
L A  S K A  L L b l o  L A  1 U K L  L  U f - m  1  1 I L L  t  1 L L  S  , Z U U  J  ~ Z U U D

5  S E N A T E  C O M M U N I T Y  &  R E G I O N A I



FISCAL NOTE
STATE OF ALASKA
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Revision Date/Time (Note if correction): 
Title Retirement System Bonds
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Fiscal Note Number.
Bill Version:
(H) Publish Date:

CSHB 270(FIN)
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Revenue

Component Alaska Municipal Bond Bank
Sponsor
Requester

Rep. Mike Hawker

Expenditures/Revenues

Component No. 
(Thousands of Dollars)

121

Note: Amounts do rot include inflation unless otherwise noted below.
OPERATING EXPENDITURES FY 2007 F Y 2008 FY 2009 FY 2010 FY 2011 FY 2012
Personal Services
Travel
Contractual
Supplies
Equipment
Land & Structures
Grants & Claims -
Miscellaneous

TOTAL OPERATING • • • • • •

ICAPITAL EXPENDITURES I I !
ICHANGE IN REVENUES ( )
FUND SOURCE (Thousands of Dollars)
1002 Federal Receipts
1003 GF Match
1004 GF
1005 ijF/Program Receipts
Bond Proceeds
Bond Bank Invest aent Earnings

TOTAL • • • • • •

Estimate of any c irrent year (FY2006) cost: 0.0
Check this box IX if funding for this bill is included in the Governor’s FY 2007 budget proposal:
POSITIONS
Full-time
Part-time
Temporary 1

ANALYSIS: (Attach a separate pagr it necessary)
HB 278 expands the ability of the Alaska Municipal BonJ Bank Authority (Bond Bai.x) to borrow money for 
loans to communities for the purpose of prepaying their unfunded accrued actuarial liabilities of the 
TeTtreiTOfirsystemT The premise of undertaking this type of transaction is providing communities with an 
efficient means of borrowing to fund all or a portion of their unfunded liab'li'y. The difference between the 
cost of capital and the earnings on the investment of that capital by the retirement system accrue to the 
participating community.

Should any transaction be undertaken the fiscal impact on the Bond Bank will be an increase in debt 
issuance costs. These include: rating agency fees, financial advice, bona counsel, printing, cusip
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Approved by: Rep. Kevin Meyer, Co-Chairman

Phone
Date/Time 3/27/06 10:16 AM

Date 3/27/2006
Rep. Mike Chenault. Co-Chairman
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FISCAL NOTE #2

ANALYSIS CONTINUATION
service, underwriting, and other related expen se  Those costs will be funded from the bond proceeds and Bond Bank investment 
earnings. The Bond Bank estimates the initial cost associated with a hypothetical transaction of one billion dollars would 
approximately be $7 million in the year in which the msaction occurs, with $40 0 per year in service expenses.

This fiscal note is indeterminate becai i is unclear at this time if any transaction will take place

STATE OF ALASKA B ILL NO. CSHB 278(FIN)
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H ouse  B il l 278 
S p o n s o r  S ta te m e n t 

S h o r t T it le : R e tire m e n t S y s te m  B o n d s

HB 278 provides governmental employers the opportunity to utilize a 
financial mechanism generally referred to as a "Pension Obligation 
Bond" (POB) to help reduce the ultimate cost of satisfying the unfunded 
accrued actuarial liabilities of their retirement systems. A POB is 
essentially a legal arbitrage transaction where money is borrowed a 
lower rate of interest than the money earns when invested by Ihe 
retirement system.

HB 278 clarities the ability of municipal entities to include POBs in their 
strategy to reduce the cost of meeting unfunded pension liabilities and 
expands the authority of the Alaska Municipal Bond Bank Authority to 
support governmental employers wishing assistance engaging in such 
transactions.

This bill does not authorize any debt instruments to be issued. Separate 
specific action would be required to initiate any transaction under the 
authority provided hy HB 278.
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H ou se  B ill 278 (R LS )
Prepared by Representative Mike I iawkers Office 

Updated April 20, 20J6

Section 2: 

Sections 3 & 4: 

Section 5:

Section 6:

Section 7:

Section 8.

Section 9:

Section 10: 
Section 11:

Section 12:

Section 1: Allows a Teacher's Retirement System (TRS) empioyer to make a lump sum 
payment to prepay all or a part its share of the accrued actuarial pension liability; 
allows the commissioner to accept a lump sum payment that is less than the full 
amount; allows administrative fees to be charged; outlines how the lump sum 
payment and earnings or losses will be credited; and holds an employer who 
prepays its liability harmless if there are future state discretionary payments that 
benefit multiple employers.

Outlines how municipalities can join together to issue debt obligations and 
allows funds divem^n rgreements between the municipalities and state 
agencies.

Adds facilitating language to two sections of the accounting statute for the Public 
Employees Retirement System (PERS) to accommodate the lump sum 
paymer s allowed in secuon five of this bill.

Allows a PERS employer to make a lump sum payment to prepay all or a part its 
share of the accrued actuarial pension liability; allows the commissioner to 
accept a lump sum payment that is less than the full amount; allows 
administrative fees to be charged; outlines how the lump sum payment and 
earnings or losses will be credited; and holds an employer who prepays its 
liability harmless if there are future state discretionary payments that benefit 
multiple employers.

Adds to the statutory policies established for the Municipal Bond Bank Authority. 
Provides a directive to assist governmental employers to meet their unfunded 
retirement system obligations by issuing debt instruments (often generally called 
Pension Obligation Bonds) on their behalf. Specifies that the bond hank should 
provide the lowest rates possible without subsidizing the employers beyond their 
means

Grants the Municipal Bond Bank Authority the power to create subsidiary entities 
to assist governmental employers as outlined in section eight of this ;ill.

New statute defining the powers of the Municipal Bond Bank Authority to engage 
in "Pension Obligation Bond" transactions on behalf of governmental employers.

Exempts "Pension Obligation Bonds" from the current limit for revenue bonds 
that the Municipal Bond Bank may issue each year.

Authorizes the Municipal Bond Bank to issue "Pension Obligation Bonds".

Exempts "Pension Obligation Bonds" from the current limit for total revenue 
bonds and notes that the Municipal Bond Bank may have outstanding at any 
time.

Adds a definition for "governmental employer" to the definitions section for the 
Municipal Bond Bank.

Section 13: Immediate effective date
Page 1 of 1



ALASKA MUNICIPAL LEAGUE

RESOLUTION #2006-02

A PESOLUTION URGING THE STATE TO PROVIDE FOR A 
STAT JTORY MAXIMUM EMPLOYER CONTRIBUTION RATE AND 

AL lOW EMPLOYERS THE OPTION OF REFINANCING THEIR
PERS/TRS DEBT

WHEREAS, the State of Alaska created tne Public Employees Retirement 
System (PERS) in 1962 to provide a retirement system for state and 
par cipating municipal employees; and

V'PEREAS, many cities and boroughs have participated in PERS for 
rru ny years; and

WHEREAS, the basic premise of a defined benefit pension plan is that 
e nployer and/or employee contributions are invested by the plan 
a inistrator in accord with sound actuarial principles so that adequate 
fun Js are available for retiree pensions and health care benefits; and

WHEREAS, the PERS system is seriously underfunded on a statewide 
basis; the plan's assets are roughly equal to only 70% of the projected 
plan expenses, and

WHEREAS, in response to the underfunding, PERS administrators have 
indicated that the employer PERS contribution rate will increase by 5% 
compounded annually e\/ery year for many years; and

WHEREAS, this past March, the Senate Finance Committee of the Alaska 
Legislat ire found the following reasons for PERS underfunding:

• Inaccurate assumpt.ons
• Historical understatement of system liabilities
• Rising health costs
• 3-year "bear” market downturn
• Declining interest rates
• Unfavorable demographic changes
• Timing of the recognition of market losses
• Artificially low contribution rates in good times
• Legislation that has increased benefits
• Awarding of Post Pension Retirement Adjustments

WHEREAS, by passage of Senate Bill 141, the State has taken a 
signiricant step towards a long-term resolution of the statewide PERS 
shortfall; effective July i, 2006, the existing defined benefit plan will 
become a defined contribution plan for employees hired on or after that



date; under a defined contribution plan the liability of the employer is 
limited to making contributions; and

WHEREAS, all municipalities and local taxpayers face -*ventual fiscal 
calamity as the employer rate increases by 5% of total s ries paid per 
year; and

WHEREAS, establishing a maximum employer PERS rate will enable 
municipalities to afford to continue to provide essential public services; 
and

WHEREAS, the State government has vastly superior revenue resources 
compared to municipal governments; and

WHEREAS, statutory changes to allow municipalities and the state to 
refinance the existing debt could potentially save several percentage 
points of interest charges each year.

NOW, THEREFORE BE IT RESOLVED that the Alaska Municipal League 
agrees to the following:

• To avoid penalizing local taxpayers and students, the PERS 
statutes should be amended to provide for a maximum 
employer contribution rate of 20%, with any amount above 
20% to be paid by the State, as part of the changes to 
resolve the plan underfunding.

• That the State allow employers the option of refinancing their 
existing PERS/TRS debt in order to use financing methoc > 
that are available at a rate lower than 8.25%.
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City of Soldotna
177 N o r th  B irc b  •  S o ld o tn a , A la s k a  99669 •  P h o n e : (9 0 7 ) 2 6 2 -9 1 0 7 S o ld o tn a

Representative Mike Chenault, Co-Chair, House Finance Committee 
S*ate Capitol, Room 502 

,~au, AK 99801

Re: HB 278 and Other PERS Unfunded Liability Bills
The City of Soldotna supports legislation allowing an option for pension l jligation 
bonds as a tool in dealing with the PERS unfunded liability issue. But, we feel 
that there are some broader considerations that should be part of this or any bill 
dealing with this issue. We ask you to submit the following comments to the 
Finance Committee.

As the Alaska Legislature considers options for reduction of the unfunded liability 
for PERS and TERS, you should ensure that communities who have taken steps 
to reduce that liability are not penalized The City of Soldotna has taken steps to 
reduce its unfunded liability and should receive credit for this in any plans 
adopted by the Legislature.
The City of Sc'dotna, like all other oarticipants in PERS, received notice of an 
unfunded liability of approximately $4 million. We were also advised that this 
liability would effectively accrue interest at 8 25%. That interest charge equaled 
$330,000 annually, or $25,000 a month. At that time, the City's total contribution 
rate set by the State was about 2.5% and was raised to about 4.5%. With the 
_.->utory limit on increases of only 5% of payroll annually, it would have taken 
until FY 2005-06, the current year, before the City’s contnbution even equaled 
the accruing Interest

Faced with this situation, the City Council determined a payment of $1 million 
should be made to reduce the unfunded liability. This payment was made in 
November of 2004. So that you understand the impact of waiting, I want to tell 
you how the money was applied to the City's liability. Of the $1 million, $620,000 
went to accrued interest back to the date our unfunded liability calculation was 
made. Our “principal" owed was only reduced by about $380,000. The City also 
elected to apply the legislatively provided offset funding for the current year's 5% 
increase to be applied to the unfunded liability as well. We absorbed the actual 
increase in the contnbution rate in the City's operating budget.

Many communities asked about our actions While they saw some benefit, most 
were concerned that if the Legislature provided assistance, credit would not be 
given for payments made to reduce the unfunded liability. If the State elected to
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pay off the unfunded liability balance in full and did not give credit for earlier 
efforts to reduce the liability, Soldotna would have paid $1 million more than 
other participants This fear makes it difficult for a community to consider being a 
good steward of Its resources The Legislature must recognize this and if any 
relief is given, make sure it is not based on just the unfunded liability on the date 
relief is given, but also considers the extra payments made prior to thai date
Sincerely,

Thomas R. Boedeker 
City Manager

cc. Representative Kurt Olson 
Senator Tom Wagoner



A n  I n t r o d u c t i o n  t o



* ABOUT THE AUTHOR

Roger I . Davis is dull of llw Public finance Drfurlineni »l Omck Herrington fc 
Sim lilTi' 1II’ ili< |>rrinler IkiihI counsel (inn In llw couniry Mr Davis Is also I id 
nl ( hm k v fVnslon ( khligallon Bond (uoup ami lias worked on more Ilian 20 P B 
issues In various Males.

Members III < >nliks Pension Obligation Bond Group aie shown on die contact list 
mi llw Inside ul llw l).K k cnvei of tills Imuklet

DISCLAIMER: Nothing in this booklet should be construed ot idled upon as legal advice 
Instead, this booklet is intended to seive as an mtrodudion lo the general subject of the use ol 
pension obligation bonds, from whkh bettei mloimed requests (or advice, legal and financial, 
tan lie lormulatrd.

Pufii'shcd l>v
Oulrk, Memngton 8  Subtitle ue 

All lights leseiwHl
topyilghirT i lo o k  by On.,k, Hemnglon 8  Su lrlille  ue

No pall ol tins lunik may b r reproduced o i transmitted in any lorm oi by any means, electronic 
oi mechanical, including photocopying, rccoccfing Ol any mtoimatlon storage and ieluev.il 
system, without peimiSMOli in w illing Imm the publisher

TABLE OF CONTENTS

Chapter t. Introduction........................................  »
chapter 2. Pension Obligations............................................................3

A Unfunded Acciued Actuarial Liability (UAAL)  . •. -3
B Normal Annu si Contributions .............................. . . .  ......................... A

Chapter 3. Reasons For Issuing POBs....................................................5
A. Interest Rate Savings..................................................................................... 5
B. Discounts................................................................................................. — 6
C. Arbitrage ....................................................................    • b
D. Budget Relief....................................................................................................7
L. Labor Relations Benefits .......................  7
f. Bettei than the Alternatives ....................................................  *

Chapter 4. Possible Disadvantages...................................................... 9
Chapter 5 . Types of POBs ................................................................. 11

A. Security.................   **
B. Credit Ratings/Borrowing Capacity ..........................................................>3
C. Structure ........................................................................................................>4
D. Payments lo the F nslon Fund: Whole or P art.....................................   ■•/

Chapter 6 Tax Issues ...................................................................... *9
A. Taxable Bond-........................................................................... >9
B. tax Exempt POBs Prior lo ,)8 6T axA rl..................................................... 19
C. Tax Retorm Ad ot 1986 ; Tra isition Ru les................................................. 20
D. Columbus C ase ................... ,     .........................................................
t . Tax-Exempi Working Capital londs ..........................   22
f. Investment of POBs in Mu il Obligations ..............  t
G. Other Considerations: fifed  on TRANs........................................

Chapter 7. Federal Reimbursement Issues............................................25
Chapter 8 New York ........................................................................27
Chapter 9. l!fornia....................................  3>
Chapter 10. Oiegon................................................................................................................ 35
Chapter 11. Similar To POBs ..............................................................................................39
Contacts Orrick's Pension Obligation Bond Group Inside Back Cover



CHAPTER ONE

In troduction

Itou lon obligation I mu ids ('POBs") an- Ixmcls issued Iiv ,i stale m It mil government 
lo  pay lb  obligation to the |xii..lon  fund or system in wlili li ll.s employees (or miters 
for whose pension Ivnellts II is tesponslhle) are members POBs arr an Increasingly 
pii| mlai way lor stole or lix al gnvernm Ills in a<. ninpllsli a variety o| IlnaiH lal ami 
oilier (tin lulling pnlitkal) objective*

According lo  TllOinvm i’mar trial. during Hie pasl (In aile l i e n  Have been al least 
275 POB issues by stale and local govmum’Ml Issuers In ai least 22 si.iips

1 he puqxise o f this pamphlet is lo  Inloxlm  c Inleieslcd pai lies to .lie reasons why 
POBs are Issued advantagr-s/dlsadvantages. structure aliornallves. federal lax Issues, 
anil representative pmgrams In three stales where POBs are pailu nlarly popiil.u

I he author Ischali ol the Puhlli Finance Depaftmenl al Orrtck, I Icn lng loii K 
SouIlKe I I I 1 and has Ixcon bond counsel on more than twenty POBs In various slates 
I k r lik  Is the nations premier Imnri cuunvl linn , ranked number one lot more Ilian 
(I decade.' with evienslve experience III all IVJies ol POB and stltlllai linaili ings

Raokiniis loi securities transaction',. various types are perloimed annually by ThuniSun I man. ill, 
whlih has ranked Oruck number tint* in the counliy as bond counsel smie print lu mvo In an average 
year. Ornck handles more than soo bond issues, aggregating m ie Ilian i jo  bilhon.
‘ Oimk n tanked by Ihomson financial as the ninnbei one bond counsel in the counliy tin in *Hs ovei 
the last decade, with mi e than i4 limes as many such issues as the set and i.inkrd linn

P E N S I O N  O B t l G A I I O n  B O N O S



CHAPTER TWO

P e n s i o n  O b l i g a t i o n s

K-nsion obligation* gernmally (all Into two categories

A. Unfunded Accrued Actuarial Liability (UAAL)

The unfunded arriued a< luailal liability ("UAAL") 1* determined by llw ,n luai v 
for the pension fund lo  l>e (he amount by svhit h die pension lund Is shorl of the 
amount dial will Ix* necessary, without furtlier payments from  llie Male in local 
govern mem to pay IxMieflts already earned by curreni and former employees 
covered by the pension system. The UAAL Is based on assumptions (in some r ases 
established bv die artuary and In some cases by die (tension system or by die state oi 
loc al government) as lo  teliiemenl age. mortality, projpi led salary Ini leases attributed 
lo  inflation, across die board raises and merit raises, Increases In rellmnr .11 benefits, 
cost iif living adjustments, valuation ol current assets. Investment reium and oilier 
mailers In order to avoid volatility in die UAAl. based nn swings in maiket 
valuation, Ibe Investment gains and losses on assets In llie |M'i)slon bind are nllen 
recogni/ed (sometimes referred lo  as ‘smoothed") ovei a I lo  D Veai |x’dod I be 
stale in lor al government Is obligated lo  auiorll/C Ibe UAAl ovei a (leflod eslabllsbed 
by law or agreement with Ibe (x'nsion system, typically at an assigned Interest rale 
established b die |ienslon system, which assigned Interest rale is usually die sain, is 
die actuarys assumed rate o f Investment return 1111 pension bind asvis (somedmes 
relened 10 as llie A1 t11a11.il Rale )

Note that llie smoothing methodology relened lo may result m "unreali/ed" or “ lagging inluniled 
liability. c ,e discussion ol POB possibilities in loolnole t,

P F N S I O N  OB L IG AT I ON  B O N O S



B. Normal annual contribution

In addition In making payments toward any UAAL. llw  -la ir nr lot ail government 
ts lequtrcri m make payments lo  the (tension fund each year in respect ol the present 
value o f llw  lieneflls Iwlng earned by die i urreni employees n w w i  bv die (wnslon 
fund (dial Is die amiHiui being earned by those employees with each paydieck 
necessary lo  |mv Inline letlremeni benefits I used on assumptions o f mortality rates, 
salary Im reuses, assumed rale of Inveslmenf Income and the odiei assumptions 
referred lo  In llw  pnsedlng paiagrapli). generally relenvd lo  as die “normal annual 
contribution.'

AN I N TR OD U C T I O N  TO

CHAPTER THREE

Reasons For Issuing POBs

The reasons why state or local governments Issue POBs .arv from issuer lo  issuei 
and from lime to lime with economic i nnditions and other i irrumstanres I (nsvevei 
these reasons generally fall Into one or inoie of die following i alegodes

A. Interest Rate Savings

As desert I x tl In Cbaplei Two. most iwuslon sysien is assign an Interest rnmpnnem 
lo ibe payments die stale oi local govern merit is leijuired to make In respect ol Its 
UAAL Assigned inleiesl rales currently generally range from 7V,% lo 8 % 
depending on ibe particular | enslon system When taxable bond rales an- low. and 
as of fall 2003 they aie roughly 5.95% oi less fin 30 year debt, tlien l’< IBs ran 
function like a classic interest rale savings refunding. For example, il llw assigned 
rale Is 7.5% <>n a UAAl of $100,000,000. die annual all in cost would lie roughly 
$8,500,000 assuming a 30 yeai amnill/allun, tumpaicd lo an all in cost ol 
$7,300,000 on POBs amortized over Ibe same period assuming a 5 95% intfiesl 
rate and costs of issuance of 1%. I liese savings lo a degree can be limit loaded oi 
otherwise structured to mrui when most needed (see Section C ol ( liapiei 5)

( )n Ibe oilier hand. because die factors on which llw UAAl Is based aie constantly 
changing (such as modality and investment icium). ibe final aniouni ul inieresi rale 
savings cannoi lie determined with i eilalnly Also, die assigned inieresi rale may 
change lioui time lo lime during the llie ol die bond Issue, and. al leasi ihcuiellially. 
die auimmi ol Inieresi rale savings could become negallve (even il all die nlbei 
factors leiuaiu (lie same) II Ibe assigned Interest rale weie lo diop and remain below

P E N S I O N  OBL IG AT ION  B O N D S



llw |mini mmml rale r<a .1 substantial period So f.u this has no! on uimf. IW I 
lIxMipli (In- assigned Interest Mir In some rasrs Iws dropped Iw more than one 
percentage | nil it since dm mid 1990% This possibility is furthermore generally 
1 nnstdercd In Im- unlikely, horanse the assigned Interest rale 1% liascd on an assumed 
Inveslinenl rale of mum which cellis ts Investments Willi a hlghci ilsk (untile and, 
ihctefnn lilglmr pm|e<lnl cetum than ihr POBs

B. Discounts

In snow cases li may alvi la1 possible to negotiate discounts with llie (mftsion 
svsiem loc early payment of llw normal annual contribution in even the UAAl. 
(which may reflect llw |tension fund’s assumed tale of Investment telum or even Its 
then current invesimenl opportunity). It may also he an oppornmlly lo renegotiate 
(>iher trims of the pension obligation.

