislative
approvais will necessitate such a change. Prudent businesses close their fiscal year at the
end of a business cycle, not during its busiest time. The railroad's "busy season” ends

DETAILED COMMENTS ON HB 127 Page 2 of §
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around November 1, and the calendar year is therefore the most appropriate fiscal year for
ARRC. Not only would the state fiscal year artificially bifurcate the business year, but it
would require the corporation to spend considerable time participating in the budgeting
process at the same time it is gearing up to expand operations in May. This is not an
efficient use of resources.

Effect on Liability

. By assuming substantial actual control over the financial and legal obligations
of ARRC, the State will likely subject itself te full liability for ARRC's
operations.

A major purpose of setting up an "enterprise fund" such as ARRC is to shield the
State from liability in the event the enterprise goes under or incurs a catastrophic liability.
ARRC has been a defendant in numerous lawsuits since its creation, and the State of
Alaska has never been made a party as a result of ARRC's actions, nor called upon to
answer in damages in any of these cases. Obviously, the language of AS 42.40.500 and
the arm's length nature of the corporation's past relationship with the State have had the
intended effect and spared the State these fiabilities. This is not likely to continue once the
State injects itself so substantially into the railroad's business decision-making process.
Simply put, the more control you exercise over an entity, the more likely you are tc become
liable for the entity's obligations.

Violation of Alaska Railroad Transfer Act, 45 USC 1201 et seq. {ARTA)

. The Transfer Act specifically requires that ARRC retain control of its funds and
budget. The federal government could raise this violation of ARTA as a breach in its
contract with the State of Alaska transferring the railroad.

Section 1207 of ARTA mandates that the revenues generated by ARRC be "retained
and managed by the State-owned railroad for railroad and related purposes”. This provision
was inserted in ARTA to prevent the state from repeating the mistakes that caused the
federally owned railroad to lose money in almost every year of its 60 year history. A major
reason that the federal railroad lost money was that all of its funds had to be appropriated
under the federal budget process which deprived the raiiroad of the flexibility needed to
respond quickly to business opportunities and prevented it from cbtaining needed capital to
maintain or improve service.

This bill could infringe on that "management” right in several respects. For exampls,
inclusion of ARRC under the EBA could have the effect of prohibiting the corporation from
hiring additional employees or expending any meney or incurring other obligations unless
these items were included in an operations plan approved by OMB, which must in turn
comport with a budget approved by the legislature. See AS 37.07.080(d). If ARRC receives
excess funds from its operations {(beyond what is expected and accounted for in its
approved budget), it must convince the administration to propose a revision to the
Legislative Budget & Audit Committee and possibly wait 45 days before expending the
money. See AS 37.07.080(h). Not only does this run afoul of “management” rights provided
in ARTA, but it aiso provides another example of the peotential loss of business if ARRC is

DETAILED COMMENTS ON HB 127 Page 3 of §
Submitted by the Alaska Railroad Corporation
3/23/09




brought under the EBA. One can foresee a multitude of business opportunities or potential
employees that will not wait the time required to obtain such approvals and, accordingly, be
lost to the corporation.

As noted below, there does not appear to be any requirement that ali of the money
generated by ARRC be paid into the state treasury. However, in light of the "appropriation”
language used in the bill, the bill's intent is not entirely clear. If the design is for ARRC
revenues either (1) to be "state funds” which are then appropriated back {o the corporation
or (2) to be held by the corporation but only expended pursuant to an approved budget, then
the corporation no longer has the "management’ rights required by Section 1207 of ARTA.
In addition, if all of ARRC's revenues are not either appropriated back to the corporation or
approved to be used in the corporation's budget, part of ARRC's revenue could be used to
fund a program or preject that is totally unrelated to the railroad. This too would victate the
mandate of ARTA Section 1207.

EBA Process Adds Time and Cost Without Adding Value

. Participating in the budgeting process as proposed will substantially increase
the costs of doing business. It is unreasonable to expect the customers to
bear this additional cost.

