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FINANCIAL FACTORS

General Comment:

The Wrap-up Insurance c o sts  were estim ated to be A .25% o f c o n stru c tio n  
c o s t s .  T h is  re su lte d  in  estim ated premiums o f $3,784,602 fo r  the to t a l  
P ro je c t c o s ts  o f approxim ately $89,000,000.

I t  appears Chat c o n s t r ic t io n  c o sts  w i l l  be $94,339,000 which would 
in d ic a te  a wrap-up insu rance  co st of $4,009,408 u sin g  the 4.25% base.

H is t o r ic a l ly  and on a co n tin u in g  b a s is  wrap-up in su ra n ce  c o sts  fo r 
wrap-ups have ranged from ju s t  over 1% to s l i g h t l y  h ig h e r chan 2% of 
c o n stru c tio n  c o s t s .  These percentages do not in c lu d e  o f f s e t s  o f 
in su ran ce  c o sts  generated from investm ent income.

S p e c if ic  Tyee Lake Insurance c o s t s .

One way of loo king  at wrap-up insu rance  co st i s  to compare to t a l  expenses 
to paid and incurre d  lo s s e s .

To date APA has paid premiums as of
Jan u ary 31, 1983 (Per P .V M . A u d it) $3,186,602

Deduct: expenses ocher than paid lo s s e s  1 ,1 4 1 ,1 J1

Funds a v a ila b le  fo r  lo s s e s  $2,045,491

add investm ent income  53,391

T o ta l funds a v a ila b le  to pay lo s s e s  $2,098,592

Paid lo s s e s  as c r  December 31, 1982 $ 194,628

Per Peat, Marwick and M itch e ll a u d it , expenses t o t a l l in g  $1,335,749 
have been in cu rre d  to pay $194,628 in  "p a id " lo s s e s  and a v a ila b le  to 
pay incurre d  lo s re s  of approxim ately $653,117.

.4s o f January 31, 1983 APA had paid $1,903,944 in  funds excess ot a l l  
required payments fo r lo s s e s ,  premiums and co n tra ct re late d  expenses.

R a tio  of expenses to paid lo s s e s  $ 1 ,1 4 1 ,111 _ 5 86 * 1
$194,491

R atio  of expenses to incurred  lo s s e s  $ 1 ,1 4 1 ,111
$653,117 = : 1

The P ro je c t lo ss  ra c io , i .e .  lo sse s  + premiums appears to be e x c e lle n t 
because the premiums were hig her than needed as demonstrated by the 
percentage of c o n stru c tio n  co st they re p re se n t.

Incurred  lo s s e s  $653,117 ,
$3,186,602 " 3 L° SS raCio
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H is t o r ic a l ly  and co n tin u in g , c o sts  under a wrap-up c o sts  $.20 to $ .25* 
fo r each d o lla r  o f lo s s  payment. Under the Tyee Program these c o sts  
are $1.75 to $1.00 of incurred  lo s s .

These com parisons would in d ic a te  that paid lo s s  re tro  would ha^e been 
more fa vo ra b le  to APA than the p resent program.

* These are co n se rv a tiv e  expense fa c t o r s .

Peau Marwick, M itc h e ll & Co. A u d it.

As re fe re n ce d , t h is  au d it i s  e s s e n t ia l ly  an account balance a u d it per 
in s t r u c t io n s  i t  re ce ive d . As the a u d it re p o rts , v e r i f ic a t io n  was made 
o f sup p o rtin g  documents such as general led g er, cash re c e ip ts  and 
d isb u rsem e n ts. The au d it did  not inclu d e an exam ination of a c t i v i t i e s  
included in  the performance o f s e rv ic e  nor did i t  attempt to determine 
i f  the v a rio u s payments to v a rio u s  l o s s ,  investm ent or expense accounts 
were made on a p a r t ic u la r  b a s i s ,  i . e .  incurred lo s s  le v e ls  reqt .rin g  
deposic to the t r u s t  acco un ts.

Based on t h is  a u d it , there i s  no doubt th at APA funds expended are 
p ro p e rly  accounted fo r  and v e r i f ie d  fo r  the v a rio u s  purposes scheduled 
in  the APCOP budget.

Agreement w ith pac Mar.

Page 4 of the Peat, Marwick, M itc h e ll au d it co n tains a statem ent of 
a s s e t s  and fund b alances showing the fund balance at $1,903,944. Two 
funds are m aintained by Pac Mar, one the investm ent account and the 
o ther s e l f  insu re d  re te n tio n  or c la im s account.

These fund b alances should be audited at the time Pac Mar assumes 
claim s l i a b i l i t i e s  fo r i t s  account. fhe au d it should inclu d e  a thorough 
review  of lo s s e s  incurre d  and paid ac chat tim e. APA should p a rt ic ip a t e  
in  the review  of the re se rve s fo r o utstand ing  claim s and agree to the 
amount of funds required by Pac Mar to pay the ru n -o ff of o u tstan d ing  
c la im s. APA should attend the meetings in v o lv in g  the amounts of the 
le t t e r s  of c r e d it  at the 6, 18 and 30 month periods fo llo w in g  com pletion 
of the P ro je c t . '



In  David C a r ls o n 's  le t t e r  of March 2, 1983 on page th re e , in  answer 
to my q u e stio n s 8 and 9, contained in  my February 14, 1983 le t t e r ;  
he s t a t e s  that Pac M ar's b a sic  premium fa c to r  had reduced to $100,000 
from $150,000 and that I  would re ce ive  an amendment to the p o lic y  
a ffe c t in g  t h is  change. The amendment has not as ye t been re ce ive d .
He a lso  s t a t e s  th at the "premium taxes are included in  the $100,000 
fro n tin g  fe e " . At the time of the au d it of t r u s t  fu n d s, care should 
be taken in  determ ining the amount of these taxes and fo r  the period 
o f time the taxes w i l l  be charged.

Brokerage fees should be v e r if ie d  at t h is  time to reach agreed le v e ls  
o f :

Marsh & McLennan fee $151,000
In t e re s t  income to Marsh & McLennan 40,000
Corroon & B lack  50,000

T o ta l o f a l l  fees and income $241,000

In chat amendment 3 to the APCOP agreement has not been executed by 
APA, i t  should be determined i f  Corroon & Black have recf.ived the 
requested $50,000 fo r s e rv ic e s  to August 1982.

APA o u tlo o k:

On A p r il  14, 1983 w h ile  in  APA o f f ic e s ,  Dave C a rlso n  provided copies 
j f  le t t e r s  w r it te n  by John Haywood on November 25, 1981 and February 
22, 1983 addressed to Corroon & B lack and to APCOP S e rv ic e s  r e s p e c t iv e ly .  
He a ls o  provided a copy of h is  le t t e r  to John Haywood o f March 1, 1983.
He rep eated ly sta te d  he had provided l i t e r a l l y  e v e ryth in g  asked fo r 
concerning the Tyee Wrap-up — and more. But as la t e  as A p r i l  14, these 
l e t t e r s  were provided which a ffe c t  the e n t ire  in su ra n ce  program provided 
the P ro je c t .

According to Dave C arlso n  the broker w arranty p o lic ie s  fo r  b u ild e rs  r i s k  
and t r a n s i t  and the Pac Mar P o lic y  were issu e d  in  re lia n c e  on these 
l e t t e r s .  He re fe rre d  to John Haywood's le t t e r s  as ind e m n itie s and 
informed me that more than a year ago, '.’.n a meeting in  E r ic  Y o u ld 's  
o f f ic e ,  that John Haywood ch aracte rize d  the Tyee Wrap-up Program as 
being one of guaranteed cost ---- to APA.

I f  the a d m in istra tio n  of the Tyee Wrap-up Program wer^ changed from the 
D iv is io n  R isk  Management to the Power A u th o rity , John Haywood would 
w ithdraw  h is  le t t e r s .  I f  t h is  happened, Dave C arlso n  f e l t  th at major 
change in  the insu rance stru c tu re  would be re q u ire d . T h is  because the 
referenced le t t e r s  were the f in a n c ia l  b a s is  fo r the w arran ty p o lic ie s  and 
he d id  not know what Pac Mar would do concerning t h e ir  p o lic ie s  should 
the s e c u r it y  fo r t h e ir  issu an ce  be withdrawn.
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A ll  of t h is  I s  understandable fo r  the fo llo w in g  re a so n s:

C o n stru ctio n  co n tra c ts have beeD issu e d  in d ic a t in g  a $5000 
d ed u ctib le  in  the b u ild e rs  r i s k  in su ra n c e . A w ith d raw al of 
John Haywood's le t t e r s  would re q u ire  th at APA assume the 
d iffe re n c e  in  d e d u c tib le s, i . e .  between $5000. and the p o lic y  
d ed u ctib le s of $250,000 fo r  Earthquake and Flood and $100,000 
fo r a l l  other p e r i l s ;  or the co n tra c ts  would re q u ire  amendment, 
to tra n s fe r  the d e d u ctib le s to the accounts of the c o n tra c to rs .
T h is  la t t e r  option would be most d i f f i c u l t  to e f f e c t .

The Pac Mar program may be m od ified , presum ably per terms o f i t s  
p o lic ie s ,  re tro  agreement and f i l i n g s .  Should t h is  o ccu r, APA 
would be su b je ct to the terms o f the re tro  agreement which provides 
a maximum premium of the b a s ic  premium p lu s in c u rre d  lo s s e s .
Presumably Pac Mar could ask  fo r  c a n c e lla t io n  o f t h e ir  agreement 
w ith  APCOP which p rovides fo r  I t ,  Pac Mar, to assume c la im s l i a b i l i t i e s  
a t a date fo llo w in g  com pletion of the P ro je c t .

These changes would have dram atic e ffe c t  on the Power A u th o rity . A lso  
the APA would be re sp o n sib le  fo r the d iffe re n c e  in  l i a b i l i t y  insu rance  
p ro te ctio n  afforded under the su b sc r ip t io n  p o lic y  and the l im it s  of 
l i a b i l i t y  promised in  the c o n stru c tio n  c o n tra c ts  fo r Phases I and I I .

I t  appears that John Haywood may be unable to withdraw h is  l e t t e r s  
d esp ite  a change in  the a d m in istra tio n  o f the wrap-up program.

The fo llo w in g  should be required  of APCOP w ith  evidence of the c o rre c tio n s  
g iven to APA.

-  The su b sc rip tio n  l i a b i l i t y  p o lic y  should be amended to r e f le c t  the 
l im it  of l i a b i l i t y  provided, i . e .  to b rin g  i t  in to  conformance w ith  
the schedule of in su ra n c e . T h is  w i l l  show a l im it  of $55,000,000 
provided by the p a rt ic ip a t in g  c a r r ie r s .

Endorsement 110A should be e ith e r  deleted or affirm ed  th a t a 
$35,000,000 l im it  per occurrence i s  provided o r that a $55,000,000 
l im it  per occurrence i s  provided. C u rre n tly  the s u b sc r ip t io n  
p o lic y , on i t s  d e c la ra tio n  page, in d ic a te s  a l im it  of $35,000,000 
fo r  B o d ily  L i a b i l i t y  and a $35,000,000 l im it  fo r P ro p e rty Damage 
L i a b i l i t y .

The ocean marine p o lic y  should have a l l  the b lanks in  the endorsements 
attached to be completed.

The b u ild e rs  r i s k  p o lic y  should be endorsed to in d ic a te  the to t a l  
l im it  of p ro te ctio n  afforded fo r a l l  in su re d s. T h is  in  order to 
b rin g  i t  in to  conformance w ith the schedule of in su ra n c e .



The Pac Mar p o lic y  amendment p ro vid in g  a change in  the b a s ic  premium 
from $150,000 to $100,000 should  be provided.

APCOP should provide APA w ith  copies of the q u a rte rly  rep o rtin g  
required  in  se c tio n  8 under I t s  co n tra ct w ith the Power A u th o rity .

A schedule of a c tu a l d e d u ctib le s or s e l f  insured  re te n tio n s fo r  c ill 
p o lic ie s  should be provided to APA.

The excess l i a b i l i t y  should be amended to b rin g  i t  into  conformance 
w ith  the primary Pac Mar p o lic y , p a r t ic u la r ly  as re sp e c ts the 
m aritim e coverage and a c le a r  id e n t if ic a t io n  of the a p p lic a tio n  of 
any aggregate l im it s  of l i a b i l i t y  p rovid ed .

The fo llo w in g  recommendations are made as re sp e cts other insu rance 
provided cbe Power A u th o rity .

Since the D iv is io n  of R isk  Management p ro vid es v a rio u s  insu rances fo r 
APA, the Power A u th o rity  should be included among the insured s in  a l l  
p o lic ie s  as i s  the U n iv e rs ity  of A laska shown as an in su re d .

The S t a t e 's  pro p erty insu rance  p o lic ie s  should be endorsed to auto­
m a tic a lly  p ick  up a l l  APA completed p ro je c t s . The methodology used 
fo r  e s t a b lis h in g  APA's r e s p o n s ib i l i t y  fo r  d e d u ctib le s or s e l f  iasu re d  
re te n tio n s should be c le a r ly  explained to APA fo r each area of insurance 
p ro te c tio n  affo rd ed  through the s e rv ic e s  of the D iv is io n  of R is k  
Management.
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S ta te  C a p ita l 
Juneau, A laska 99811 
Phone: (907)465-3114

MEMORANDUM

TO: All Senators

FROM: Kurt S. DzinichV^

DATE: March 7, 1983

RE: APA Energy Rates

Over the past year, it has beccme increasingly obvious that the Energy
Program for Alaska would require some fine tuning if it is to achieve the 
legislatively mandated goal of lowest reasonably costed energy. During the 
past few months, I have consulted with various interested parties and 
explored reasons for the problem as well as a’. U. native solutions.

The attached HB9 Power Cost Study was prepared by APA for their 
February 28, 1983 Board meeting and will be addressed again at the next 
meeting now planned for March 14, 1983, in Juneau. The study is an excel­
lent summary of how we got into the current predicament and some potential 
solutions.

The direct cause of the predicament appears to be our earlier expec­
tations that the State grants derived from large oil revenues would be used 
to construct the projects thereby resulting in low rates which would only 
have to cover the cost of operations and maintenance. Contributing factors 
were overly optimistic cost estimates on early projects, the capital 
intensive nature of hydropower projects, and the growing pains associated 
with initiating such a large program.

While many lessons have been learned and the s>'tem substantially 
improved, there are still problems which must be solved in order to allow 
the program to succeed. Most importantly, the ongoing projects must be 
finished using debt financing in order to insure that the benefits are 
realized - and there is not doubt that in the long run the benefits will be 
substantial and that the projects will prove their economic feasibility.

I would be happy to discuss details of the report or tho proposed 
solutions.

A dviso ry C ouncil Members 
Senator K e rttu la , Chairman 
Senator B ennett 
Senator V ic  F ische r 
Senator Fahrenkanp

SENATE ADVISORY COUNCIL



m em o r a n d u m State of Alaska

t o . Eric P. Yould
Executive Director

DATE: 

FILE NO:

December T3, 19fir

TELEPHONE NO:

3M: Myles C, Yerke^ s u b j e c t : Marketing of Project
Director of Systems & Power Under the Energy
Planning Operations *' . Program for Alaska.

In discussinq revisions to Power Sales Agreements required by House. 
Bill #9 with concerned utilities, major problems with the Energy Program 
for Alaska surfaced. The Alaska Power Authority must consider modifica­
tions to this program or other actions necessary to secure power sales 
agreements with related utilities. Problems primarily^relate to;_th&, 
inability of the current, program to establish a reasonable and. 
•predictable energy^.rate for power customers under the“program*^
Utilities voiced concern with current program language which allows the 
debt service for a particular project to be increased by the Legislature 
or the Power Authority without control by the utility. Utilities are 
understandably resistive to signing such "Take or Pay* agreements si'ce 
the economic impact to related communities could be devastating.

The first major concern Is the estimated initial cost of project 
power. Projected wholesale power rates by the financial group indicate 
Tyee at 18d per kilowatt hour in the initial years of operation with a 
very slow tapering following that period. Since existing utilities in 
the area (Wrangell and Petersburg) are currently generating power from 
diesel plants at a cost of approximately 10<* per kilowatt hour, it is 
difficult, if not impossible, to market the project energy at this rate. 
This problem is not exclusive to the Tyee project, but will 1n all 
probability arise for most projects in the program. Program debt 
service must be reduced to 'In turn reduce the initial wholesale power 
rate. Since the Power Authority has no means to generate such revenue, 
it appears that our only option is to request the State of Alaska to 
appropriate additional Vunus to program construction to reduce future 
debt service. Unless debt service 1s reduced to allow marketing of 
project power at or slightly above the present cost of utility diesel 
generation, I sincerely doubt utilities will complete or abide by the 
terms ot existing or proposed power sales agreements.

The second major concern is the inability of utilities to predict, 
future wholesale power rates due to current program language which 

\ allows debt service to be increased bv the Legislature through approval 
• of additional projects to the program cr implementation of the "Susitna 

Rlac'.mail Clause". "Take or pay" wholesale power agreements with 
utilities are required to secure revenue bond financing of project costs 
above that appropriated by the State. For utilities to assume such a 
financial responsibility, they must see a predlcable and reasonable 
wholesale powtr rate throughout the life of the contract.



rurront legislation don* not mop*; thin cri*eria ^inre costs can be 
unilaterally increased to tho utilities hv the Power Authority Poarri or 
the Lecislatuiv without consideration or alternatives to the utility.
To summary, if we are tr, he successful in marketing Power Sales 
Agreements reoulred for project revenue hondino, current program 
legislation mist be amended to restrict the State from unreasonable 
increasing debt service to a proiect or causino rates to rise above 
reasonable alternatives.

The third concern is the ability of the Power Authority tn provide 
stable wholesale power rates to the purchasing consumer. This problem 
arises primarily from two areas. First is the ability of the 
Leois1ature or the Power Authority Board to allow new projects under the 
program and assess, i n c r e a s e d  dpbt service to existing utilities withouf 
specific regard to p r i m  stabilization t.o the ultimate consuming nubl"'. 
Second 1s program language whit* Implies that wholesale power rates must 
be based upon estimated operation end maintenance expense for the 
upcoming year. If we are to provide reasonably stable wholesale power 
rates and proppr price signaling to the general public, then currpnt 
program legislation must be -odified or interpreted to allow the Power 
Authority to aornortize annual operation and maintenance cost over a 
reasonable period to allow for reasonable price adjustment on a vear bv 
year basis and avoid the appearance of budget or fiscal 
irresponsibility. Such a policy would accommodate program language 
requiring purchasers pay the ongoina o s t  of project operations, 
maintenance, and debt service but. would allow the Power Authority to 
ammortize operation and maintenance cost over a period of several years 
if required to provide reasonable and uniform wholesale power rates.