C. Arbitrage

Generally, |H!fttlon funds may invesi In a much broader range of Investments 
than ibe stale ni local governments, and llie Sl/e and diversity of the pension funds 
poitlnllo allows fui a higher ilsk profile titan the slate or local government could 

prudently sustain wllh ils own investments. As mentioned above, ibis Is why the
assumed rale of Invest ni ret urn is generally maletlally hlghet than (he I Kind
iate I he a< Inal Invesimenl peiloiiname of most pension systems (.11 least in must 
seals) has substantially esi ended the assumed Inieresi rale I hefcfore, Iherr is 
■ lie posslblllly that proceeds of the POBs will Im Invested by the pension fund al 
significantly higher return than the inieresi rnsl on the POBs (even if Inleiesl on 
llie I’l IBs Is lavahle).

In almost all 1 asrs llie Im hi ol eomlngs on Invesimenl of liuml ptoeceds in llie
pension lund will Im’ c icdlled 10 llie stale 01 local goveinmenl Ksuei eliher In ret lured

6 AN IN TR OD U CT IO N  TO

UAAl nr reduced notmal annual conirlbulton or Im.Ui In mhiit cases dm allocation 
of this benefll Is subject to ncRotlallcai Imtssrcn die state or loral govrmmcnt and the 
pension system and may even lie derided hv the stale of local government rat ti veai 
llils I M*iM'1 ji from turnings is why Interest on POBs is gents ally 1101 exempt fi'tmi 
fedisal income lax (see f lupus 6) So tins arbitrage is not iIh- type a I miinh ipal 
bond arhllrage derived from borrowing al lax exempt tales and Investing ai laxahk 
rales, but ratlas svliai mlghi lie railed risk arhllrage derived from borrowing against 
tlw credit of ilk slate 01 local govemmonf and participating through die |nsisioii 
fund In a portfolio of Investments dial Is deslgnisl m p roduce a hlglier Yield and 
manage dm hlglier risk through diversification Of course, tliisc is no guaranty dial 
such artilli.ige will Im |josllive

D. Budget Relief

Particularly In llie curt m environment of solntunlial hudgei delit Us. POBs are 
being used lor hudgei relief I Ills may Im1 .« eomplislied by

(1) reai'ioftl/lng file UAAl. by icpliHmg die olillgadon 10 die pension fund wllh 
POBs having a longer term and/ni lowxs payments in dm early years (01 even 110 
debt service In the early years il capital appreciation bonds (( ABs) 01 capitalized 
Inieresi is used); and/or

(2) funding die normal annual coiiiiihuiion for dm rurreiii .and maybe dm nexi) 
fival vear (lo the exleiit (lerniliuxl by applicable slate law)

E. Labor Relations Benefits

Some slate 01 eal governments luive used Pi IBs .11 least 111 pail, 10 impulse 
relations (01 negotiations! with Its employees and limit unions In lundmg iinlurnled 
pension liability in those employees

P f N S I O N  O BL IG AT ION  B O N D S



F. B e tte r Than The A lte rn a tiv es

In some rases. POBs .irv simply Ixtiei than else alternatives: (i) |laying more 
into llw (tension fund; (it) asking employees in pay more Into llw pension (un<): 
(III) redut log benefits: oi (iv) Imping that gains on pension fund Investments will 
suhsiamlally ex m l the assumed late ol Invesimenl return

8 AN I N T R O D U C T I O N  TO

CHAPTER FOUR

Possible Disadvantages o f POBs

Despite the foregoing benefits of POBs. Ilierp are a few |)ossil)le disadvantages

A. In some Jurisdictions, a stale or lixal government may negnilale m even 
unilaterally make changes in Its pension obligation, perhaps by postponing 
payments or changing assumptions POBs replace this potentially flexible 
pension obligation with a more immutable bond obligation

B As explained in Chapter 3. while unlikely, it is possible dial Ibe assigned mleiesl 
rale will drop below ibe bond inieresi m e or that die pension lund will have 
negative earnings, in each < ase for a sustained period

C If llw pension fund enjoys higher tlian expected earnings, llw pension fund
may become overtunded and result In tcni|x)rary conlribulion holidays, but also 
ran lead to Increases in retirement Iwneflts that may be cosily lo sustain al some 
point in the future

D POBs result in payment to and invesimenl bv Ibe |X'nsion lund ol a lump sum
amount that otherwise would have Iw—11 paid and Invested in increments ovei a
period of years, concentrating rather Ilian spreading market timing nsks

il Almost all P( )Rs are taxable and most taxable bonds with fixed mteiest rales
ate sold as iioui allahle bonds Adding a redemption leiiture will oidinai ils 
rcsuli in a m.ileii.illv bigbei Inieresi 'ale cosi Ilian die same redemption leaiuie 
in lax exempt bonds Therefore, (axalile i\on< allahle hoods may be ex|wusive 
10 refund oi defease, allbniigb llwie liave Ixwii a numliei ol successbll lendei 
olfei refundings ol laxalile Pt )Bs (dial is. a lendei ollei ss.is made loi llw pnm 
I K inds  and die lendei price uas paid ss Hit pi oi eeds of ness icfunding lionds)
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Anotlu-I way to address this concern Is by using vai table tale bonds, which 
may nmtam redemption piuvlMiins w llbuul additional Inieresi ta ir cost, and 
may Iw act ompanlcd by a (Inailng ln Used Inieresi rale swap If a h.sed rate 
obligation Is desired

AiHe lli.il mom ti/ Ibnr Issues am be <Htdrrsvd in whale or In (Kiri br using POBs to 
bold ln\ t/iuri oil of ibe IIAAI

AN I N T R O D U C T I O N  TO

CHAPTER FIVE

Types o f POBs

A. S ecu rity

Most POBs are |>avahle from ibe general lund ul the issuing suite oi local 
government As sorb, ihey musi eliliei satisfy 111 tie exempt from die debt liiullaiiiui 
provisions lyplcallv found in ibe applicable sidle i onsllluliun and. .«i ordlngly, 
generally fall Into one of Ibe following I line cdiegorii".

I General obligation bonds, which term gi nerallv teleis in bonds dial sadsls .ms 
constitutional debl limitation and are baiked by die lull lallli and credit and taxing 
power of Ibe issuing slate or lixal gnvemmenl. An example Is ibe I I 0.000,OfX),000 
Slale of Illinois General Obligation Bonds Pension Funding Series of June 2003 
(Taxable), the liugest POB issue in date A variation is full faith and rnxlil limited 
lax bund' pavable lioin available general funds hut without any obligation h levy 
additional taxes See discussion in C liapter 10

2. Obligations imposed by law, which term relers u an excepllnn leccigni/ed 
lii j  few slates from the otherwise applicable debl llmilalitui cunlalned in Ibe 
slate conslilution II applies lo obligaiipns imposed on die slale nr local 
government by die constitulion or In slalul" oi. in vane i asm. by com I |inlgnienl 
as distinguished from a voluntary exercise of llie liuiiowiiig possei hv Ibe Male m 
loi al government Mnsl pension obllgallons would r|iialifv and in Males in vs III* h 
llie obligations imposed hv lass lom epi applies. Imnds Issued lo loud llluse pension 
obllgallons (POBs) are mmldeied in ha e die same legal tbaiailei as die pension
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obligations lltemsolvr* I‘OKs Issued In r alllortila (lining llw  |wsi decade liave all 
then obligations imposed hv law See discussion In ( hupter 9

('( )|ts Issued as obligations UU|arsed by law generally cannol Include tesei ves «i 
i apilull/ed Inieresi Iwrause lliose roinpoiwntx ul die obligation aie not considered 
in  In- iio|msed by law even on llw llwoiv llie, we essential lo  marketing die Ixmcb 
(laxative v> many obllgallons Imposed by law POBs liave I wen issued w ill tout i Ik i i i )
()n llw  o llm  band, rosis of issuance m iv lx' Included l lw Inability lo  Include 
capitalized lnlm-si means dial il may lx- difficult in achieve complete budget relief In 
die e.irlv peilixl billowing Issuance ol the Iximls wlthixit restxl lo  taplla l appreciation 
Ixinils ( ( 'ABs)

3 Annual appropriation bonds, which lenn n*fecs to bonds dial are not 
considered debl subferl 10 a < onviiioiioii.il ileht limitation Ixxausc die slale oi lixal 
government issuer lias no legal obligation to gay dwn and payment Is Iborefoie 
siib|is i to annual (or ndwt ixtiimIk ) appropriation or funds fix dial purpose al die 
dlsi uiIon ol Ibe legislature im governing txxjy nl llw sialo or kxal government Issuer 
I-samples Im hide llw $773 b nillllan P()Bs issued In 19% bn llw Stale ol New Ytak 
and llw %'/ 8 billion POBs Issued In 1997 for llw Slate of New Jersey

■I Other. In die mid 1980s and occasionally since, soi >e cities and counties In 
( alilouiia tssmxl P< IBs as so talk'll asset slilp lease revenue Ixnnls in reillfUalcs 
of pailli Ipailou (Cf IPs) Ibe • II v or couilly leased exist lug facilities (with a value 
al least ec|illvalenl lo llw ainiiuill nl honds/COft lo lx' issued) lo « Jolnl powers 
Hiilhnrlly in oilwi governmental enlilv in to a nonpiofil c oipouiiion. simultaneously 
leasing them I km k die leaseliac k was asslgniil lo a trustee and Ixmds/COPs were 
Issued secured by tlw leavUn I payable lioiil llwflly or counlv's general fund, and 
die puweeds ul Ibe lnmds/( '( IPs weie |iald lo llw pension lund net of costs ol 
issuance and icservrs and capiialircxl Inieresi retained bv Ibe Iruslee.

In ceil.iln i m umsianc es ii may also make sense lo  use revenue bonds as i'OBs 
(loi example, il die Issuer is a revenue pioduc lug en lerpnv aulboillv oi disliii il 
(Sei' also C baplci 10 .)
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B. Credit Ratings/Borrowing Capacity

Bee ante POBs rcnliHe existing (xmslon nbllg 'Ions, lliev are mil general!' viewed 
as adding to die debl burden ol the slate or local government issuer (inurh like a 
conventional refunding) 1 To quote die rating agenc ies

Moody* believes llw Issuance ul pension obligailon bcmils (POBs) is one 
effective way of addressing an unfunded liability Since POBs reduce llw com  
of funding an unlunckxl lialaliiy, limit Issuance Is not bv luelf a crrvlli weakness 
However, llw planning and analysis cuitduned bv a kxal government as pan ol 
die decision lo grunt expanded Iwncflis. die government's plan lor funding any 
unfunded pension liability, and its ability and wlllingtwss lo budget appropriately 
for any attendant hlglier rosis. are reflective nl llw quality ol (be govern men is 
overall financial management These facinrs. ilierefore. will Iw considered in out 
assessmenl of a govemmenl's general creclli quality.’

"Standard K Poor s facicas die effects of a pension obligation IxmhI slraiegs Into 
die long-term rating of die sponsor. Standard 8i Poor s lias viewed Pf IBs as a 
slralegy foi savings on carrying chaiges as long as the liansarllon was sirm Inreil 
conservatively and llie assumpllons were reasonable and atlainable I Ins 
re<|ulres a cleat financing pl.cn me hiding reasonable assumptions and manageable 
leverage. Prurient ex|xx unions fm Investment letums and the cautious use nl 
resultant savings help Insure a I’OBs success Another positive fartoi foi a 
POB Is. of course, lo lx* fonuiiale enough In sell die bonds in a low Inieresi 
i,lie envlmnmenl. Iberrby ini leasing die spread Ix'lweeu Inieresi i osls and 
Invesimenl reium expeclailniis and lowering die ilsk ol nucleiperformam i

Tllcb believes dial POBs. Il uvd mmleralely and III icnifiiiii lion with a piudeul 
appioarb to Inveslfng ibe piucceds anil oilier pension assets. < an Iw a uvful lonl 
in asset liabilltv manageinciil. I towever, a lallim to follow balanced and priidein 
Invesimenl piaiIII es wllh ie\|xx I in POB pnx ends could expose llie sponsoi lo 
maiket losvs

• Note lli.il to Iheexlenl tlo polls lund llie normal annual ronlilbulion. new (one. leim debl iscrraleil 
which could have an alicct on credit lalmgs not cxescnt II ’ he POBs lund only llw UAAl
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Because .1 spin tsors (in fill ded pension liability Is already fa Ions I into tlx* rallnK. 
11 m- issuance of POBs simply moves the ohlig.ii.on from him- pan n f llie balance 
slwei 10 anollxx However. Flu li notes that P f IBs create a hue debt, one which 
iiiusi Im* pal.l on time ami In full, ralliei than a softer p rtr Ion iialulllv Ifiat ran 
Im* dcfernxl m icsc jxxlulcd from  lime to time during periods o f fiscal stress 
Consequently. POBs ran have a signlfh am effect at financial flexibility ovcx lim e*

I lie j» mal lailngs on llie P( IBs will cle|>en<f primarily on legal structure General 
obligation hon.ls and annual appropriation POBs should lie rale! IP same as (he 
Issuer s nlliei geneial ulillgali<*n oi annual appiopriatioii dehl Oliligalluus imposed 
bv law POBs aie gene, illy laced in lie tween a notch Mow the Issuers general 
obligation bond allng and a n itch ..liovo lls lease oi oilier annual appropriation debl

C. S tru c tu re s

Because POBs are generally (>ayable directly from llw general fund of the sure 
or local governmental Issuer, llw slim lure ol llie Ix.mI Issue Is usually simple and 
sualgblforwaid. varying primarily In Inieresi rale inode, using one oi a Combination 
ol llie following:

I Fixed rate bonds. Because mosi POBs are Issued, at least in pari, lo achieve 
Inieresi rale savings, most Pi IBs aie issueJ as fixed rale I Kinds 1 be advantages 
are ibe same ■. fixed rale bonds generally; namely, they lex k in Inieresi cosl. and 
wllh InteieM rales al historic lows, Ibis is a very altm live prospecl In llwll I be 
disadvaniages are (i) die assigned inieresi rale on die pension obligations fondl'd 
wiili P()Bs is not fixed, sn imprest savings camiol In- fixed wllli certainly (sex* Section 
A nf Chapter 3). and (il) fixixl rale taxable Ixmds arc usually sold as noncallahle. so 
lliey cannoi lx* easily refunded oi delv.tsed II tales diop oi clrruinvlAiices change (see 
div ussion Sex don F of l haptei •!)

Variable rate demand bonds. Vaitahle one demand Ixmds are bonds ibe 
holders of ss flic li mas i< ndei (hem hack lo ibe issuri oi lls agent upon slim I notice
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(usual v 7 days, but may lx* I dav. I month cm nlhoi pcrlmls), fur a puu liasc pure 
rqual lo par plus am tied Interest As a result, they lx*ai inieresi al tales like, and 
liasx* some olhw i baiaeterlslics of. sliorl term olillgallnns. Vai labk* one demand 
bonds generally ti*quire a bank letter i»Tcredll, standby |iun:liasr agteeinenl oi oiliei 
facility lo assure liquidity m the evenl I muds are lendi>rixl and cannoi lx* rcmarkpled 
Unk*ss die Issuer is highly raied. variable rate demaml Ixmds are Is pic .illy also tiixlil 
enliannxl svllb either In mil Insurance oi bank Inter nl credit or nllwr cm III larllllv 
Tlw advantages of variable rile demand POBs are dial (l) ilwlr Inieresi tales are 
gnwrallv lower than fixed rale bonds, and (ll) tliev are usually subject to redemption 
al anv llnw vcllboul premium and al no extra inieresi rale rust foi die ligbl lo 
redeem However, while Ibe Inieresi rale usual. slarlSOui luwei than fixed rale 
bonds. Ibe rale is variable and subjects (Im.* iss iipi lo inieresi rale exposure and ilsk lo 
die Interest rale savings objective and lo llw lisk arbitrage (tension fund Imesliiienl 
objective for Issuing the POBs (vr discussion In Sections A at d C nf Clmprer 3). 
Inietusl tales mav Iw allcx led not only bv maikel ronrllllons but also b\ the Imanclal 
rondlilon of llw Issuer or ilw credll |>rovider or liqnalliy pmvliler. In addition there 
are risk, costs and aggiavallon avscx lattxl wllli renewal ol any bank llqtlidilv oi credit 
facilities, wlie b usually liave a letm >f one (o five* years, compand lo die PORs wfucb 
(ypkally have a lerin of more titan 20 years

3 Auction rate bonds. Auction rale bonds appear lo lx' llie most popular c urreul 
variable rate mode al Ibis lime because lliey clo not require a bank letlpi of i red., 
slandby pun base agreeinenl or slmllai llquldliv fac ility required foi variable tale 
demand lioiuis or commercial paper, lliis Is Ixxause am lion rale bonds aie not 
pullable back (o die issuer but Instead are sill |cc( lo pi*rlixlic and Ion (ivpn ally every 
7. 28 oi 35 days) il the Imldei would like to dispose of its bonds oilier ib.ui In dmx i 
sale The inleiesi tale is lesei bv die auction prfre and lends to lx- m.uerlally less 
Ilian die dwn current fixed rate* (for example, in die fall of 2003, 7 day am linn rale 
taxable POBs bore tales ul roughly 1.05% I 15" > compared lo 30 yoai taxable Used 
raU*s of appioximalc'ls 5.95%). (lowevei. ibere Is no assurance dial uuclicin tales will 
mil 11ic iease In ereced die llxed i.Ue al which die l,( )Bs could have lax- i nilgluallv 
issued II ibeie Is an .mi lIon wllli no buyers (/.*•. a lallixl .mi tionl (be interest i.ne
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usually goes in llw maximum rale (typically 12 to 15%) Failed am lions are ran*.
I hr pi minis reason llwv may ocxu. is (l) a i loud of simiw kind oil ll»* lax exemption 
ol Iw Ixmds (lot esample. .10 IRS audit of flwillenge to llw tax exemption of similar 
Ixmds) which is not a risk fix most POBs because llwv aie taxable: or (il) a slinrk 
10 ilw senility foi tlw IxumIs Ilia rw nple. bankrupicy ol an important sourer of 
imnillt) which Is Impnlikable wllli ,»iiit.iI fund obligations like POBs unless the 
Issuer goes bankrupl (which states rnnno' doundff U.S banktuptcy law. and rules 
and eoiuiiles do very rarely)

•I Indexed bonds. Indexed bonds are sailabe' rate Itomb lhai are not subject lo 
1 nder Ink k lo llw issnei and. llwrefoie. do not irqulrr a bank lli|uldlty f.a llitv. and 
I mm i Inieresi al a fixed spread over a maikei Index (typli ally elllwi three in  six month 
LIBOR) reset ai the end of each accrual period (typically quarterly II three momh 
I.IROR is used 01 semiannually If six month LIBOR Is used). LIBOR lefers to llw 
London Inte-rhauk OfTered Rale and ts published daily as page 3750 on the Iekra*" 
Inc news and Inlnnruiilon seivlce (referred 10 as the Official LIBOR Page). Indexed 
I minis ol ibis 1 V| w are used primarily to facilitate marketing ol POBs outside of llw 
U.S. where Investors aie more accustomed lu LIBOR based Investmenis. bui are also 
atlijcttve 10 many U S Investors as svell Like auction rale bonds. Index Imncts may 
Iw subjet 1 10 redemption Without iwnally. I lowever. also like auction rale I Hinds 
there Is 110 assurance Ili.it LIBOR Indexed tales will not Increase lo exceed the fixed 
rale al which llie POBs could have I teen uilglnallv Issued. However, unlike audlon 
rali*s, llw LIBOR Index Is not affected liy events affeding Ibe POBs Issnei ot tlw 
POBs. Index Ixmds may also Iw swapped lo lixcrl more" effldenlly and wllli link' or 
no basis ilsk compand in am lion 111 oil at vaiiable rale Ixmds because the global 
swap market Is primarily LIBOR based

5. Capital appreciation bonds. 1 apual appreciation bonds (CABs) ace bonds 
iliac Ixsir no currc'nl linen's!, whic h instead is accrued, compounded (usually 
semiannually) and |>aid .11 llw maturity of the Imnds Ifiey aie used piimaillv to 
1 educe debl vivue 111 die early veins A variation is 1 oiiverllble ( ABs dial function 
as CABs foi sevei.il seats and ilu-n ■ ouseii on a certain dale lo current Interest
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iKMXh (wllh Inieresi (Mid on llw llwn acriued value1.: II.. I Hinds, Iwmg 'Iw 1wigl11.1l 
print ip.il ann 'ini plus llw amount of accrued. rcmipourKk'd Inieresi up lo tlw 
conversion dale) Tlw disadvantage of CABs Is dial higher rates nl Inieresi are 
rec|iilird in order to market them.