Subjecting ARRC to the EBA will add an unnecessary layer of expense and time
consuming government bureaucracy to what is currently a profitable and self-sustaining
asset. Numerous provisions throughout the EBA impose procedures with considerably
different focus and detail than ARRC currently develops, such as the "agency program,”
"financial plan” and "operations plan." In addition, involvement of additional layers of
governmental agencies (OMB, LB&A, etc.) to business sector decision-making will delay the
process and therefore result in less flexibility to react to business climate changes. Al of
these add significant costs to ARRC's operations without adding any value. These costs will
uttimately be paid by railroad customers or, worse still, by the corporation in the form of lost
opportunity.

Inconsistency of Approach

. The inconsistencies found in the bill illustrate the difficulty in separating the
financial management of the corporation from the operationai management left
to ARRC.

The bill expressly subjects ARRC’s revenues to legislative control by making the
corporation subject to the EBA. Yet, it does not change the primary legislative purpcses
embedded throughout the Alaska Railroad Corporation Act that require the corporation (1)
to be exclusively responsible for management of the financial and legal obligations of the
Alaska Railroad, (2) to carry out its responsibilities on a "self-sustaining basis,” and (3) to
provide for the “prudent operation of the railroad according to sound business management
practices.” The bill requires ARRC to "request, in accordance with AS 37.07, appropriations
from the legislature to carry out the provisions of this chapter”. Under this bill, ARRC will
have to seek an annual appropriation for all expenditures of the corporation, with all the
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accompanying budget, operations plan and other documents that are generated in the
governor's budgeting process. However, the EBA itself does not reguire ARRC revenues to
be paid into the general governmental treasury” and it is unclear whether the bill
contemplates this result. If ARRC is to retain its receipts, it is inconsistent to require the
corporation to seek appropriations for operating and other expenditures.

Conclusion: HB 127 Seeks to Fix Something That is Not Broken

The most perplexing issue about HB 127 is that the impetus for the bill isn't coming
from the citizens or businesses served by the railroad, or from the communities being
served. Nor is it supported by any research or studies such as those provided by the
Harvard Business School and University of Alaska Institute for Social and Economic
Research that led the 13" Legislature to adopt the current business model that exempts
ARRC from the EBA. The railroad as it exists today has provided Alaska with the best of all
possible worlds-- the State owns the asset but has none of the liability associated with its
operations, the railroad pays its own way as well as making a profit, and it operates an
essential transportation service without any burden on the taxpayers. In short, the Alaska
Railroad is working just fine as it is currently structured. It makes no sense to make so
sweeping a change without any demonstrable reason.

" Another section of the Public Finance title, AS 37.05.146, provides that ARRC receipts
are not general fund receipts. Without any other section of that title being made applicable
to ARRC, there is apparently no requirement that corporation funds be paid over to the state
treasury.
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HB 127 COMMENTARY
IS IT TIME TO RESTRUCTURE THE ALASKA RAILROAD CORPORATION?

HB 127 seeks to make a fundamental change in the operation of Alaska
Railroad Corporation (ARRC) despite the fact that the current operational structure has
worked very well for the past 24 years and has produced substantial benefits for the
State of Alaska since the State acquired the Alaska Railroad from the Federal
Government in 1985. In ARRC as currently formulated, the State has a well-run, self-
sustaining transportation instrumentality that provides safe, economical, and efficient
transportation to residents, businesses, visitors, and military installations in the State.
In the past 24 years since transfer, ARRC has been profitable for 20 of those years,
made hundreds of millions of dollars in capital improvements to the railroad’s track
infrastructure, facilities and railcar/locomotive fleet and has grown to have an asset
value approaching $1 billion. All of this was accomplished without ongoing State
appropriations.

The enormous success of the present ARRC model did not occur by accident.
Rather, it was the result of an essential policy decision made by the decision makers
within the State of Alaska after several years of studies, debate, discussions and
careful consideration as to the type of entity that would operate the railroad under state
ownership.

Alaska Railroad Perspective: Government Agency or Business?