The final problem is the ability of Utilities to set power rates 
for different classes of customers in accordance v/1t.h cost of service 
principles generally recognized by the State and Federal Regulatory 
Commissions. Current program language requires that a purchaser of 
project energy maintain oower rates for Industrial class customers equal 
to or above that provided to a residential class customer. Utilities 
have Indicated concern that this may restrict their ability to market 
power on a reasonable cost basis to Industrial customers and would 
hinder economic growth and expanded utilization of the hydroelectric 
projects. Utilities have suggested that current program language be 
changed to delete this requirement and allow a utility to set rates for 
all cUsses of customers 1n accordance with cost of service principals 
generally acceptable nr approved by the FERC and the Alaska Puhlic 
Utilities Commission.



The problem areas discussed must be dealt. with durinq this 
Vpislative period if wo are to successfully narket the n w r  from 
projects under the Fnerny Program for Alaska and reduce the incentive 
for 3 utility to default on an °xistinq aqr^or^nt. Vour supocrt end 
participation will bn critical.

Sincererv,

Myles C. Yerkn* 
Director of Systems 
Planninq & Operations

MCY:cb

cc: Raymond J. Renish, APA, Anchorage
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1 - INTRODUCTION

At its inception in 1979/80 Alaska's hydroelectric program was provi­
sionally based on the estimates that hydro units would come on at a
period when thermal energy costs had continued to rise and the units 
would be substantially financed by the State of Alaska. This -program, 
like >?»ny other energy programs elsewhere, now needs to be reviewed in 
the light of the currently prevailing circumstances under which some of 
the projects are expected to be substantially debt financed and may come 
on stream at a period when there has been a significant weakening in 
thermal en* gy prices.

This poses a number of problems which need to be addressed in the 
context of the MB 9 legislation which effectively interlocks the power 
rates of all projects in the system. The paper first describes the
■“'sentials of the HB 9 legislation and then considers the present status 
*■'* the first four authorized projects (Swan Lake, Tyee Lake, Solomon 

'ch and Terror Lake) in the light of this legislation. It then puts
ward a number of possible solutions to the problems posed by this

. — ]islation for consideration by the Board before further development 
proposals are presented to the legislature.

This presentation focuses on the rate setting formula and presents four 
alternatives to attain a wholesale power rate comparable to the 
projected thermal rates. This approach may inadvertantly create the 
impression that HB 9 is itself a problem. However, the Powt Authority 
does not in any way take issue with the legislation and believes that 
HB 9 is an equitable and workable ’•ate setting mechanism.

2 - DESCRIPTION OF HOUSF BILL 9

2.1 - History

During the last session of the Legislature, HB 9 (subsequently enacted
as Chapter 233, SLA 1982) was adopted to amend the Energy Program for
Alaska.

The major and most detailed change introduced by HB 9 was to establish a 
system related but project-specific wholesale power rate rather than a 
single system-wide wholesale power rate. Under the previous legisla­
tion, the single wholesale power rate was calculated by totaling the 
operation and maintenance costs, inspection fees, and debt service costs 
for all projects in the system, then dividing by total sales to arrive 
at a cents-per-kilowatt hour rate, which would be applied to all project 
sales. The new and somewhat complex power rate system is outlined
below.

2.2 - Wholesale Power R a te-5 Under HB 9

Under the new HB 9 1 e ^  ation a project's power rate will be based on 
the following three components: (1) it's own operation and maintenance 
costs, (2) it's own inspection fees, and (3) a portion of the total
system debt service.

2



T/ e 0/M and inspection fee portion of the power rate is simply the 
actually incurred costs divided by project sales.

The debt service portion of any individual project's power rate is the 
most significant aspect of the legislation arid is most easily described 
by the following formula. The debt service component is

where

x = the state's total investment in the particular project 
y = the state's total investment in all projects within the energy 

program for Alaska 
z =.total debt service deluding coverage for all projects for the 

year in question
p = the amount of principal repaid as at the date of the calculation 

This formula, however for our present purposes, simplifies to: 

y  times z

Thus total system debt service z is allocated to individual projects on 
the basis of the project's share (x/y) in the total investment by the 
state. This formula holds, regardless of whether a project itself has 
incurred any debt service.

•

In essence, this formula therefore allocates debt service so that each 
project pays the same amount of debt service relative to project cost as 
all other projects. Thus the benefits of state grants, directed towards 
specific projects, will be shared by all.

This methodology is complicated by subsection (c) (h) of the legislation 
which places a "cap" on the level to which the debt service component of 
the wholesale rate can increase in any one year. The "cap" rate each 
year is equal to trie average system debt service rate (total system debt 
service divided by total sales) times a factor which increases by four
percent per annum from one in 1983. If any projects have the debt
service portion of their rates capped then the other projects, whose 
rates are still less than the cap rate, will have their rates adjusted 
upwards (to a maximum of the cap rate) so that sufficient revenues are
collected to meet debt service obligations of the entire system. This 
allocation o* the remaining debt service is again based on project cost.

This "cap" provision applies only to Swan, Tyee, Terror and Solomon 
Gulch. In consequence, any new projects will have to carry a corre­
spondingly higher burden of debt service.

The final wholesale power rate then is the sum of the operating cost 
rate and the debt service rate. Further details of the methodology for 
power rate calculations is contained in Appendix C.



3 - WHOLESALE POWER RATE FORECASTS FOR; SWAN LAKE, TYEE LAKE.', SOLOMON 
GULCH AND TERROR LAKE

In this section the effect of the HB 9 legislation on wholesale power 
rates for the Swan Lake, Tyee Lake, Solomon Gulch, and Terror Lake 
projects are examined to the year 2001. Power rate calculations under 
HB 9 depend not only on the usual parameters such as project cost , 
sales and financing, and economic variables such as inflation and 
interest rates, but also on which projects are included in the calcu­
lations. For example, Solomon Gulch, with a current wholesale rate of 
3<t/kwh, would see its rate increase substantially when the Swan Lake and 
Tyee Lake projects are brought on-line and into the calculations in 
FY 1985.

3.1 - Forecast Assumptions

The forecasts presented are based on the assumptions detailed in Appen­
dix B. A detailed description of the forecast methodology and model are 
provided in Appendix C.

3.2 - Wholesale Power Rates

Table 1 gives the wholesale power rates for each of the four authorized 
projects under the existing HB 9 legislation. The table is essentially 
for record and does not compare the results with the cost of thermal 
power. This is considered in the fuller context of the analysis of 
Section 4.

,
TABLE 1

WHOLESALE POWER RATES UNDER HB 9 (i/kwh) IN THEN CURRENT DOLLARS

Swan Tyee Solomon Terror
% Debt/% Equity 26/74 36/64 (1710 O' $8/4’2

1985 11.4 12.1 9.7 N/A
1986 15.0 15.8 10.1 12.3
1987 15.1 16.1 10.1 . 11.7
1988 15.2 16.3 10.2 11.1
1989 15.2 16.6 10.4 10.6
1990 14.7 16.9 10.7 10.2
1991 14.3 17.4 11.0 10.1

Project Summary *

Total Project
Cost Installed On-1ine Utilities

Project ($ millions) iCapaci ty Date FY Served
Swan Lake 93.50 22.5 MW 1985 Ketchikan
Tyee Lake 124.60 20 MW 1985 Petersburg/ 

Wrangel 1
Solomon Gulch 53.00 12 MW 1983 Copper V
Terror Lake 189.40 20 MW 1986 Kodiak

Total 36075iT

* See Appendixes \ and B for further details
4
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3.3 - Retail Power Rates Under the Power Assistance Program

The impact of the hydro projects on retail rates for the regions served 
are materially reduced at the retail level by the Power Cost Assistance 
Program. This in outline provides (with some limitations) for 95 
percent of the cost of power in excess of 15 cents per kwh in 1985 to be 
covered by State grants to the utility. This reference level of 15 
cents in 1985, hovjver, increases by one (1) cent each year. The effect 
of this in mitigating the early year cost of the hydro projects is shown 
in Table 2 in the context of the retail power rates to which the Power 
Cost Assistance Program provisions apply.

It is seen from this that after the power assistance grants, the average 
net retail cost (after the Power Cost Assistance is applied) of the 
hydro power to consumers is competitive with that of thermal for all 
projects in 1985.

The effect of Terror Lake coming on in 1986 is to introduce a jump in 
the cost of power for the whole system. This occurs as a result of the 
debt/equity ratio for Terror Lake which is substantially below the 
system average. This, as also shown in Table 2, results in Tyee Lake 
having a cost of power nine percent higher than thermal.

TABLE 2

AVERAGE NET RETAIL POWER RATE 
UNDER POWER ASSISTANCE PROGRAM

Power
Assistance

Swan
<t7KRH

Tyee
i/KlFT

Solomon
<t/KWH

Terror
(t/KWH

Level Hydro Thermal Hydro Thermal Hydro Thermal Hydro Thermal

1985 15.0 14.4 16.1 16.1 16.4 14.3 20.2 N/A N/A

1986 16.0 17.1 17.2 19.1 17.5 15.1 21.6 17.8 18.3

1987 17.0 17.8 18.4 19.8 18.8 15.5 23.2 17.9 19.6

1988 18.0 18.5 19.6 20.6 20.0 16.0 24.7 18.1 20.9

1989 19.0 19.1 20.8 21.4 21.3 16.6 26.3 18.1 22.3

1990 20.0 19.0 22.1 22.2 22.7 17.3 28.1 18.3 •23.8

1991 21.0 18.8 23.5 23.1 24.1 18.1 30.0 18.7 25.',

1. See Appendix A for project descriptions
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I t  is poss ib le th a t these temporary d i f f e r e n t i a l s ,  in net cos t , w i l l  be 
lower and th a t they w i l l  be acceptable to the loca l u t i l i t i e s  as a small 
p r ice f o r  the major long term bene f i t s conferred by having large re­
sources o f low cost hydro power i n d e f i n i t e l y . The Power'. Au tho r i t y 
planning must, however, prepare f o r  the contingency th a t th i s  is not the 
case s ince , sho r t term, i t  depends both on the unpred ic tab le shor t term 
cost o f fue l o i l  and on the continuance o f the Power Cost Assistance 
Program. I t  is also poss ib le th a t the u t i l i t i e s  w i l l  wish to negot ia te 
the power r a te , wh i le igno r ing the Power Cost Assistance Program.

The fo l l ow in g sec t ion , the re fo re , reviews the HB 9 le g i s l a t i o n  and the 
compe t i t ive pos i t io n o f the hydro development a t the wholesale power 
ra te leve l exc lud ing the m i t i g a t i o n e f f e c t o f the Assistance Program.

4 - THE EARL7 YEAR POWER COST, SYSTEM INCREMENT 
AND UNIFORM RATE PROBLEMS UNDER HB 9

4.1 - The Problems

The wholesale power rates as they stem from ex is t in g le g i s l a t i o n  (and as 
shown in Table 1) need to be considered in the contex t o f the estimated 
cost c f  thermal power generation from ex is t in g capac i ty in the areas 
served. Here the economics o f the Swan, Tyee and Ter ro r Lake pro jec ts 
are each seen to be m a te r i a l l y  a f fec ted by three in te r r e l a te d problems 
a r i s i n g from th e i r  basic economics and the impact o f the HB 9 le g is ­
l a t i o n . The problems are:

The Ear ly Year Power Cost Problem

This is the problem o f the recent weakening o f o i l pr ices which may 
re s u l t in making the ea r ly year cost o f power from the hydro pro jec ts 
being h igher than the ea r ly year cost o f the diesel opera t ion which they 
d isp lace .

The Svstem Increment Problem
w  ■ - . . . . . . .

This is the problem o f a l l power rates on the system being increased 
through the HB 9 mechanism when a new p ro je c t is in t r o duc ’ d to the 
system and the p ro je c t has a higher propor t ion o f debt f inance than the 
average o f the ex is t i n g system as a whole. The Ter ro r Lake p ro je c t is 
more heav i ly debt f inanced than the e x is t in g p ro jec ts (58 percent 
compared w i th 26 percen t ) . When th i s  p ro je c t comes on stream in FY 1986 
the e f f e c t o f HB 9 is to share th i s  increased cost o f debt serv ice among 
a l l fo u r p ro je c ts and so fu r t h e r increase the cost o f power f o r  Swan 
Lak.*,. Tyee Lake and Solomon Gulch.

The Uniform Rate Problem

The HB 9 le g i s l a t i o n  requ ires t^ a t a sing le -power rate be estab l ished 
f o r each p ro je c t . As noted in Section 5, th i s creates u n d e ru t i l i z a t i o n 
and consequent ly h igher u n i t costs by prec lud ing the Power Au tho r i ty 
from o f f e r i n g  lower pr iced pov/er to secure in d u s t r ia l and home heating 
loads. , i



The e f f e c t o f the ea r ly year power cost problem alone is shown in 
Table 3 on the assumption th a t diese l o i l costs increase by only the ra te o f 
i n f l a t i o n  between the end o f 1983 and the f i r s t  year o f serv ice (FY 1985). On 
th i s assumption, in 1985 a l l  p ro jec ts show power rates less than loca l thermal 
generation cost.

However, a problem occurs when Ter ro r Lake is brought in to the ca lc u la t io n s in 
1986. This is the System Increment problem - the e f f e c t o f HB 9 when a higher 
than system average debt f inanced p ro je c t is added to the system. When th i s 
occurs i t  is seen from Table 3 to have the e f f e c t o f :

( i )  increas ing the cost o f power o f Swan and Tyee over t h e i r  1985
leve l by 32 percent and 31 percent , respec t ive ly (even w i th the "cap" 
in p lace) ;

( i i )  making the cost o f power o f Tyee Lake 15.8 <£/kwh compared w i th
13.4 i/kwh f o r  diese l generation.

Ter ro r Lake i t s e l f ,  w i th i t s  higher debt se rv ice , would come in a t approx imately , 
the same cost as thermal. On the i n f l a t i o n a r y  assumptions g iven , i t  would take 
four years to close the net cos t gap between thermal and hydro f o r  Tyee Lake.

N
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EARLY YEAR COST OF POWER & SYST, JREMENT ” )cEM 
WHOLESALE RATE U/kwh)

Swan  Tyee________   Solomon______  Terror

% Debt/Equi ty 26/74 36/64 0/100 58/42

Thermal *

Hydro Hydro 
Without With 
Terro r Terro r Thermal *

Hydro Hydro 
Without With 
Ter ro r Terro r Thermal *

Hydro Hydro 
Without With 
Terro r Terro r Thermal * Hydro

1985 14.1 11.4 11.4 12.5 12.1 12.1 18.1 9.7 9.7 N/A N/A

1986 15.2 11.8 15.0 13.4 12.7 15.8 19.5 9.3 10.1 13.0 12.3

1987 16.3 12.0 15.1 14.'4 13.0 16.1 20.9 8.9 : o . i 14.0 11.7

1988 17.4 12.2 15.2 15.4 13.4 16.3 22.4 8.5 10.2 15.0 11.1

1989 18.6 11.9 15.2 16.5 13.8 16.6 24.0 8.6 10,.4 16.0 10.6

1990 20.0 11.5 14.7 17.6 14.1 16.9 25.6 8.8 10.7 17.1 10.2

1991 21.4 11.1 14.3 18.9 14.5 17.4 27.5 9.1 11.0 18.4 10.1

1 Source: Based on 1981/1982 u t i l i t y  accounts f o r ; Ketchikan, Wrangel l , Petersburg, 
Copper Val ley and Kodiak.

Diesel o i l p r ice assume constant u n t i l 1984 and increasing 
th e rea f te r in l in e w i th i n f l a t i o n  (as given in Appendix B).
Units o/a costs assumed to increase w i th i n f l a t i o n  from 1981.



4.2 - So lu t ion to the Ear ly Year Power Cost 
and System Increment Problem

Possib le Solu t ions

I t  i s  seen from the preceding ana lys is th a t the Ear ly Year Power Cost 
problem alone is not unduly severe. The System Increment problem, 
however, is o f cons ide rab ly grea t seriousness f i r s t ,  because i t  com­
pounds the Ear ly Year Power Cos problem by increas ing the cost o f power 
whenever heav i ly -deb t financec pro jec ts are added to the system. 
Second, and o f more importance, . t places the u t i l i t i e s  in a pos i t io n o f 
apprec iab le unce r ta in ty as to the fu tu re burden o f power costs which 
they might be ob l iged to assume through the HB 9 mechanism.

I t  is t rue th a t the HB 9 mechanism does provide a !,cap" f c r  the ex is t ing 
fo u r p ro jec ts on the ra te o f increase o f ind iv id ua l p ro je c t power rates 
re s u l t i n g from new increments to the system. But th i s does not r e c t i f y  
the basic fa c t th a t over the long term, u t i l i t i e s  coming in to the system
are exposed to what might appear an open-ended l i a b i l i t y  to mp^t t h e i r
share o f whatever the debt serv ice cost is o f add i t io na l increments to 
the system. This was not a mater ia l issue whi le expecta t ions were tha t 
the hydro power, even in the ea r ly years , would be less expensive than 
the h igh ly esca la t ing cost o f the thermal opt ion and there was the 
general expec ta t ion th a t the hydro add i t ions would, in very large 
measure, be f inanced by equ i ty con t r ib u t io n s from the State. With the 
weakening o f both these expec ta t ions , a concern on the par t o f u t i l i t i e s  
jo i n i n g  the system as to the ex ten t o f esca la t ion in fu tu re hydro power 
costs is understandable. I t  is also possib le tha t th i s combined with 
the Ear ly Year Cost o f Power problem (which i t  exacerbates) w i l l  resu l t 
in d i f f i c u l t i e s  in nego t ia t ing contrac ts w i th the loca l u t i l i t i e s .

This problem has no easy so lu t io n . A range o f poss ib le so lu t ions have 
been considered and are as ou t l ined below.