G. Swops. If variable rale hoods aie u-ed. llw mulling Interest tale es|xi»ue mu 
lie swapped to a fixed rate, m whole or In p.111. using a Iki.amg in fixed lineu-a 
rale swap Wlilk waps may often make a greal ik'.il of seine In ilils 1 oniexi llws 
are complex financial Investments and Iwye .y! Ifw scope of tills pampblei li Is 
lm|xiriant to make sure dial II a swap is 10 Iw used. Il Ls consistent with the Ixwit't s 
objectives and dues not Itsell expose tlx1 Issuer to risks or consequences tlw Issiwt 
does 1101 lullv understand 01 are inconsistent with Its objectives Im example, il llw 
puqxise of using variable rale POBs is lo allow lor refunding or eailv redeinplion il 
rates drop or oilier circumstances rltange. the ii-nulnallon pjvuieiil dial may lx- dm 
on early termination ol Ibe swap may offset the Iwnelil of and eflts lively prevent 
refunding or redemption There are also oilier circumstances in which a substantial 
termination jiavnietii may !»• due from the state or local government such as defauli 
of (lie swap provide! 01 dowiiratlng of elllwi parts, as well as oil us terms lli.it can Iw 
modified to suit ll*'state cm local governiwnls objec tives l'X|xil advice sIkhiM !*• 
vmgbi before enietlng Intoanv vs. y

D. P ay m en ts  to  th e  P en sion  Fund: W hole or Part

[’( IBs may lx- issued lo pay all 01 any pan ul llw UAAl m Idepeuduig 011 

applicable slale law) llw normal annual conirllxilion ' Frequ mis. issue is rboose 
lo use- POBs lo lund emly a ponton ol die IIAAI gene Tally 10 a old or reduce fin 
coiiceins described In t haptu 4 The portion nf tlw tJAAI funded may I*' II) a 
percentage of the total I IAAI as of tlw dale of issuance of die I’OBs or (2) all of

Peepi'inling on slale law .end financial; sun lute. <1 may 11K1 he parab le |.. ftnaexe luluic ye,it's 
itunn.il annual contribution unfunded liability crc.itfd by invrMmmt times not yol fcali/nl
dm* lo aduanal smoothing mtlhodolOf • % I which phase in investment g.un* an<1 lossrs ov«ai .1 period 
of. usually 1 lo  s. years).
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. retain 1 ears ccwitMhutions to i)m* UAAl If Agreed to by llw pension system. the 
mtikkI d|>|K«>.« li can nil ill In suspension ol all UAAL contributions during those 
wars (foi example, tlw next succeeding 10 years). At (hr end of llw (wrlod. llie 
UAAL will lx- nialrulaied and amorO/rd a n  iIm> remaining original term nf tlw 
UAAL Tlw  risk ni dlls second approach lo partial payment of llw UAAl which 

Is much less ruinmixi Ilian tlw llrsi approach. Is iliat II Invesimenl performance nf 
llw pension fund is sulnianl tally Iwlow il*' assumed rale of re fun. tfwrr could be 

a signiriranl 11 >< reasr In llw amount of UAAL lo Iw amnitlzrd nvei llw remaining 
I mil. To a degree, lliat ilsk can lx- atklrrssed by subsequent issues of POBs (Iwforo 
oi after llie dale of recall ul.itifwV

AN I N T R O D U C T I O N  TO

CHAPTER SIX

Tax Is s u e s

A. Taxable B onds

Most POBs are taxable Thai ts, interest on tlw Ixxids is included in gniss income 
for fedei al lax purposes, although thrv aie usi 'ally exempt from Income f.txes ol tlw 
siale In which tlw issnei ts located Lfils a (fee is no) only llw Inieresi rate at which 
tlw POBs. re sold bill also llw types of Investors to wllli h tliov ate ntaikeled (foi 
example, cor.xir.ite |wnslun funds, i liaritabk' endowments ..id oi tiers not sniffed lo 
federal Income lax ami lor some ol llw laiger Issues, non U.S. Investors). TTwir air. 
however, a few rlrcunislames in wfilch POBs may lx- tax exempt

Why most POBs ate taxable, wllli these few exceptions. Is explaiiwd Ix'low

B. Tax-Exem pt POBs Prior to  1 9 8 6  Tax Act

Pilot lo (lieeii.Mltiirnl of llie 'ax Reform Ail ol 198b (the “l!)8f> lax Ai l").
POBs dial were piopeilv structured could Iwai Iniwesi dial \* as ex< Imk-d limn gioss 
Income foi fedetal lax purposes However, logel tax-exempt irealnwnl. imesliiwm 
of bond proceeds .oi llw IwiuTii ol llie coveied employers and former employeii 
had lo lie designed so dial llw Issuer/employer did not lx-iwlit Irons die investment 
111 anv was oilier Ilian relieving llw issnei til llw tes|xmsibilltv of |>ayliig Its rrilren

Il pf 1 weeds deposited In llw |X-nslon fund sveu* ex|wcted In In- invested in sis ill Hies 
in obligations with .1 yield lilgliei lb.ni llie yield >>n die I ’I )Bs. the Issui't's ..bllgall.m 
lo make additional 1 onlliliulinns ii..'o die fund would lx- ii-duced in Ibe liiluie a
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prohibited anticipated illnct Iwnehi frnitt tlw Investment o l the Ixmrl puxrcils h\ 
llw pension hind

Ilowest?. llw sllu.ilmn was different wlwir llw issuer iiinlrar till with somerxie else 
In lake ovei llw responsibility "I nuking payment to Ibe rellnws and paid bu Ibal 
iransfei ol ilsk wilb pr meet Is ol Cl ills fm example. b> pun basing an Insurance 
rompanv arinullv whereby llw Insurance company look overall liability for tlw 
pavownl of llw pension benefits. In Ibal rase, llw Insurance company bore Ibe risks 
and benefits ol invesimenl return tlw Issuer got no Iwiwlll bom investments made 
bs tin- Insurance company even I llw ex|iected invesliiMTil return was reflected In 
the price paid bv Ibe ivsuei loi llie annuity |x>licy. Ill addition, llw purr base of on 
annuity was not treated as tlw puu li.iv nl a "security oi "obligation" under tlw tax 
'aw A numtx'i ol lax exempt POB transactions were consummated in tlw early 
I980's In which die pint eerls were deposited Into a pension lund and were used to 
.m quire Irisuraixe com|Xiiiy annuily contracts.

C. Tax Reform Act of 1986 ; Transition Rules

I Stopping New Issues of Tax Exempt Pension Bonds. As a result of die 
threat of a proliferation nl lax exempt POB issues. Congress decided lo amend the 
las law lo prevent die Invesimenl ol lax exempt bond proceeds in annuity contrac ts 
New rules were adopted in tlw l98CTax Act “liivustmenl type properly." Inclu* g 
jinnuilv 1 onliat ts was added In six unites" and "obligations" as potential arbitrage 
imcsinwnis In addition. Manse of llw urgent v svidi wlilrli il viewed llw matter,
('niigiess Im lulled a s|xx lal effts live dale rule in llw  I98(> lax Acl r- '.iiing lo  annuily 
t onirai is which applied In all bonds Issued after Seplemlier 25. 1985 llie  1980 lax 
A. i essentially eoded die Issuance of lax exempl POBs fm tlw pu ipov ol depositing 
tlw pttx tx’ds into a (Mil ton lilt nl or lot die put pose til puichasing annullles lo  replace 
die ivsuei s tes|Xiiisll lilies lo  lls reilnws. exccpl as descritx'd lielow

? Transition Rules for Refundings of POBs. 1 Iw stains ol lefttndliigs ol pre 1980 
las At i P< Ills was not spix dually addressed In d ie  1980 lax At I In I’o n n c r lion 

wllli twn lalet las ails die leibimalf nuei lions i li II ol l9.SK.ind let hullal and
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Mlsr cllaneous Revenue Acl of 1988. Congress attempted to clarify Its position on 
refundings While tint statutory language and legislative blvlorv aie a hit confused 
llw related Home. Senale. and (awifiTeni e Committee Rc|nmis lodnale dial (axignis 
Intended generally to |wmiit one advance refunding nf pie Sepiemlxi ? i 1985 POIls 
(al least where die amount of tlw refunding Is nut greater titan the amount nf prior 
Ixmds), Addidonjilv. dw legislative history Indicates dm f  ixigrew Inlenrksl lo 
permit any numlwr of current refundings of pie September 25 1985 f*( ills where 
dw refunding Ixmds do not additionally burden die lax exempt market. but uxvrely 
replace existing tax-exeinpl debt.

D. Columbus Case

Tlw Stale nf Ohio created a slale lund lulu ss I ml i municipal lorpoiaboiis In die 
Slale were requited to transfer, on January I. 1907. all existing asset' and liabilities ol 
llielr local (x-nslon funds for polke ami firefighters t Intler tlw Slate law all (wmlim 
liabilities accruing aftei die transfer would lx- supported by current employer and 
employee contributions. However, while the Slale lund completely assumed die assets 
ami liabilities of a ritvs retirement fund, llw law mandated die < tty pas to tlw lund 
either immediately or over time, an amount equal in llw present value ol dw ar uued 
lint unfunded liability determined al dw time nf die iransfei I lie City nl'f.i lumlms 
opted to satisfy ils oliligalion ovei lime Mgedwi wllli llw icqulicd inieiesl

In 1993, llie Slale iiuxlilled die law lo allow any c ils still owing money in llw 
lund lu extinguish lls remaining UAAl in return lor a single payment equal in b5% 
ul die v I ion unpaid piinclpal lialance. Ibe City rk-rlded lo prepay its obligation 
I luyvever. upon Iwaring dial dw ( llv was going lo Issue lax exempt Ixmds in lund us 
prepayment, repieseiuatlves of die Internal Revenue Service nniificd da-1 llv dial 
lliey would assert dial Interest on these bonds would lie taxable I Iw t llv sought a 
private letter ruling from dw Internal Revenue Service and received ai, advetv mlmg 
which II ap|x-aled In llw lax Cotlll

In dwrouil proceedings llie Service aigueil. among nl her iblngs I i.il dlerlivroiinl 
die ( llv reiclved on die prepayment ol us nblig.. nil lo die lund was a bum nl
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Investment return and d im  i n-aicd lui|xnni\sllil<- arbitrage prof 11 F Iw Service 
nsisraw-d dial the |HK mg nl llu* pre|MVnwni rafter n il tlw expec (alltxi nf tlw Stair fund 
lli.il il would Iw able tn In m l llw amount nl ifx- po-paymcnt at a yield materially 
higher itian ifw vleld on llw  City’s hi nds As a result, tfw Service Iwlleved dial Ixvlh 
llie ( lls and Sttie fund would Ix-ncfli form llw  earnings on llw liivrsiiiwnls In 
jtldiilnn. llw Service aigoed dial tlx |Me|iaviTKTil rnnstltiiled llw  use ol Ixuiil proceeds 
in acquire investment lyjx' pn i|xny" al a yield lilglx-i ilian tliai on ilx' bonds (after 
(aklug Into an num the discount lerelved on llu- prepayment) in ilwn aliseni the 
discount lu ll ing o f tlx- pn-paynmn' -Iwre would lx- no economic savings for tlx- City.

I llnniaiely die Clly pievailed on ap|x-al as llw Cmirt of Ap|wals lonrluded llial 
date was an existing obligation of dw Clly to dw Slate fund, die City would not 
Ix-nefit bran dx* Investment ol amounts by die Slale lund and dw |«e|xiymriil of dw 
City's own debl obligation lo die Slale fund did not eonslltute die acquisition ol 
investment ly|x- pio|wily liy llw C'ltv llie Clly was dun able lo refund lls obligation 
in die Stale lund by Issuing lax exempt PC Ills

While dx- unusual lai is In thbcase liave application Ix-yond dw City of Columbus, 
such application is likely lo lx- (alily limited and lo altnu l unfavorable attention 
from die Internal Revenue Service

E. Tax-Exempt Working Capital Bonds

While dins llv issuing bunds (o ik jhisII llw pi in reds Into a |N-nslon lund dm-s not 
.ippr.it to lx- pci milled under cuiieni lax law gmemlng tax exempt Ixmds. in certain 
rases it may lie possible lot a slate ni lixa l government in Indlrecilv fund the curreni 
year's |h-i isirui deposit Im  example, a stale nr lixa l government may Issue short 
Of ill las ni revenue aiiluipaliun miles or long term working capital Ixmds tn finam e 
a rash flow Imdgei delli il or a so-called structural budgei ill-licit. l lw delicit analysis 
would im lode any < ash flow ilelii II n - la l l i i n  die stale or local govemmenl’s 
ollligaliiitl In deposli amounts Hilo lls pension limit

li inav lx- dial ibis Ivpr ol lliiam lug is Ix-si done so lb.il die bond puKCed- are 
in a ii-quln-d lo Ih- ilipiislled m llw- pension bind, but raltii-i, are usi-il lo lund delliils
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created liv woiklng capll.il expenditures Im foiling llv de(Kisll ol amounts into tlx- 
pension fund. In nthn vorth. II Is important that II bond p m m k  mil lx- "trot rd 
Into tlw pension fund nr required in Iw  deposlied ilx-re and dw I onrls stimild mu lx- 
called Pension Olillgallun Bonds

Among other tilings, long leu., 'muds til dm tv|x- would bung Into play dx- 
application ol some cninplrx federal tax tules it'lailug to wlwii proceeds can lx- 
neaieil as spent. alUxailun of tlw dali. U in sl/ing dw issiw permuted amord/ation 
siruriure. the appllcailon of so called "odiei replacement prtx reds rules, applicable 
yield and odwi Investment n'slrlflldiis. |xisl issuance tonipllanri- mailers, plus the 
Interst-cllon In string and in post-Issuance compliance wllli tlx- Issuance of mutual 
tax or revenue anllr Ipaiion miles anil any ullx-i si mil term or long term winking 
■ apllal obllgallons

F. Investment of POB Proceeds in Municipal Obligations

Tlw pi Unary lax problem In Ilx- use ol lax exempt POBs In make a deposit to a 
|x-nston lund Is Ibal die prot'mls are mil treated as spent, but ralltei aie treated as 
Invested Moreover, undet dw so called “proceeds sjx-m Iasi role applii able 10 
working capital financings these proceeds cannot Iw Heated as (M id  out in |iensliiii 
recipients unul all otlwi available amounls are first exjx-ndcd. vsbii h as a piafiic .il 
inatu-r, means that die proceeds will never lx* deemi-d ex|x-uded I 'ulus die 
liivestinent yield on die Investments m tlw |x-nslon lund is not moie than dx- yield 
on llie bolide, die bonds will Ixs ome tc ible al bill age bonds In addlllun. Ibe 
"iiedge bond’ rules vso ’. li in ilx- bonds being ire.Tlpd as taxable Iwdge Ixmds 
unless llw issnei actually expected to spend die prnctsxls within a tlm-e oi five-seat 
time frame, taking Into account (lie "proceeds s|x-nt last' rule

I iowevif, under bulb llw arbitrage rules and the bislge Imud rules, inieresi on die 
bonds used 10 luiul llw pension lund could lx- lax exempt il llie issnei invested llw 
proceeds ol llw bonds in municipal obligations die Inieresi on whit h is mil subjet l In 
die aliernailve miuimuiu lax (so called "non AMT" munli Ip-d bmicls) I mlei ilwv 
provisions as long as llw anmuiil ol mill AM 1 itiuiili ipal IjoihI uivesliueiils in die
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|M’OMor ( iuh I Is al Ir.tsi ix|iial in  95% ol llw- amount o l POBs outstanding al any 
lime. Intern* on dx- PC )Bs will In- la* exempt As iIh- POBs an- Amotlirrd, there is a 
similai reduction In ilx- amount required lo lx- invested only In non AM I numx ipal 
Ixmrh In Ihr pension fuixl

Wltllt- Oils structure allows fix POBs lo Iw issix-d as las exempt, dw Ix-ix-lu of 
dx- tax exemption on llw bonds may lx- outweighed by die llmliaiion on die type 
ol Investinenis allowed ssidi llie (inweeds

G. Other Considerations: Effect on TRANs

lax and revenue anticipation notes ( I RANs), are typically issued liy slale and 
governmental units nf all sires lo fund tlx- annual cash flow deficit winch allies due 
lo tlx- liming mismatch between annual revenues and annual exfiensn TRANs aie 
almosl always Issued as short term notes with maturities of 13 months or leu and are 
repaid al <x shoillv after dx- end ol dx- fiscal year In wliicli lime II Is expeeled dial 
revenues will liave "> augfil up" with exjwnses. To die exlent the POB prorocels are 
usee I to luud a deposit to tlx- pension fund tlut otherwise would liave I wen made out 
ol current year's revenues, die deficit will lx- likely lx- reduced liy the same amount, 
imparling dx- siring ol any TRANs Issued fix dial year, llie  one i Inuinstance where 
llns would nnl happen Is if ilx- calculation of tlx- maximum cash flow deficit used in 
sl/lng die TRANs shows dial It Is Inc lined prim lo the lime of die |x-nsloil deposit 
In dial ' axe, die ov- of proceeds lo make dial dc|xisll would not liave anv Impact on 
(lie si/e ol die ( RAN Issue
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CHAPTER SEVEN

F e d e r a l  R e i m b u r s e m e n t  I s s u e s

Certain costs of slale aixl local government in administering programs under 
grants from oi i unlit* is with dx- federal government aie ellgihle lor relmlxirsemeiil 
from the ledeial government Such costs Include rniii|)ons.i(ton and l«-uelils, 
Including pension Ixmeflls, of slate oi lix al government employees for die time 
devoted lo Ox- administration of sudi programs Sudi allocable |x-nslon Ix-ix-fll cnsls 
even Include tlx- inieresi assigned lo die stale oi lix al government's unfunded tialiillly 
Tlx- principles governing sudi relmhursenxtni rue set out In Office ol Manageiiu-nt 
and Budge! Circular A 87. Sonx- stales have similar programs lor letmlxiivTix-nl ol 
lrx:al governim-iiLs lor costs related to the admlnistialiiHi of state programs

POBs replace the slate or local govemnxjnt s paynM'itl ol souk- rx all of these 
pension costs with payment of tlx- pdnci|>al of and interest on tlx- POBs. Issixis 
will want to Im- romfortahle dull die federal governineiil will (real debt senrtrc on 
die POBs as ilx* suiiogale loi die pension obligations funded ni refunded with die 
POBs and will conllnue lo reinibiiiv- lls allocable slum- Slalemenls base Ix-i-n 
Issued bv Ibe Office nf M.inagenieul and Budget and (be Dep.iilmeiil ol I le.ilth 
and 1 Inman Serin es In die effed dial die POBs mrludiiig piux ip.il (teprevrntlitg 
amnunls paid lu Ibe |x-nsloii lund). Inieresi and costs ul Issuance, will lx- allowable 
as die pension costs funded or reltirided dieieby, vi long as dx- PC IBs an- not mure 
costly to tlx* ledi-i.il government Ilian die tegulai pension Costs luuded ix refunded 
over die ii-malniog life ul ilx- unfunded liahililv Ilx- same prim iples sbunld apply 
lo irlundlng POBs Flintier del,ills ol federal and stale rcimhuisomoni programs .lie 
lieyntid die s< o|x- nl ibis |Niinpblei
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CHAPTER EIGHT

New York

A greater number of POBs (toughly 95) Iwve been brood bv tlx- state anil lix al 
governments In New York ovet Ibe pasl deeatle (I1.111 IttHil any nllx-t state

1 lie issuance of POBs by lor.il governments in New Yixk was llisi authorized in 
1989. Tlx? Slale and Lrxal Employees Retirement System of tlx- Slate ot Ness Yoik 
("ERS"). the New York State Police and Fire Retirement System ("PFRS") and tlx- 
New York State Teaelx-rs Retirement System (“TRS"; in Ilx- aggn-gale referred to .is 
ilx- "NYS Rellrcrnenl System") were all modified In 1989 wllh respect in 111< hx-iIkmI 
by which llie annual contribution amounts were lo lx- calculated In ilx- fulim- As a 
lesult. each system was significantly underfunded, requiting a 'catch up payment in 
return to actuarial full funding. Partx Ipxling lix al governnieiilal mills ssere uffetetl 
tlx? opilon of (I) amortizing tlx- UAAl. amount due by a date rertaln through a 
direct loan from tlx- State which carried an 8% (lor TRS) or 8 '/(% (few ERS and 
PFRS) rate of Inieresi until the liability was fulls met. m (2) llnaix tug tlx-1 IAAI. 
through the Issuance of general obligation Ixmds over a statutory |x-inxl (applicable 
to the particular retirement system), or (3) paving cash by tlx? date certain, l ew lix al 
governments, except smallJuttsdlctlons wlilt few employees, look ilx- thiul option

Dining die perlixl 1989 through 1993, i utilities, cities and l.nget school dlslilt Is 
In particular, issued general obligation Ixmds to pav nil dx-li iben current balaixe 
of unainorti/ixl UAAl. whenever Interest rates dipped sufficiently to |x-rmlt a lower 
net Interest cost on dx-lr own bonds than tlx- 8% ni 8* ,“o rim- Ix-mg i lunged by tlx- 
State During ibis |x-rlnd, lix al giiveriiim-nls lould issue ten veal geneial obllg.illoii 
bunds vvilb net inleicsl costs In Ibe range ol fi% lo 7 375% depending on then i mill 
rating. Tlx- 1989 legislation further provided Ibal ai six h dine as die remaining 
amortization peilod was less Iban five seals, kx.il governments nxild no km ee i issue
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then owt. rfc-bl In pay n(T llir outstanding balaiH'es 1 hus. 'soil >i permit i n '  

maximum statutory amoM/ation period of seventeen ycat-. fix most U/1 Vl.v tlx- 
possibility uf financing of iIm* 1989 UAAl sended in dx- 2001 2002 fiscal star of 
most Inc.il gnvplllliu-tlls

Beginning In 199.9, die Si .nr adopted Iĉ KliiticMi almost w iy  year muting new 
rrtliemcni Incentive programs for v,ii|hu\ caiegories nf Stale anil local govrrnnieni 
employees. laigely in suppon a go ' of efficient downsizing of government Generally. 
I hr legislation establishing (hesc programs did not at tin* time Include provisions 
Im (Inani ing of tin- resulting unfuoderl liabilities. Sudi costs, which addi-il lo tiny 
existing UAAl.. were paid i-liliei hy amortization ihrotigh tlie NYS Retirement 
SvMeni or hy rash.