During the 60 years prior to the transfer of the Alaska Railroad to the State in
1985 the Federal Government operated the railroad primarily from a governmental
perspective as a typical, inefficient federal bureaucracy within the Federal Railroad
Administration (FRA) that required yearly injections of tax payer dollars to meet its
operating and capital expenses. Historically, the role of the railroad was subject to
considerable confusion. At various times it was a frontier development tool, a part of
the national defense system, a vehicle for implementing federal policies, a resource
recovery mechanism, a repository for surplus federal material, a means of social
service delivery and, on occasion, a market place railroad. The lack of a clear set of
goals placed a severe limitation on the railroad's ability to satisfy any one of these
purposes adequately. As a consequence, except for a few years during World War I
and the pipeline construction, the Alaska Railroad lost money every year.

Moreover, because the Alaska Railroad was subject to the federal capital
budget/appropriation process, it was never able to obtain sufficient capital money to
fund such necessary items as annual cross-tie replacement, track surfacing, major
equipment repair/refurbishing, new equipment acquisitions, building repair, etc. The
Federal Government always seemed to have better, more politically motivated things
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to do with its money. As a result of the lack of capital investment, the physical plant of
the railroad deteriorated, operating expenses increased and service levels declined.
At the time of transfer, there was an estimated $100,000,000 in deferred maintenance
associated with the property.

By 1979, it became apparent that the Alaska Railroad had become a fiscal and
political liability for the FRA and it approached the State of Alaska with a proposal to
transfer the railroad to the State. The State responded that while it regarded the
railroad as an integral part of Alaska's transportation infrastructure, it was hesitant to
involve itself directly in the operation of the railroad which had historically operated at
significant annual losses. In 1980, the State commenced an in-depth assessment of
the multitude of issues related to the transfer proposal. It retained experts to advise it
and commissioned reports and studies to be prepared as to what would be the best
organizationai alternative for the Alaska Railroad under state ownership, one that
would not perpetuate the financial failures of the federally owned railroad.

With this goal in mind and based upon input from several experts, the State
made the critical policy decision that a state owned railroad had to be governed by a
business orientation rather than a government agency perspective in order to prevent
the railroad from becoming entrenched as another state bureaucracy. Based upon
studies prepared by such entities as the Harvard Business School and the University
of Alaska Institute of Social and Economic Research, the State decision makers
determined that each potential organizational structure should be measured by the
extent to which it satisfied the following criteria:

1. Freedom from—and equal legal standing with——government to take
advantage of management and market opportunities.

2. Ability to access and obtain private and public capital funds.

3. Management freedom for the railroad's operational decisions within
established policies.

4. Clear-cut lines of management responsibility and accountability for decisions
which are made.

5. Marketing freedom within established policies and budgetary constraints.

6. Clear decision-making authority without a cumbersome and bureaucratic
process.

7. Management capability to make long-term commitments within established
policies.

8. Management freedom to negotiate solutions to problems and to take
advantage of service opportunities.

HB 127 Position Paper Page 2
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9. Industrial development capability on railroad land.

10. Performance-based perscnnel management inbluding the direct ability to
hire, fire, promote, train, supervise and direct required railroad employees.

11. Ability to provide financial and other incentives for performance.

Using the above criteria, the 13th Alaska Legislature determined that the
organizational structure that would provide the best chance for a viable state owned
railroad was a public corporation that (1) would be exclusively responsible for the
management of the financial and legal operations of the Alaska Railroad, (2) would
have the ability to raise capital from the private sector, (3} would carry out its
responsibilities on a self-sustaining basis, and (4) would provide for prudent operation
of the railroad according to sound business management practices, i.e. the Alaska
Railroad Corporation as it is currently structured under AS 42.40. The 13th Alaska
Legislature specifically exempted ARRC from the Executive Budget Act in order to
satisfy the abovementioned organization criteria and to assure that the raitroad would
have the flexibility to operate from a business perspective,

Proposed HB 127 seeks to place ARRC under the Executive Budget Act. f
adopted, this legislation will turn the railroad into a line agency of the State that will be
unable to respond quickly to business opportunities and may even have to compete for
state operating and capital funds with other agencies. This organizational structure
was expressly rejected by the 13th Legislature because the same limitations and
problems encountered by the Alaska Railroad as a federal agency would also be
present with the railroad as a state agency.