4 .2 .1 - Stand Alone Leg is la t io n

The f i r s t  op t ion to be considered is tha t o f amending IIB 9 such tha t
fu tu re p ro jec ts had a ca lcu la ted cost o f power which was on a stand­
alone bas is , th a t i s , the "new" pro jec ts were exempt from the HB 9 debt 
se rv ice shar ing p rov is io n . This would indeed she l te r the ex is t ing 
p ro jec ts from any high debt serv ice component o f new p ro je c t s , but would 
have the o;s:1ous serious disadvantage o f leav ing these new pro jec ts 
disadvantaged r e la t i v e  to the pro jec ts which preceded them under the 
IIB 9 le g i s l a t i o n .

At a p ra c t i c a l leve l i t  would also appear to be unacceptable s ince, fo r 
example, in the case o f Te r ro r Lake i t  would imply a wholesale cost o f 
power in the f i r s t  year (1986) c f 15.4 cents and 25 percent higher than 
under HB 9. Rather than meet th i s  cost o f power (est imated to be some. 
25 percent higher than tha t o f the thermal op t ion ) the loca l u t i l i t i e s  
might fee l ob l iged to forego the very subs tan t ia l long-term advantage 
which would be conferred by the fa c t tha t the cost o f the hydro power 
would be v i r t u a l l y  f i x ed in money terms.



In summary, the "s tand-a lone" so lu t io n would invo lve the p r o b a b i l i t y  o f 
foregoing the long-term f a l l i n g  real cost o f power which the present 
hyd roe le c t r i c program is designed to achieve.

4 .? .? - Higher State Equi ty Con t r ibu t ions

High : State Equi ty Con t r ibu t ions than those which form the basis o f the 
fo recas t power ra te o f Table 1 would have the overa l l e f f e c t o f reducing 
power rates and so help ing to reso lve the Ear ly Power Cost and System 
Increment problems. The major d i f f i c u l t y  w i th th i s s o lu t i o n , however, 
is tha t the HB 9 le g i s l a t i o n  e f f e c t i v e l y  shares the bene f i t s o f any 
la rge r s ta te equ i ty in any p a r t i c u la r p ro je c t between a l l the pro jec ts 
in the system thus reducing a l l power ra tes . In consequence, higher 
State Equity con t r ib u t io n s to reduce the cost o f power, in the case o f 
Lake Tyee fo r example, would have the e f f e c t o f reducing not only the
Lake Tyee power ra te , but a lso the power rates o f Swan Lake, Terror
Lake, and Solomon Gulch, al though the la s t would already have a power
ra te 50 percent less than the cost o f thermal under the ex is t in g
proposed f inanc ing . Moreover, th i s sharing o f the bene f i t s o f grea te r 
s ta te equ i ty o f necess i ty , means tha t mjch la rge r s ta te equ i ty is 
required to reduce the power ra te o f any givfen p ro je c t . The numerical 
effect, o f th i s is shown in Table 4.

WHOLESALE POWER RATES RESUIT' 
STATE EQUITY CONTRIBUTIONS

TABLE 4 

a FROM ADDITIONAL

Thermal Rate

! ;o5
1986
1987

HB 9 Rate Under Base , 
Financing Assumption

1985
1986
1987

HB 9 Rate Afte i 
Add i t iona l State 
Grants o f $40 m i l l i o n

1985
1986
1987

Swan

14.1
15.2
16.3

11.4
15.0
15.1

11.4
12.5 
12.7

Tyee

12.5
13.4
14.4

12.1
15.8
16.1

12.1
13.4
13.7

Solomon Gulch

18.1
19.5
20.9

9.7
10.1
10.1

9.7 
8.6
8.8

Terro r

N/A
13.0
14.0

N/A
12.3
11.7

N/A
9.9
9.6

See Appendix B Total s ta te con t r ibu t ions assumed to be 
$281 mi 11 ic 'approx imate ly 60% o f to t a l fi, ic ing )



This estimates the to t a l add i t iona l equ i ty con t r ibu t ion which w i l l  be 
requ ired to ensure th a t a l l the power ra tes from the authorized pro jec ts 
are below the cost o f the best thermal op t ion . As seen from Table 4, 
Lake Tyee presents the most serious problem w i th a cost o f power 
2.4 cents higher than the thermal cost in 1986. Consequently, the 
equ i ty con t r i b u t i o n would be determined by whatever was required to 
achieve th i s ob je c t i v e . I t  would, however, require $40 m i l l i o n  o f 
equ i t y . \s can be seen from the ta b le , th i s  makes Lake Tyee equal in 
power r a t r  to the cost o f thermal by reducing the cost by 2.4 cents. 
But i t  also reduces the cost o f power f o r  Swan, Solomon Gulch, and 
Te r ro r Lake by 2 .5 , 1.5 , and 2.4 cents respec t ive ly in 1986, thus 
b r ing ing th e i r  cost wel l below the cost o f thermal power in th e i r  areas. 
This is again because the high equ i ty con t r ib u t io n to Lake Tyee has the 
e f f e c t ,  through the opera t ion o f HB 9, o f reducing a l l other power 
ra tes . I t  is because HB 9, e f f e c t i v e l y  makes i t  necessary to reduce a l l 
power rates in order to reduce any one o f them by grea te r equ i ty , tha t 
the magnitude o f the equ i ty con t r i b u t i o n a t $40 m i l l i o n is so large .

4 .2 .3 - Low In te re s t Rate Loans

The Ear ly Year Power Cost and System Increment problems could also be 
reduced by the s ta te prov id ing f inanc ing in the form o f low in te re s t 
ra te loans. The la rge r th * amount o f such loans and the lower the 
in t e r e s t ra te , the lower the burden o f debt service which HB 9 would 
requ i re to be shared among a l l t ! - p ro jec ts on the system.

This so lu t io n , however, has much the same disadvantages as the higher 
s ta te equ i ty proposal considered above. Again the whole o f the bene f i t 
o f th i s  low cost form o f ,f inanc ing would be shared among a l l pro jec ts on 
the system i r r e s pe c t i v e o f t h e i r  power ra te so tha t the problem o f 
shar ing appl ies here as in the equ i ty f inanc ing case.

Moreover, in terms o f the to t a l leve l o f appropr ia t ions requ ired , th i s 
proposal would requ i re very much higher appropr ia t ions than in the 
grea te r s ta te equ i ty case. This is because i t  would require 
$2.4 m i l l i o n  o f (say) f i v e  percent in t e r e s t rate Money to reduce power 
cost by as much as $1 m i l l i o n  o f s ta te equ i ty since the l a t t e r  involves 
no burden o f i n te r e s t or repayment. Hence the low in te re s t loans w i l l  
have a l l the adverse a f fe c ts o f g rea te r s ta te equi ty and the add i t ion 
would requ ire approp r ia t ions 140 percent higher to achieve the same 
impact on the power ra tes .

4 .2 .4 - Equa l iza t ion Grants as an HB 9 Over-r ide

I t  is c le a r from the opt ions considered above tha t any sta te assistance 
in meeting the Ear ly Power Cost and System Increment prohloms through 
s ta te f inanc ing assis tance is made very cos t l y by the e f f e c t o f HB 9 
shar ing the bene f i t s among a l l the p ro jec ts on the system, i r re spe c t i v e 
of t h e i r  e x is t in g power ra tes . Economical and e f f e c t i v e sta te ass is ­
tance, the re fo re , needs to be in a form which was not trea ted in th i s 
way by the HB 9 d iv i s io n and so could be direc ted a t the p a r t i c u la r 
p ro jec ts which have the Ear ly Year Cost o f Power and System Increment 
problems.



This could be achieved by a system o f annual "Equa l iza t ion Grants" 
d i rec ted towards making the cost o f power from the hydro s ta t io n equal 
to tha t o f thermal a l t e r n a t i v e , u n t i l  such time as the increase in fue l 
costs on the thermal a l t e r n a t i v e  brought i t s  costs up to th a t o f hydro 
and thus made ru r th e r Equa l iza t ion Grants unnecessary. To ensure tha t 
such grants were not swept up by the HB 9 le g i s l a t i o n  and the bene f i t s 
shared among a l l p ro jec ts i r r e s p e c t i v e o f need, i t  w i l l  be necessary to 
le g i s l a t e  th a t the Equa l iza t ion Grants were not to be taken in to  account 
in the app l ic a t io n o f HB 9.

S p e c i f i c a l l y , the l e g i s l a t i o n  might take the fo l low ing form. I t  would 
apply to areas where the cost o f power from the hydro source was higher 
than the ex is t in g thermal power op t ion . The program would then under­
take f o r , say, a f i v e  to s ix year per iod , a special "Equa l iza t ion 
Grant" . This grant would meet the whole o f the estimated d i f fe rence 
between the cost o f the hydro power and the cost o f the thermal power as
estimated each year based upon the p r ice o f diesel o i l .

In the case o f Tye? Lake, where the ea r ly year cost problem has been 
seen to be most mate r ia l under HB 9, the cost o f th i s (on the assumption 
o f diesel o i l pr ices increas ing a t the rate o f i n f l a t i o n  from 1984) 
would be approximately $1.8 m i l l i o n  in then curren t do l la r s (app rox i ­
mately $1.4 m i l l i o n  in 1983 d o l l a r s ) . The year-by-year costs o f the 
Equa l iza t ion Grant are shown in Table 5 in then curren t d o l l a r s . On the
i n f l a t i o n  assumptions assumed, the Tyee Lake power ra te would be
compet i t ive wi th th a t o f thermal at the end o f fou r years so tha t the 
Equa l iza t ion Grant could be term inated. Therea f te r , as already noted, 
the cost o f the hydro power would be f a l l i n g  progress ' /fcly in terms o f 
constant do l la r s as i n f l a t i o n  progresses.

TABLE 5

COST OF EQUALIZATION GRANTS ($ m i l l i o n s )

Swan Tyee Solomon Terror T o t j l

1985 0 0 0 N/A 0

1986 0 0.8 0 0 0.8

1987 0 0.6 0 0 0.6

1988 0 0.3 0 0 0.3

1989 0 0.1 0 0 0.1

1990 0 0 0 0 0

1991 0 0 0 0 0

TOTAL 0.0 1.8 0 0 1.8
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S im i la r Equa l iza t ion Grants might need to be extended to othe r p ro jec ts . 
The to t a l cost in the l a t t e r  case, however, is l i k e l y  to be r e l a t i v e l y  
small given th a t w i th th i s  so lu t io n to the system increment cost pro­
blem, t h e i r  cost o f power would become compet i t ive w i th thermal w i th in a 
very shor t per iod .

The Equa l iza t ion Grant prov is ions could be w r i t t e n in to the power 
con t rac ts o f the u t i l i t i e s  w i th the Power A u th o r i t y , thus g iv ing the 
assurance o f t h e i r  con t inua t ion over the appropr ia te per iod.

4 .2 .5 - Equa l iza t ion Loans

An a l t e r n a t i v e  to the Equa l iza t ion Grants would be Equal iza t ion Loans. 
These would be simply the grants made repayable a t a date when the hydro 
power was compet i t ive w i th the thermal a l t e r n a t i v e . Under th i s  proposal 
th ° grants would be ca r r ied as an unsecured loan fo r a given per iod - 

mple, e igh t years from the commencement o f the gran t . By th i s . e ,  J i e  hydro power should be s t rong ly compet i t ive w i th the thermal 
t i o n . In consequence, by th i s  time i t  should be possib le f o r  the 

i ' *v to accept an increase in the power ra te , which would be s u f f im­
po r t long-term commercial borrowing w i th the proceeds o f the

„ i  rig buing to repay the outs tand ing loan accounted f o r by the
Equa l iza t ion Grant.

This proposal would invo lve some techn ica l problems in the debt f i ­
nancing. I t  would, f o r  example, be necessary to secure the p r i o r 
consent o f the px is t in g bond holders f o r th i s  add i t iona l subsequent 
borrowing, and the terms on which the borrowing would take place would
need to be p rec ise ly a n d , le g a l l y spec i f ied i f  the ex is t in g bond holder
in te r e s ts were to be pro tec ted . These problems, however, would have to 
be overcome w i thou t undue d i f f i c u l t y  i f  t h i s  p a r t i c u la r proposal won the 
consent and cooperation o f the u t i l i t i e s  concerned.

There might remain the problem f o r  the u t i l i t i e s  tha t they would be 
sub jec t to unce r ta in ty as to whether or not the Equal iza t ion Grant would 
apply to la t e r increments to the system or whether, a f t e r  t h e i r  own 
Equa l iza t ion Grants had run ou t , they were to be subject to the e f f e c t 
o f the System Increment problem as o the r pro jec ts with r e l a t i v e l y  high 
debt serv ice were added to the system and were not in rece ip t o f 
Equa l iza t ion Grants. This po ten t ia l exposure, however, might be 
acceptable to the u t i l i t i e s  giver, they had the she l te r provided by the 
Equa l iza t ion Grants over the f i r s t  f i v e  years and the then h igh ly 
compet i t ive economics o f t h e i r  own sources o f hydro.

Turning to the economics o f the Equa l iza t ion Grant system from the stand 
po in t of the State o f Alaska, i t  is seen from Table 5 to invo lve only 
n . B  m i l l i o n  in to ta l ($1.4 m i l l i o n  in 1983 d o l l a r s ) . Against th i s must 
be set the major long term economic advantages o f reduced fu tu re costs 
from the hydro program.



4 .2 .6 - Standardized State Financing Un t i l System Ma tu r i t y

I t  has been seen tha t the System Increment add i t ion problem es sen t ia l l y 
ar ises where the increment to the system has higher debt serv ice costs 
than the then e x is t i n g un i t s iri the system. This p a r t i c u l a r l y  ar ises 
w i th Te r ro r Lake where i t  is 58 percent financed by debt compared with 
26 percent f o r the system as a whole. A means o f su b s ta n t ia l l y 
e l im ina t in g the System Increment problem would the re fo re be to ensure 
th a t fo r an in te r im per iod a t le a s t ( f o r ,  say seven years) add i t ions to 
the system were financed w i th the same propor t ion o f debt as the 
e x is t in g system - th a t is only 26 percent w i th the balance being funded 
from s ta te equ i ty .

This would be needed f o r  only an in te r im  period u n t i l the system was 
es tab l ished and l i k e  o the r "mature" power systems, begin to reap the 
bene f i t s o f decreasing cost o f power in constant do l la r s from the 
subs tan t ia l amount o f capac i ty acquired in the past . This measure would 
r e a l i s t i c a l l y  address the fundamental problem which a l l newly estab­
l ished power systems pose, namely tha t they have no backlog o f cheap 
capac i ty acquired a t the lower pr ices p re va i l in g in e a r l i e r  years. In 
consequence they have an inheren t problem in t roduc ing in to the system 
new un i ts o f capac i ty , the cu r ren t costs which, in an in f l a t i o n a r y  
v/or ld , in e v i t a b ly invo lve h igher costs than un i ts purchased a t the 
su b s ta n t ia l l y  lower pr ices p re v a i l i n g in e a r l i e r  years . ’ ' th i s problem 
is not addressed and resolved i t  would re s u l t in the system being 
permanently locked in to whatever types o f capac i ty have the lowest ear ly 
year costs i r r e s p e c t i v e o f the long term economics.

The Standardized Financing Option would be a so lu t io n which, w i th in 
e x is t in g l e g i s l a t i o n , would crea te a "mature" system such th a t the power 
rates re su l t in g from th i s  opt ion would a l l ra p id l y become compet i t ive 
w i th the e x is t in g thermal op t ion so th a t w i th in a few years other un i ts 
could be introduced in to the system w i thou t causing excess ive ly large 
increases in power ra tes .

The evident major problem w i th th i s  opt ion is th a t i t  v/ould invo lve 
add i t iona l equ i ty o f approx imate ly $60 m i l l i o n  to be appropr ia ted in FY 
1984 and 1985 and as such may be deemed unacceptable.

5 - MARKETING AND DEVELOPMENT SOLUTIONS

The preceding sections have addressed the immediate problems in a 
le g i s l a t i v e  contex t since these need de ta i le d and lengthy cons ide ra t ion 
p r i o r  to le g i s l a t i o n . The Power Au th o r i t y i s ,  however, a c t i v e l y  pur­
suing the marketing and development a c t i v i t i e s  which w i l l  help improve 
the economic compet i t iveness o f the pro jec ts under cons t ruc t ion or 
au tho r i z a t io n . This inc ludes :

(1) Transmission in te rconnec t ions to serve adjacent communities or 
i n t e r t i e s ;

’ (2) Securing home heat ing markets and
(3) New in d u s t r i a l and commercial loads.
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Very subs tan t ia l po ten t ia l increases in sales o f power (and consequent 
reduct ion in u n i t costs) are poss ib le given tha t the three pro jec ts have 
subs tan t ia l unde ru t i l i z e d in the ea r ly years and, in the case o f Swan 
Lake, only about 40 percent.

The uniform ra te imposed by HB 9 fo r a l l power from a given p ro je c t is a 
serious obstac le to the grea te r u t i l i z a t i o n  o f capac i ty by securing home 
heat ing ar.d in d u s t r i a l and commercial loads. These loads can only be 
secured on the basis o f a pr ice o f power s i g n i f i c a n t l y  lower than the 
s ing le wholesale rates o f Table 1.

On these grounds, i t  is recommended th a t HB 9 be modif ied to permit 
mu l t ip le t a r i f f s  whenever th i s is shown as l i k e l y  to improve u t i l i z a t i o n  
and reduce 'ini . t costs o v e r a l l v

6 - SUMMARY AND CONCLUSIONS

1. The repo r t reviews the key elements i. i the Power Au th o r i t y ' s 
hyd roe le c t r i c program in the l i g h t  o f the issues posed by the 
recent weakening o f a l t e r n a t i v e energy p r ices , the present stage o f 
development o f the p ro je c t s , and the impact o f the HB 9 
le g i s l a t i o n .

2. The HB 9 le g i s l a t i o n  is designed to share the debt serv ice cost o f 
a l l p ro jec ts on the system between a l l p ro je c ts , i r re spe c t i v e o f 
the actual leve l o f debt serv ice which they have incurred i n d i ­
v id u a l l y . The a l lo c a t io n o f the system debt serv ice between 
ind iv idua l p ro jec ts is in propor t ion to the percentage which the
s ta te investment f q r  each p ro je c t represent o f the to ta l s ta te 
investment f o r a l l p ro je c ts . I f ,  f o r  example, the investment in a 
p a r t i c u la r p ro je c t represented 20 percent o f a l l such investment i t  
would have to carry 20 percent o f a l l the debt serv ice on the 
system. This means tha t the power rates o f ind iv idua l pro jec ts are 
not f ixed but w i l l  increase i f  new pro jec ts with heavy debt f i ­
nancing are added to the system. This is re fe r red to below as the 
System Increment problem.