Concurrently In this time |MTtod, another iv|k- ol pension-related program was 
developed hy the Slate leglslamre wllli h authorized lixal governments to create 
servln- award and defined Ix'neflt programs fix vnlunteei ambulance and llie lighting 
personnel Hie legtslaiion |ierniltled die fmanclng nf conlrlbutlons m certain of 
sin li programs altritnilahle lo years ol volumeer vrvli o tendered during the five years 
pi lor lo adoption nf sui h programs Snrli financing cannoi In- amortized ovet a 
|H'rlml exceeding five yeais

In 2(103, new legidalion was adopted fca (lie puipir.e of structural reform In t!ir 
metluxl and inannei of employer roiiltlhullons to tlic NYS Retirement System, 
whir It legislaliou also Included two provisions for die Isv.irice of POBs:

I lax al goveriimenls aie now permiiferl in Issue POBs for any outstanding 
obligations io im- Stale fm any existing retirement incentive program (r e, 
the retirement Incentive programs established annually in the wars from 1999 
ihuiiigh 2002) (This provision was drafted hv Oirli k aitorneys on In-hall 
ol die New Ymk Slale Asux iaiion of Counties.) llie amortization peilml is 
limited lo five seats.

9iiuiI.ii lo llie 1989 legislation, a Im al government (and die Slale Itself with 
it'ganl m lls own employees) Is |x-iiiiliii-tl in atnnitlze a portion nl lls iioimal 
.iiiiiu.il i nnliihuiiiiii fm oni-hM.ilve.il lli.it Is. lixal governments aie |>ermitlfd
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to amortize tlx- amount due on Deeembei 15. 2004 lo tlx- FRS or PFRS 
component of tlx- NYS Rrilicmenl System (exrrpt deficient - payments. 
adJustriH'nts relating in prim year (lavusents. ofillgailons Im retirement Incennses 
nr oilier simitar amiHinls) lo the exlcnl dial such amnuui exceerls 7% of die 
estimated "penslonahk' salary' Iwsr fm dx- ilx-n rurten l fisi-al seat |2tKI-| 2009)
7 his 'amount eligible for amortization* mas lx- amorll/rd uvtx a live year peilml 
at 8% with tlx- State, m Im al govrrnnunis are aullioiize<l to issue then own ik-bi 
uhligatiuns to pas such amount, with maximum maturity not to excess) five 
years. On ot ala.ui October 19, 2003. the State Coinpirollis Is to determine 
the "amounts eligible lex amortization ’

The only lyjxtt of lln.ux Ing sjxx ifu ally uutlKirlzed for POBs In Ness- Yoik State 
are genet al obligation Ixmds (which obligations Include a pledge ol die lull laltli anil 
credll and taxing power ol the kxal government) 1 liese Ixituls must lx- issued m 
llie same manner, untktr the same procedural requirements and \ub|tx t to the > .tc 
debt limits and other i onstnilnts as loi any c apital project nf the kxal government 
Mandatory or pernUvslve reltsendum usjulremenis applicable in geixsal olillgallnn 
bonds ol (lie particular type ol kx al government apply in bond icvilullons 
authorizing POBs Fm example, sclimil districts must receive voter at ,>rov.il Ixtfoie 
Issuing delil lor any |iui|xtse authorlztsl by llie 2003 leglslalluii (Note lli.it llie 
leglslatlo i in 1989 exempted such si Ixxil dislricl POBs from llie voter appmv.il 
requirement; tins omission In die 2003 legislation limy lx- corns nil during a future 
legislative session ) l.ikewfse. llie dlslikls would need print voter approval I he I h h v I 

resolutions ol counties, towns and villages which aillliotlre p.ivmem foi five ye.us 
oi less aie noi »ubjet I to mandatory or |X'intlssive referendum Siinilaily. clly Ixiud 
ordinances should not l»- subjix t lo mandatory or |X'rmissisr leleremlum unless 
specified hy applicable special city rhartet provisions

Once a Ixmd resoluiion has been adopted liy a k« al gos-ernment authorizing 
ilx- Issuance of P()Bs It is generally necessary lo piihhsh a legal nnllce ol eslup|x-l 
lm hiding a summaiy ul ilx* Ixmd lesolullun and allow llie i’ll day i-sioppt-l |x-rl<xl 
lo ci.ijAe prior lu Ibe sale ul llie I'f IBs l lie pui|xise of the esloppel notice Is lo 
ensure th„i debl Issued by die lot al government i annul he i hellcnged on any I msis .
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procedural oi ottwiwiw. cxrrp l on (ncisiuiiuoii.il grounds once llw estoppel |wrkxl 
rh p w l

I Im New York State Legislature has also audtorlzrd tlm Slale Itsell lo  Ixxrow In 
order to fuixl lb  UAAL on al least two <xca\lom In 1996. Ilm Stale ihnxigli lire 
Ilixm itnry Aullmniy o l tlm Slate ol New York Issued $773,475,000 o f POBs as 
anini.il ap|Mnpriallnu ileln I lirse I Minds liad a final maturity in 2003. Tlm 2003 
legislation (leserllied alsove also amended (lie Slate Roliremcni and Soi ,al Serurtty 
law  to autliori/e tlm State lo  amortize a portion o f tlm States contribution bill for 
tlm Ov al yeat ending March 31. 2005 'Tlm amorllzahle portion Is calculated in the 
same manner as dial permitted Incal goverumenb. Likewise, the Slate may eiiliei 
amortize that ixirtlon tfinxigh the i *Tve of tlm State Comptroller ha Use years at 
8%  i*  Issue POBs

AN INTRODUCTION TO

CHAPTER NINE

California

Pension obligation Ixm ds lud  tlrnli start with the famous C ity of Oakland.
Callh i * pension Ixmd financing in 1985, llie first PO P In llw  touniry, whit h 
Orric Iped io Invent and for which it served as Ixmd counsel I lial lin.uu log 
and a nuiulmr nf copy cats that rapidly followed were tax exempt and primarily 
driven by then legal arbitrage possibilities As explained In Chaplei li. lax exempt 
POBs l.iigely canx' lo  an end wllh dm Introduction o l lax legtslallon dial became 
pari o f die Tax Reform Acl o f 1986

A ness1 taxable version nl POB . sortaied In laic 1993 During dm last riocade 
since, thirteen or so i llics and seventeen or so counties in California have Issued ovei 
60 POBs (second only lo  Now York) aggregating more than $1 I billion (mine than 
from any other state). W ith tlm exception o f  one lax exempt transaction rule (sex- 
Chapter 6C ) POB transactions Issued as lease revenue Ixmds. a ll o f llrnse POBs 
hasv been Issued under dm kxal agency refunding law (drafted liy O ir lik  a less 
years Imfore lo r other purposes) California cities and counties do not have sjxx lh< 
authority to issue P( IB sk I lowever. the local agency refunding law is as allahle to 
all loc al public endues in California to refund prim bonds ot “oilier evidence ul 
indebtedness." T ile pension obligation lo  Ihe county pension system, die ( alllom la 
I’ublic Employees Relireinent System ui olhet retirement system Is memorialized as a 
"delienluie," (lieroby Imcoming an "evidence o f indebtedness." svliit li can Im refunded 
by POBs under tlx- lixal agency refunding lass

die Slale ol California enacted spec ilx auttiorily lor Slale IX ills in jooi
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CITY/COUNTY
ISSUER INDCNTURF

I Iw P I)B s Hie lyplially structured .is obligations payable liom  llw  general lurid 
nl llw f l ly  or county Issuer Tlwv art' not lull la llli and credit (axlug |lower general 
obligation Ixmds backed l>v tlw Issuers tax lug power. Iwxauv tlx California 
( (institution's debt limitation rrt|ulies such ty|x- o f Ixmds to Iw approved by two 
Ihtrds o f llie eler I orate. Instead. California POBs liave generally lieen designed lo 
Iw valid without voter approval under a Judic ially created exception to die Stale 
( '(institution debt limitation, which exception is generally referred to as 'obllgallons 
imposed by law" See d lv tixslon In Section A2 o l Chapter f) Because tills exception 
lo  llw Constitutional debt limit was and is much less developed in llw  rase lass (few 
rases nol directly on point) Ilian llw ollwi two judicially crt 'led exceptions (lor 
lease finaiK ing and revenue bonds) each P( IB Issue in ( alifomla lias I wen validated 
pursuant in I aluminas validation statute (Code ol ( Ivil Procedure tycHCO r t  sn/)

While ilwre have I wen many validation arlluns lor P( )IK . so far they have all 
ended with a default lodgment and no published opinion, meaning ibal lliey liave 
no piecedenlial value m applli allou in any Iransa. tIon other than the spin tin
liaovM llon(s) validated

Wliai is valldaled in sut b validation a. lions is iioi legal prim ipti". bin die bonds 
and die ollwi print ipal legal dix'tinients appilived In a bond lesululion Before Ibe
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validation action Is filed. Il Is necessary fnr llw slate in local government Issnei to 
llrst adopt the resolution and authorl/e the IkmuIs. tlw documents and iIm' validation 
acHoti Tlw validation action K filed In llw sii|wrtor i nurl ol llw county In whti h IIm* 
Issuer Is located, and an order fnr publication of summons is received Summons 
ran llien Iw published (usually In a news|viper o l general circulation In iIn' city m 

county In which llw  Issuer Is located), which takes a minimum nf 21 days II no one 
answers llw  complaint by tlw date specified In tlw summons, which must he at least 
If) days after completion o f publication, tlw clcik ran enter a default, and schedule a 
bearing Iwloie tlw Judge for (lie default |udgmcnt (the liming ul which will depend 
on (be jurisdiction, and may be a day or two or, In some jurisdictions, at least IS days 
after llw clerk enters llw  rk'faull)

So assuming (Iw very lust case, obtaining a validation judgment takes a minimum 
u l 31 to Ifi days (dc|wndliig on (Iw Jurisdiction) alter tiling tlw validation complaint 
O f couisc. Issuers are at die mercy ot die judge and the rlerk. and il sometimes 
lakes a week oi more luger an order for publication o f summons, oi longer ilian 
I 5 (lavs after die rlerk enters a default in si hcdulc the bearing In addition, tlw 
judge could take tlw matter under submission for an indefinite amount ol time, 
oi even disagree wflh tlw proposed default judgment, and decline in validate llw  
transaction Once granted, the default judgment may Iw appealed on jurisdictional 
grounds within 30 days Tlierelore. n is typically assumed dial die validation <« lion 
will lake approximately bO days (not Including llie ap|wal period) Il Is generally 
considered reasonable to sell llw I’OBs without walling f<N llie 30 day appeal perlud 
to run, assuming no one luc answered the complaint, lwrau.se Ibe grounds Iw appeal 
are so narrow, but usually llw bond closing d ws not occur until after the ap|wal 
period lias expired.

I f  someone does answer ibe complaint, then there is true tsso party litigation mi 
the merits. While some ev|wdited procedures ari' available, the timing loi icvilutlon 
nf Ibe llligallon cannot Iw predicted, and may take many nionlbs unless settleil oi 
abandoned So far. no one lias answered llie i uiilplailll and delaull judgilH'llls I iiwi 
lawn obtained Iw every citv and <aunty POB Issnei IIoweser. the same was uni true 
o l the Stale ol ( allfiiiui.i. whose validation complaint was answered b\ llw I Iowan I 
larvls lav pa vers Assw latino and resulled III a do islon on Scplemlwi 23, 21)111 hv
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the Sacramento County Superior Court declining to validate tlw States roposed 
POBs which decision, as o f this writing, is Ix-ing appealed hy the State

I he validation actions can and usually do validate not on ly tlx* POBs to lx* 
issued hut also any future POBs or refunding POBs. Not all validation actions 
are as inclusive or as flexible as they could be (some leaving out future ness money 
or refunding POBs oi costs o f issuance or lex king In semiannual interest payment 
dales, etc.). and must lx* carefully reviewed before relied on for future POBs or 
refunding POBs.

Nole. as mentioned In Section A2 o f Chapter 5. that the "obligations Imposed by 
law" concept that Is generally used to support POBs in California does not support 
reserves or capitalized Interest because inclusion o f such components in live bond 
issue are considered volitional not mandatory (as evidenced by the numerous 
California POBs issued without them) and therefore not "obligations imposed by 
law." Costs o l issuance, on the other hand, can be included on the theory that they 
cannot be avoided. The Inability to Include capitalized interest makes ac hieving 
current budget relief more challenging (sec discussion o f structure options In Section 
( o f Chapter 5). Alternatively, the POBs could lx? issued as annual appropriation 
bonds or asset strip lease revenue bonds (see Sec tion A3 and *1 o f Chapter 5). which 
can include reserves and capitalized interest

AN INTRODUCTION TO

CHAPTER TEN

Oregon

Slate and lircal government issuers in Oregon have been among ibe mnsl active 
users o f POBs lo  finance (heir share ol unfunded liability to the Oregon Public 
Employees Retirement Svstetn. POBs .ae issued in Oregon either as limited ta\ 
bunds or as revenue bund',

Prior to the passage o f the Pension Bonding Ac t In 2001. llie ( ilv ol Portland. 
Multnomah County and Jcwpblne County issued significant sized POBs under 
Oregon's Uniform Revenue Bond Act. In 2001. Ibe Oregon Legislative Assembly 
approved die Pension Bonding An (which Orrick allorneys were Involved In 
drafting). The Pension Bonding Ad granted authority lo  "governmental units," 
Including tines, counties, school districts, S|xsrial districts, public corporations and 
intergovernmental corporations, to sell full faith and credit obligations for the 
purpose o f refinancing pension obligations. POBs issued under the Pension Bonding 
Act are not subject to voter approval or annual appropriation and mas lx' issued by 
Im il governments individually or jointly

Significant pooled I ’OB  issues have been clone by Oregon si bool disirlc is 
conn in. .ity college districts and local governments In these transac tions the 
participants pledge (hell full faith and credit within die llm ila'ions ul the Oregon 
Constitution and issi " limited lax bonds, payable from available general funds ul lire 
Issuer. Available general funds include ill acl valorem properly lax revenues received 
from levies under each isson s permanent rale limit and all other unrestricted taxes 
lees, charges and revenues legally available lo  pav debt service on (lie PE IBs I lie 
issuers are nut authorized tn lew .icMilliin.il laves to pav the P< IBs
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Iii tlm pixiled v I tool district mid community college district transactions. individual 
district!! Issued llmiind tax POBs in favor of a Ixmd Truster, which In turn Issued 
obligations t hiit represent .1 prop* >i I Innate and undivided Interest In and right to 
us else POB payments pursuant to a liust Agreement 1 lie P( IBs wore further 
set uied liy a ll Inlen cpt Agreement lielweert the Slate Department o f Education and 
the school districts and community colleges under which tire Trustee was authorized 
to Intercept spccHlc education revenues otherwise paid hy the Slate to the school 
districts and community colleges in an amount equal lo  the debt service on each 
Issuer's POBs. Specific examples of recently completed Oregon pooled POB Is'ura 
include SI.S3 ,582.299.60 Oregon Community College Districts Limited lax 
Pension Obligations. Series 2003 (Federally Taxable); $927 ,079 ,763 .45 Oregon 
School B'iards Association Limited Tax Pension Obligations, Scries 2003 (Federally 
Taxable), and $238,743,093 40 Oregon Lixal Governments Limited Tax Pension 
t Mitigations. Series 2002 (Federally Taxable). Each o f  the pooled transactions have 
Iteeit enhanced by Ixmd insurance. By pooling these transactions, the issuers were 
able lo  increase llie amount ol Ixmds sold, which increased access lo  Investors, and 
to lower interest rates and reduce costs o f issuance

AN INTRODUCTION TO

Other Jurisd ictions. Including the Citv o f Portland, City o f Corvallis, Multnomah 
County. Marlon County. Josephine Crneev, Eugene Water and Electric Board and 
Portland Community College District ha e mid POBs on a stand-alone has is

As an alternative to Issuing POBs as limited tax Imtids puistiaui to llie Pension 
Bonding Act as desciilied above, Issuers have the option to issue I'OBs as revenue 
bonds pursuant lo  the Uniform Revenue Bond Act ot the Pension Bonding An 
The Uniform  Revenue Bond Art a'lows municipalities to issue revenue hoods Im 
any public purjxrse secured by designated "revenues,' which may Include taxes and 
virtually all other genec*1 ind special fund revenues and receipts ol the iii ii iih  Ipalilies 
The Uniform Revenue Bond Acl requites notice and a 60-day referendum perlixl 
during which revenue bonds are normally suhjeci to refenal to a vote o f the electorate 
If within Ilx1 60-day pcticxl 5%  m more o f the voters lile pelilions icquesling a 
vote on the bonds Revenue bonds issued pursuant to the Pension Bonding A> l aie 
exempt from this requirement

in a special election on Seplcmlrci 16, 2003, Oregon voters approved m 
amendment to the Oregon Constitution that authorizes the State Treasurer to issue 
POBs as general obligation bonds o l the State ol Oregon lot the purpose o f paying 
substantially all o f the States UAAL. The amendment provides drat the general 
obligation o f the State must contain a direc. promise on behalf o f llie Stale lo pas 
the principal, premium, il any, and Inieresi on tlial Indebtedness. 1 lie State also 
will pledge us full fault and credit and taxing power to pav that Indfhledmres 
however, the ad valorem taxing (towei ol the State may not lie pledged io pay that 
Indebtedness. The amount nf POB Indebtedness aulhoii/ed hv llie amendment that 
may be outstanding at any lime ranttni exceed 1% ol the real market value nl all 
property in die Slab 1 lie Stale presently cxpc ts lo  issue approximately S2 billion 
in POBs and to list them on die I ttxemlxHirg Slock l.st liange in oidet tn l.x tlitale 
sales to Eorupean investors.

n 2003. the Oregon Legislative Assembly made substantial < h.inges ' . Oregon 
PTRS. Tne amount nl litigation surrounding PERS In Oregon ts Im Teasing, and a
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number Ol i liallengos to tlie legislative changes are pending In ilte courts Several 
lawsuits have been filed in the Oregon Supreme Court and in the federal district 
< .'m l In Oregon seeking to liave changes that ssrie enacted (o PERS enjoined or 
declared rat unronstltutlonal Impairment o f contract or unconstitutional taking o f 
pro|ieriv Although these cases arr not directly related lo  any (wrllcular Ixmd Issues, 
their unit tine could have far-reaching impllrallons w-lth respect lo  PERS and related 
liability.

AN INTRODUCTION 1 0

CHAPTER ELEVEN

Similar To POBs

Pension obligations ate similar lo  oilier slate and local government non bond 
obligations, svltldt it may lie possible to fund in a manner similar tn POBs While 
this pamphlet is intended to cover primarily POBs, and they are the most frequently 
used and highly developed o f this category, it is useful lo  note, at least briefly, that 
tltere may lx* other applications o f the same concepts discussed alxrve Several 
exai.tples (not an exhaustive iLst) may Include such other actual tally (rased insurant c 
or trenelil obligations as workers compensation, health benefits and unempk ymenl 
Insurance ot such non-artuarial nbligatitrus Imposed hv law as court rendered 
judgments lor damages against the state or Itxal government and, in ( .allfornia. 
cottniy obligations under the Teeter delinquent property tax program.
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Return to Regular Formal

P e n s io n  obliga tio n  b o n d s  (P O B s ), the o n c e -a rc a n e  d e b t in stru m e n t u se d  to fin a n c e  u n fu n d e d  p e n sio n  

liabilities, h a v e  returned w ith a  v e n g e a n c e  afte r a  b rie f h iatus, a n d  are a g a in  m a k in g  their m ark on the 

public finance la n d sc a p e . A  n u m b e r o f c o n d itio n s  h a v e  fallen in to  p la c e  to spa rk this re surg ence, including

•  T h e  rapid  g row th  in u n fu n d e d  liab ilities  for p ub lic  p e n s io n  fu n d s  o ve r the last few  years, d riven  by 

in ve stm e n t lo sse s, b enefit e n h a n c e m e n ts , a n d  g reater lo n g e v ity  o f p e n s io n  p lan benefic iaries;

•  T h e  re la tive ly  low  in terest-rate  e n v iro n m e n t, w hic h  w id e n s  the  s p re a d s b e tw e e n  the P O B  interest 

costs p aid  by the  is s u e r /e m p lo y e r a n d  the a s s u m e d  in v e s tm e n t return rate o f the p e n sio n  syste m s, 

w hich m a k e s  the e c o n o m ic s  o f the  tra n sa c tio n  m ore attractive; and

•  T h e  p otentia l co st s a v in g s  from  a P O B , as  m a n y  state a n d  local e m p lo y e rs  strug gle  w ith bud getary 

im b a la n c e s a n d  o ther sa v in g s  a lte rn a tiv e s  b e c o m e  scarce.