The in-depth assessment of the Alaska Railroad conducted during the five
years before transfer determined that the majority of the federally owned railroad’s
financial problems were due to the requirement that the railroad follow federal
budgeting procedures rather than allowing its management to develop operating and
capital programs on the same basis as a privately owned railroad. Specifically, the
federal budget procedures requirement caused the following problems:

1. Obtaining needed capital appropriations was difficult and usually political,
providing the Alaska Railroad with littie assurance that required funds would
be available when needed. The funding by appropriation mechanism made
it impossible for the railroad to realistically plan and budget for more than a
year in advance. The lack of needed capital also caused the railroad’s
physical plant to deteriorate, which increased operating costs and made it
more difficult for the railroad to compete for new business.

2. Eliminated the flexibility management needed to take advantage of new
business opportunities. Alaska’s economic activity is dynamic, which means
that rail service needs the ability to change frequently during a fiscal year.
Under the funding by appropriation mechanism, the federally owned railfroad
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lost numerous business opportunities because, needing congressional
appropriations, it could not make business commitments quickly enough to
meet the potential customer’s needs.

3. Compliance with the bureaucratic federal budget procedures created an
expensive and time consuming burden on the Alaska Railroad. The railroad
was required to spend time trying to force its operation into a format that
was designed for federal agencies. This resulted in a substantial amount of
nonproductive time being expended in preparing reports, budget submittals,
etc. that had no significant management value.

Considerable State Oversight Exists in Current Business Model

Although the 13" Legislature took great care fo insulate ARRC from

unnecessary and burdensome government interference, it also recognized that under
State ownership, the Alaska Railroad is a public entity that serves important public
purposes. While the exemption of ARRC from the Executive Budget Act (EBA) solved
the major problems that plagued the federally owned railroad, in a effort to assure
accountability to the public without unnecessarily interfering with the railroad’s
mandate to operate freely in the competitive market place on a self-sustaining basis,
the 13" Legislature imposed several significant State oversight mechanisms over

ARRC

's operation and management practices to replace the oversight found.in the

EBA. This oversight is accomplished by the following requirements:

1.

HB 127
3/23/09

The ARRC Board of Directors is responsible for providing an annual report of
the operations and financial condition of the corporation to the Governor,
making it available to the {egislature as well.

The ARRC Board of Directors is responsible for initiating both a financial and
performance audit each year. As required by statute, the financial audit is
performed by an independent certified public accountant. Copies are provided
to the Governor and the Legislature each year. [n addition, a recognized
railroad management expert conducts the annual performance audit to ensure
ARRC is managed and operated effectively and efficiently.

ARRC must file an oversight report with the Legislature and Governor before it
undertakes expansion, reduction, or diversification of train services that
represents a significant and permanent change in service level.

Legislative approval is required for certain corporate actions, such as disposing
of the Railroad's entire interest in land, leasing iand for longer than 59 years,
extension of rail lines or issuing bonds. In addition, any exercise of the power
of eminent domain by the corporation requires the approval of the Governor.

Position Paper Page 4




5. The Legislative Budget and Audit Commitiee regularly reviews ARRC's
operation and management practices.

6. ARRC's procurement procedures are required to be substantially equivalent to
state procurement requirements.

7. ARRC employees and directors are subject to the Executive Branch Ethics Act.

8. The Commissioners of the Alaska Department of Transportation and Public
Facilities and the Department of Commerce, Community and Economic
Development both serve on ARRC’s board of directors.

9. ARRC's spill prevention and response plans are filed with and regulated by the
state. ARRC is required by state law to show sufficient financial responsibility
to respond to spills.

10.ARRC must provide public notice before entering into leases or other disposals
of an interest in land.

11. ARRC must notify the Department of Law within 30 days before initiating any
legal action.

12. The railroad is required to be operated under the jurisdiction of the Surface
Transportation Board as required by the Alaska Railroad Transportation Act of
1982.