3. This l e g i s l a t i o n  and the weakening in diesel o i l  pr ices has created 
three separate but in te r - r e l a t e d problems. These are:

The Early Year Power Cost Problem - the problem tha t a weak- 
ening in the cost o f diesel o i l  can make a new and substan­
t i a l l y  debt financed hydro p ro je c t uncompeti t ive w i th the
thermal a l t e r n a t i v e i t  d isp laces in the ea r ly years.

The System Increment Problem - the phenomenon o f add i t io n a l , 
la rge ly debt financed p ro je c t increas ing the power rates on 
a l l the ex is t in g p ro je c ts .

The Uniform Rate Problem - the problem tha t HB 9 ca l l s fo r 
each p ro je c t to have s ing le uniform wht lesa le power ra te .
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These three problems represent s i g n i f i c a n t d i f f i c u l t i e s  in the 
marketing o f h yd ro -e le c t r i c power and the re a l i z a t i o n o f the long 
term economic bene f i t s o f th i s  renewable power source. U t i l i t i e s  
may be re lu c ta n t to take the h yd ro -e le c t r i c power where i t  involves 
higher ea r ly year power costs and may also be re lu c ta n t to enter 
in to long term con trac ts given th a t the System Increment problem 
presents them w i th an indeterminate fu tu re cost o f power. The 
Uniform Rate problem also makes i t  d i f f i c u l t  to reso lve the prob­
lems by securing grea te r sale since i t  precludes o f f e r i n g lower 
t a r i f f s  to secure "low cost" loads such as those o f fe red by indus­
t r i a l  demand and the home heat ing market.

These problems are i l l u s t r a t e d  by an ana lys is o f the Ter ro r Lake, 
Swan Lake, Tyee Lake and Solomon Gulch p ro je c t .

0 P r io r to the in t roduc t ion in to the system o f Ter ro r Lake,
Swin Lake, Tyee Lake, and Solomon Gulch are a l l com­
p e t i t i v e  w i th the cost o f the thermal power which they 
disp laced.

° Adding Ter ro r Lake (w ith i t s  58 percent debt f inanc ing ) 
to the system in 1985 h ig h l i g h ts the increments to system 
problem. Through the HB 9 mechanism th i s increment to a
system has the e f f e c t o f increas ing the power rates of
a l l  the pro jec ts on the system and in p a r t i c u la r making 
Tyee Lake 2.4 cents more cos t l y than the cost o f thermal 
power.

While these problems are inherent in the HB 9 le g i s l a t i o n  th e i r  
numerical magnitude resu l t s from the small size an*, recent estab­
l ishment o f the system. This means tha t any new p ro je c t can be 
r e l a t i v e l y  la rge compared w i th the res t o f the system, and because 
the system is r e l a t i v e l y  new i t  does not have a large base o f old 
assets acquired a t the much lower pr ices obtained years e a r l i e r  
in to which to ea s i l y ass im i la te any new high cost source o f power.

A wide range o f poss ib le so lu t ions to these problems were con­
sidered in Section 4 inc lud ing grea te r s ta te equ i ty con t r i b u t i o n s , 
lower in t e r e s t ra te loans, e tc . The problem, however, is to f i n d a 
so lu t io n to these problems tha t is economical in terms o f the 
magnitude o f the s ta te con t r ib u t io n requ ired . The HB 9 le g i s l a t i o n  
makes the add i t iona l s ta te equ i ty so lu t io n very co s t l y since thfr> 
le g i s l a t i o n  would share the bene f i ts o f such con t r ib u t io n s between 
a l l p ro jec ts in the system thus reducing a l l oower rates i r respec ­
t i v e  o f the ex ten t o f which they were already compet i t ive with 
thermal .
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8. In the l i g h t  o f th i s  ana lys is i t  is concluded th a t the most econom­
ica l and e f f e c t i v e  means o f reso lv ing the problems ind ica ted in 
paragraph 4.£ .4 would be tha t o f "Equa l iza t ion Grants" . These 
would be special s ta te grants designed to reduce the cost o f the 
hydro power in the ea r ly years in to equa l i t y w i th the cost o f the 
thermal power which i t  d isp laces . On present fo re cas ts , grants 
would only be requ ired f o r  Tyee Lake f o r  a per iod o f fou r years. 
The to ta l cost ( i n  1983 do l la r s ) would be $1.4 m i l l i o n  compared 
w i th approx imately $37 m i l l i o n  in the case o f the add i t io na l s ta te 
equ i ty .

9. I t  is expected tha t the Equa l iza t ion Grants might be necessary fo r 
a number o f p ro jec ts u n t i l the system achieves the "ma tu r i t y " and 
compet i t iveness inheren t in the low esca la t ion rate o f hydro and 
thus becomes able to absorb new high cost add i t ions to the system 
wi thou t ur?cceptably high increases in power ra tes .

10. Turning to the Uniform Rate problem, i t  is concluded th a t th i s ;s a 
mater ia l obstac le to grea te r u t i l i z a t i o n  o f the hydro pro jec ts and 
prevents the system obta in ing lower u n i t costs by supply ing the 
in d u s t r ia l and heat ing markets. I t  is recommended, the re fo re , tha t 
cons idera t ion be given to changing the le g i s l a t i o n  to permit the 
Power Au tho r i t y to es tab l i sh m u l t i - r a t e  t a r i f f s  wherever th is 
appears l i k e l y  to secure la rge r markets and hence lower u n i t costs . 
Given such l e g i s l a t i o n  the Power Au tho r i t y would expect to be able 
to s i g n i f i c a n t l y  improve the compet i t iveness o f the hydro power 
p ro jec ts .

11. In summary, the HB 9 l e g i r ’ a t ion as i t  now stands poses s ig n i f i c a n t 
problems fo r the hyd ro -e le c t r i c development program a t i t s  cu r ren t 
r e l a t i v e l y  immature stage o f development and in the contex t o f the 
weakening in thermal fue l pr ices . Leg is la t io n along the l ines 
ind ica ted in par.y raph e igh t and paragraph ten o f th i s section 
would, however, reso lve these problems and enable the program to 
rea l i z e i t s  u l t im a te ob je c t i ve o f long term low cost power f o r most 
Alaskans.
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APPENDIX A

A. 1 I .  SWAN LAKE HYDROELECTRIC PROJECT HISTORY AND DESCRIPTION

T!<e C i ty o f Ketchikan, having made the dec is ion to discont inue i t s  
re l iance on the use of diese l e l e c t r i c  generat ion to meet r i s in g energy 
demands, author ized the engineering f i rm  o f R. W. Beck in September o f 1977 
to in ve s t ig a te the f e a s i b i l i t y  o f developing, as a major hyd roe lec t r ic 
generating resource, the Swan Lake Pro jec t which is located approximately 22 
miles nor theast o f Ketchikan near the northern end o f Ca r ro l l I n l e t in the 
cen t ra l po r t ion o f Revi1lagigedo Is land.

In June o f 1978, R. W. Beck issued a f e a s i b i l i t y  repo r t ind ica t ing tha t 
a hyd roe le c t r i c p ro je c t which would demonstrate a ben e f i t / c o s t r a t i o  o f 1.25 
could be constructed a t Swan Lake at a to t a l investment cost o f $80,924,000. 
Subsequently, the C i ty o f Ketchikan, Ketchikan P ib l i c  U t i l i t i e s  (KPU) au­
tho r ized R. W. Beck to proceed w i th prepara t ion of f i n a l design o f the 
p ro je c t .

The 1980 Leg is la tu re through j o i n t  re so lu t io n authorized the Alaska 
Power Au th o r i t y to issue bonds up to the maximum amount of $120,000,000 fo r 
f inanc ing the cons t ruc t ion o f the Swan Lake P ro jec t .

Construc t ion was i n i t i a t e d  by KPU in November o f 1980. Funding fo r 
p ro je c t design and i n i t i a l  cons t ruc t ion was secured p r im a r i l y through the 
proceeds o f loans from the Power A u th o r i t y ' s Power Pro jec t Revolving Loan 
Fund.

On May 28, 1981, the Power Au tho r i t y loaned KPU $35,000,000 fo r con­
s t r u c t i o n from funds which had been raised through the sale o f General 
Ob i iga t ion Bonds.

On May 21, 1982, the Power Au tho r i t y and KPU executed an acqu is i t ion 
agreement under which, in re tu rn f o r prov id ing funds to complete pro jec t 
cons t ru c t io n , the Power Au tho r i t y w i l l  receive t i t l e  to the pro jec t and as 
opera t ion o f the p ro je c t w i l l  prov ide s u f f i c i e n t power f o r  the C i ty of 
Ketch ikan 's needs via a Power Sales Agreement.

The Swan Lake Pro jec t cons is ts o f a dam, a power tunnel and a powerhouse 
s i tua ted a t t idewa te r on Car ro l l I n l e t ,  plus approximately 30 miles of 
transmiss ion l i n e  from the s i t e  to Ketchikan.

The dam, which is e s s e n t ia l l y completed, is a double curvature concrete 
arch s t ru c tu re located about 0.75 mile downstream from the o u t le t o f the 
ex is t in g Swan Lake. The dam has a maximum height o f 174 fee t above the base 
o f the foundat ion excavation. The dam cres t o f e leva t ion 344 above mean 
lower low water (MLLW) is 428.5 fee t long. The dam has a c res t th ickness of 
6 fee t and has a base th ickness o f 16.5 fee t .

A 100-foot wide ungated ogee serv ice sp i l lw ay sect ion w i th the c res t at 
e leva t ion 330 is located in the cen t ra l po r t ion o f the dam. Spil lway



discharges w i l l  be f l i p p e d downstream from the toe o f the dam to a plunge
pool excavated in rock in the e x is t in g stream channel. The sp i l lway is
designed to pass a Probable Maximum Flood which is estimated to have a peak
in f low o f 37,150 c fs and a volume o f 38,700 ac re - fe e t .



A.2 I. TYEE LAKE HYDROELECTRIC PROJECT HISTORY AND DESCRIPTION

On December 19, 1979, the Alaska Power Au th o r i t y submitted an
app l ic a t io n to the Federal Energy REgulatory Commission (FERC) f o r  the 
cons t ruc t ion o f the Tyee Hyd roe lec t r ic P ro je c t in the v i c i n i t y  o f Wrangell 
and Petersburg, Alaska. Our engineers , R. W. Retherford Associ­
a te s / In te rn a t io n a l Engineering Company (IECO), est imated the cost o f the 
p ro je c t a t tha t time a t $53,333,000.00, inc lud ing an allowance fo r i n f l a t i o n  
at the ra te o f seven percent per year dur ing the cons t ruc t ion per iod.

Procurement o f long - lead - t ime tu rb ines began in Ju ly 1981, in an t i c ip a ­
t i o n o f a FERC l icense . FERC issued a l icense August 5, 1981, and the award 
o f several add i t iona l procurement and one cons t ruc t ion con t rac t fol lowed 
almost immediately th e re a f te r .

The power-on- l ine date is scheduled f o r January 1984,. The curren t 
estimate o f the to t a l p ro je c t cost is $124,000,000.00. Ava i lab le funds
inc lude $82,000,000.00 in State grants and $50,000,000.00 in in te r im f inanc ­
ing.

The powerhouse is located in the Tongass Nat ional Forest , approximately 
40 miles eastsoutheast o f Wrangel l , Alaska. The p ro je c t is designed to
develop the energy po ten t ia l o f Tyee Lake--a natu ra l lake at Elevation 
1396— convert i t  to e l e c t r i c i t y ,  and transm i t the energy to the communities 
o f Wrangell and Petersburg f o r  d i s t r i b u t i o n . The p ro je c t includes the 
fo l low ing p r in c ipa l fea tu res :

1. A tunnel system between Tyee Lake and a powerhouse, which is 
located at sea leve l on the south side o f the B rad f ie ld River 
va l l e y . The tunnels cons is t o f approximately 4,770 fe e t of
10- foo t diameter tunne l , 1,880 fe e t o f 13- foo t diameter 
tunne l , and 1,380 fe e t o f 10 - foo t diameter v e r t i c a l sh a f t , a i l 
nominal ly un l ined . The tunnel w i l l  conta in a rock - t rap , 
tunnel p lug, access p t e ,  s tee l penstock, and mani fo ld . The 
tunnels w i l l  be conni'Cv'ed to Tyee Lake by the "Lake-Tap" 
method at a water depth o f approximate ly 140 fe e t . A dam is 
not requ ired .

2. A ga te -sha f t near the upstream end o f the tunne l , cons is t ing 
r f  approximately 420 fee t o f v e r t i c a l ,  12 - foo t diameter sha f t , 
:on ta in ing an intake gate, s top log , and f i n e  trash rack .

3. A powerhouse conta in ing two, 10-MW hydro-generat ing un i ts w i th 
prov is ion f o r  a fu tu re t h i r d  u n i t .  There w i l l  be an adjacent 
outdoor switchyard.

4. A 1200-foot long t a i l  race f o r discharg ing water from the 
powerhouse to an e x is t in g slough.

5. A 138-kv transmiss ion system, 81-miles long. Approximately 60
mi les w i l l  be overhead l i n e  and 12 miles w i l l  be underwater in 
fou r separate cross ing.



costs o f the u t i l i t y ,  and hence i t s  customers, would be less . The State and 
CVEA signed an A cqu is i t i o n Agreement in 1981 whereby the State assumed the 
p ro je c t and a l l  costs and debt associated w i th the p ro je c t . Agreements were 
also signed spec i fy ing the cond i t ions under which the p ro je c t would be 
operated by CVEA f o r  the State and under which the en t i r e output o f the 
p ro je c t would be sold to CVEA.

Construct ion o f the p ro je c t and the transmission l i n e  was completed in 
January, 1982, and commercial operation o f the p ro je c t began on March 31, 
1982. The FERC l icense f o r  the p ro je c t was trans fe r red to the Power 
Au tho r i t y on May 28, 1982, and the Power Au tho r i t y assumed f u l l  ownership of 
the p ro je c t in Ju ly , 1982. Since tha t t ime, the p ro je c t has been operated by 
CVEA fo r the Power Au th o r i t y w i th sale being made to CVEA o f the usable 
output o f the p ro je c t .
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The Ter ro r Lake Hyd roe lec t r ic P ro jec t was i n i t i a t e d  by the Kodiak Elec­
t r i c  Associa t ion (KEA) in the mid-1960's to prov ide lower cost e le c t r i c a l 
power to i t s  customers. T ip pe t t s , Abbe t t , McCarthy and S tra t ton and
Robert W. Retherford and Associates were re ta ined to prepare a f e a s i b i l i t y  
study which ind ica ted the the p ro je c t was not economical ly feas ib le at tha t 
t ime. The rap id r is e in the cost o f diese l fue l in the mid-sevent ies 
resu l ted in KEA re ta in ing Robert W. Retherford and Associates and I n t e r ­
nat iona l Engineering Company to upgrade the previous f e a s i b i l i t y  study, apply 
f o r a Federal Energy Regulatory License and to accomplish the pro jec t design. 
The app l ic a t io n f o r  a l icense was submitted to the Federal Energy Regulatory 
Commission (FERC) in December 1978, and t h e i r  i n i t i a l  review ind icated tha t 
more environmental data was requ ired . The add i t iona l data was acquired
dur ing 1979 and was submitted to FERC in February, 1980. The Department o f 
the I n t e r i o r ,  the Alaska Department o f Fish and Game, the Legal Defense Fund 
o f the S ie r ra Club, the Audubon Society and the Northwest W i l d l i f e  Federation 
were granted in te rven t ions by FERC. By l e t t e r  o f July 28, 1981, KEA trans ­
m i t ted an Agreement between KEA and the in te rveners in which the interveners
agre ‘ to withdraw th e i r  ob jec t ions in re tu rn f r.-> K a in  add i t iona l s t ip u ­
la t ions . The FERC License was issued to KEA October 5, 1981, and
t rans fe r red to the Alaska Power Au tho r i t y on May 182.

The Ter ro r Lake Hyd roe lec t r ic Pro jec t is located on Kodiak Island as 
shown in and is about tw en ty - f iv e miles southwest o f the C i ty o f Kodiak.

The p r in c ipa l components o f the p ro je c t cons is t of the fo l low ing :

The na tu ra l ' s t o ra g e o f Terro r Lake w i l l  be increased by 108,000 
ac re - fee t by bu i ld in g a dam across the lake 's natural o u t l e t . This 
dam w i l l  ra ise the water surface leve l from the present e levat ion 
o f 1,250 fee t to a maximum e leva t ion o f 1,420 fee t .

The dam w i l l  be a compacted r o c k f i l l  s t ru c tu re with an upstream 
concrete face. I t  w i l l  have a maximum s t ru c tu ra l height o f 193
fee t and an e f f e c t i v e  cres t e leva t ion o f 1,420 fee t . A sidechannel 
sp i l lway w i l l  be excavated in the rock o f tha r ig h t abutment. I t  
w i l l  be ungated and un l ined , and i t  w i l l  have an i n l e t c res t 625 
fee t long. A re in fo rced-conc re te o u t l e t conduit w i l l  pass through 
the base o f the dam, and w i l l  be used to make con t ro l led releases 
down the Ter ro r River fo r maintenance o f the f i s h spawning beds.

A power tunnel w i l l  leave Ter ro r Lake from an intake s t ruc tu re on
the eastern shore and head nor theast f o r 26,300 fee t to an o u t le t
po r ta l on the slopes o f the Kizhuyak Val ley . I t  w i l l  have an
11- foo t -d iameter sec t ion , and w i l l  be un l ined , wi th only nominal
lengths o f concrete l i n i n g and other supports as required.