B e c a u se  o f the c o n flu e n c e  o f th e se  factors, P O B s  a re  back, T h is  report d e ta ils  the m e c h a n ic s  o f h ow  

P O B s  work, their history, the special risks u n iq u e  to this debt in stru m e nt, the critical rating factors and  

im plications, a n d  future prospects.

M How POBs Work
W h ile  the finan cia l im plic a tio ns o f P O B s  are  c o m p le x, the actu al m e c h a n ic s  are re la tive ly  s im ple. 

G en erally , the m u n ic ip a l e m p lo y e r w ill u se  the fin d in g s  from  the m o s t re c e nt actuarial va lu a tio n, or h a v e  

a new  va lu a tio n  c o m p le te d , to d e te rm in e  the p e n s io n  s y s te m 's  u n fu n d e d  a ctu aria l acc rue d  liability 

(U A A L ). T h e n , it will d e c id e  w ha t p ortion  o f the U A A L  (e ith er all o r a  part) w ill be fu n d e d  w ith the P O B  

In the 199 0s m o st e m p lo y e rs  fu n d e d  the entire U A A L , but for va rio u s  re a s o n s  d is c u s s e d  below , m a n y  

now  tend to fin a n c e  less th a n  the full a m o u n t. O n c e  the P O B  is s ize d  a n d  sold, the net p roc e e ds a 3 
placed in the  p e n sio n  trust fund to be c o m m in g le d  w ith the e th e r fun d s, a n d  u su a lly  in ve ste d  according 

to the existing  a sse t a llo c a tion  g u id e lin e s  (s e e  C hart). T h u s , ‘he  p e n s io n  fund  e x p e rie n c e s  a rapid 

increase in a s s e ts  resulting in a h ig h e r fu n d e d  ratio  (actuarial va lu e  o f a s s e ts  d iv id e d  by actuarial 

accrued liability). F o r the P O B  to g e n e ra te  s a v in g s  for the e m p lo y e r, the in ve stm e n t return rate o n  the 

i 'O B  p roc eeds m u s t be g re a te r than  the in terest cost o f the b o n d s  (a nd  id e a lly  e q u a l to, or e xc e e d  the 

pe nsio n  sy s te m 's  in ve stm e n t return a s s u m p tio n ), and  the larg er the sp re a d  b e tw e e n  th e s e  to two rates 

the better. T h e  e m p lo ye r, a s  P O B  issu e r a n d  obligor, w ou ld  th e n  be p roje cted  to a c h ie ve  low er total 

p e nsio n  c ontrib ution  and  d e b t service  co sts  than  it w ould  h a v e  if it had  not sold  the P O B .

Pensio n  O b l ig a t io n  B o n d  M e c h a n ic s
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POB

PCS
proceeds

Debt
servio}

PCB
repayment

Contributions

R etirem ent 
ben e fits  4 -

"► Pension
—  fttnd

http : // \vw w .ra t i i igsd ircct .com /A pps/R D /contro ller /A rtic le? id=355276& rL inks=fa lse& type ... 1/20/2004

http:///vww.ratiiigsdircct.com/Apps/RD/controller/Article?id=355276&rLinks=false&type


[20-Jan-2004] P en sio n  O b lig a t io n  B o n d s A re  S u rg in g  A fte r  B r ie f  H ia tu s Page 2 o f  4

i  B r i e f  H i s t o r y
While there were a few issues in the 1980s, the first big wave of POBs really came in the early 1990s. 
By the end of the decade about S’ S billion of POBs had been issued. The years 2000 and 2001 were 
slow from a POB standpoint, with 2000 correlating to the apex of U.S. public pension funding at an 
average funded ratios of slightly over 100%, up from only about 80% in 1990. These robust funding 
gams were fueled by above-average equity returns during the penod and a general shift in the 
weighting of public pension assets to this asset class from fixed-income The corollary to a high funding 
level is a lower or nonexistent UAAL. Falling funding ratios, now estimated to be heading towards tne 
90%, have been exacerbated by a combination of adverse circumstances, some uncontrollable and 
some self-inflicted. These factors include the decrease in asset values from poor equity returns and the 
increase in liabilities from benefit enhancements and demographic changes (for example, members 
living longer). The second wave of POBs, driven by burgeoning unfunded liabilities, has come on strong 
in 2002 and 2003. As in the first wave, California counties have been leading the pack, and there are a 
number of repeat borrowers, but there are also significant new players. The state of Illinois, which 
issued in June of this year, now holds the POB record for sheer size at $10 billion — almost four times 
larger lhan the previous record. Oregon sold a $2 billion issue last fall, and other states that have 
recently completed or plan a POB sale include Kansas. Wisconsin, and West Virginia.

a POB Risks
The principal risks to the issuer of a POB fall into a number of categories

• Arbitrage (investment return/POB interest cost).
• Leverage;
• Market risk; and
• Political.

POBs are essentially an arbitrage play, the success of which is dependent on the premise that the 
pension fund assets (including POB proceeds) will earn on average more than the interest cost on the 
POBs and hopefully the assumed investment return rate (generally about 8%) or better each year for 
the life of the bonds. If the bonds are sold at an interest cost of 6%, for example the spread could 
generate handsome savings if the investment returns goals are met over the life of the bonds. The 
problem is that there is no certainty that the average 8% return will be realized over time, and therein 
lies the principal risk of tne POB to the issuer. If the pension fund earns 8% or more on the POB 
proceeds, then the result will be success by virtue of having to pay lower pension-roirted costs 
(contributions plus POB interest) than without the POD. However, if the investment return is less than 
the POB interest cost, the transaction becomes a drag on cash flows. Not only will the employer have 
the new POB debt service costs but also higher contribution rates attributable to new unfunded 
liabilities from under performing investment returns. If returns are above 6% (as in the example above) 
out below 8%, the employer will have increasing contribution rate costs, but it would have had them 
even without the POB When investment returns are less than the POB interest costs, the POB puts 
additional strains on financial operations rather than helping.

While the 1990s produced soi ie impressive investment returns, no pension fund consistently earns 8% 
or higher every year in perpetuity; returns vary dramatically and may (or may not) average the 
investment return assumption or even the POB interest rate cost. The POB paradigm has a goal to 
average or beat the 8% investment return assumption over the long-term. With the appropriate asset 
^location strategy this goal may be attainable, but market experience over the last several irs has 
led some to believe that an 8% return assumption may be too aggressive.

Another factor in evaluating the success of a POB is that its full effect can only fully be tallied at final 
maturily of the bonds. Due to market gyrations, a POB may look like a great success for several years, 
or even a decade, only to see investment gains erode, and at maturity are pronounced a failure. 
Conversely the exact opposite may be true, with poor results in the early years later overcome to 
achieve projected benefits in the final analysis.

In any event, we do know that even if projections are met on average over the life of the POBs, there 
will be years with returns that are higher, and some that are lower (maybe significantly), than the 8%
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bogey. We do not have to look back very far to see evidence of such swings: in fiscal 2001 the S&P500 
index of domestic equities fell 16%. in 2002 it fell another 19%, but in 2003 it fell only 1.6%. These 
market declines hurt issuers with POBs outstanding: most had to pay increased contribution rates to 
cover the new actuarial losses, plus they had the higher debt seivice costs due to the POB

The risk of adding too much leverage is another factor for POB issuers to consider. Borrowing for any 
purpose increases leverage, and incurring debt to pay unfunded liabilities is no different. While the 
isr er is substituting one type of long-term liability (POB) for another (UAAL), there is a ditierence. In 
most cases, bond debt service is a "harder" obligation than the "softer" contribution payments used to 
amortize the UAAL. Bond debt service must be paid in full and on time or the issue falls into default, 
with wide ramifications. For certain employers, contribution payments, on the other hand, may be 
temporarily deferred or reduced without serious negative consequences. Therefore, the size of the POB 
relative to the total debt structure of the issuer must be measured in terms of what level of debt service 
can be managed if actual future investment returns do not meet the original POB plan projections

Because POBs generate very large inL  ins of funds into the pension system compared with the more 
steady investment and reinvestment of interest, dividends, and contributions by the fund, the plan for 
investing POB proceeds must be considered Should the monies be invested according to the existing 
asset allocation guidelines, or should POB proceeds have a special allocation strategy because of 
current market conditions or expectations? If the chief investment officer of the fund believes that 
international equities, for example, are overvalued, maybe a delay in filling that allocation would be 
warranted. On the other hand, in that pension funds are long-term investors, most have stuck with their 
traditional allocations for proceeds, eschewing market timing strategies. Whatever the strategy may be. 
it should be fully vetted before the POB sale.

Another aspect that few envisioned when this instrument was first initiated is the political risk hidden, 
almost like a Trojan horse, within the POB structure. As was mentioned in a feature on this subject. 
("Pension Obligation Bonds: Unique Rating Documentation". RatingsDirect, March, 4, 1999), POBs can 
become victims o? their own success. For example, if a POB is issued for the full UAAL, resulting in a 
100% funded ratio, and subsequent. gher-than-average returns push the ratio to 110% or 120%, there 
will arise tremendous political pressure to distribute the so-called "excess” funding by increasing 
benefits, thus incurring new liabilities. The excess funding touted in the late 1990s turned out to be 
illusory. Even systems bolstered by POBs that did not increase benefits found themselves in under 
funded positions following the market declines from 2000 to 2003. Those that fell victim to the siren's 
song and increased benefits have even lower funding levels Some pension funding ratios declined to 
the extent that the employers' opted to go back to the market to issue POBs for a second time.

1  Analysis
The rating process for POBs basically parallels that of long-term debt with similar security plus with 
certain additional analytical factors pertinent to the POB and pension system. Most POBs issued to 
date have a GO or general fund pledge. Also, a high percentage of those sold have been addi* onally 
secured by bond insurance. In Standard & Poor’s analysis specific to POBs we focus on the effect of 
the bonds on the issuer's debt structure and its ability to meet its obligations. The financial review 
includes the impact on both the balance sheet and the operating statement or cash flows. The status of 
the issuer's pension fund on a pro forma basis is also part of the review as with any similar analysis.

From the balance sheet perspective, we look at how the POB fits into the issuer's total debt plan. Does 
the POB dramatically alter the issuer's debt profile? We look at total debt with and without the POB so 
as not to penalize a POB issuer in comparison to another issuer that might have relatively low debt (anc* 
no POBs) bul sizable unfunded pension liabilities. Also, we evaluate the leverage added by the POB 
Does it markedly increase hard, fixed costs (bond debt service) in place of a softer, more discretionary 
obligation (pension contributions)? If sub par investment returns put upward pressure on contribution 
rates will they, coupled with the new higher debt service costs due to the POB, put the issuer's budget 
under greater strain? The issuer must also be cognizant of the effect the POB issuance may have on 
statutory debt limits. Will the POB use up debt capacity that might be needed for other, more pressing 
needs?

From a cash flow standpoint, Standard & Poor's reviews projected debt service and contribution costs, 
with and without the POB, including the validity of the assumptions including those for POB interest
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costs and pension fund investment returns. How do the projections compare in total and on an annual 
basis? The spread between interest costs and investment return generates the savings expected from 
the transaction. What is the magnitude of annual savings and total present value savings? Where (in 
what years) are the savings taken? Are the savings front-loa n attempt to mask budgetary
stress? Will any front-loading lead to higher, unsustainable Cc .u. on rates in later years? Do the
potential savings form the POB outweigh the risks involved? The analysis of the cash flows is a critical 
component to understanding the full impact of the transaction

As part of the POB analysis we also review the current status of the recipient of bond proceeds — the 
pension system itself. What is the statutory relationship between the issuer/employer and fund? How 
have the laws and precedents for making contributions affected funding progress and how do they play 
into the POB strategy? Have funding levels generally been increasing over time? What are the funding 
goals and how will the POB impact these objectives?

The pension fund's general actuarial methods and assumptions also will De reviewed for comparative 
purposes. The fund's asset allocation strategy will be studied for consistency with the POB assumptions 
and for the general risk profile An aggressive investment strategy may make the POB objectives more 
difficult to achieve on a consistent basis.

H Rating Implications
Emoloyers looking to help manage their unfunded liabilities through the issuance of a POB should 
weigh the pros and cons very carefully Any applicable risks from the above list should be evaluated. 
There should be a clear POB plan with attainable actuarial and investment assumptions and a 
conservative structure. Prudent allocation for projected savings over time limits the chances for 
problems

It is possible for POBs to have a negative effect on credit quality, especially in the investment 
environment over the last several years or if they were structured poorly at the outset. Standard &
Poor's will continue to evaluate POB risks in light of each employer's individual profile at the time of sale 
as well as their projected effects over time. POBs may work as planned over the long-term, but short­
term fiscal dislocations resulting from these structures are part of their baggage.

1  Special Rating Documentation Requirements for POBs
The unique nature of POBs requires certain additional documentation not normally requested for other 
types of ratings:

• POB financing plan, including its effect on the overall debt plan;
• Projections of UAAL contributions and debt service with and without the POB;
• Latest pension fund annual report;
• Most recent actuarial valuation and experience studies of the fund; and
• Pension fund's current asset allocation strategy and plan for investing POB proceeds.
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State governments have a long history of providing retirement security for their employees-and in many 
cases certain local government employees-through large, defined benefit pension systems, which, 
throughout the 20th century, had been successful in meeting their intended goals. However, after state 
pension funds reached their apex of financial soundness, based on funding levels, in 2000, they have 
since deteriorated-m many cases precipitously-leaving most funds with the problem of managing new. 
large unfunded liabilities. The rapid growth and significant magnitude of these liabilities has become an 
increasing credit concern for many state ratings, reaching crisis proportions in some cases.

This article provides a brief overview of public pension funds in the U.S., along with the factors leading to 
their current status and some of the options available for managing pension liabilities. In addition, the 
status of a number of state funds, with a range of funding levels, and some of the strategies states have 
used to address their respective pension situations, will be examined

1  H i s t o r i c a l  B a c k g r o u n d

Defined benefit pension plans, as used by most states, provide a systematic method for se'ting aside 
sufficient monies to pay promised retirement benefits to employees in the future. The benefits are 
funded by contributions, usually from both employer and employee, and the investment income derived 
from such contributions. Most states have two principal funds; one for state employees, and possibly 
certain local government employees, called public employee' retirement systems; and one for teachers, 
referred to as state teachers' retirement systems. Some have one, monolithic system for al! government 
employees (state and local), while others have multiple systems for individual job specialties, such as 
judges and safety officers.

Public pension funds in the U.S., of which the lion's share of assets belong to state funds, have come a 
long way from their humble beginnings-some dating to the beginning of the 20th century. Starting with 
little or no assets to offset liabilities, and some initially operating on a pay-as-you-go-basis, pension 
funds gradually improved their funding ratios (actuarial value of assets divided by actuarial accrued 
liability) lo the 50% level in the mid-1970s, and further to around 80% by 1990. Early on, pension assets 
were invested largely, if not exclusively, in fixed income investments. Gradually, investment strategies 
became more diversified, however, and by the end of the 1990s public funds had increased their 
allocations to equities and other higher yielding asset classes significantly. This shift in allocations 
coincided with, and to some extent was fueled by, the bull markets in domestic equities that lasted frcm 
the early 1980s through fiscal 2000. At June 30 (the fiscal year-end for most public pension funds), 
2000, the average funding ratio for all U 1  public funds was slightly above 100%, and was even higher 
for state funds.

The party to celebrate the final defeat of unfunded pension liabilities was short-lived, unfortunately, as 
dark clouds soon began to appear. Trends that would adversely affect actuarial balance impacted both 
liabilities and assets. Liabilities were being inflated not only by normal growth and inflationary pressures 
but also by overt changes in benefits and actuarial assumptions. The late 1990s saw a number of 
improvements to pension benefits, which automatically boosted liabilities, and the actuarial 
consequences of many of these changes really kicked in after 2000 due to the normal delayed reaction 
in contribution increases. Demographic and lifestyle trends-along with the resultant assumption 
changes, such as retirees living longer (a global phenomenon) and more employees taking early 
retirement-had a similar, expansionary effect on liabilities. However, the biggest component in the 
steep decline in funding levels from fiscals 2001 to 2003 came from the asset side, and was caused by 
the bottom falling out of the domestic equity markets. The investment return assumption requirement for 
most public funds to maintain actuarial balance, about 8%, could not be sustained when the average 
allocation to domestic equities stood at 40%-50% and the annual returns of the S&P 500 Index were



negative 16%. negative 19%. and positive 2% in fiscals 2001. 2002, and 2003. respectively The net 
result was that, by June 30. 2003. average funding ratios for state funds had fallen from an average 
overfunded level in 2000 lo an estimated 80%-90% in just three short years. While the S&P 500 saw a 
17% gain at fiscal year-end June 30. 2004. puolic pension fund actuarial results, on average for the 
year, will not report major funding gains due to the effects of the actuarial smoothing of gams and 
losses over a period of years used by most. With five-year smoothing, for example, a fund in fiscal 2004 
would still be accounting for a portion of the losses (or gains) from the prior four years

a Alternatives to Improve Funding
The range of options to fix a pension n;; match of assets and liabilities is relatively narrow, and almost 
all are difficult to implement due to legal, economic, or political impediments. Corrective measures 
should act to stop or slow pension liability growth or grow assets, or both From a liability standpoint, 
most states have constitutional or statutory pension benefit protections that preclude any reductions in 
benefits already promised to existing employees. One way around these restrictions is to close off the 
current benefit lo new employees and offer new employees a reduced level of benefits. This tactic of 
creating a new tier of benefits has been used by a number of funds to reduce liability growth.
Completely closing existing plans and creating new, less generous defined benefit plans, and even new 
defined contribution plans, is another option.

Changing actuarial assumptions to reduce liabilities has been used in the past; the current demographic 
and economic realities related to the major variables, however, make these options difficult. The raising 
of the actuarial investment return assumption to 8.25% from 8.00%, for example, would automatically 
lower actuarial liabilities, all other assumotions being equal. However, the investment experience over 
the past three or four years and current expectations would tend to preclude such a change at this time

The principal options to improve pension balance by increasing assets fall into three main categories

• The pension fund may alter its asset allocation strategy to enhance investment returns;
• The pension fund sponsor may sell pension obligation bonds (POBs), placing the proceeds in 

the pension trust and thus reducing or eliminating the unfunded actuarial accrued liability 
(UAAL); and

• Annual contribution rates for sponsors or employees may be increased.

Pension funds in the U.S.. as major global investors with more than 52 trillion in assets, have developed 
sophisticated asset allocation plans over the years, and, with access to professional asset managers, 
attempt to maximize returns within their prescribed tolerance for risk. For an individual fund to 
dramatically enhance yields by altering its allocations, there would most likely need to be a sea change 
in thinking about the fund's view of risk. Minor tweak.ng of strategies is a more regular occurrence as 
funds seek to keep up with changing markets, risk profiles, and expected returns of various asset 
classes, but major strategy changes leading to markeaiy improved results are rare

Some states, as sponsors, have opted to pursue the POP loute to significantly boost assets in one bold 
move, while at the same time taking advantage c< the projected lower carrying charges this vehicle 
offers to a sponsor. (For further information, see nport titled "Pension Obligation Bonds Are Surging 
After Brief Hiatus," published Jan. 20, 2004, on RatingsDirect). While no panacea, POBs are basically 
an arbitrage play based on the premise that, as a result of the bond proceeds being invested at an 
expected yield above the cost of the bonds, net savings will he achieved by the sponsci over the life of 
the bonus In other words, alter the issuance of the POB, combined debt service plus pension 
contribution costs will be lower than they would have been without a POB. The succ ss of this formula 
depends on the realization of a certain investment return, which is in no way guarai,. ?d. Whether a 
POB succeeds cr fails cannot fully be evaluated until the final maturity of the bond, and it is a given that 
some years will oe winners and others losers, The bad years may add short-term fiscal stress to the 
POB issuer (pension sponsor), which could be significant based on the amount of leverage the POB 
exerts With most POBs having been issued over the past 10 years or so, it would be premature to 
pronounce them an unqualified success (or failure). The best that can be said to date is that POB 
results have been mixed, with some having met or exceeded expectations while others have come up 
short based largely on the vicissitudes of market timing.

The last major option for increasing assets, and the most common alternative used to manage nc .v, 
unfunded liabilities, is to simply increase annual contribution rales. Indeed, a major principle of an 
actuarially funded defined benefit plan is that, if assets and liabilities become unbalanced, increasing



(or decreasing If the system is overfunded) contributions will bring the system back into balance 
Sometimes employee contributions are increased, but usually it is the sponsor that steps up to the 
plate: the investment risk of a public defined benefit plan and the burden to make good on benefit 
promises are ultimately the responsibilities of the sponsor. Thus, the principal byproduct of the curent 
state pension funding crisis has been Increasing contribution costs coming at a time when states, in 
recent years, have been squeezed by weak revenues and burgeoning expenses, including security and 
health care cost pressures.