Conclusion

The rationale for exempting ARRC from the EBA is as valid today as it was 24
years ago. In exempting ARRC from the EBA, the 13th Legislature understood the
need for the state-owned railroad to operate as an independent business, free from
political concerns and the unnecessary cost of bureaucratic attachments. They
understood that railroad business, safety, and environmental decisions have to be
made based on the facts and merits of the situation, and not unnecessarily biased or
encumbered by political considerations. They understood that dependence on
appropriations from the State would automatically slow down day-to-day decision-
making in a very complex and dynamic transportation business where customers
depend on the railroad's ability to respond quickly to market demands.

in short, the ARRC business model, as it exists today, works very well and, as a
result, ARRC has never requested State dollars for its operation. We firmly believe
that the Legislature should be proud that this business is providing a valuable service
to Alaska's economy, satisfying its customers, and paying its own way. The Ajaska
Legislature should not undermine ARRC’s continuing viability by injecting the EBA into
its operations. ARRC needs to be at the very top of its game if it is to someday

HB 127 Position Paper Page 5
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support a new pipeline, Department of Defense development, growing tourist
numbers, a future need for commuter rail support, and/or expansion into Canada or
ultimately north beyond Fairbanks. HB 127 threatens that readiness to take on growth
and development within the state, a halimark of ARRC's history and track record.

HB 127 Position Paper Page 6
3123/09
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COMMENTS ON HB 127
Executive Summary
Submitted by the Alaska Railroad Corporation (ARRC}

Reasons why placing ARRC under the Executive Budget Act (EBA}is a bad idea:

Will cause ARRC to lose the flexibility needed to respond to business opportunities.
Changes in railroad business require the ability to respond quickly with capital
investment and/or operating increases when customers or circumstances demand
it, a condition no other state entity such as AHFC or AIDEA must contend with. The
proposed bill will make it very difficult to respond to market opportunities in a timely
fashion.

Will cause concerns by ARRC's major customers/lenders (e.g. Flint Hills, Usibelli
Coal Mine, Lynden, TOTE, Princess, Holland America, Wells Fargo Bank) as to its
ability to perform under existing long term contracts. Passage of this hill may also
constitute an impairment of contract rights in violation of Article |, Section 15 of the
Alaska Constitution and a impairment of bondholders’ rights in violation of AS 42.40
675. ARRC's existing agreements do not contain language conditioning ARRC's
duty to perform on its receipt of sufficient appropriations from the legislature, as is
the case in a typical state contract.

Wiil seriously impact $165,000,000 in outstanding FTA Formula Funds Bonds.

ARRC's current fiscal year is the calendar year. Its business is highly seasonal, and
moving to the state fiscal year would split the business season, something no
prudent business person would do.

By assuming substantial actual control over the financial and legal obligations of
ARRC, the state may subject itself to full liability for ARRC's operations. The more
control you assert over an entity, the more likely it is that you will be held

responsible when things go wrong. '

May violate the federal Alaska Railroad Transfer Act (ARTA) which specifically
provides that ARRC is to retain control of its funds. This provision was inserted in
ARTA to prevent the state from repeating the mistakes that caused the federally
owned railroad to lose money in almost every year of its 60-year history. A major
reason that the federal railroad lost money was that all of its funds had to be
appropriated under the federal budget process which deprived the railroad of the
flexibility needed to respond quickly to business opportunities and prevented it
from obtaining needed capital to maintain or improve service.

EBA process adds time and cost without adding vatue.
Bili seeks to fix something that is not broken. Putting ARRC under the EBA has

been brought up numerous times by various parties since ARRC’s creation. In each
instance, the current “husiness” model was determined to be the superior choice.

HB 127 Bullets

03/23/09
327 W, Ship Creek Avenue MAILING ADDRESS TEL 907.265.2300 FAX 907.265.2416
Ancherage, Alaska gg501 P.O. Box 107500 Anchorage, Aaska, gg510-7500 AlaskaRailroad.com
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Sesgion:

Alaska State Capitel, Rm 515
Juneau, AK 99801-1182
Phone; (907) 4654958

Fax: (907) 4654928

Co-Chair
Flowse Finance Committee

Clutir
Flause Finance Subcommittees for;
Department uf Public Safety

Department of L aw District:

600 E. Railroad Ave.

Menber: Wasilla, AK 99654

l.t'gj.slan:ve Council . BILL STOLTZE
1 agislative Budget & Audit {alt)
STATE REPRESENTATIVE

Representative Bill_Stoltze@legis state.ak.us

Sponsor Statement
For
House Bill 127

House Bill 127 would place the Alaska Railroad Corporation under the Executive
Budget Act. The Alaska Railroad Corporation has been owned by the State of Alaska
since 1985 and is governed by a seven member board appointed by the Governor.