Runoff from the 15.1 square miles o f the natural catchment area of 
Terro r Lake w i l l  be supplemented by d ive rs ion from 8.6 square 
mi les o f adjacent catchment areas. These areas are Shotgun Creek, 
Fa l ls Creek, Ro l l ing Rock Creek, and Mount G lo to f f G lac ie r . The 
dive rs ions w i l l  be accomplished by small d ive rs ion dams, open



power tunne l . One o f these sha f ts ( o f Ro l l ing Rock Creek) w i l l  
also func t ion as a surge sha f t . Provis ions have been made in the 
design f o r  the fu tu re d ive rs ion o f the runo f f from 4.0 square miles 
o f the Upper Hidden Basin Creek catchment area and the 5.1 square 
miles o f the Upper Uganik catchment area.

A s in g le , in c l i n e d , s tee l , penstock, 3,100 fe e t long , w i l l  extend 
from the tunnel o u t l e t p o r ta l , down the side o f the Kizhuyak 
Va l ley , to an above ground powerhouse located on the 
va l le y f l o o r .  The powerhouse w i l l  conta in two v e r t i c a l - a x i s ,
18 ,336hp Pe l ton - type , 6 nozzle impulse tu rb ines , each 
connected to a 10-MW e le c t r i c a l generato r . Thus, the to ta l 
i n i t i a l  in s t a l l e d capacity w i l l  be 20 MW. The tu rb ine s , which 
w i l l  be set a t Elevation 103.5, w i l l  operate at an average net 
head o f 1,207 fe e t . Provis ions w i l l  be made f o r  a fu tu re 
t h i r d  generating un i t in the powerhouse, and the power tunnel 
and penstock have been designed to accommodate the add i t iona l 
f low , w i thou t mod i f ica t ion .

Transmission o f the e le c t r i c  power to Kodiak w i l l  be v ia a 
s ing le c i r c u i t ,  138-KV, 19 m i le long transmiss ion l i n e , using 
a combination o f steel and wooden pole s t ruc tu res and AACSR 
conductor.



ASSUMPTIONS FOR FINANCIAL FORECASTS

°P ro jec t Costs and Financing

State
Tota l Cost Appropr ia t ions Debt Financed On-Line 

Pro jec ts Included (M i l l i o n s $) (M i l l i o n s $) (M i l l i o n s $) Date FY

Swan Lake 93.50 69.09 24.41 1985

Tyee Lake 124.60 79.48 45.12 1985

Solomon Gulch 53.00 53.00 0.00 1983

Ter ro r Lake 189.40 79.26 110.14 1986

410.50 280.83 179.67

Notes

1. Costs are the to ta l pro jec ted costs inc lud ing esca la t ions .

2. Debt is assumed to be 35-year bonds w i th a 10 percent in te r e s t ra te .

3. Bond coverage was assumed to be 1.10 ( i . e .  10 percent in excess of 
debt serv ice cos ts ) .

4. Debt amounts exclude any Resene Funds.



C a l e n d e r
Year

benera i i n n a n o n  
(Percent) 1._____

M t c i  c a t  i \ a t c  i u i  uui iu j
(Percent________________

1983 6.8 10.0

1984 6.5 10.0

1985 7.4 10.0

1986 7.4 10.0

1987 6.9 10.0

1988 7.0 10.0

1989 7.1 10.0

1990 7.1 10.0

1991 6.8 10.0

1992 6.6 10.0

1993 6.5 10.0

1994 6.4 10.0

1995 6.4 ' 10.0

1996 6.4 10.0

1997 6.4 10.0

1998 6.4 10.0

1999 6.4 10.0

2000 6.4 10.0

2001 6.4 10.0

NOTES

1. Source: Data Resources Incorporated, Ju ly 1982.

2. A l l costs shown in forecas ts represent a January 1 or m id - f is ca l year b

I
V



B-2 “OPERATION AND MAINTENANCE COSTS

Annual 
O/M Costs

P ro jec t (M i l l i o n s $) Year

Swan Lake 1.028 1985

Lake Tyee 1.32 1385

Solomon Gulch 1.27 1985

Ter ro r Lake 1.08 1986

NOTES

1. Source: Alaska Power Au tho r i ty

2. No real esca la t ion in 0/M costs was assumed, i n f l a t i o n a r y  increases only 
DRI Ind ices.



B-3 0AGGREGATE PROJECT FIRM SALES:

FISCAL (KWH in thousands)
YEAR SWAN LAKE TYEE LAKE SOLOMON GULCH TERROR LAKE

1985 32,000 33,620 41,000 -0 -
1986 33,600 34,460 41,000 88,200
1987 35,280 35,320 41,000 91,954
1988 37,044 36,210 41,000 95,867
1989 38,896 37,110 41,000 99,947
1990 40,841 38,040 41,000 104,200
1991 42,883 38,990 41,000 106,294
1992 45,027 39,960 41,000 108,430
1993 47,279 40,960 41,000 110,609
1994 49,643 41,990 41,000 112,832
1995 52,125 43,040 41,000 115,100
2000 66,526 48,690 41,000 125,800
2001 69,850 49,910 41,000 128,060

Source: Alaska Power Au th o r i t y
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APPENDIX "C"

C.l DESCRIPTION OF FINANCIAL MODEL 
( r e f e r to Table C . l )

1. Year:

2. Energy GWH:

Fiscal years ending June 30.

Total f i rm  sales fo r a l l p ro jec ts included in 
fo recas t .

3. Real Price &/KWH: Price <t/KWH I i n f l a t i o n  index.

4. In f l a t i o n  Index:

5. Price <t/KW.H:

6. Revenue:

7. Less Oper. Costs:

Mid-year FY 1983 (January 1, 1983) = 100.

Wholesale Power Rate ca lcu la ted under HB9. 
When more than one p ro je c t is included in the 
fo recas t the ra te shown is the average cost 
o f power (Revenue 4- Energy) f o r a l l p ro jec ts .

Sum o f the revenues f o r  a l l p ro jec ts included 
in the fo recas t . Revenues are based on 
p ro je c t sales and the power rate calcu la ted 
under HB 9 Leg is la t io n .

Sum o f operat ing costs f o r a l l pro jec ts 
included. The ca lc u la t io n fo r each pro jec t 
is :

Operating Costs = (Generation KWH) X var iab le
0/M costs ($/KWH)). 

plus ( f i x ed 0/M costs ($/KW) X KW). 
plus adm in is t ra t ion costs , 
plus insurance costs .

8. Operating Income: 6 - 7

9. Add In te re s t Earned 
on Funds:

10. Less In te re s t on 
Long-Term Debt:

I n te re s t Rate X Reserve and Contingency Fund 
(previous year balance) (see 25 below)

In te re s t Rate X Outstanding Short-Term Debt 
(prev ious year balance) (see 16 below)

11. Less In te re s t on 
Long-Term Debt:

12. Net Earrings from 
Operat- ms:

Annual in te r e s t costs f o r long-term debt (bonds 
and s ta te loans)

(8 + 9) - (10 + 11)



13. Cash Income from 
Operations: 12

14. State Grants:

15. Long-Term Debt 
Drawdowns:

16. Workcap Debt 
Drawdowns:

17. Total Sources o f 
Fund:

18. Less Capita l 
Expendi tures:

19. Less Workcap and 
Funds:

20. Less Debt 
Repayment:

21. Less Payment to 
State:

22. Cash Surplus • 
( D e f i c i t ) :

23. Recovery from 
HB9:

24. Cash Recovered:

L

Annual s t a t e  g r a n t s

Long-term debt drawn ( inc lud ing s ta te loans and 
cap i ta l i z e d in te r e s t )

Shor t- te rm debt drawn f o r  working cap i ta l (see 
25 and 26 below)

13 + 14 + 15 + 16

Annual cap i ta l expendi tures , inc lud ing 
c a p i t a l i z a t i o n  in te r e s t and annual prov is ion 
f o r  renewals and replacements (0.3 percent o f 
p ro je c t cons t ruc t ion cost per annum, no real 
esca la t ion )

Increase in , working cap i ta l and reserve and 
contingency fund (See 25 and 26 below)

Allowance f o r specia l payments to the sta te 
(not cu r r e n t l y used)

Allowance f o r  special payments to the sta te 
(no t cu r re n t l y used)

Surplus or s h o r t f a l l o f funds. For pro jec ts 
which rece ive more revenue under HB9 than is 
requ ired to meet ob l ig a t io n s ( inc lud ing debt 
se rv ice ) the surp lus is paid to the general 
s ta te fund. For p ro jec ts which do not receive 
s u f f i c i e n t revenues under HB9 to meet ob l ig a ­
t i o n s , the d e f i c i t  is met by a t r a n s fe r from 
the general fund. This d e f i c i t  w i l l  only occur 
f o r s ing le p ro je c ts . On a combined bas is , a 
d e f i c i t  can never occur under HB9 Leg is la t io n .

T rans fe r o f funds under HB9 to pro jec ts which 
show a d e f i c i t  (see 22)

Cash reta ined by the p ro je c t . This w i l l  always 
be zero as a l l excess funds are sent to the 
general s ta te fund.
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25. Reserve and
Contingency Fund:

26. Other Working 
Cap i ta l :

27. Cumulative Capita l 
Expenditure:

28. Capita l Employed:

29. State Contr ibu t ion :

30. Recovery from HB9:

31. Retained Earnings 
from Operations:

32. Debt Outstanding 
Short- term:

33. Debt Outstanding 
Long-term:

34. Debt Service 
Cover:

35. Annual Borrowing 
$ 1983:

36. Cumulative Borrow­
ing $ 1983:

37. Annual State 
Grants $ 1983:

38. Cumulative State 
Grants $ 1983:

39. Total Annual 
Financing $1983:

40. Total Cumulative 
Financing $ 1983:

Reserve fund is equal each year to 100 percent 
o f prov is ions f o r renewals and replacements 
plus 100 percent o f operat ing costs.

Annual working cap i ta l is equal each year to 
15 percent o f operat ing costs plus 10 percent 
o f revenues.

Cumulative 18. 

25 + 26 + 27. 

Cumulative 14. 

Cumulative 23.

Cumulative (net earnings from operat ions - cash 
surplus paid our) .

Cumulative 16.

Outstanding long-term debt (bonds and State 
loans) a f t e r p r in c ipa l repayments.

(12 + 11) * (11 + 20). 

15 ' 4.

Cumulative 35.

14 : 4

Cumulative 37.

35 + 37.

Cumulative 39.



Table C.l

Alaska Power Au th o r i t y Financ ia l Forecast f o r  Fiscal Years ending June 30.

($ MILLIONS)
1. YEAR 1982 1983 1984 1985 198
2 . ENERGY GWH - - — - - —

3. REAL PRICE - - — — - - —

4. INFLATION INDEX --- - - - - --- —

5. PRICE - C/KWH --- — — --- —

-INCOME

6. REVENUE _  _ ___

7. LESS OPERATING COSTS - - - - — - -
8. OPERATING INCOME - - - - - -
9. ADD INTEREST EARNED ON FUNDS - - - - - - - - --
10. LESS INT. ON SHORT-TERM DEBT - - — — - - - -
11. LESS INT. ON LONG-TERM DEBT - - - - - -
12. NET EARNINGS FROM OPERATIONS --- - - - - - - ---

-------- ---------------------------- — CASH SOURCE AND USE-

13. CASH INCOME FROM OPERATIONS __ ___

14. STATE GRANTS — — ----- - -

15. LONG-TERM DEBT DRAWDOWNS - - — - - - -

16. WORKCAP DEBT DRAWDOWNS — — - - -----

17. TOTAL SOURCES OF FUNDS - - - - - - - - -----

18. LESS CAPITAL EXPENDITURES _ — _  _ _ — mm «.

19. LESS WORKCAP AND FUND - - - -
20. LESS DEBT REPAYMENTS - - — --- ---
21. LESS PAYMENT TO STATE - - — - - - - -----

22. CASH SURPLUS (DEFICIT) _ _ _  _ _ _ . . .

23. RECOVERY FROM HB 9 - - - - — - -
24. CASH RECOVERED — — — --- ---

...........................................................BALANCE SHEET------

25. RESERVE AND CONT. FUND m _ __ — mm » —
26. OTHER WORKING CAPITAL - - — - - — ---
27. CUM. CAPITAL EXPENDITURE - - - - — - -

28. CAPITAL EMPLOYED — — — — -----

29. STATE CONTRIBUTION _  _ _  _ .  mm

30. RECOVERY FROM HB 9 — — — — - -

31. RETAINED EARNINGS FROM OPS. - - _ _ - - - - - -

32. DEBT OUTSTANDING SHORT-TERM _ _ - -

33. DEBT OUTSTANDING LONG-TERM _ > - - — —

34. DEBT SERVICE COVERAGE _ _ „  _ mm mm mm

35. ANNUAL BORROWING $ 1983 — --- ---
(



36. CUM. BORROWING $ 1983
37. ANNUAL STATE GRANTS $ 1983
38. CUM. STATE GRANTS $ 1983
39. TOTAL ANNUAL FINANCING $ 1983
40. TOTAL CUM. FINANCING $ 1983



C.2 METHODOLOGY USED FOR CALCULATION OF 
POWER RATES IN FINANCIAL MODEL

I . Operat ion and Maintenance Por t ion o f Power Rates

This ra te is ca lcu la ted independent o f othe r p ro je c ts .

Components o f Rate

A. Operation and Maintenance Costs, (see C . l - 7) .

B. Net shor t - te rm in te r e s t costs ( in t e r e s t on shor t - te rm debt -
i n te r e s t earned on reserve funds) . (See C . l - 9 and 10).

2
C. Annual prov is ion f o r  renewals and replacements. (see C . l - 

18).

0/M po r t ion o f the Power Rate = (A + B + C) /P ro jec t Sales.

11. Debt Service Port ion o f Power Rate 

Components Used in Rate Ca lcu la t ion

A. Total System Debt Service (see C . l - 11 and 20),

B. Bond Coverage (ten percen t ) .

C. Period (year-1983).

D. Sta te ' ; , Investment in edch Pro jec t (equal to p ro je c t cost fo r 
th i s  ana ly s is ) .

E. P ro jec t Sales (see C . l - 2) .

NOTES

1. A prov is ion fo r working cap i ta l has been included in th i s 
ana lys is as wel l as a general reserve and cont ingency fund. 
Working cap i ta l is assumed to be met by shor t - te rm debt, wi th 
an annual in te r e s t ra te o f ten percent. The reserve and con­
t ingency fund earns in te r e s t at ten percent per annum, (on the 
previous yea r 's ending balance).

2. The annual prov is ion f o r  renewals and replacements (0.3 
percent o f p ro je c t cons t ruc t ion costs (exc lud ing IDC) per 
annum) is assumed to be funded w i th bond coverage where 
poss ib le . I f  th i s coverage proves to be i n s u f f i c i e n t ,  then 
revenues (and ra tes ) are increased so th a t th i s s h o r t f a l l is 
j u s t met.
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Methodology Used to Calcu la te Debt Service Port ion o f 
Wholesale Power Rates •

1. Calcula te Average System Debt Service Rate (R l)

Rl = (Tota l System Debt Service + Coverage)/Tota l Sales f o r a l l 
P ro jec ts .

Rl = (A + B)/SUM(E).

2. Determine System Cap Rate (R2) (see Subsection 44 .83 .398 (2 ) (h) ) .

R2 = System Debt Service Average x (1 + .04 (year-1983) ) .

R2 = Rl x (1 + .04 x C).

3. Calcu la te each p ro je c t ' s  i n i t i a l ,  p ropo r t iona te share o f to ta l 
debt serv ices and Without Cap Rate (R3).

R3 = (Tota l System Debt System Service + Coverage x (S ta te 's 
Investment in the P ro je c t /S ta te 's Investment in a l l Power 
P ro je c t s ) ) /P ro je c t Sales.

R3 = ((A + B) x (D/SUM(D))/E

4. Determine whether the Without Cap Rate f o r each Pro jec t exceeds 
the System Cap Rate and i f  i t  does, set tha t P ro je c t ' s Debt Service 
Rate (R4) equal to the System Cap Rate.

I f  R3 grea te r than ‘ R2 then R4 = R2

5. I f  any pro jec ts are capped then using these rates would re su l t in 
a s h o r t f a l l o f funds to meet debt serv ice ob l ig a t io n . In order 
to co r re c t t h i s ,  the debt serv ice share (and thus power rates) 
f o r pro jec ts whose debt serv ice rates are s t i l l  below the cap 
ra te , are adjusted upwards ( to a maximum o f the System Cap Rate). 
This adjustment (R5) is again based on the S ta te 's Investment in 
the p ro je c t .

R5 = (S ta te 's Investment in the P ro jec t /To ta l State Investment in 
a l l  p ro jec ts whose rates are less than the System Cap Rate) 
x S h o r t f a l l .

I f  a p r o je c t ' s  ra te should exceed the System Cap Rate under th i s 
rea l lo ca t io n o f the s h o r t f a l l ,  i t s  ra te is also capped and the 
above procedure is repeated fo r the remaining pro jec ts whose 
rates are s t i l l  less than the System Cap Rate.

6. The f i n a l debt serv ice po r t ion o f the power ra te f o r each p ro je c t 
is equal to P ro je c t 's share o f Total System Debt Service Costs 
a f t e r app l ic a t io n o f l im i t s /P r o j e c t Sales.

R4 = (R2 or (R3 x R5))/E



APPENDIX "D"

EFFECT OF "BLACKMAIL" CLAUSE ON POWER RATES

Section 44.83 383 (b) (2) sta tes th a t i f  the general s ta te fund does not 
stand a t $5 b i l l i o n  by Ju ly 1, 1986, the power rate f o r each p ro jec t w i l l  be 
set a t the grea te r of

(a) the standard I B9 ra te ,

(b) a rate which w i l l  re tu rn 10 percent annual ly on the 
amount invested in the p ro je c t , inc lud ing loans and 
grants made by the s ta te .

A comparison o f power rates under standard HB9 ca lcu la t ions and those 
under the "Blackmai l " clause s ta r t i n g  in FY 1987 is presented in 
Table F . l .  These resu l t s are also summarized f o r  1987 and 1991 in 
Table F.2. These ca lcu la t ions assume bond coverage o f 1.10.