How Are Some States Managing Their Pension Liabilities?

Arizona.
The Arizona State Retirement System, a mulliple-employer defined benefit plan, provides pension 
benefits for employees of the state, political subdivisions, and public schools, with more than 500 
employers and 222,000 active members. The system’s funded ratio fell to 98.4% at June 30. 2003, 
after a decade of more than 100% funding. As reported in the June 30, 2003, actuarial valuation, the 
major contributor to this decline was investment losses for the year that resulted in a decrease in the 
actuarial value of asset* by $1.2 billion. In November 2002, the state retirement system board 
removed the requirement that actuarial assets be within 20% of market value, and changed the 
period for recognizing investment gains or losses to 10 years from five years. At June 30, 2003, the 
system’s market value of assets ($18.1 billion) was 77% of acujarial value. The 2003 actuarial 
valuation developed hypothetical contribution rates for both employees and employers (odd-year 
calculations are not actually implemented) of 6,96% each, compared with 1.92% each in 2001.

California.
California has two large state pension funds: one for state and certain local employees-California 
Public Employees' Retirement System (CalPERS)-with assets exceeding $170 billion; and the other 
for teachers-Califomia Stute Teachers' Retirement System (CalSTRS)-with more than $115 billion 
in assets. These systems have been experiencing some of the same pressures as pension funds in 
other states, and have experienced declines in funding levels. For example, the funded ratio for the 
state member category of CalPERS had fallen to 84% as of June 30, 2003, compared with 111% in 
2000 State contributions to CalPERS for its employes, as actuarially determined, have risen from 
$160 million in fiscal 2001 lo $2.2 billion in fiscal 2004. In the same vein, the funded ratio for the 
CalSTRS defined benefit plan fell from 110% in 2000 to 82% in 2003. However, total amounts 
contributed to CalSTRS by members, employers, and the state, as set by statute, increased just 
10% during the same period.

A number of changes for both pension systems have been proposed over the last year. In relation tn 
CalPERS, the state's 2005 budget included certain pension reforms, such as a two-year delay of 
contributions into CalPERS from new miscellaneous and industrial employees, thus obviating the 
state's obligation to make contributions on their behalf over that period. A $900 million POB was 
proposed, the proceeds of which would be used to pay a portion of the current contribution payment 
as opposed to paying a portion of the unfunded actuarial accrued liability like most other POBs.
Court validation of the POBs is being sought. Th« 2005 state budget also included proposals to 
increase employee contribution rates and lower benefits for new employees to pre-1999 levels

In December 2004. CalSTRS proposed a number of options to help address the funding deficiency 
in its defined benefit plan. At June 30, 2003, the system's unfunded actuarial obligation totaled $23.1 
billicn The first option was for the state to issue a POB to pay down the entire liability. Other options 
included a change in the amortization period of tre unfunded liability and a number of cnanges to 
how benefits are calculated. One option that could have a large effect on the amortization cost is lo 
eliminate the 2% benefit adjustment. Several alternatives included increases in contribution rates by 
all three contribution bases: members, employers, and the state.

On July 1, 2003, the state did not make its full contribution payment to CalSTRS' supplemental 
benefit maintenance account, although it did make the required payment to the system's defined 
benefit program. The state paid $59 million of the $559 million required supplemental benefit 
maintenance account amount, In October 2003, CalSTRS filed suit in Sacramento County Superior 
Court to have the $500 million uayment restored. The state is currently defending the action

Of late, proposals to replace the two California state defined benefit plans with defined contribution 
plans, and to eliminate state contributions to CalSTRS, have been actively debated.



Florida.
The Florida Retirement System was created In 1970. The system was created to provide a defined 
benefit pension plan for participating employees. The plan is administered by the state division of 
retirement in the department of management services. Participation by local governments in the 
state is optional, but is generally irrevocable once the government opts to participate in the plan. 
Currently there are 866 particioating employers and 956.875 Individual participants. Of the total 
participants, 23.5% are retirees and beneficiaries. Contrary to trends for most other states, the 
actuarial value of assets in the system has consistently exceeded the actuarial accrued liabilities in 
recent years. The funded ratio of the pension system has ranged from 112% in fiscal 2004 to 118% 
in fiscal 2000 Investment performance in fiscal 2004 was strong, with a return of 16.6% compared 
with the 7.75% assumed rate of return. The actuarial value of assets at July 1, 2004, was $106.7 
billion. The solid asset position of the Florida Retirement System has provided budget relief in the 
form of lower contnbution requirements for the state and participating local governments

Illinois.
Illinois sponsors five definec benefit retirement plans for about 630,000 members and annuitants, 
including public employees, teachers, university personnel, and judges. By 2003, the furded ratio of 
the Illinois funds ranked near the bottom compared with other states in the U.S. Contributing to the 
$26.9 billion increase in unfunded liabilities from 2000 to 2003 were:

• Contnbution shortfalls ($4.8 billion of the total),
• Investment losses ($14.1 billion), and
• Benefit improvements ($3.3 billion)

Adding to the state's pension woes is a 2002 early retirement incentive plan for state employees, 
which resulted in a liability that, at $2 5 billion, was quadruple the original estimate. Part of the 
variance was due to a much larger number of employees (11,032) taking part in the program than 
originally projected (7.215). Due to the requirement of a 10-year amortization of this liability, the early 
retirement program contribution for 2005 is $382 million, compared with the originally projected $70 
million.

In 2003, the state sold a $10 billion POB, the largest on record, using the proceeds to fund a portion 
of the UAAL ($8.1 billion) and to pay ($1.9 billion) the state's current pension contribution for fiscals 
2003 and 2004. The POB increased the combined system's funded ratio by seven percentage 
points. At the end of fiscal 2003, the funded ratio for the combined systems was 57% (after giving 
effect to the POB), and the UAAL was $35.8 billion.

New York State.
The New York State comptroller is the sole trustee of the state's common retirement fund, which 
includes all assets of the New York State Retirement System. Members of the system are typically 
employees of New York State or employees of municipalities in the state (excluding New York City). 
As of March 31, 2004, there were 2,985 participating government employers in the system. The 
overall membership in the system exceeds 970,000; this includes 641,721 members and 328,357 
retirees and beneficiaries. Overall, membership has expanded continuously, but the growth from 
retirees has been most significant. Retirees now make up 34% of the system’s members, compared 
with 26% in 1990. Benefit payments continue to rise, reflecting improvements in final average 
salaries, cost of living adjustments, and benefit improvements. The increased benefit payments, 
coupled with the performance of the stock market after 2000, have required significant employer 
contribution increases, with significant increases forecasted for the next two years as well. At March 
31, 2004, about 63% of the pension system assets were invested in various sto< ks. For the largest 
component in the system-the New York State and Local Employees' Retirement System-employer 
contributions had averaged 1.75% from fiscals 1996 through 2003. Contributions will increase in 
fiscal 2004 lo 5.9%, totaling $1.2 billion. This rate is projected to more than double in fiscal 2005 to 
12.9%, or a S2.6 billion contribution, followed by an estimated 11.4% contribution rate in .iscal 2006 
Similar increases are forecasted in the New York State and Local Police and Fire Retirement 
System (PFRS) for fiscal 2004. The contribution rates for fiscals 2005 and 2006 are projected to be 
even steeper for PFRS, however, growing to 17.6% and 16.3%, respectively. These contribution 
increases have been, and will continue to be, a significant source of budqet pressure for the state 
and its local governments. The legislature has allowed a portion of the increase to be funded with 
the issuance of bonds or a loan from the state comptroller. For governments that choose this option, 
fixed costs to service pension contributions will include an interest component, with the fixed costs 
extended for up to 10 years. The system uses the aggregate actuarial funding method, which does



nol identify or separately amortize unfunded actuarial liabilities. Due to the use of this funding 
method, there is no disclosure or schedule provided on funding progress.

Oregon.
Oregor as historically delivered pension benefits for state and local employees through a single 
system called the Oregon Public Employees Retirement System (OPERS). After experiencing 
relatively high funding levels through the 1990s, the UAA^ of OPERS at Dec. 31, 2001, was 
estimated at $9.7 billion, almost three times the prior year. With 2002 investment losses, this figure 
was estimated to be almost $ 15 billion—of which about one-third was the '•'ate’s share. Contributing 
factors lo the increase in UAAL included some of the usual suspects: benefit increases in the late 
1990s and poo' investment returns. In addition, under the pinn, tier-one membe-s were guaranteed 
a minimum 8% in their regular account assets regardless of actual investment i ?turns earned by the 
system, and in 2001 and 2002, like most other funds, the system generated neg ative returns.

In 2003, the state initiated a number of reforms to OPERS, including:

• Modernizing the mortality tables and requiring regular update*;
• Shifting future employee contributions to a defined contribution plan;
• Conver the annual 8% guaranteed rate of return to an assumed 8% lo be received over 

the lengui of members’ service;
• Temporarily suspending future cost of living increases for retirees in certain instances; and
• Creating a new, more independent, retirement system boaid.

In additior for new employees hired after Aug. 29, 2003, the state created a new retirement plan 
called the Oregon Public Service Retirement Plan, which includes both defined benefit and defined 
contribution components. Employer contributions fund the defined benefit plan, and employee 
contributions fund the defined contribution plan.

The legislative changes to OPERS resulted in an estimated reduction in the state's UAAL to $2.2 
billion from $4.6 billion. A number of lawsuits have been filed challenging some of the OPERS 
changes. The state intends to continue to defend the challenges. In October 2003, the state sold S2 
billion of GO POBs to further reduce its UAAL. The preliminary results of the OPERS 2003 actuarial 
valuation reported the pension system's funded ratio at about 97%. Empi iyer contribution rates 
under the valuation showed an increase to 18.27% from 9.96%.

West Virginia.
The West Virginia Teachers’ Retirement System (TRS) is a multiple-employer, defined benefit plan 
for 55 county school systems, certain state higher education employees, and the state boards of 
education and higher education. The state provides substantially all funding for the system. TRS has 
occupied the bottom rung among state plans in terms of funded ratios for some time. As of July 1, 
2003, the funded ratio was 19%, and the UAAL was $5.1 billion. The state supreme court has ruled 
that the UAAL of TRS is a public debt, and has required the state to fund TRS in an actuarially 
sound manner This requirement entails the elimination of the UAAL over a 40-year period beginning 
July 1, 19y4. enabling TRS tc meet cash flow requirements to fulfill future obligations to members.

While for a number of ^ears West Virginia has attempted lo clear the way to issue a POB to help 
lower or eliminate the UAAL in TRS and other state funds, its efforts have been blocked by legal 
issues, including the requirement for voter approval. If bonding is not an option, the state may have 
to pursue other avenues to cure its pension ills.

B Looking Ahead
States are under varying degrees of pressure to fund the burgeoning liabilities of their pension systems 
The common theme lies in developing strategies to manage increasing contribution rates at a time 
when other demands are conspiring to break the budget: growing health care, education, and security 
costs to name a few. Options to reduce pension liabilities or even slow their growth, and thus moderate 
contribution rates, are few and usually difficult to bring to fruition. Even with adequate investment 
returns, the pension funding problem will be in the forefront for at least a few more years, and possibly 
much longer if the markets don't cooperate. As if pension liabilities were not enough to handle, states 
and other governments will soon have lo deal with funding issues related to liabilities from Other 
Postempluyment Benefits (OPEB)--largely retiree health care costs. The GASB has established new 
accounting rules for reporting on OPEB liabilities. (For further information, see report titled "Reporting &



Credit Implications of GASB 45 Statement on Other Postemployment Benefits," published Dec. 1, 2004, 
on RatingsDirect.) Both pension and OPEB liabilities will act to constrain ratings over the foreseeable 
future.
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Public pension plan costs are becoming a bigger drain on U S. state and local 
government resources. Many state and local governments have been hit particularly 
hard in the past several years as they struggle with their worst deficits in decades
While current government employees watch their pension and other post-retirement 
benefit contributions rise sharply, a growing number of retired employees are becoming 
concerned about the future of their own pensions
As the various governmental jurisdictions decide how they will raise the money needed 
to fund these mounting benefit obligations, and how to target the root cause of the 
funding gap, Standard & Poor's Ratings Services is taking a closer look at pension and 
other post-employment benefits (OPEB) issues This article examines the credit 
implications of pension benefit and OPEB obligations and how accountants are revisiting 
the way municipalities can best reflect the true benefit obligations.

■  Credit Implications

When Standard & Poor's credit analysts determine the credit implications of public 
pension obligations, they look at these liabilities in the light of an employer's total debt 
structure with an eye for what the consequences may be on the employer's ability to 
pav debt service in meeting these benefit obligations.
"We want to have a reasonably current accounting of the retirement system's funding 
status, and an understanding of how the employer plans to manage th se liabilities," 
said Standard & Poor's credit analyst Parry Young. "Pension liabilities help shape an 
employer's credit profile, and the magnitude of the current challenge for some could 
contribute to rating downgrades. While some previously well-funded plans are in a 
better position to handle the new liabilities driven by poor investment returns and 
benefit enhancements, most plans and their sponsors are between a rock and a hard 
place," Mr. Young said
Other than facing the music and increasing contributions, the options for employers 
with increased unfunded liabilities to make significant funding progress are very 
limited On the liability side of the ledger, reducing benefit levels, which would lower 
liabilities, is very difficult to accomplish and frequently constitutionally prohibited
For example, in the state of Oregon's retirement system, member accounts were 
credited with a minimum 8% annual return even if the fund's market gains fell below 
that level. The state is tryi ,q to reform this and certain other features of the system, 
which would reduce the system's total liability by billions of dollars. These changes 
would be tested in the courts
Changing actuarial assump'ions could also result in decreased I abilities; however, the 
trends affecting some of the major assumptions are going in the wrong direction For 
example, with employees generally living longer, demographic assumption changes 
usually serve only to increase liabilities Some sponsors have delayed the 
implementation of updated mortality tables, but this only delays the inevitable impact 
on liabilities
On the asset side, because of the weak investment performance over the last several 
years, the upside potential for higher investment return assumptions is rather slim 
The only recent changes to investment return assumptions have been downward 
adjustments, which again increases liabilities
Another option for states is to defer or adjust contributions. Ir many cases, however,
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the states must make the full payment. Partial payments may be possible in any one 
year, but anywhere from 70% to 90% of employers generally make the full actuarially 
required contribution Illinois has a continuing appropriation once the actuary decides 
on the rate, the state has to make that contribution. In several California counties, if 
the board of supervisors does not make the contnbution set by the actuary, the 
county's independently elected auditor must take available county funds and piace 
them in the pension trust fund.
"It's a pretty strong mechanism," Mr Young said "Omitting or reducing contributions 
may be a short-term budgetary fix, but it does not solve the unfunded liability 
problem.”

■ The P ension  O bligation Bond Solution
Another solution to funding pensions is for states to issue pension obligation bonds 
(POBs), the proceeds of which are used to fund the plan and reduce the liability
"But you are left with a bond on your balance sheet." Mr Young said "The primary 
nsk is that you do not achieve a high enough investment return to cover the POB deot 
service cost or the actuarial investment return assumption, in which case tfte shortfall 
results in new unfunded liabilities Under this scenario, which has been the experience 
over the past several years, POB issuers are incurring new unfunded liabilities, and 
higher contribution rates related to that, on top of the additional expense of POB Jebt 
service,” he added.
Over the long-term, a POB might still be a workable solution, but in the short-term, 
they may add to fiscal s-tress, according to Mr Young A number of California issuers 
that issued POBs in the 1990s experienced poor returns, enhanced benefits, and 
adverse legal decisions, have reached reduced funding levels to the point where they 
are issuing POBs again. Hundreds of millions of POBs have been sold since May 
2002, mainly by California counties, along with more than $15 billion during the 1990s 
Several large POB issues are planned or have been completed, including one by 
Illinois for $10 billion

■ The Evolution o f P en sio n  A ccounting
Pension accounting has been dormant for many years, but the weak economic 
conditions are bringing it to light again, according to Standard & Poor's Chief 
Accountant Neri Bukspan. Worldwide, accounting standard setters, including the 
Government Accounting Standards Board (GASB), the U S Financial Accountants 
Standards Board, the International Accounting Standards Board (IASB), and the U K 
Accounting Standards Board have all announced, or are in the process of declaring 
numerous standard-setting activities related to accounting for pension and OPEBs, 
including chanqes to the required disclosures
For e, Triple, the IASB will decide whether "smoothing," a feature that makes it appear 
that a company is experiencing gains when they are actually recording losses, is 
acceptable By 2005, all EU-listed companies are required to adopt International 
Accounting Standards, and expected to reflect pension and OPEB obligations and 
related assets.
The recently issued GASB OPEB Exposure is important because OPEB liabilities 
previously were not required to be reflected as an obligation by governmental equity 
However, once the exposure draft is finalized, accounting for OPEBs will substantially 
conform to the accounting for pensions Pension and OPEB obligations are difficult for 
analysts to monitor due to the inherent uncertainties associated with the estimation 
process, the complexity and inconsistency of the applicable accounting models, and 
the lack of sufficiently robust and timely disclosures
To complicate matters, employers use an assortment of plans defined benefit, 
defined contributions, insurance contracts, pay-as-you-go, single-employer and 
multiple-employer arrangements, or any combination of these programs
The funding requirements also change; the governme.it dictates some and local 
funding regulators dictate others "Many times the actual funding to a plan could 
exceed the minimum funding rules, and different jurisdictions have different objectives
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when establishing the minimum funding requirements," Mr Bukspan said
Unlike pensions, OPEBs are generally funded on a pay-as-you-go basis, which has a 
cash stream that is very different from a pre-funding cash stream However, cash 
outlays, even in a pay-as-you-go program, can become extensive, particularly 
because of early retirement and downsizing
Due to the changing economic circumstances, sponsors are revisiting their pension 
assumptions, curtailing benefits in many circumstances, and revisiting funding needs 
and policies ‘There are near-term liquidity implications, as evidenced by pension 
obligation bond issuance, sale of noncore assets, and contributions of noncore assets 
to the pension plans," said Mr Bukspan
Although plan surpluses may be beneficial from a credit perspective, they cannot be 
viewed as cash equivalents, since the employer’s practical ability to tap them directly 
is generally limited
In its analysis, Standard & Poor's considers the ability of an entity to actually use the 
surplus, whether or not it is reflected in its financial statements Depending on the 
local laws, when a surplus exists, the employer can curtail contributions, or may use a 
portion of the surplus to fund other benefits. An employer may also be able to enrich 
pension benefits in lieu of wage increases and fund downsizing through early 
retirement programs
For public pension funds, any “excess" funding advantages flow to a sponsor through 
the pension contribution mechanism in the form of lower or temporarily omitted future 
contributions (“contnbution holidays"). Laws and regulations do not allow sponsors to 
directly remove such excess funds from a pension trust fund

l The Future of Public  P en sio n  P lan Scrutiny
For Standard & Poor's, the challenge is — as it always has been — to collect the most 
accurate information possible about the potential implications of a benefit plan on the 
entity's financial position and cash flow to understand the potential exposure involved 
Standard & Poor's will be paying close attention to actual and potential liabilities and 
cash flow requirements nf state and local governments arising from pension and other 
post-employment benefits
By Will Siss

Copyright C  1994-2004 Standard & Poor s a division o( The 
McGraw-Hill Companies All Rights Reserved Privacy Policy r v  ¥ (G rn w  H ill Compana
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Pub lica tion  date 08-Nov-2001
Credit Ana lyst: P any Young, N ew  York (1) 212-438-2120, Steven J M urphy, N ew  York (1) 212-438-2066

What do the vo la tility  in equ ity  prices and the dec lin e  in market ind ice s over the past year or two mean for 
the secu rity  o f  p u b lic  pension investm ents and, further vhat is the ir e ffec t on the stra tegy , used by a 
num ber o f  governmental pension sponsors over the last decade, o f s e llin g  pension ob lig a tio n  bonds to fund 
the un funded lia b ility  o f *’ " ir pension funds? Sp ec ifica lly , g iven  the current and expected market 
cond ition s, was the POB :. -ategy a good idea and, i f  so, does it s t i l l have v a lid ity , and does th is technique 
represent a v ia b le  opportunity for governmental sponsors who may fin d  them selves w restlin g  w ith  
un funded lia b ilit ie s  as a re su lt o f  the declines in equ ity  performance?

Research: Pension Obligation Bonds: Were They A Good Bet?

B rie f  H is to ry

W hile a few  POBs were done in the 1980s, they rca.i> came into the ir own in the 1990s w ith more than S10 
b i l lio n  be ing so ld  Over the last two years, on ly a few , re la t iv e ly  sm a ll, POBs have been floa led. The 
average p rincipa l amount for POBs ranged from S I00 m illio n  to $300 m illio n  w ith  a few  exceeding SI 
b il lio n  o r more. M ost POBs issued to date have been genera, ob liga tion or general fund secured, 
c ap ita liz in g  on the cred it q ua lity  o f  the pension system 's spon .or.