The Executive Budget Act (AS 37.07) is the statute that outlines the state budget
process. It has a successful history of providing transparency and accountability in
public expenditures.

The Executive Budget Act outlines procedures for accountability and review by both
the Executive and Legislative branches of our government. Itis a very straightforward
process with nothing to fear and nothing to hide.

Our budget process often involves healthy tensions between the Executive and
Legislative branches, but these deliberations provide Alaskans with a better
understanding of how public funds are spent. [t also provides policy makers and
elected officials with the information and reasonable timeframes to make necessary
budget decisions.

There are numerous circumstances over the years where public corporations have been
brought under the review of the Executive Budget Act. The Alaska Housing Finance
Corporation (AHFC), for example, was brought under the act during the 1990’s despite
concerns expressed at the time by the corporation’s management.

Since that time, AHFC has improved its bond rating, purchased billions of mortgages
foans and is viewed nationally as an innovator in the development of affordable and
energy cfficient housing programs. While the rest of our nation is facing a housing
crisis, Alaska’s housing market is currently considered stable.

In short - the Executive Budget Act was successful in allowing AHFC to be part of the
state budget process.
DISTRICT 14

BIRCHWQOD » BUTTE * CHUGIAK ® EKLUTNA « FAIRVIEW LOOP
KNIK RIVER ROAD » LAZY MOUNTAIN » PALMER * PETERS CREEK
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COUMNSELORS AT LAW

BLANK

MEMORANDUM
TO: Alaska Railroad Corporation
FROM: Blank Rome LLP
DATE: March 23, 2009
RE: House Bill 127
C/M # 811156-00301

We are furnishing this memorandum to provide analysis of the effects of House Bill 127
("HB 127”), now pending in the State Legislature, on (i) the Alaska Railroad Corporation
(“ARRC™) Capital Grant Receipts Bonds, Series 2006 and Series 2007 (FTA Section 5307
Urbanized Area Formula Funds and Section 5309 Fixed Guideway Modemization Formula
Funds) (the “Series 2006 Bonds” and “Series 2007 Bonds”, respectively, and collectively, the
“Bonds”), (ii) the credit ratings assigned to the Bonds, and (iii) compliance with the provisions
of the Alaska Railroad Transfer Act, 45 U.S.C. §1201 et seq. (“ARTA™).

1. The Effect of HB 127 on the Bonds.

The Bonds are revenue bonds secured solely by and payable solely from FTA Section
5307 and Section 5309 Formula Funds (collectively, the “Furmula Funds™) received by ARRC
for the Federal Fiscal Year commencing October 1, 2006 and each Federa] Fiscal Year
thereafter. Thus, all Formula Funds received or receivable by ARRC are pledged under the Trust
Indenture securing the Bonds (“Trust Indenture™) and are required to be paid directly to the
Trustee under the Trust Indenture for deposit in a trust fund designated “Grant Receipts Deposit
Fund”. -

The Bonds and the Official Statements used in the primary offerings of the Bonds recite
that the Bonds are not a debt or liability of the State of Alaska and further that the Bonds are not
general obligations of ARRC and do not pledge the assets or revenues of ARRC except for the
Formula Funds.

The Bondholders have been informed in the Official Statements that receipt of Formula
Funds is subject to authorization and appropriation by the United States Congress, but that once
Congress has acted, the Formula Funds in their entirety are paid directly to the Corporation or
the Trustee and the obligation of the Corporation to pay all the Formula Funds over fo the




4673

Alaska Railroad Corporation
March 23, 2009
Page 2

Trustee is absolute and unconditional. This requirement, by the way, includes any Formula
Funds ARRC is to receive under the recently enacted Stimulus legislation.