Results

The "B lackmai l " c lause, i f  invoked in 1987, would re su l t in power rates
increas ing by more than 75 percent f o r Swan Lake, Tyee Lake, and Terro r
Lake. The ra te f o r Solomon Gulch would increase by approximately 30 
percent. These leve ls o f ra te increases would generate add i t iona l re ­
venues in 1987 ranging 'from $1.2 m i l l i o n  f o r  Solomon Gulch to $9.0 m i l l i o n 
f o r  Te r ro r Lake. Total add i t iona l revenues fo r 1987 would be 
$21.2 m i l l i o n . These resu l t s are itemized in Table F2,

The d i f fe rence between the standard HB9 ra te and the "Blackmail " clause 
ra te is seen to dec l ine over time. Since the revenue generated under 
the "Blackmai l " clause is f i x ed (a t 10 percent o f p ro je c t cost) the 
"B lackmai l " clause rates w i l l  dec l ine as sales continue to increase.
For the standard HB9 rates there is a dec l ine in rates over time fo r 
most p ro jec ts but th i s is much less since opera t ing costs are increasing 
w i th i n f l a t i o n .
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Table F.2

SUMMARY COMPARISON OF STANDARD HB9 AND "BLACKMAIL" CLAUSE RATES

Standard "B lackmail " Clause
HB9 Rate ________Rate_______

(<f/KWH) (C/KWH)

Percent
D i f ference

Addi t iona l
Revenues
Generated
(SM i l l ions )

Swan Lake

1987 15.5

1991 14.1

Tyee Lake

1987 16.4

1991 15.8

Solomon Gulch 

1987 10.0

1991 10.6

Te r ro r Lake

1987 12.2

1991 10.1

27.8

22.9

34.8 

25.6

12.9

12.9

22.0

19.1

79 

62

112

62

29

22

80 

89

4.4

3.8

6 . 6

4.8

1.2

1.0

9.0

9.5



COST OF POUER SUMMARY FOR AUTHORISED FROJECTS USIHO SIANI'ARP HP» BASIS (F.'TCLUPJNO PLACKHA1I n  AUSETT

Y E A R NXNWcuAMVftKFSXWWWNNWXWNN|Na*rVi«rWUNVU'V'rR0JECISXUNNUUUX'VANN'NVNUNUN'‘NNNV':'l'AN̂ ^^ v̂ "''̂ \\\\\'SWAN L A K E  
C O S T  C . O . P  C . O . P

I C L  I P C  SAI . F . S C A F F E D  W/Q  C A F
T H I L L  uWH C / K W H  C / K U H

W W V W  W W V W  \ \ \ \ \ \ \  W W W  W W V W  W W W Y  W W V W *  V V W W
1 9 P 3 8 3 . 0 0 . 0
1 9 0 4 7 0 . 2 0 . 0
1 9 8 5 9 9 . 2 3 2 . 0
1 9 8 6 9 B . 2 3 3 . 6
1 9 8 7 9 8 . 2 3 5 . 3
1 9 8 8 9 8 . 2 3 7 . 0
1 9 F 9 9 8 . 2 3 0 . 9
1 9 9 0 9 0 . 2 1 0 . 8
1 9 9 1 9 3 . 2 4 2 . 9

< C 0 S 1 O F  F O U F R C A L C U I

0.0
0.0

11.6
1 5 . 5
ts.s
ts.s
1 5 :1
1 4 . 1

0.0
0.0

1 3 . 1
1 6 . 3  
1 5 . 8
1 5 . 3

l :S
1 4 . 1

L A K E  T Y E E  
C O S T  C . O . F  C . O . F

TCI .  H ' C  S A I F S  C A F f f . O  U / 0  C A F
t h i l l  g u h  c / k w h  c / k w i i

S U A H  L A K E L A K E  T Y E E  
C O S T  O F  f ' OWFR I N C L U D E S  0 / N  P O R T I O N

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

T H E  1 H C I U S I O N  O F T H E  F O L I . O U T H O
S O L O H O H C U I C H

S U L P M O N  O I U . C H  
C O S T  C . O . F C.O.f

' C l .  I P C B A I F . S  C A W  U / 0  C A F
T H I E L G U H C/F . U I I r / F  U H

W W V W  V W W W W W W ' W W W
5 3 . 0 4 1 . 0 3 . 0 3 . 0

' 5 3 . 0 4 1 . 0 3 . 3 3 . 3
5 3 . 0 4 1 . 0 7 . 9 6 . 9
5 3 . 0 4 1 . 0 1 0 . 0 9 . 1
5 3 . 0 4 1 . 0 1 0 . 0 9 . 3
5 3 . 0 4 1 . 0 1 0 . 9 9 . 6
5 | . 0 4 1 . 0 1 0 . 1 9 . 9
5 3 . 0 4 1 . 0 1 0 . 1 1 0 . 2
5 3 . 0 4 1 .  P 1 0 . 6 1 0 . 6

F R O  J E C T 9 1
1 F R R P R  1 AK F

T E R R O R  L A T E
C U S I C . O . F C . O . F

I C L  I P C S A L E S C A F F E D U / 0  r , l f
T H I L L G U H C / K U H C / K U H

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

CO' , IT O F  F L ' U E R  S l I HHAT i Y F U R  A U T H O R I S E D  F R P . T C T S  U I I P E K  B L A C K M A I L  C L A U S E T

Y E / R

i v e j
1 7 0 4
1 7 0 5

I 9 F B
17B7
1 9 7 0
1 9 9 1

^ \ V £ i W W W W W ' V W \ V) } ) N ) ' ) ) ' W V A W W V F R n  i f c ^ \ n \ n \ \ \ \ \ n \ w \ w w w \ \ w \ w w \ w w \ w w w w w w w w \ w w wW W W W
S U A H  L A K E  

C O S  I 
I C t  I P C  S A L E S  

1 M I H  G U H  
W W  W  V W W W

C . O . P  A D D  R F U
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In accordance with the provisions of Title 24 of the Alaska 
Statutes and a special request of the Legislative Budget and 
Audit Committee, we have reviewed certain issues relating to 
an insurance "wrap-up" program for Alaska Power Authority 
'onstruction projects. Our review encompassed activities of 
uhe Alaska Power Authority (APA) and the Department of 
Administration, Division of Risk Management, as well as 
those of insurance brokers and agents handling APA accounts.
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In the Spring of 1981, legislation was enacted that broadened 
the scope of APA's authority and responsibility for adminis­
tering Alaska's energy program. APA became directly involved 
in the construction and acquisition of power projects 
throughout the State.

The first construction project to come on line was the Tyee 
Lake hydroelectric project. This project, located approxi­
mately 40 miles southeast of Wrangell, was to be constructed 
in three phases. Bids for Phase I were solicited in ear:./ 
Juno 1981, with construction scheduled to begin the following 
October.

The Request for Proposal (RFP) for Tyee Lake contained gen­
erally standard wording in which the burden for purchasing 
and maintaining adequate insurance was placed on the con­
tractor. Simultaneous to the Tyee Lake bid process, APA also 
sought advice from the Division of Risk Management about the 
insurance requirements and liability ramifications of APA 
contracts in general. The Division of Risk Management in 
turn consulted with the State's major insurance broker, Marsh 
& McLennan Inc. During July 1981, a series of discussions 
and correspondence ensued among APA, Risk Management, Marsh & 
McLennan Inc. and various consultants, which ultimately 
resulted in a decision to substitute an owner provided insur­
ance program for contractor provided insurance on the Tyee 
Lake project. That is, rather than requiring the contractor 
to purchase insurance and to see that his sub-contractors do 
likewise, the owner (APA) would "wrap-up" all parties and 
exposures into a comprehensive safety and insurance program.

Correspondence between Marsh & McLennan Inc. and APA indi­
cates that the decision to employ a wrap-up program for Tyee 
Lake was reached during the latter part of July. Bid open­
ings were scheduled for August 11, 1981. Given the time 
constraints, APA elected to have contractors submit bids with 
insurance costs included, as specified by the RFP. Upon the 
award, APA would then determine whether the contractor would 
agree to an owner provided insurance program and, if so, 
would negotiate an amount to back out of his bid.

Bids were opened as scheduled on August 1L, 1981. Proposals 
were evaluated and the contract eventually awarded on 
September 25 to the joint venture of Southeast Drilling Co., 
Inc. - Harrison Western Corp. (SE-11W) for a bid of 
$44,952,000. SE-HW subsequently agreed to owner provided 
insurance, and a change order was signed October 20 reducing 
the contract amount by $1,798,867.
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On October 28, 1981, subscription policies effective October 
for Phase I of the Tyee Lake project were issued by the two 
firms that handle the State's master insurance policies: 
Marsh & McLennan Inc. and Corroon & Black/Dawson & Co., Inc. 
During November and December, the brokers and the Division 
of Risk Management worked out details on how to structure 
and administer the wrap-up program. This involved arranging 
for claims adjusting, safety consulting, actuarial and 
related services, as well as negotiating with undervrriters 
for insurance placements. In addition, the two brokerage 
firms worked out internal agreements on how to jointly 
handle the APA account.

The contract between APA and the brokers to provide the 
above services was not finalized until December 22, 1981.
This contract, backdated to October 1, 1981, provides for 
APA to use Risk Management as a consultant for risk manage­
ment services, and for Marsh & McLennan Inc. and Corroon & 
Blaclc/Dawson r>. , Inc., to provide for specified services 
necessaiy tn ~ ’...•inister the Alaska Power Construction Pro­
gram (APC01-;. Contract terms are stated in general language, 
but the appendix on consideration clearly limits the con­
tractual agreement- to the SE-11W portion of the Tyee Lake 
project. Consideration for this contract was to be 
$1,790,000, but a premium discount of $100,000 was subse­
quently applied. First payment on the contract in the 
amount of $1340,000 was made December 23, 1981.
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IS S U E S  AND ALLEG ATIO N S

During the Spring of 1982, several issues and allegations 
were raised about the series of events outlined in the 
preceding paragraphs. Various members of the Legislature, 
representatives from interested professional groups, and 
State administrators questioned whether owner "wrap-up" was 
an appropriate or allowable insurance method for State agen­
cies. Specific allegations surfaced regarding the proced­
ures for bidding and awarding the Tyee Lake construction and 
insurance contracts, and the brokers' and Division of Risk 
Management's administration of the APA insurance programs.

We have not included in this report a general discussion of 
the pros and cons of wrap-up insurance. This issue was the 
subject of considerable debate during the last session of 
the Legislature and resulted in the passage of SB 831, which 
prohibited State agencies from providing insurance to con­
tractors awarded State construction projects. SB 831 was 
vetoed by the Governor because he did "not find this prohi­
bition in the best interests of the State". Whether or not 
this legislation is pursued is a matter of legislative and 
executive decision during the next session.

We have, however, examined the various allegations and legal 
issues that have been raised. A discussion of each issue 
and our findings thereon follow:

A, Contractual Procedures - Tyee Lake Construction Contract

No allegations have been raised and we found no im­
proprieties on the bidding and preliminary award of the 
Tyco Lake - Phase I contract to SE-HW. Allegations 
have been raised, however, that SE-HW failed to provide
proof of adequate insurance as required by REP, and that
as a result a change order war issued wherein APA would 
provide insurance instead.

We found that the insurance provided by SE-HW was 
inadequate, but that this was due to misunderstanding 
rather than the fact that SE-HW was uninsurable. The 
chronology of events is outlined below:

09/10/81 APA Board approves contract award to SE-HW.

09/11/-- Negotiations begin between SE-HW and Division 
of Risk Management on amount of bid attributa­
ble to insurance. Dates uncertain, but no 
indication that negotiations pre-date Board
approval. APA copied on at least one related
letter dated 09/21/31.
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09/15/81 Contract award challenged by Pacific Ventures, 
a lower bidder rejected because proposal did 
not conform to RFP. Temporary restraining 
order placed.

09/25/81 Temporary restraining order lifted. Notice of 
Award sent to SE-HW, subject to certain 
requirements including proof of adequate 
insurance. This letter signed by same APA 
individual involved in earlier insurance 
discussions with Marsh & McLennan Inc. and 
Risk Management, and copied on 09/21/81 
letter regarding cost of contractor insurance.

10/03/81 SE-HW responds to Notice of Award, signs
contract, and supplies performance oonds and 
certificates of insurance.

10/16/81 APA acknowledges receipt of signed contract 
but notifies SE-HW that performance bonds 
deficient and insurance inadequate. Letter to 
SE-HW states: "Pursuant to advice of the
State Division of Risk Management, the Alaska 
Power Authority proposes to provide a wrap-up 
insurance program . . . .  A change order has 
been prepared to effect these modifications 
. . . SE-HW given option of agreeing to
change order or supplying evidence of adequate 
insurance.

10/20/81 Change Order Mo. 1 substituting owner provided 
insurance for contractor provided insurance and 
decreasing contract by $1,798,867 signed.

10/20/81 Notice to Proceed issued.

From discussions we have held with involved parties, it
appears that by the time SE-HW responded to the 09/25/31
tentative Notice of Award, an understanding had been
reached that APA would be providing insurance coverage 
and thus little attention was given to evidences of 
insurance. There is no indication that SE-HW was 
uninsurable.

There is some question as to whether Risk Management 
exceeded its authority by dealing directly with the 
contractor without APA's knowledge and before APA had 
officially proposed the idea of owner provided insur­
ance. We have received conflicting information about 
this. Most likely, this was a case of bad communication 
both within APA and between APA and Risk Management.
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Contractual Procedures - APA Brokerage Contracts

To date, all APA insurance reviews or brokerage services 
have been performed by Marsh & McLennan Inc. and Corroon 
& Black/Dawson & Co., Inc. (£ schedule of APA contracts 
with and payments to the brokers is presented in Appen­
dix A). This has generated considerable controversy, 
with specific questions raised about:

O Meetings of Risk Management, APA, and Marsh a
McLennan Inc. prior to Tyee Lake brokerage con­
tract .

© Awarding of Tyee Lake contract to Marsh & McLennan
Inc. and Corroon & Black/Dawson & Co., Inc. without 
competitive bid.

Q Expectations by brokers that Tyee Lake contract
would be expanded to future APA construction 
projects.

0  Expansion of broker's involvement to cover com­
pleted or acquired projects.

O  Awarding of APA insurance review contract to
brokers without competitive bid.

Each of these areas is discussed below.

Pre-contract meetings: It is unclear when wrap-up
discussions first took place and who it was that first 
proposed the concept. Our review indicates, however, 
that wrap-up on Tyee Lake was not explicitly agreed to 
until late July, when representatives from APA, Risk 
Management, and Marsh & McLennan Inc. met in Marsh & 
Mclennan's Seattle offices. There is no evidence to 
suggest that there was anything conspiratorial about 
this meeting, or that the decision by APA and Risk 
Management to utilize owner provided insurance ’-us 
anything more than an attempt to explore economical 
insurance alternatives. Undoubtedly, Marsh & McLennan 
Inc. wished to secure the State's business, hut as a 
profit making firm this is only normal.

Awarding of Tyee Lake contract without competition: In
our Jufy~T9 8 (J, performance review oi the Division of 
Risk Management, we criticized the Division for not 
utilizing competitive procedures in its selection of 
brokers. During FY'81, the Division went through an 
extensive broker selection process, and in May 1981, 
Marsh & McLennan Inc. and Corroon & Black/Dawson & Co., 
Inc., were contracted with to provide risk management 
and insurance programs for the State. When APA sought 
advice from Risk Management about the insurance ramifi­
cations of its newly expanded role, then, it was reason­
able that Risk Management in turn sought advice from its 
primary consultant, Marsh & McLennan Inc.
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The question is whether it was also reasonable to 
contract with Marsh & McLennan Inc. for the Tyee Lake 
wrap-up. In the first place, if a consultant believes 
he will be awarded the contract for any services he 
recommends, then he is more likely to recommend that 
those services are necessary. Secondly, it is State 
policv to utilize competitive selection procedures, and 
no attempt was made to do so in this case.

It is our belief that APA and Risk Management tried to 
objectively evaluate, the wrap-up option, and decided 
that it was in the best economic interests of the 
State. The fact that the time frame for Tyee Lake was 
too short to go through a broker selection process was 
not considered a major problem. This had just been done 
for the State's other coverages, and it was reasoned 
that that selection process would satisfy similar re­
quirements for Tyee Lake. Therefore, it was decided to 
utilize the State's current brokers.

While we do not question APA or Risk Management's 
motives behind this decision, we do think they acted in 
haste. If there was insufficient time to go through a 
broker selection for Tyee Lake or to look into the legal 
questions raised later in this report, then it would 
perhaps have been better to utilize contractor provided 
insurance on Tyee Lake and reconsider wrap-up for future 
projects instead.

Expectations of future APA wrap-up contracts: Marsh &
McLennan Inc. con:espondence indicates that the firm was 
vying for and in fact expected to provide brokerage 
services on future APA wrap-up programs. In addition, 
the contract, between APA and the brokers was worded in 
such a way that future projects could simply be appended 
to it. However, the contract as signed December 22, 
1981, is clearly limited to Tyee Lake - Phase I (with 
the implicit understanding that Phases II and III would 
be added), and APA and Risk Management memos demonstrate 
that the insurance alternatives for other APA construc­
tion projects would be decided on a case-by-case basis. 
This intention is also evidenced by testimony of APA 
staff at the October 2, 1981, APA Board meeting.

We cannot verify whether APA and Risk Management would 
in fact have gone through a broker selection process on 
future projects, since the APA Board opted that contrac­
tor provided insurance be used on the only other con­
struction project to date, Terror Lake. Certainly no 
procedures for broker selection were begun prior to the 
Board's April 15, 1982, Terror Lake decision, though 
this may be attributable to the controversy and ques­
tionable future of State agency wrap-ups at that point 
in time.
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Expansion to cover completed or acquired projects: The
issue of whether or not to use owner provided insurance 
applies only to construction projects. Another issue is 
how best to insure completed or acquired projects, the 
immediate cases in point being Solomon Gulch and Swan 
Lake.

The Division of Risk Management has taken the stand 
that, as State owned property, completed projects such 
as Solomon Gulch automatically become a Risk Management 
responsibility. As is done for other State owned 
property, Risk Management would negotiate the cost and 
conditions of coverage and bill APA accordingly. 
Furthermore, it is Risk Management's responsibility to 
determine whether coverage in place on acquisitions such 
as Swan Lake adequately protects the State, and, if not, 
to cover exposures. In both of the above instances, the 
method for providing insurance has been to fold the 
projects into the State's master insurance programs 
which are brokered through Marsh & McLennan Inc. and 
Corroon & Black/Dawson & Co., Inc. The brokers have 
adopted the acronym "APOP" for these projects, which 
stands for Alaska Power Operations Program.