T h e  P O B  E x p e r ien c e  T h r o u g h  2000

W ith th is k ind o f  debt instrument, tim ing is ve ry  important and issuers o f POBs in the early- to mid-1990s 
cou ld  no t have had better tim ing W h ile  pub lic  pension funds du ring the 1990s were boosting the ir average 
a llo ca tion s in domestic equ itie s from  33% to almost 50%, the returns on this asset c la ss  were susta ined at 
le ve ls  w e ll above the h isto rica l experience. The average annual increase in the S&P 500 index for the 10 
f isca l years ended June 30, 2000 (most pub lic  pension funds have June fisca l years), w as almost 16%, 
compared to a h isto rica l average o f  about 10%. 1 he five-year total po rtfo lio  return fo r p ub lic  funds has 
averaged more than 13% These perform ances should be v iew ed in the context o f average investment 
return assum ptions for p ub lic  pension system s o f on ly about 8%

Fo llow in g  the is s t  e o f POBs to increase the fund ing sta tus or to fuUy fund a system , th is excess return 
phenomenon cou ld  easily re su lt in funded ratio s greatly exceeding 100%. However, in that actuaria lly  
funded pension system s tend to be self-ba lancing , th is  overfund ing im balance w ou ld  have been corrected 
by action s taken to affect e ither the pension fund's assets or lia b i li t ie s , or both. In these c ir . um stances, 
pension fund sponsors wou ld , upon the recommendation o f th c ij ac tuarie s, decrease or temporarily 
e lim ina te  pension contributions (con tribution ho liday), thus s low ing  the grow th o f asse ts On the lia b ility  
s id e , some sponsors made the dec ision  to improve employee benefits , in stan tly  increased lia b ilit ie s  but a lso  
ba lan c in g  overfund ing R egard less o f  how the "problem" o f o ve rfun d in g  was managed by sponsors or 
pension funds that used POBs prior to fisca l .1000, POBs produced, as prom ised , an econom ic benefit and 
in most cases it w as substantia l.



2001: H arb inge r of Tough Time* for POBs?

For the fisca l year ended June 30,2001, the S&P 500 declined 15 8% (and fe ll a further 15% in the next 
quarter), w h ich  was its worst performance since fisca l 1982 This fisca l 2001 resu lt fo llow ed  the below- 
average performance o f  positive 6% for f is c a l 2000 Fo llow ing two decades o f above-average equity 
re turns, it is  probable that these returns w i l l  approach tiic h is to r ica l pattern going forward

W hile a long-term environment o f weak investm ent returns w ill lower pension fund ing le ve ls , it may be 
premature for issuers o f POBs and pension fund:; in general to ad ju st investment expectations based on the 
most recent re su lts  A s more data become a va ila b le , i f  it is  apparent that a trend is deve lop ing , some 
reac tive changes made be needed. Regard less o f  the causes, any investm ent undcrpciform ance over an 
extended period o f  time w ill lead to actuaria l lo sses and new  unfunded lia b ilit ie s , re su lting in the need to 
increase con tribu tion  rates to b ring the system s back into ba lance I t  shou ld be kept in m ind that such a 
need w ou ld  be in sharp contrast to recent years, when a decrease in the needed con tnbution rates actua lly  
p rov ided budgetary f le x ib i l;*y fo r fund sponsors Many funds now use smoothing methods fo r actuaria l 
purposes in  va lu in g  assets lo spread investm ent ga in s and losses over up to f iv e  years Th is practice w ou ld  
temper the e ffec ts o f the fisca ls  2000 and 2001 investm ent return experience. W ith five-year smoothing, for 
example, ,>nly 20% o f the fisca l 2001 lo sses w ou ld  be inc luded in the June 30, 2001 va lua tion , which 
w ou ld s t i l l be tak ing into account prior yea r ga in s as far back as 1997

No matte; how sponsors who u t i liz e  a POB strategy choose to manage their actuaria l gains from  the excess 
investm ent re turn s fo llow ing POB sales (low er con tribu tions or increased benefits) , most are lik e ly  s till 
fu lly  funded , a lb e it w ith a lower cushion In  a long-term low er return environment w iih  dec lin in g funding 
le ve ls , those system s that have taken the b u lk  o f  their excess fund ing out o f  their POB suuc tu rc  may see 
troub le ahead

For exam p le , say a state so ld POBs in 1985 w ith a 30-year am ortization to fu l ly  fund its retirement system 
and had a\ rage annual investm ent returns o f 12% against its investment assumption o f  8% However, 
instead o f  perm itting the natural increase in the funded ratio that these conditions w ou ld  have caused, the 
sta le managed its funding ratio , through con tribu tion  ho lidays and benefit improvements, to maintain the 
ratio at around ! 00%. I f  we are in fact heading into a lower return period (the average annual increase in 
the S&P 500 fo i the 16 years from 1966 lo  1982 was a meager 2 7%, for example), the stale may have 
already reaped a ll its ga ins from the tran'"'ction structure and be headed for losses. I f  actuaria l losses start 
to be in c lin e d , con tributions w i ll have k  irease I f  returns fa ll be low  the interest cost on its  POB that w ill 
mean that the POB w ill have become a net fin anc ia l drair. I f  investment y ie ld s  fa l l be low  POB interest 
cost, to ta l debt serv ice , in c lud in g that on the POB, p lus normal and new unfunded actuaria l accrued lia b ility  
(due to lo w  returns) contributions, w ill now  be h igher than i f  the POB had not been so ld . To ju d g e  the fu l l 
e ffec t o f  a POB, however, any fu ture losses have to be weighed against prior period gains. W ith a POB, its 
u ltuna te success, or fa ilu re , can on ly be ju d g e d  at its  final m aturity is  approached The financ ia l dynam ics 
may be a w inn ing  form ula for 25 years, for example, and then a losing one in the last fiv e  years (or v ic e  
versa)

POBs Going Forward

Standard & Poor's factors the e ffec ts o f a pension ob liga tion  bond strategy in to the long term rating o f  the 
sponsor Standard &. Poor's has v iew ed POBs as a strategy for sav ings on eanym g charges as long as the 
transaction was structured conservative ly am! the assumptions were reasonable and attainable. Th is requires 
a c lea r fin an c in g  plan inc lud ing reasonable assumptions and manageable leverage. Prudent expectations for 
investm en t re turns and the cautious use o f resu ltan t sav ings help insure a POB's success. Another po sitive  
factor fo r a POB is , o f course, to be fortunate enough to se ll the bonds in a low  interest rate environment, 
thereby increasing the spread between interest costs and investment return expectations and lowering the 
risk  o f underperform ance The long-term expectations for investm ent returns have not yet changed because 
o f  the recent re turn experience or current econom ic and po litica l conditions and pub lic  funds w i l l  rely on 
d iv e rs if ic a tio n  o f  investm ents to maintain necessary total returns Thus, a sound POB plan today should be 
as v ia b le  as it was 10 years ago. The 2000 Pub lic  Pension Coordinating C ounc il Survey o f State and Loca l
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Sponsor Statement 
Senate Bill 161
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State Capitol 

Juneau. Alaska 
99801-1182 

(907) 465-4797 
Fax (90/) 465-3884

Stnxit District F

;dd§enate Bill 16^1I have introduced^enate Bill 161 id eliminate any barriers in sj 
might_prevent boisu*gh-^r*»qTTgent,s from instituting local frfx exemf 
and avoid tb^ stack in g  o f laj

C
This action is in keeping with Article X. Section 1. Of the Stat£ Constitution 
that, “ p r o v i d e s  f o r  m a x i m u m  l o c a l  s e l j - g o v e r n m e n t  w i t h  a  m i n i m u m  o f  

l o c a l  g o v e r n m e n t  u n i t s , a n d  t o  p r e v e n t  d u p l i c a t i o n  o f  t a x - l e v y i n g  

j u r i s d i c t i o n s .  ”

If a borough determines it is intli£-bfc$^iterest of the local government to 
equalize taxes by providing^n exemption for a tax alreadyJcAded by .axity 
within their boundaries they'should-be^ble.todo so^

Without this option, the flexibility needed to maintain a reasonable revenue 
source for programs and services throughout the municipality could be 
seriously jeopardized.

Email Senator_Gene_Therriault®legis stale ak.us



Alaska State Legislature
Senator (»ary Stevens, Ch; r
Alaska State Capitol, Room 103 
Juneau, Aluska 99801-1182 
Phone 907-465-4925 
Pax 907-465-3517

Committee
Senator Bcp 
Senator Tom' 
Senator John 
Senator AHxrri

S e n a te  C o m m u n i ty  a n d  Regional  Affa irs  C o m m i t t e e

A g e n d a

M onday, April 13, 2005, 1:30 -  3:30 p.m . 
B elt/ C om m ittee Room 211

R elating to a borough sales tax exem ption  fnr a source that is taxed 
hy a city in that borough

+■
. It will he in tro du ced  hy  D ave  S ta n c l i f f  l^ r  Sen . T h c r r iault. Il h as  a fu r th e r  referral 
ttee. T h e re  is a z e ro  fiscal note. T h e  d e p a n m e n t i D C C l T b ) will no t  be tes t ify ing .—   c__

On te le c o n fe re n c e  is R en e e  B ro k er  w ith  the F a irb a n k s  N orth  S ta r  B o ro u gh  w h o  will p ro v id e  a 
b a c k g ro u nd  on  a F N S B  e le c t io n  ( to  raise  the a lcoho l tax that e x e m p te d  the local gov ts .  T ha t  e lec t ion  

( r e su lted  in a c h a l le n g e  by  the In te r io r  C l  IA R R  -  w h o  a re  t ry in g  to  n eg a te  the tax hy  c h a l le n g in g  the 
B o ro u g h ’s p o w e r  to part ia lly  e x e m p t  c i t ie s  w ith in  B o ro u g h 's .

O verview : Taxation o f m ining property; contracts approved hy m unicipalities for 
paym ent in lieu o f taxes (Pending introduction)

• SB 120 lixth^pting the state and itsjjp litical subdivisions from  daylight saving time

Sponsored hy Sen. Olson, (plusAVagoner, Dyson and Stedman). This hill has a further 
referral to the Labor and Comipe^eCoinmittec. The House companion hill (MB 176) is 
sponsored by Rep’s. Suhporf, Kohrmg, Croft and Gruenberg). 

There will bexfveral people online to testify.



TABLE 1
2004 Mun cipalities: Class, Populations and Tax Types - continued

Municipality Typa o l Municipality Population Proparly 
Tax

Salas
Tax

Spaclal 
Tax

H oonab First C lass City 850 No 5% No
H ooper Bay S econd  C lass City 1,109 No 4% No
Houston S econd  C lass City 1,351 Yes 2% No
H ughes S econd C lass City 64 No No No
Huslia S econd  C lass City 284 No No No
Hydaburg First C tass City 369 No 4% No
Ju n eau , City A Borough of Unified Home Buie 31.246 Yes 5% 7% Bed Tax/ 3% Liquor Tai/ $.30/pad< Tobacco Ti
K achem ak S econd  C lass City 478 Yes No No
Kake First C lass City 683 No 5% No
Kaktovik Second  C lass City 295 N o ' No No
Kaltag S econd C lass City 223 No No No
K asaan S econd  C lass City 57 No No No
Kenai Hom e Rule City 7,123 Yes 3% No
Kenai Peninsula Borough S econd C lass Borough 51,398 Yes 2% No
Ketchikan Homo Rule City 7.989 Yes 3.50% 6% Bed Tax
Ketchikan Gateway Borough S econd C lass Borough 13,533 Yes 2% 4%  Bed Tax
Kiana S econd C lass City 408 No 2% No
King Cove Firs: C lass City 725 No 4% 4% Seafood Proc/Bus;ness impact tax-tlat rale
Kivalina S econd  C lass City 388 No NR No
Klawock First C lass City 847 No 5.50% 6%  Bed Tax
Kobuk S econd C lass City 125 No No No

x ,  Kodiak Home Rule City 6,113 Yes 6% 5% Bed Tax
X  Kodiak Island Borough S econd C lass Borough 13,797 Yes No 9 25 mill S everan ce  Tax/5% B ed Tax

Kollik S econd  C lass City 605 No 3% No
KoUebuo S econd  C lass City 3,070 No 6% 6% Bed Tax/ 6% Alcohol Tax
Koyuk S econd  C lass City 341 No 2% No
koyukuk S econd C lass Cily 108 No No No
Kupreanol S econd C lass City 30 No No No
Kwethluk S econd C lass City 709 r Jo 5% No
Lake A Peninsula Borough Home Rule Borough 1.627 No No 2% Raw Fish Tax/Guide Fees/6% Bed Tax
L arsen Bay S econd  C lass City 96 N o' 3% No
Lower Kalskag S econd C lass Cily 267 No NR NR
M anokotak S econd C lass City 405 No 2% No
Marshall S econd  C lass City 365 No 4% No
M atanuska-Susitna Borough S econd  C lass Borough 67,526 Yes No 5%  Bed Tax
McGrath S eco nd  C lass City 405 No No No
Mekoryuk S econd C lass City 205 No 2% No
Metlakatla Federal Law 1,397 No No No
Mountain Village Second C lass City 753 No 3% No
N apakiak S econd C lass City 380 No 3% No
N apaskiak Second C lass City 424 No No No
N enana Home Rule City 385 Yos 4% No
New Stuyahok S econd C lass City 491 No No No
Newhalen S econd C lass City 171 No 2% NR
Nightmute S econd C lass City 229 No 2% No
Nikolai S econd C lass City 123 No No No
K m e First C lass Cily 3,414 Yes 5% 4% Bed Tax
Uondalton S econd C lass City 216 No NR No
Noorvik S econd  C lass City 648 No 3% No

X  North Pole Home Rule City 1,609 Yes V S * N o ( V c m . i 4 d  ' - 4 %  i o o v A
North Slope Borough Home Rule Borough 7,228 Yes No No
Northwest Arctic Borough Home Rule Borough 7,293 No No No
Nuiqsut S econd  C lass City 416 N o' No No
Note: Municipal populations 
'  Indicates that City d o es  not

are  Irom the S tate  Departm ent 
levy property tax, but Borough

of la b o r
in which City is located does
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TABLE 1
2004 Municipalities: Class, Populations and Tax Types

Municipality Type of Municipality Population Property
Tax

Sales

Tax

Special
Tax

Adak Second C lass City 74 No 3% 2% Fuel Transfer Tax
Akhiok Second C lass City 51 No* No No
Akiak '  ■•cond C lass City 346 No No No
Ak u tan Second C lass  City 787 No NR NR
Alakanuk Second C lass City 663 No No No
Aleknagik Second C lass City 235 No 5% 5% Bed Tax
A leutians E ast Borough S econd C lass  Borough 2.688 No No 2% Raw Fish Tax
Allakaket S econd C lass  City 95 No No No
Ambler Second C lass City 291 No 3% No
Anaktuvuk P ass Second C lass  City 319 No* No No
Municipality of Anchorage Unified Homo Rule 273,565 Yes No 8% B*1 T» & Oat Too»cco T*/Atfe/Vl (A«i)
A nderson Second C lass City 377 No No 8% Utility Tax
Angoon Second C lass City 507 No 3% 3% Bed Tax
Aniak Second C lass  City 541 No 2% No
Anvik Second C lass City 105 No No No
Atka Second C lass City 94 No No 2% Raw Fish T ax /10% Bed Tax
A tqasuk S econd C lass City 228 No* No No
Barrow First C lass  City 4.412 No* No No
Bethel Second C lass City 5,886 No 5% 3% Bed/5% Alcohol/5% Gaming/MVRT
B etties Second C lass  City 32 No No $ 02/gal Fuel Transfer Tax
Brevig Mission Second C lass City 313 No 3% No
Bristol Bay Bore igh Second C lass Borough V 0 3 Yes No 3% Raw Fish Tax/10% Bed Tax
Buckiand S econd C lass  City 409 No 6% No
Chefornak Second C lass  City 434 No 2% 2% Raw Fish Tax
C hevsk S econd C lass City 883 No NR No
Chignik Second C lass City 91 No No 1% salrr n tax /1% other seafood
Chuathbaluk Second C lass City 102 No No No
C larks Point S eco n J C iass  City 66 No NR No
Coffm an Cove Second C lass  City 164 No NO No
Cold Bay Second C lass City 95 No No 8% Bed Tax/S 04/gal Fuel Tax
Cordova Home Rule City 2.298 Yes 6% 6% Bed Tax/6% Vehicle Rental Tax
Craig First C lass  City 1,495 Yes 5% 6% Liquor Tax
Deermg S econd C lass City 131 NO 3% No
Delta Junction S econd C lass City 963 No No No
Denali Borough Home Rule Borough 1,917 NO No S«v Ta« $ 06/yd g/av«i-S OS too-coa>-S Bed Ta< 7%
Dillingham First C lass City 2.390 Yes 6% 10% Bed Tax / 10% Liquor Tax/6 o Gaming
Diomede Second C lass City 137 No 3% No
E agle Second C lass City 126 Yes No No
Eek Second C lass City 290 No 2% No
Egegik S econd C lass City 82 Nu No 2% Haw Fish Tax
Ekwok S econd C lass City 128 No No No
Elim S econd C lass City 342 No 2% No
Em m onak S econd C lass City 758 No NR No

^ F a i r b a n k s Home Rule City 29.002 Yes No 8% Bed Tax/ 5% Alcohol Tax/ 8% Tobacco Tax
y  Fairbanks North Star Borough Second C lass Borougn 82,131 Yes No 8% Bed Tax 4- £ %  *  2 -o O \|

F alse  P ass Second C lass City 69 No 2% 6% Bed Tax
Fort Yukon Second C lass City 560 No 3% No
G alena First C lass City 744 No 3% No
Gambell Second Clas* City 647 No 3% No
Golovin Second C lass City 15F No No No
G oodnew s Bay S econd C lass City 244 No No No
Grayling Souond C lass City 162 No No No
G ustavus S th c n d  C lass City 473 No 2% 4% Bed Tax a s  of 4-1-04
H aines B orough" Home Rule Borough 2.319 Yes 5 5% 4% Bed Tax/4% Tour Tax
Holy Cross Second C lass City 204 No No No
H om er Firs! C lass  Ci*v 5.865 Yes 3.50% No
Mote Municipal populations are from the Slale Depar enl of Labor 
•Indicates lhal City does not levy properly lax. but Borough in which City 
•‘ The City ot Haines and the Haines Borough consolidated In 2002, into

is located does
a single Home Rule Government
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E m p i re  e d i t o r i a l :  An u n t im e l y  ta x  
p roposa l
S u n d a y ,  Ai ju s t  22, 2 0 0 4

Bar owners and anti-alcohol forces are loading their verbal weapons for a 
showdown Monday night at the Juneau Assembly meeting.

Some would like to see a ballot measure this October tha t would boost 
the alcohol sales tax from the 3 to 5 percent. That's In addition to the 
existing sales tax on all items, which means drinkers wou'd be paying a 
10 percent tax fo r a libation.

The arguments for and against stopping the ills o f society through 
taxation are already flying. But moral arguments aside, this simply isn't 
the right time to hoist the tax on spirits.

First of all, the city could end up spending a sizable chunk of change 
fighting for tne tax in court, if the increase wins voters' approval. 
Faircanks North Star Borough is tangled up in such a case tha t has made 
its way to the Alaska Supreme Court. Borough voters approved a 5 
percent liquor tax last October, but business owners challenged the 
legality of it, based on a state law tha t restricts the imposition o f taxes on 
alcohol.

Already, City Attorney John Hartle has recommended that revenue from  a 
5 percent alcohol sales tax in Juneau be set aside, rather than spent, 
because of the legal ambiguity. So it doesn't make sense to impose such 
a tax when it's unclear whether it w ill even fly in court.

Nor w ill the city be able to immediately benefit from this revenue. While 
alcohol-tax supporters say tha t this money could be used to offset the 
problems created by excessive drinking, the city does not know at this 
time if it's legally possible to use the increased funds for those purposes.

Second, the city has already put local bars through one major transition 
in the next few years - making them to ta lly smoke-free by 2008. Banning 
smoking in all bars was the righ t thing to do, but it has many bar owners 
nervous they're going to struggle to keep customers.

h ttp :// juneauem p ire .com /cg i- b in/p rin tit2 0 0 0 .p l 1/24/2005
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Since three out of four Juneau residents don't smoke, it seems more 
likely that clientele in bars may shift from smokers to nonsmokers. But 
it's not going to be easy for bar owners to convince nonsmokers to 
frequent their newly smoke-free taverns if drink prices have jumped 
because of a tax hike.

This simply isn't the time to hit up one segment of Juneau's businesses 
for revenue that the city ultimately may not be allowed to touch.
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A laska S tatu tes  2 9 .45 .650-710  authorize  the levy o f  bales and use taxes  at the  municipal level. 
The statu tes  give  broad  authority to m unicipalities to levy  taxes on sa les, ren ts  and services 
p rov ided  w ith in  the municipality . There  arc only  a c oup le  o f  l im ita tions  p laced  upon 
m unic ipali t ies  in regards  to levying a sales tax. Orbital space facilities arc e xem p t from the levy 
o f  sa les  tax and  a lcohol m ay  not be taxed unless other i tem s are  sim ila r ly  taxed . A borough may 
not levy a sa les tax on  food coupons, food stamps, or o the r  types  o f  certif ica tes  issued under the 
federal Food S tam p Act. A borough may not levy or collect a sales or use tax on (1) physical 
transfer o f  refined  fuel, un less in connection  with a sale or use in the bo rough , or (2) wholesale 
sales o r  transfers  o f  fuel refined in the borough. A sale is in the borough  i f  the  fuel is delivered 
to the buyer  in the borough. Local o rd inance may grant o ther exem ptions .