The Bondholders have never been told that the payment of the Formula Funds to the
Trustee and of debt service on their Bonds is subject to appropriation by the State Legisiature, a
risk that would certainly have merited prominent disclosure had it been in the law at the time.

Should HB 127 be enacted, it will be necessary for ARRC to file a material event notice
under its Continuing Disclosure Undertakings executed pursuant to SEC Rule 15¢2-12 advising
the Bondholders that their rights to unfettered payment of the Formula Funds to the Trustee and
of debt service on the Bonds have been impaired by the enactment of a law conferring on the
State Legislature the discretion to determine the amounts, if any, appropriated to the Grant .
Receipts Deposit Fund or allocated to pay debt service and that such payments are subject to the
risks of non-appropriation and/or delayed appropriation by the State.

We note that in accordance with A.S. 42.40.675, the Trust Indenture includes the pledge
made by the State in A.S. 42.40.675 not to impair the rights of the holders of the Bonds, We
believe that the provisions of HB 127 would be viewed by Bondholders as an impairment of their
rights to receive all of the Formula Funds for the Grant Receipts Deposit Fund to assure payment
in full of debt service of the Bonds prior to application of the Formula Funds to other purposes,
as required by the Indenture, N

Parenthetically, A.S. 42.40.675 makes the same pledge to any federal agency contributing
funds to ARRC. You will, no doubt, have ascertained whether any federal agency’s rights
contained in any grant agreement or other contractual obligation are impaired by HB 127.

2. Effect of HB 127 on Credit Ratings Assigned to the Bonds.

At the time the Bonds were issued, each Series was insured with a policy of municipal
bond insurance issued by Financial Guaranty Insurance Company (“FGIC™) and the Bonds then
carried insured ratings of “AAA” by Standard & Poor’s Ratings Service (*S&P”) and Fitch
(“Fitch Ratings™) and “Aaa” by Moody’s Investors Service (“Moody’s™). ARRC also obtained
unenhanced ratings for the Bonds of “A+” by S&P, “A" by Fich and “Al1” by Moody’s, based
on the structure cutlined in Part 1 of this Memorandum.

Since the original issuance of the Bonds, the FGIC ratings have all been downgraded and
the Bonds now bear the unenhanced ratings assigned to them by S&P, Fitch and Moody’s, since
the unenhanced ratings are now higher than the insured ratings.

If HB 127 were to be enacted, ARRC is obligated to notify S&P, Fitch and Moody’s
(collectively, the “Rating Agencies”) that the structure on which the unenhanced ratings were
based has been altered and that the Bonds now have two levels of appropriation risk — United
States Congress and State Legislature. The unenhanced ratings rely on the transfer of all
Formula Funds directly to the Trustee as provided in the Indenture with no risk of delay or
diversion once federally appropriated.
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There is a high degree of likelihood that the Rating Agencies would take action to change
the ratings downward or to at least put them on negative outlook pending a closer review of the
actions of the State Legislature.

ARRC will want to consult with its independent financial advisors on the Rating
Agencies and their potential actions. We advise you that our experience is that in this difficult
economy, rating agencies are quick to take action on the occurrence of a negative event. It is
much harder and takes much longer to raise a rating than it does to lower cne.

Any rating changes will require that ARRC file a material event notice pursuant to its
Contimuing Disclosure Undertakings.

Material event notices of the types of adverse changes described in Part 1 of this
memerandum and in this Part 2 usvally lead to adverse effects in the secondary market for the
Bonds and affect pricing and liquidity.