Vague allegations have been raised about the nature and 
extent of APOP, and that it is being thrust upon the 
entities from which projects are being acquired. We 
found no substance to these allegations, and to our 
knowledge APOP is no more than as described above. In 
addition, until or unless a separate risk management 
program is developed for APA, we concur with the Divi­
sion of Risk Management's judgment on how to handle 
completed or acquired projects.

Awarding of insurance review contract; APA also con­
tracted with Marsh & McLennan Inc. and Corroon & Black/ 
Dawson & Co., Inc., to perform an insurance review of 
ail APA contracts. This agreement, signed the same day 
as the APCOP - Tyee Lake contract, involved an evalua­
tion of contract insurance language and evidences of 
insurance, establishment of on-going contract review 
procedures, and other related services. Contract 
consideration was to be for services rendered, not to 
exceed $40,000.

Results of this contract demonstrate that APA contracts 
generally did not have adequate insurance language and 
that APA's exposures wore greater than intended. How­
ever, the fact that there was evidently a legitimate 
need for this contract does not justify its being 
awarded without competitive bids. Nor was there any 
particular time pressure, as there was with the APCOP - 
Tyee Lake contract, that would preclude normal competi­
tive bid procedures.
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Administration of APCOP - Tyee Lake Contract:

Several questions have also been raised about the 
administration of tha APCOP - Tyee Lake contract; that 
is, how the brokers and the Division of Risk Management 
are performing those services they were contracted with 
to provide. These questions are discussed below.

One question is whether the Workers' Compensation (WC) 
reserve established for State eraployees is commingled 
with or has in fact been used for Tyee Lake employees. 
The APCOP - Tyee Lake and State WC reserves are not 
commingled, and as of July 1, 1982, they will also be 
handled by different adjusters. Prior to the establish 
ment of an APCOP reserve account, however, a Tyee Lake 
employee was injured and $9,4i7 was paid out of the 
State WC reserve to cover related claims. The State's 
reserve was subsequently reimbursed upon establishment 
of the APCOP WC reserve account in January 1982.

Another question has to do with whether the brokers 
and/or Risk Management have conducted business using 
"secret" bank accounts. We have found references to 
three bank accounts. The first was established with 
First Interstate Bank in Seattle, and was used by the 
brokers for paying all bills related to their APCOP 
account. This account was subsequently closed and 
replaced with an account with the National Bank of 
Alaska. A third account, also with the National Bank o 
Alaska, is a depository account used by Northern Adjust 
ers for paying APCOP Workers' Compensation claims. All 
three of these accounts are utilized internally by the 
brokers or theit sub-contractors to perform services 
necessary to fulfilling the APCOP contract. Risk Man­
agement neither deposits nor withdraws funds from these 
accounts. Therefore, these accounts are not subject to 
the requirement that as State accounts they be reported 
to the Department of Revenue.

Questions have also been raised about the propriety of 
payments from the APCOP bank accounts, particularly for 
such tilings as lunches, dinners, or drinks. We think 
these questions are moot. Marsh <t McLennan Inc. and 
Corroon & Black/Dawson & Co., Inc.., are being paid a 
fixed sum, a portion of which is attributable to broker 
age fees. In general, it is not within our control t:o 
dictate to the brokers and their respective managements 
how h‘.oso fees may be used.

Another issue is whether State competitive bid proced­
ures have been bypassed by contracting with brokers who 
then in turn sub-contract with other firms to perform 
certain services. Particular questions have been raise 
about the sub-contracts for claims adjusting. We think
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that while State procedures may be bypassed, there is 
very little incentive on the brokers' part for not 
employing competitive procedures of their own. As noted 
before, the brokers are being paid a fixed sum to 
perform certain services. It is certainly not in their 
best interests to over-pay sub-contractors. As far as 
the claims adjusting sub-contract is concerned, State 
competitive procedures were not bypassed. The contract 
RFP and award process was administered through the 
Division of Risk Management along with the claims 
adjustment contracts for other State accounts, and met 
standards for objective and competitive review.

Two final questions, which underlie all the above, are 
what APA is buying in its APCOP - Tyee Lake contract, 
and whether it is less expensive than contractor pro­
vided insurance would have been. A budget for all 
phases of the Tyee Lake wrap-up program is being pre­
pared but has not been finalized. Once the budget is 
established, the Division of Risk Management has in­
formed us that in its capacity as risk management 
consultant for APA, it will arrange for audits of APCOP 
expenses and actuarial reviews of loss reserves.

It is also too early to determine if wrap-up for Tyee 
Lake will be cost effective. Tyee Lake - Phase I was 
bid with insurance, with $1,798,867 subsequently backed 
out. The APCOP Phase I insurance contract cost, after 
premium discount, $1,690,000. Therefore, there is an 
immediate apparent cost savings of $198,867. Since the 
other Tyee Lake contracts were bid not of insurance, no 
easy "upfront" numbers are available, and it is '->eyond 
the scope of this report to project them. A schedule of 
claims as of May 31, 1982, is presented in Appendix B, 
but the total insurance costs of Tyee Lake will not he 
known for several years.

Legal Issues

In addition to the legal issues implied in the matters 
already discussed, several specific legal questions have 
been raised. These include;

O Is the State insured on Tyee Lake and has it been 
from the start?

O  Do wrap-ups by State agencies violate existing law?
O Is the State self-insuring Workers' Compensation 

for Tyee Lake, and if so, is this in compliance 
with law?
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Is the State insured on Tyee Lake and has it been from 
the start? The basis for this question is two-fold. 
First, while work on the Tyee Lake project began in 
November 1.181, the insurance contract between APA and 
the broker was not signed until December 22, 1981. 
Second, while APA was provided with "subscription poli­
cies" by the brokers in October 1981, these policies 
were not agreed to by underwriters until, in some cases, 
months later.

From our review of legal opinions and documents, it 
appears that the State is and has been covered on Tyee 
Lake, if for no other reason than that it has clear 
recourse against the brokers themselves. This is 
established through letters of intent and brokerage 
warranties in which the brokers certify that they have 
placed insurance as specified in the "subscription 
policies." Marsh & McLennan Inc. and Corroon & Black/ 
Dawson & Co., Inc., it should be noted, have assets 
valued far in excess of dollars being insured under the 
APCOP - Tyee Lake contract. In addition, the State's 
master insurance contract is broadly worded and would 
include Tyee Lake exposures.

Do wrap-ups by State agencies violate existing law? We 
have reviewed several IeglTl opinions and discussed this 
question with representatives of the Attorney General's 
Office. To our knowledge there is no Alaska lav/ or body 
of laws that generally prohibit wrap-up insurance 
programs by private or public entities.

Is the State self-insuring Workers' Compensation for 
Tyee Lake, and if so, ~Ts this : n compliance with law? 
This Is the primary legal question on the owner provided 
insurance program that is in place for Tyee Lake, and to 
date it is unresolved. Through cur discussions with the 
two agencies who have jurisdiction over Workers' Compen­
sation - the Division of Workers' 'Compensation and the 
Division of Insurance - ue have identified the key 
issues to be:

1. All employers must provide Worker.s' Compensation
coverage for their employees. Th.s may be done one 
of two ways: The employer may purchase a WC policy
through an insurer approved by the Division of 
Insurance, or may be granted a se]£•insurance 
certificate by the Workers' Compensation Board.

Each question is discussed below.

ST AT E OF ALASKA - 1 1 - DIVISION OF LEGISLATIVE AL OIT



r .  . •• • X

2 .

3.

4.

5.

The WC coverage for Tyee Lake contractors and their 
employees is provided under a policy by an approved 
insurer, but is, in the end, self-insured by the 
State. This is illustrated as follows:

®  APA contracts with brok.' for APCOP services.
© Brokers contract with Paciric Marine Insurance

Co., an approved Alaska insurer.
Q Pacific Marine issues policy, makes necessary

filings with Division of Insurance, WC Board.
0  Pacific Marine, in effect, reinsures total

liability back through APCOP brokers.
O Brokers establish loss reserve fund from which

Tyee Lake WC claims, up to $300,000 per occur­
rence, are paid (insurance purchased for excess 
coverage); amount of fund comes out of lump 
sums paid by APA to brokers. The final amount 
to be set aside for WC reserves is still being 
negotiated.

©  Brokers receive assurance from Division of Risk
Management that if actual losses exceed loss 
reserves, "the State loss reserve fund would be 
made available to pay losses after exhaustion 
of the APCOP loss reserves."

The question now becomes, by what authority can the 
State self-insure Tyee Lake employees? The State of 
Alaska has been granted a self-insurance certificate 
and self-insures Workers' Compensation for State 
employees. According to the Workers' Compensation 
Board, however, this certificate does not allow the 
State to insure non-State employees, such as the 
contractors and their employees on Tyee Lake.

A related question is whether the State is, in 
effect, acting as an insurance company.

Finally, a significant question exists as to where 
the funds would come from if the WC loss reserves 
established for Tyee Lake claims prove to be inade­
quate. This question has not been adequately 
considered, let alone answered.

One scenar 
covered un 
coverage. 
losses abo 
year ended 
$7,500,000 
reduced to 
that State 
year just 
increase e

io is that these excess losses would be 
der the State's aggregate of excess 
Under this insurance, virtually all State 

ve a given aggregate are covered. For the 
May 15, 1.981, the aggregate base was 
; for the current period, the base is 
$7,000,000. Aetna ial estimates indicate 
losses will exceed the aggregate for the 

ended, and the trend of losses has been to 
ach year.

I

I

I

I

1

I

I

I

I
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A second scenario is that State losses will not exceed 
the aggregate, and therefore the excess losses on Tyee 
Lake will have to he absorbed elsewhere. It is unclear 
how this would be done.

A third scenario is that losses on Tyee Lake will be 
less than the reserves. In this event, funds would be 
returned to APA.
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CONCLUSIONS AND RECOMMENDATIONS

In general, we found the allegations that APA, Risk Manage­
ment, or brokers/agents acted improperly to be unsubstanti­
ated. We do believe, however, that APA, relying heavily on 
the advice of Risk Management, acted hastily in its decision 
to employ owner provided insurance for Tyee Lake, even 
though delay would have precluded this option. By so doing, 
they did not adequately consider the legal ramifications or 
impact of wrap-up as viewed by other State insurance agen­
cies, and entered into a major contract without utilizing 
competitive procedures. In any event, while time con­
straints may arguably support the Tyee Lake sole source 
contract, they not justify the awarding of a separate 
$40,000 contract by APA to the brokers without competitive 
bid.

In conjunction with the Tyee Lake wrap-up program and in 
anticipation of this concept being applied to future APA 
projects, we make the following recommendations:

.1. The Divisions of Risk Management, Insura..ce, and Work­
ers' Compensation should discuss, in a formal setting if 
necessary, the Workers' Compensation and other insurance 
questions that have been raised. Using a State-funded 
loss reserve for non-State employees is clearly a divi­
sive and unresolved issue. It is incumbent on these 
agencies to clarify what is a very gray area.

2. APA and Risk Management should monitor and evaluate the 
Tyee Lake wrap-up program in order that some comparative 
data be available for future projects. This would 
entail audits and actuarial reviews of payments and loss 
reserves, as well as an independent evaluation of owner 
vs. contractor provided insurance.

3. APA should decide whether or not to utilize owner 
provided insurance far enough in advance to incorporate 
this into the contractor RFP. For example, contractors 
could submit bids with insurance, without insurance, or 
both with and without insurance and then be measured 
against some pre-determined criteria.

In addition, sufficient time should be allowed to go 
through a broker selection process on construction 
projects where APA opts for owner provided insurance.

4. APA and Risk Management should clarify their respective 
responsibilities over APA projects, whether under 
construction or completed. In December 1981, the two 
agencies signed a memorandum ot understanding outlining 
the role each played in providing risk management
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services for APA. However, this "understanding" has 
become somewhat strained. For example, brokers have 
been given conflicting signals over certain coverages, 
and APA is even considering employing its own risk 
manager.

We would hope that APA's decision will be based on 
economics and need, and will consider all those issues 
inherent in wrap-up regardless of who administers it.
In any event, until and unless APA establishes its own 
risk management program, the existing memorandum of 
understanding should be followed to ensure comprehensive 
and continuous coverage on APA projects.
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APPENDIX A

SCHEDULE OF APA CONTRACTS WITH 
AND PAYMENTS TO BROKERS 

As of June 15, 1982

Contract
Encumbrance
Number Description

Contract Payments at 
ion Amount   06/15/32

CC082307
2

Alaska Power Construction Program $1,790,000 $540,000'
(APCOP) - Tyee Lake, Phase I

CC082304 APA Contract Insurance Review $ 40,000 $ 20,000

1 To date, no provisions for Tyee Lake - Phases II-III have been 
appended to the APCOP contract. These phases were bid net of insurance, 
but how and through whom APA will provide insurance has not been 
finalized.

2 Scheduled payments are:

Less Premium Discount
10/01/81 $ 640,000

(100,000)

$ 540,000

03/01/82
02/01/33

580.000
570.000

$1,690,000

ST AT E OF ALASKA DIVISION OC LEGISLATIVE AUDIT



APPENDIX B

TYEE LAKE LOSSES AND PAYMENTS 
As of May 31, 1982

Estimated
Loss Loss

Loss Type  Incurred Payments

Workers' Compensation^ $111,846 $33,108

Property 20,000 ____ ~0~

$131,846 „ §.33j.L08,

1 As of May 31, 1982, 14 Workers' Compensation claims had 
been submitted for adjustment. Largest estimated loss 
for a single claim was $25,000.
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JAYS. HAMMOND, GOVERNOR

POUCH C
JUNEAU, ALASKA 99811OFFICE OF THE COMMISSIONER

August 2, 1982

Mr. Gerald Wilkerson, CPA 
Leg is la t ive Auditor 
Divis ion of Legis la t ive Audit 
Leg is la t ive Budget and Audit Committee 
Pouch U
Juneau, AK 99831

Re: Response to a Special Review of the Alaska
Power Author i ty Insurance Programs Administered 
Through the Alaska Power Author i ty and the 
Department of Adminis tra t ion, Div is ion of 
Risk Management, Dated June 29, 1982

The decision to recommend the Wrap-up program to the Alaska Power 
Author i ty (APA) was completely the respons ib i l i t y of the Div is ion of Risk 
Management. Wrap-up insurance has been the normal way to cover large 
construct ion projects fo r the la s t 30 years. This is not to imply that 
wrap-ups are not controversial because they are. This controversy, however, 
does not deter from the cost e f fe c t i v e nature of wrap-ups. There are three 
va l id reasons fo r not considering wrsp-up insurance:

1. The construct ion pro jec t is not large enough (50 m i l l i o n or 
grea te r ) ;

2. The Risk Management Program of the owner or contractor is not 
sophist icated enough to adequately coordinate the required

3. The po l i t i c a l considerat ions which have resulted in several 
states passing re s t r i c t i v e  leg is la t io n proh ib i t ing wrap-ups.

Pr io r to recommending wrap-up to the APA, meetings were held between Risk 
Management and the Division of Insurance. Even though wrap-ups are acceptable 
iri Alaska, the Div is ion of Insurance is responsible fo r set t ing up guidel ines 
and i f  required, adopting regula t ions. A f te r reviewing the guidel ines and 
discussing Risk Management's program, the Div is ion o f Insurance decided to not 
adopt regulat ions. Most of tlie questions regarding wrap-ups had been answered

services.
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several years ago when Alyeska Pipel ine Co. was given approval to provide an 
owner wrap-up fo r the Taps Construction.

Before answering the indiv idual recommendations, we would l i k e to make 
two observations: F i r s t , the atmosphere surrounding the i n i t i a t i o n  o f th is
audi t was inflammatory in tha t there were a considerable number of rancorous 
accusations made against the Div is ion of Risk Management, APA and the APCOP 
brokers. We believe tha t the auditors were able to cut through the periphery 
issues and produce a professional report which is notable fo r i t s  o b je c t i v i t y .

Second, many of the legal issues on closer examination did not have 
substance. In order to completely counteract the questions, we had legal 
research done on several of these legal questions and they were not found to 
be meritorious.

The conclusion that there were no improprie t ies are concurred with . The 
decision to use the State 's recently appointed brokers fo r the f i r s t  wrap-up 
program is ju s t i f i e d  from a Risk Management standpoint and the brokers who 
part ic ipated in the RFP understood i t  to be fo r Risk Manageir nt services over 
a three to f i v e year period.

The $40,000 contract review program has received more pub l ic i t y than i t  
warrants. This contract review had two facets: 1. To atermine what ex is t ing
l i a b i l i t i e s  were outstanding, and to provide coverage i f  needed. Since the 
State 's brokers were responsible fo r providing the coverage ex commission, 
there was no log ica l way to select another contractor . Also, there was a 
sense of urgency due to the pending acqu is i t ion of the Solomon Gulch and Swan 
Lake projects and the need to become immediately involved in the contract 
negotiat ions between the APA and the pro jec t attorneys.

Recommendations

1. The Divisions of Risk Management, Insurance, and Workers' Compensation 
should discuss, in a formal se t t ing i f  necessary, the Workers' 
Compensation and other insurance questions tha t have been raised. Using 
a Slate-funded loss reserve fo r non-Stale employees is c lea r ly a d iv is ive 
and unresolved issue. I t  is incumbent on those agencies to c l a r i f y  what 
is a very gray area.

Agreed. Attached is a memo (Appendix I) which has been sent to both the 
Div is ion o f Insurance and the Workers' Compensation Board which should 
resolve the problem. I f  not, we are prepared to meet with appropriate 
personnel to answer any questions.

2. APA arid Risk Management should monitor and evaluate the Tyee Lake wrap-up 
program in order that some comparative data be avai lab le fo r fu ture

-19-
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pro jec ts . This would en ta i l audits and actuar ia l reviews of payments and 
loss reserves, as well as an independent evaluation o f owner vs. 
contractor provided insurance.

Agreed. This recommendation is an exce l len t one and one in which Risk 
Management is qui te in terested in pursuing. We believe tha t the Tyee 
Program w i l l prove to be extremely cost e f fe c t i ve and w i l l also have a 
considerably be t te r safety record than s im i la r projects o f th is type. In 
add i t ion , we believe tha t we are using a maximum of Alaska Risk 
Management contractors on the Program and tha t we are making i t  avai lab le 
fo r the smaller Alaska contrac tor to pa r t ic ipa te bv furn ish ing raw 
coverage insurance tha t the smaller contractor m ig i t not bo able to 
purchase on i t s  own. See Appendix I I and I I I  fo r a l loca t ion of costs.

3. APA should decide whether or not to u t i l i z e  owner provided insurance fa r 
enough in advance to incorporate th is in to the contractor RFP. For 
example, contractars could submit bids with insurance, wi thout insurance, 
or both with and without insurance and then be measured against some 
pre-determined c r i t e r i a .

In add i t ion , s u f f i c i e n t time should be allowed to go through a broker 
select ion process on construct ion projects where APA opts fo r owner 
provided insurance.

Agreed. Risk Management was l im i ted by the decision process that the APA 
and i t s  board of d irec to rs were operating under. There is no question 
but tha t the insurance language should he incorporated p r io r to the bids 
being put out. In add i t ion , we would recommend tha t a l l insurance 
spec i f ica t ions include the owner wrap-up language and tha t a f te r the bid 
is l e t tha t the con trac to r 's f i rm be given the option of proposing i t s  
pr ice to w r i te the coverage. In th is way a d i re c t comparison of 
advantages o f owner or contractor wrap-up could be made and a decision 
made at tha t time.

/I, APA and Risk Management should c l a r i f y  th e i r respective respons ib i l i t i e s 
over APA pro jec ts , whether under construct ion or completed. In December, 
1981, the two jencies signed a memorandum of understanding ou t l in ing the 
ro1? each played in providing r is k management services fo r APA. However, 
th is "understanding" has become somewhat stra ined. For example, brokers 
have been given con f l i c t in g signals over certa in coverages, and APA is 
even considering employing i t s  own r isk manager.

He would hope tha t APA's decision w i l l be based on economics and need, 
and w i l l consider a l l those issues inherent to wrap-up regardless of who
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administers i t .  In any event, un t i l and unless APA establ ishes i t s  own 
r is k management program, the ex is t ing memorandum of understanding should 
be fol lowed to ensure comprehensive and continuous coverage on APA 
projects.

Agreed. There have been meetings with the APA and Risk Management since 
the pressure of the le g is la t i v e a c t i v i t y  has been reduced. The resu l t of 
the las t meeting was tha t Ris^ Management would take over the adminis­
t r a t i o n of the contract between the AFA and the APCOP brokers. In th is 
way the APA would not be responsible fo r understanding and administering 
a Risk Management Program but instead, w i l l pass th is respons ib i l i t y to 
Risk Management pending any decision to set up th e i r own program. Iri 
th is regard there is presently a Request fo r Proposal (RFP) fo r a Risk 
Management consultant to study the whole wrap-up insurance question fo r 
the APA.

Although i t  is d i f f i c u l t  to quant i fy the exac: savings to the State, a 
Federal government study has verif- 'ed savings of 30-40 percent of 
conventional insurance costs. This re lates to two percent of 
construct ion costs. In add i t ion , since the State holds on to the loss 
reserves, an addi t ional one per cent o f costs is real ized through 
investment earnings. I f  the present construct ion schedule of the APA is 
rea l ized , the savings would amount to $192,600,000.

I t  is important tha t the controversy surrounding th is program not obscure 
the potent ia l savings to the State, which would be los t i f  the program 
were terminated.

Sincerely,

i
Commissioner

CB/JII/jbh
3/0802-02/RM2



MEMORANDUM State of Alaska

T0' Ms. Jackie McClintock 
Director
Division of Workers' Compensation 
Department of Labor

F R ° M: j 0 ] - ^  g ^ y ^ O O d

Director
Division of Risk Management 
Department of Administration

DATE: 

FILE NO: 

TELEPH O N E NO: 

SU B JE C T :

August 2, 1982

465-2180

Tyee Lake Wrap-up 
Program Insurance

There have been several questions raised as to the derails of the 
Workers' Compensation Insurance for the Tyee Lake Wrap-up Program.
There are many ways in which large accounts structure their workers' 
compensation programs and seme axe more controversial than ethers.

Due to the unusual level of interest in this program, it was Fi.sk 
Management's decision with the concurrence of Marsh and McLennan and 
Pacific Marine Insurance Coirpany to provide one of the conventional 
forms of coverage.

Consequently, we have negotiated a Retrospective Rating Plan "D" 
combined Workers' Compensation and General Liability. This is an 
incurred loss retro program which puts it in the mainstream of insurance 
programs.

Jii/je
5/0802-0G/RM1

ooi A(ruv. 10 /79;
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I
APPENDIX I I 

TYEE PREMIUM ALLOCATION

TOTALS I - Tunnel A Powerhouse 
I I - Submarine Cable 
I I I  - Transmission Line

TOTAL

$1,690,000
598,000

1,496,602
33,784,602

PHASE I - Powerhouse A Tunnel Contract - $1,690,000 - Total Premium

1. General L i a b i l i t y  A Workers' Compensation - 2 yrs =

2. Inland A Marine Cargo =

3. Non-owned Aviat ion =

4. C.O.C. - Builders Risk =

5. Excess Insurance =

974.000

303.000 

61,000

181.000

171,000
$1,690,000"

PHASE I I - Submarine Cable Contract - $593,000 - Total Premium

1. General L i a b i l i t y  A Workers' Compensation

2. Non-owned Aviat ions

3. C.O.C. - Builders Risk

4. Excess Insurance

5. Marine Insurance

179,400

32,500

29,900

63,980

292,220 
$ 598,000

IIASE 111 - Transmission Lino Contrac t - $1 ,496 ,602 - Total Premium

••= 1 ,174,327

162,100

1. General L i a b i l i t y  A Workers' Compensation

2. C.O.C. - Builders Risk

3. Excess Insurance 160,130
"$f,~4%7(>02~
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APPENDIX I I I  
TYEE WRAP-UP BUDGET 
August 22, 1982

PHASE I
I I

I I I

TOTAL

1,690,000
598,000

1.496.602

3.784.602

PREMIUM

RETENTION 
ADMIN. EXP.
BROKER FEE
EXTRAORDINARY TRAVEL/LEGAL
SAFETY
CLAIMS ADJ
ATTORNEYS
CONTINGENCY
PRESS RELEASE
INSURANCE LJASON
CPA/ACTUARIAL
CLAIMS MANAGEMENT

1.242.000

1.894.000 
82,000
119,000
40.000
78.000
60.000
15.000 
207,602
5,000

20.000 
10,000 
12,000

TOTAL. 3,784,602

3/0802-02/RM2



ALASKA POWER AUTHORITY
334 WEST 5th AVENUE - ANCHORAGE, ALASKA 99501 Phone: (907) 277-7641 

(907) 276-0001

Mr. Gerald Wilkerson, CPA 
Budget and Audit Committee 
Leg is la t ive Auditor 
Division of Leg is la t ive Audi 
Pouch W
State Off ice Building 
Juneau, Alaska 99811

A'jo :• 1982

i ?.V-m JTlWfit -

4*r
iWii

1

Subject: Response to Preliminary Audit Report
Alaska Power Author i ty Insurance Programs

Dear Mr. Wilkerson:

Attached is our response to the Prel iminary Audit of 
June 29, 1982. Mr. Conway requested that I respond to you d i ­
re c t l y . The Alaska Power Authori ty has expressed i t s agreement 
with each of the Audit Report Recommendations and has in i t i a te d 
action to implement the recommendations.

The Power Author i ty is curren t ly select ing an Insurance Con­
sultant to provide professional services on insurance matters. 
This action w i l l inc.'ease our expert ise and management of insur­
ance related issues and thereby mit igate the admin is tra t ive 
concerns addressed in tho Legis la t ive audi t .

Sincerely,

L J  J J !
Eric P. You1d \
Executive Director

Attachment: as stated

1
-2 5 -



ALASKA P©WI3R AUTHORITY

RECC1KMENDATION ONE:

1. The Divisions of Risk Management, Insurance, and Workers' 
Compensation should discuss, in a formal sett ing i f  
necessary, the Workers' Compensation and other insurance 
questions that have been raised. Using a State-funded loss 
reserve fo r non-State employees is c lea r ly a d iv is ive and 
unresolved issue. I t is incumbent on these agencies what is 
a very gray area.

POWER AUTHORITY RESPONSE:

This recommendation is not addressed to the Alaska Power 
Author i ty .

RECOMMENDATION TWO:

2. Power Author i ty and Risk Management should monitor and 
evaluate the Tyee Lake wrap-up program in order that some 
comparative data be avai lab le fo r future pro jec ts . This 
would enta i l audits and actur ia l reviews of payments and 
loss reserves, as well as an independent evaluation of owner 
vs. contractor provided insurance.

POWER AUTHORITY RESPONSE:

The f i r s t part of th is recommendation addresses the monitor­
ing and evaluation of the Tyee Lake wrap-up program and refers to 
an audit program. The Power Author i ty agrees that th is is a nec­
essary and benef ic ia l action since the Tyee wrap-up program is 
the Power Autho r i ty 's f i r s t  owner's provided insurance program.

In order to implement th is recommendation, the Power 
Authori ty has issued an REP fo r an Insurance Consultant. An 
evaluation of the Tyee wrap-up w i l l be a primary task of the 
Consultant.

The Insurance Consultant w i l l ,  i f  appropr iate, define an 
audit scope and fo l low through with an audit program.

Secondly, the Power Author i ty Insurance Consultant w i l l 
conduct an independent eva lua t io i of owner vs. contractor 
provided insurance.

RECOMMENDATION THREE:

3. Power Author i ty should decide whether or not to u t i l i z e  
owner provided insurance fa r enough in advance to 
incorporate th is into the contractor RFP. For example,



contractors could submit bids with insurance, without 

insurance, or both with and without insurance and then be 
measured against some pre-deternined criteria.

In addition, sufficient time should be allowed to go through 
a broker selection process on construction projects where 
Power Authority opts for owner provided insurance.

POWER AUTHORITY RESPONSE:

Power Authority agrees that should the review of the 
Insurance Consultant indicate that owner-provided insurance is 
cost effective and in the best interest of the Power Authority 

and provided that the Power Authority stiff concur with the 
Consultant's opinion, any owner-provided insurance programs will 

be incorporated in the contract issuance process.

Power Authority will take steps to insure that sufficient 
time is allowed to properly select a qualified broker.

RECOMMENDATION FOUR:

d. Power Authority and Risk Management should clarify their 
respective responsibilities over Power Authority projects, 
whether under construction or completed. In December, 1981, 
the two agencies signed a memorandum of understanding 
outlining the role each played in providing risk management 

services for Power Authority. However, this "understanding" 
has become somewhat strained. For example, brokers have 
been given conflicting signals over certain coverages, and 
Power Authority is even considering employing its own risk 

manager.

We would hope that Power Authority's decision will be based 
on economics and need, and will consider all those issues 
inherent to wrap-up regardless of who administers it. In 
any event, until and unless Power Authority establishes its 

own risk management program, the existing memorandum of 
understanding should be followed to ensure comprehensive and 

continuous cverage on Power Authority projects.

POWER AUTHORITY RESPONSE:

The Power Authority agrees with this recommendation and as 
such the Power Authority and the Division of Risk Management have 

mutually agreed that the day-to-day administration and monitoring 
of Tyee "wrap-up" insurance program should be the responsibility 
of Risk Management. The Power Authority Tyee insurance contracts 
are in the process of being assumed by Risk Management. Tho 
Power Authority believes that the existing memorandum of 
understanding has been clarified for both parties.



The Power Authority will approve insurance premium payments 

prior to Risk Management making payment. Payment will be rnade on 
the basis of insurance premium invoiced cost and in accordance 
with the terns specified by the Power Authority's transmitted 

RSA.

The existing memorandum of understanding applies only to the 
Tyee "wrap-up" insurance program. The Power Authority will rely 
on the advise of its Insurance Consultant in evaluating future 
project insurance requirements.
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insurers would only be too willing to support legislation which could generate 

more sales and result in higher premiums for each policy sold.

Why, then, does a united insurance industry refuse to support state

compulsory automobile insurance laws? Why do insurers oppose legislation

requiring each person who owns and operates a motor vehicle to purchase 

liability insurance?

In truth, the economic self-interests of the insurance industry are not 

well-served by compulsory auto liability insurance. Nor are the economic

self-interests of motor vehicle owners, taxpayers, or state legislators served 

by compulsory insurance laws.

Every interest group but one, the plaintiff's bar, faces economic risks 

with compulsory auto liability insurance. It costs everyone else money.

This joint industry statement explains why most insurers oppose enactment 

of compulsory insurance laws, and relates how these emotionally-appealing laws 

fail to meet the well-meaning intentions of legislators and constituents.

Cost-efficient, proven alternatives that overcome the deficiencies of 

c( jjulsory automobile liability insurance do exist. A discussion of these

alternatives —  stricter Financial Responsibility Laws, Uninsured Motorist 

Protection and No-Fault lnsurance--is included at the end of this statement.

THE ISSUE

The issue is: Should a person who owns and operates a motor vehicle be

required by state law to purchase liability insurance?

Voluntary auto liability insurance is already available to interested 

drivers. It enables those who purchase it to protect their personal assets



driving.

The purpose of voluntary auto liability insurance is to provide financial 

security by protecting the assets of the purchaser. By contrast, compulsory 

auto liability insurance is intended, but fails to pay the damages sustained by 

those who might otherwise be involved in accidents with uninsured drivers. 

Compulsory insurance laws aim toward reducing the numbers of uninsured 

motorists. They require the purchase of automobile liability insurance 

coverage and make it a criminal offense to drive a motor vehicle without such 

coverage.

HISTORICAL BACKGROUND

Compulsory automobile liability insurance is not a new issue. It's been a 

topic of discussion for over 50 years. In 1927, Massachusetts became the first 

state to adopt compulsory auto liability insurance, but the approach proved 

unpopular with both legislators and insurers. It wasn't until 1956 and 1957 

that two other states, New York and North Carolina, established compulsory 

liability insurance sytems.

Other states refused to enact compulsory insurance measures primarily 

because of cost comparisons, with Massachusetts, New York and North Carolina. 

The compulsory states were experiencing significant increases in the number and 

frequency of insurance claims, primarily resulting from the higher accident 

rates among the small percentage of formerly uninsured drivers who were abiding 

by the law and buying insurance. In the ten years following Massachusett's 

enactment of compulsory insurance, its claim frequency per thousand insured 

vehicles had increased 33 percent, while the countrvwide frequency declined 21
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a b o v e  the e s t i m a t e d  rise m  t n e  numDer 01 i n s u r e d  d r i v e r s ,  m iu ,  uue i n c r e a s e s  

were forcing safe and responsible drivers to pay higher insurance premiums.

The financial responsibility law was another principal reason for the 

failure of the early compulsory movement. During the nearly 30 years that 

elapsed between the first two state compulsory insurance laws, other states had 

turned to this more limited form of compulsion. Financial responsibility laws 

require certain individuals to prove— by posting a bond for a certain amount, 

by depositing cash or securities in that amount, or by another method stated in 

the law— that they will be able to pay damages that might be awarded to other 

accident victims. If they fail to do so, they face the possible suspension or 

revocation of their driving license for a certain length of time. Insurers 

nurtured and supported the financial responsibility law concept because they 

considered it to be a favorable alternative to compulsory liability insurance, 

and because it focused on those drivers actually involved in accidents, not on 

all drivers.

No new compulsory liability insurance laws were enacted until the 1970's. 

Twenty-seven states have turned to compulsory systems in the past- decade. 

These states were not attempting to imitate existing successful compulsory 

insurance systems. There were none. in fact, Massachusetts, New York, and

North Carolina each were facing massive paper blizzards in trying to keep track

of uninsured motorists. Yet, they had little, if any, progress toward reducing 

the number of uninsured drivers.

For example, when New York enacted its mandatory rule in 1957, an 

estimated six percent of car owners didn't carry insurance. By 1979, the

number of uninsured motorists had risen to 12 percent of all drivers in the
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The movement toward compulsory insurance in the 1970's instead can be 

attributed to the growth in popularity of "no-fault" laws. Most of the states 

implementing a compulsory liability insurance system in the past decade made 

ths system part of an automobile no-fault insurance package. A majority of the 

automobile insurance industry supported automobile no-fault laws and it was 

generally accepted that eliminating certain tort rights required the 

substitution of a guaranteed benefit package. Little thought was given to the 

residual liability component of that package, but, as we now know it is 

possible to have guaranteed first party benefits without compulsory liability 

insurance.

Florida was among the states which made liability insurance compulsory 

when enacting a no-fault insurance plan in the early 1970's. In 1979 Florida 

repealed its compulsory automobile liability insurance requirement and now 

requires only the purchase of PIP (personal injury protection) coverage. 

Liability insurance is now purely voluntary coverage. Florida state 

legislators took this action to eliminate a growing number of unnecessary 

lawsuits and to lessen the financial burden for low-income citizens, who were 

being forced to purchase both liability insurance and no-fault insurance. 

Fully supported by the insurance industry, the Florida no-fault law is the only 

one of its kind in the United States.

Whether or not the compulsory systems were part of a no-fault system, they 

simply did not work. In 1980 and 1981, fourteen states introduced legislation 

to repair the enforcement procedures of their compulsory automobile insurance 

lavs.
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KtAbUf'iS run urrusi n u n

Today, the insurance industry is largely opposed to compulsory automobile 

liability insurance. Its opposition is based on five major adverse effects of 

compulsory insurance.

Compulsory automobile liability insurance laws:

Do not protect consumers against uninsured motorists because the laws 
are not enforceable.

Are very costly to state government, motor vehicle owners and 
insurers.

Force individuals to buy a product for which they have no need.

Lead to unnecessary harassment of responsible drivers, who comprise a 
vast majority of the total driver population.

Are more expensive and have more deficiencies than the cost 
effective, viable alternatives which are available.

Compulsory automobile liability insurance laws do not protect consumers against 

uninsured motorists because the laws are not enforceable.

Requiring every motorist to carry auto liability insurance sounds like a 

good idea. Bui. in practice, it doesn't work. In state after state, compulsory 

automobile liability insurance systems have failed to meet their goals. 

Compulsory laws do not guarantee that innocent victims of accidents caused by 

uninsured motorists will be compensated for their injuries and financial 

losses; and they do not reduce the number of uninsured motorists on the road.

As a general rule, compulsory automobile liability insurance laws require 

that evidence of insurance be submitted to public authorities at least once a
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