3. Effect of HB 127 an Compliance with ARTA.

In the brief time we have had to review HB 127 and the relevant provisions of ARTA, we
have substantial concern that HB 127 in the form now pending, violates ARTA which explicitly
provides that revenues generated by ARRC, “including any amount appropriated or otherwise
made available to the State-owned railroad shall be retained and managed by the State-owned
railroad for railroad and related purposes.” 45 U.S.C. § 1207(a)(5). This provision has always
been read and applied to mean that one hundred percent of ARRC’s revenues, whether fares,
tariffs, fees or federal funds or investment income are to be kept and managed by ARRC solely
for rail and related purposes. HB 127 purports to grant to the State legislature the power to
determine how much, if any, of ARRC’s revenues can be appropriated to ARRC in each fiscal
year and that at least some of them can be deposited in the State’s general fund. See HB 127,
Section 3. This is clearly at odds with ARTA, which dedicates all of the money to the “State-
owned railroad” (defined in ARTA to mean the authority, agency or corporation designated by
the State to own, operate or manage the railroad) or, in other words, ARRC. Nothing in HB 127
indicates any recognition by the drafters of the requirement that all of the revenues of ARRC
must be retained and managed by ARRC and that the Legislature cannot withhold or divert those
funds to other purposes. ARTA was amended in 2004 to insert the phrase, “including any
amount appropriated or otherwise made available” in Section 1207(a)(5) to make even more
explicit that all revenues of ARRC from whatever source derived are to be retained and managed
by ARRC.

Conclusion
HB 127 in the form now pending would be viewed as impairing the rights of the holders

of the Bonds, is likely to have an adverse effect on the unenhanced ratings assigned to the Bonds
and appears to conflict with Section 1207(a)(5) of ARTA.
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March 27, 2009

Honorable Bill Stoltze
Honorable Mike Hawker
House Finance Committee
Capitol Building

Juneau, AK 99801

RE: House Bill 127, Alaska Railroad Subject to Executive Budget Act

Dear Representatives Stoltz and Hawker,

We are writing in opposition to House Bill 127 which would place the Alaska Railroad under the
Executive Budget Act.

We are concerned that placing the railroad under the Executive Budget Act (EBA) would
adversely affect the operation of the railroad. The railroad needs the flexibility to respond to
changes and business opportunitics as they arise and it would loose that flexibility if it was under
the EBA.

The Alaska Railroad has functioned very effectively for many years. It has made 2 profit during
all but four of the past 24 years. At the same time the railroad has spent more than $50C million
to replace subgrade, upgrade the trackage, remove bottlenecks, straighten segments, etc. Much
more work is needed for the railroad to be up to modern standards that will accommodate 110
car unit trains (110 tons each car) operating on a 24 our basis. It will take many more years of
focused and consistent effort to accomplish this objective. The railroad needs the flexibility to
manage its business in a way that will bring this about.

There is also a concern that if the ratlroad was subject to the EBA, the details of operating the
railroad would be driven by changes of Administration and of the Legislature, rather than being
allowed to focus on a long term business model. The existing business model has worked well
and we urge that it be allowed to continue in that way.

Sincerely,

“"Steven C. Borell, P.E.

Executive Director
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Louanne Christian

From: Bill OlLeary [Olearyb@ akrr.com]

Sent:  Tuesday, March 24, 2009 9:32 AM

To: House Finance Legislation

Cc: Hupprich, William; Lindskoog, Wendy
Subject: RE: HB 127 - Impact to ARRC Bonds/ARTA

Louanne/Ben:

I understand your concern, as this is stamped as protected by attorney/client privilege. However, as the client of
Blank Rome, we can (and do) waive that privilege. Is this sufficient for you to include it?

I'm copying our Associate General Counsel on this, as he may be able to further elaborate on this topic.

Thanks.
Bill

>>> House Finance Legislation <House_Finance_Legislation@legis.state.ak.us> 3/24/2009 9:26:35 AM >>>

We are not comfortable including this document as it is stamped confidential. If it is no longer confidential,
please resubmit it without the disclaimer. Thanks Louanne/Ben

From: Bill OLeary [mailto:Olearyb@akrr.com]
Sent: Tuesday, March 24, 2009 7:33 AM

To: Lindskoog, Wendy

Subject: HB 127 - Impact to ARRC Bonds/ARTA

Wendy:

Attached is a memo from one of ARRC's bond counsel team addressing the impacts HB 127 could have on
ARRC's outstanding debt and other issues. Please forward for inclusion into the HFIN package.

Thanks.
Bill
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Denali Park Turnaround Track
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