A general law m unicipali ty  that levies a sales tax may levy a use tax on  the storage, use or 
consu m p tio n  o f  tang ib le  personal property: however, the use tax rate m ust equal  the rate o f  sales 
tax and  may on ly  be levied on buyers. These limits do not apply  to hom e rule municipalities.

T here  are  no limits by statute  on the rate o f  levy fur sa les  or use taxes  for a municipality . Such 
taxes a re  defined  in T itle  43 as taxes imposed with respect to transfer for a considera tion  o f  
ow nersh ip ,  possess ion  or cus tody  o f  tangible personal p roperty  or rendering  o f  services 
m easure  i by the  p rice  o f  the tangible personal property transferred  o r  serv ices rendered and 
which  ib requ ired  by state o r  local law to be separately stated from  the sales price  by the seller or 
w hich  is cus tom arily  separa te ly  stated from the sales price, but does  not include a tax imposed 
exc lus ive ly  on  the sale o f  a specific com m odity  or article or c lass o f  com m od it ies  or articles.

Title 2 9 .4 5 .S 10. exem ptio n  from municipal taxation, s ta tes that for a party to a contract approved 
by the legislature  as a result o f  subm ission under the S G A , the p roperty , gas. products  and 
activ ities  associa ted  w ith  such  approved, qualified pro ject are exem p t,  as specified in the 
contract, from all taxes  identified in the Act that w ould  be levied and collec ted  by a municipality 
under state law  as a consequence  o f  the participation by the party  in the approved  project.

Revenues by Tax Type
A t an April 16. 2004 M A G  meeting, there was general d iscussion  o f  sales a n d  use iaxc> and the 
d iffe rences  betw een  m un ic ipa li t ies '  taxes and tax rales, exem p tion s ,  adm in is tra t ive  procedures, 
and transaction  caps. T here  w as discussion about sa les/use  tax res tr ic tions during  construction 
and /o r  opera tions . Finally, there w as discussion about w he ther  the adm in is tra t ive  com plexity  or 
the adm in is tra t ive  cos ts  would be balanced  by potential sav ings  to a successfu l applicant.

T h e  fo llow ing  tables sh ow  each m unic ipa li ty ’s tax types, tax revenu es  and percen tage  o f  total tax 
revenue  by type. T he  inform ation w as  taken  from A laska  T axab le  2003 .

Municipal Sales Taxes

M un ic ipa lity  o f Anchorage
Tax Tax Revenues % of Total Tax
Property Tax S315.874.931
General Sales Tax 0
Bed Tax S 11.007.248
Alcohol Tax 0
Tobacco Tax S 5,349.091
Other Special Use Tax S 4,682.406 (car rental tax)
Other Special Use Tax S 202,860 (aircraft tax)
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City o f Delta Junction
No sales or special taxes

C itv o f Fairbanks
Tax Tax Revenues % of Total Tax Revenues
Property Tax 58,076,192
General Sr les Tax 0
Bed Tax $1,786,026 14,46%
Alcohol Tax 51,162,927.83 941%
Tobacco Tax 5799.567 6 47%
Other Special Use Tax

Fairbanks North Star Boroug i
Tax Tax Revenues l%  of Total Tax Revenue
Property Tax 568,013,870
General Sales Tax 0
Bed Tax 8% 51,305,822 2%
Alcohol Tax 5% Effective July 1. 2004
Tobacco Tax 8% Effective July 1, 2004
Other Special Use Tax

Haines Borough
Tax Tax Revenues % of Total Tax Revenue
Property Tax $1,818,643
General Sales Tax 5.5% 51,899,249
Bed Tax 4% 5 101,683
Alcohol Tax
Tobacco Tax
Other Special Use Tax 4% S 191,192 (Tour Tax)

Kenai Peninsula Borough
Tax Tax Revenues % of Total Tax Revenue
Property Tax 541,693,443
General Sales Tax 2% S14.370,582
Bed Tax 0
Alcohol Tax 0
Tobacco Tax 0
Other Special Use Tax 0

C itv o f North Pole
Tax Tax Revenues % of Total Tax Revenue
Property Tax 5 755,335
General Sales Tax 3% 51.336,630
Bed Tax 0
A'cohol Tax 0
Tobacco Tax 0
Other Special Use Tax 0
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North Slope Borough
Tax Tax Revenues % of Total Tax Revenue
Properly Tax S199.653.165 100%
General Sales Tax* 0
Bed Tax 0
Alcohol Tax 0
Tobacco Tax 0
Other Special Use Tax 0
*NSB receives a payment in lieu of taxes for economic development

Citv of Seward
Tax Tax Revenues % of Total Tax Revenue
Properly Tax S 712,175
General Sales Tax 3%* S2.165.586
Bed Tax 4% S 217,482
Alcohol Tax 0
, obacco Tax 0
Other Special Use Tax 0
Effective April 1, 2003 the sales rate is 4%

Skagway
Tax Tax Revenues % of Total Tax Revenue
Property Tax SI. 148,146
General Sales Tax 4% 52,531.977
Bed Tax 8% S 91,782
Alcohol Tax
Tobacco Tax
Other Special Use Tax

Valdez
Tax Tax Revenues % of Total Tax Revenues
Property Tax S20,260,164
General Sales Tax j
Bed Tax 6% S 256.803
Alcohol Tax 0
Tobacco Tax 0
Other Special Use Tax 0

Transactions Lim its/Exem ptions for General Sales Tax

Evaluating the cost/benefit  o f  sa les  taxes requires discussing  the various transaction  limits and 
exem ptions  m unicipalities  have in their sales tax code. A com ple te  list o f  exem p tio ns  for all 
m unicipali t ies  that levy a sales lax is attached.

City o f  North Pole: seventeen exem ptions  from sales tax. The transaction cap am ount is 
$200.00. W ith  a 3%  sales tax. the m axim um  tax per transaction  is $6.00.

Haines Borough: 3 1 exem ptions from sales tax. no transaction  limits, with the exception o f  the 
sale o f  construction  materia ls and services exceeding  $10,000 .00 . C onstruction  m ateria ls are 
defined  as those items becom ing a perm anent part o f  the structure. C ontrac tors  m ay  apply for a 
num bered  sa les tax exem ption  perm it w hich  exem pts  the purchaser  from p ay in g  sales tax on the 
particu lar project.
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The Haines B orough  defines “retail sa le” as any  sale o f  real or tangib le  personal  property , 
including barter, credit, installment and conditional sales, for any purp ose  o th e r  than  resale in the 
regular course o f  business. The delivery  o f  property  in the B orough by  a se ller  w ho se  principal 
place o f  business is outs ide  the B orough  to a buyer or consum er is a retail sa le  m ad e  within the 
B orough if  such retailer  m ain ta ins  any office, distribution, o r  sales house, w areh o u se  or any 
o ther place o f  business, or  solicits business or receives orders through any agent, salesp erson, or 
o ther type o f  representation within  the Borough.

C ity  o f  S k a g w a y :  22 exem ptions  from sales tax in code, no specific  t ransaction  limit. However, 
sales o f  building and construc tion  materials exceed ing  S2,500 for use on any one  construction 
project approved by a city build ing  perm it and  paid for by any one p u rchase r  d u r ing  any  12- 
consecutive  m onth  period is exem pt from sales tax. In addition, con trac ts  and  subcontrac ts  for 
any new construction  and reconstruction  services on projects and s tructu res for industrial, 
com m ercial ,  residential, and nonprofit  purposes  are exempt.

C ity  o f  S e w a rd :  15 exem ptions  from sales tax. T he  sales tax is app lied  only  to the first $500 o f  
each separate sale, rent o r  serv ice  transaction. A transaction invo lv ing  p ay m en t  for services or 
personal property to be rendered  o r  delivered  over  a period o f  m o r : than one  m on th  for a 
consideration in excess o f  $500 shall be treated as several separate  transactions.

K en a i  P e n in s u la  B o ro u g h :  approx im ate ly  22 exem ptions  from sales tax. T axes  are assessed on 
the first $500  per transaction. KPB has an exem ption  for sales o f  bu ild ing  construc tion  materials 
for ow ner/bu ilders  and  only  if the materials becom e part o f  the perm anen t s tructure. The 
borough charges  a fee o f  $100  for a lax exem ption  certificate for o w ner/bu ilders .

On taxing jurisd ic t ion , KPB code  states the rale o f  tax to be added to the sale price  is based on 
the place o f  sale, which  for g oods  and m erchandise  is the location o f  the retail outlet;  the same 
rule applies i f  the invoice includes a charge  for installation. W hen g oo d s  are  delivered  into the 
borough from outs ide o f  the borough and the seller mainta ins an ong o in g  physica l presence  in 
the borough, the location o f  the se l le r 's  in-borough presence will d e te rm ine  the p lace  o f  sale. If 
a eller has no ongoing  physical presence in the borough but has es tab lished  nexus w ith the 
b ough, the point o f  delivery  will determ ine  the place o f  sale. I f  the  seller  has no ongoing  
physical presence  in or nexus with the borough the sale is not subject to the borough  sales tax. 
N exus m eans the seller  has established a connection  within the borough  by use o f  m arketing  
techniques or sales, w h ich  establish  or m ainta in  a m arket foi its g oo d s  in the borough.

O t h e r  Poit.*s o f  D iscussion

In order to determ ine  the cos t/benefit  o f  e lim inating  or m odify ing  m unicipal  sa les /use  taxes for 
purposes o f  a con trac t  under the SG A. the fo llow ing  are items that m a y  w arran t  further 
d iscussion:

M ateria ls/goods particu lar to gas pipeline  project 

Point o f  sale for m ateria ls /goods

Likely tax am o un t  for app lican t  g iven  sales tax rates, exem p tion s  and transac tion  limits

C o ct o f  adm inistration  o f  m odify ing  or e xem pting  gas pipeline  m a .e ria ls /goods/se rv ices  from 
existing taxes

Ease o f  expand ing  existing exem ptions , i.e. construction materia ls , for gas  pipeline 
m ateria ls /goods/serv ices
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FISCAL NOTE

OPERATING EXPENDITURES FY 2006 FY 2007 FY 2008 FY 2009
Personal Services 

Travel 

Contractual 

Supplies 

Equipment 

Land & Structures 

Grants & Claims 

Miscellaneous

TOTAL OPERATING

1002 Federal Receipts

1003 GF Match

1004 GF

1005 GF/Progi ;m Receipts 

1037 G F/M ental Health

Other (Specify Type-Do not abbreviate) 
TOTAL

CAPITAL EXPENDITURES

CHANGE IN REVENUES ( ) |

'105 LEGISLATIVE SESSION Bill Version: SB161

() Publish Date

S T A T E  O F  A L A S K A  Fiscal Note Number: _____

Revisior Date/Time (Note if correction):________________ Dept Affected;_________Commerce
Title Borough Sales T ax Exemption______________________ RDU C jm m  Assist & Ec Dev (405)

__________________________________________________________________________ Com poner* Com m unity Advocacy_________

Sponsor State Affairs__________________________________________  _________________________________

Requester Senate Com m unity & Regional Affairs_______________Com ponent No. 2703

Expenditures/Revenues (Thousands of Dollars)
Note: Amounts do not include inflation unless otherwise noted below ___________________________

FY 2010

FUND SOURCE (Thousands of Dollars)

FY 2011

E s t im a te  o f  a n y  c u r r e n t  y e a r  (FY2005) c o s t :  0 0
M ark th is  b o x  (X) if f u n d in g  fo r  th i s  bill is in c lu d e d  in th e  G o v t  V s  FY 2006 b u d g e t  p r o p o s a l :  I I

F TSITIONS
Full-time

Part-time

Temporary

ANALYSIS: (Attach a separate page if necessary)

This legislation allows that a borough may wholly or partially exempt a source from a borough 
sales tax if it is already taxed by a city in the borough

It would not create a fiscal impact on the operations of the dapartment.

Prepared by: Michael Black. Direc.or________________________________  Phone 269-4535

Approved by Edgar Blatchford, Commissioner____________________________________________ D a‘e 4/11/2005________

Agency Commerce. Community, and Economic Development_____________

Division Community Advocacy__________________________________ Date/Time 4/11/05 6 11 PM
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Representative Jay Ramras 
Co-Chair, House Resources 
V-Chair, Economic Develop. 

Tourism & Trade 
House State Affairs 

119 N. Cushman St Suite 207 
Fairbanks. Alaska 99701 
Phone: (907)452-1088 
Fax: (907)452-1146

A la s k a  S > tn t f  l e g i s l a t u r e

i) o u S f  o f R rp r rS n ita t iO fS

M E M O

While in Session 
State Capitol, Room 104 

Juneau, Alaska 99801-1182
(907)465- 3004 
Fax: 465-2070 

Toll Free: (877) 465-3004 
e-mail

Representative_Jay_Ramras 
@legis.state.ak.us 
House District 10

To: S e n a t o r j i t r t  S ted m an
O th4 \  S e n a te  C o m m u n i ty  a n d  R eg iona l  A ffa irs  C o m m it te e  

Fm: J i n T j ^ d s £  C h ie f  o f  S ta f f

Cc:

Date: A pri l  7, 2006

Re: R eq ues t  fo r  h ea r in g  o f  C S H B  334

P lease  accep t  this M e m o  as a req ues t  for the S e n a te  C o m m u n i ty  and  R egional  A ffairs  
C o m m it te e  to hea r  C 'SIIB 334, "An Act relating to an exem ption from  and deferral o f 
m unicipal property taxes for certain types o f  deteriorated property." C S H B  334  will a l low  
d e v e lo p e rs  an o p p o r tu n i ty  to seek  c o m m e rc ia l  f in a n c in g  to re fu rb ish  d e te r io ra t in g  s tru c tu res  h y  
g iv in g  them  a spec if ic  t im e line  for tax defe rred  sta tus .

T h a n k  you  in a d v a n c e  for s c h e d u l in g  I IB 3 34  befo re  the  S e n a te  C o m m u n i ty  and  R egional 
A ffa irs  C o m m it te e .

A tta ch m en ts :  S p o n s o r  S ta tem en t .  C S H B  334  (F IN ),  H B  334 , Fiscal N otes , A S  2 9 .4 5 .0 5 0 , 
S u p p o r t  letters. M in u tes  o f  2 Is* A K  L eg is la tu re  H C R A  re: H B  76, C S H B  76 (C R A ) ,  C S H B  76 
(R L S )  am  S

The in fo rm a tio n  con ta ined in th is m emo is CONFIDENTIAL a n d o r  p r iv ile g e d . T h is  memo is in tended to be 
re v iew ed  in it ia lly  b y  o n ly  the in d iv id u a l nam ed above . I f  the reader o f  th is page is noi the in tended rec ip ien t o r a 
rep resen ta tive o f  the in tended rec ip ien t, you are hereby no tif ie d  that any re v iew , d issem in a tio n , o r copy in g  o f  th is 
m emo o r the in fo rm a tion  con ta ined here in is p roh ib ited . I f  you have re ce iv ed  th is memo in  erro r, p lease 
im m ed ia te ly  n o tify  the sender b y  te lephone and re turn th is m emo to the sender at the above address .

Thank you



Representative Jay Ramras 
Co-Chair, House Resources 
V Chair, Economic Develop.

S l a g b a  S > t a t e  l e g i s l a t u r e While in Session 
State Capitol, Room 104 

Juneau, Alaska 99801-1182
Tourism & Trade 

House State Affairs
(907) 465- 3004 
Fax: 465-2070

* 19 N. Cushman St. Suite 207 Toll Free: (877) 465-3004
Fairbanks, Alaska 99701 
Phone: (907)452-1088 House District 10Fax: (907)452-1146

3|ous(e of 3\rprc£entatibcg

Sponsor Statement 
CSHB 334(Fin)

"An Act relating to an exem ption from  and deferral o f  m unicipal property taxes for certain  
types o f deteriorated property."

In sev era l  c o m m u n i t ie s  a ro u n d  the  s ta te  w e  h ave  seen  p riva te  p ro p er t ie s  go from  p ro sp ero u s  
o f f ic e s  and  res id en tia l  b u i ld in g  in the  b o o m  c y c le  to  e m p ty  e y e so re s  in o u r  busts .  T o d ay , o u r  
e c o n o m y  is re tu rn ing , on  a m o re  s tab le  fo o tin g  th an  ever  before , and  new  d e v e lo p e rs  are look ing  
as  th e  she lls  o f  a  b u i ld in g  as an  o p p o r tu n i ty  to refu rb ish  w ith o u t  c o m p le te  reco ns truc tio n , 
re v i ta l iz in g  n e ig h b o rh o o d s  and  c it ies .

H o w  C S H B  33 4  w ill  help  w ith  this p lan  is b y  rev is in g  ex is t in g  tax  deferral  language , m a k in g  it 
c learer .  It a lso  p la c e s  a d e a d l in e  on  the  e x e m p t io n  that c o in c id es  w ith  ex is t ing  tax deferral 
sun se ts .

T h e  p r im a ry  d if fe ren c e  in the  la n g u a g e  a l lo w s  for the  d e v e lo p m e n t  o f  c o n d o m in iu m  o r  o ff ice  
ty p e  b u ild in g s  to  b e  e s tab lish ed  in w h a t  a re  c u r re n t ly  re fe rred  to a s  d e te r io ra ted  s tructures. A t the 
d is c re t io n  o f  the  local g o v e rn m e n t  the  tax defe rra l  is spe lled  out. T h e  deferra l  e n d s  e i ther  w h e n  
the  d e v e lo p e r  t ran sfe rs  o w n e rs h ip  o f  par t  o r  all o f  the  p rop er ty  o r  on  a  p re v io u s ly  agreed  u po n  
d a te .  T h is  c le a re r  lan gu age  a l lo w s  a d e v e lo p e r  m o re  s tab ili ty  and  an abil i ty  to secu re  the 
n e c e s sa ry  loans fo r  the reco n s tru c tio n .

Representative_Jay_Rai nras@legis. state, ak. us



FISCAL NOTE
STATE OF ALASKA
2006 LEGISLATIVE SESSION

Revision Date/Time (Note if correction):___________
Title Municipal Property Tax Deferral/Exemption

Fiscal Note \umber:
Bill Version:
(H) Publish Date

Dept Affected:

■r d u

1
HB 334

2/1/06

Commerce

Com m  A . sist & Ec Dev (405)

Com ponent Com m unity Advocacy

Sponsor

Requester
Ramras

House Community & Regional Affairs Com ponent No, 2703

Expenditures/Revenues (Thousands of Dollars)
Note Am ounts do not include inflation unless otherwise noted below

O P E R A T IN G  E XP E N D ITU R E S F Y  2007 F Y  2008 FY 2009 FY 2010 FY 1011 F Y  2012

Personal Services

Travel

Contractual

Supplies

Equipment

Land & Structures

Grants & Claims

Miscellaneous

T O T A L  O P E R A TIN G 0 .0 0 .0 0 .0 0 .0 0 .0 0 .0

C A P IT A L  E XP E N D ITU R E S

C H A N G E  IN R E V E N U E S  ( )

F U N D  S O U R C E (Thousands of Dollars)

1002 Federal Receipts

1003 G F Match

1004 GF

1005 GF/Program Receipts

1037 G F/M ental Health

Other (Specify Type-Do not abbreviate)

TO T A L 0 .0 0 .0 0 .0 0 .0 0 .0 0 .0

E stim ate  o f any curront year (FY2006) cost: 0 .0
M ark this b ox (X) if funding  for th is  bill is included in the G ove rno r's  FY 2007 budget p roposal: I

P O S ITIO N S

Full-time

Part-time

Temporary

A N A L Y S IS : (Attach a separate page if necessary)

This legislation relates to an exemption from and deferral of municipal property taxes for certain types of 
deteriorated property It does not impact the operations c ' he department

Prepared by: 

Division

Approved by: 

Agency

Mike Black, Director Phone 269-4535

Community Advocacy Date/Time 1/30/06 3:34 PM

William C Noll, Commissioner Date 1/30/2006

Commerce, Com m unity and Economic Development
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FISCAL NOTE
STATE OF ALASKA
2006 LEGISLATIVE SESSION

Revision Date/Time (Note if correction/
Title Deferral m uniopal property ta>

Dept. Affected 

|RDU
Com ponent _________

Fiscal Note Number.
Bill V ersion:
(H) PtOlish Date

C S H B 3 3 4 tFIN)

2/22/06

All

Sponsor

Requester

Rep. Ramras

House Finance Committee Com ponent No.

Expenditures/Revenues (Thousands of Dollars)
Note: Am ounts do not include inflation unless otherwise noted below

O P E R A T IN G  E X P E N D IT U R E S F Y 2007 FY 2008 F Y  2009 FY 2010 F Y  2011 F Y  2012

Personal Services 

Travel 

Contractual 

Supplies 

Equipment 

Land & Structures 

Grants & Claims 

Miscellaneous

T O T A L  O P E R A TIN G 0.0 0.0 0.0 0.0 | 0.0 0.0

C A P IT A L  E X P E N D IT U R E S  | | I

C H A N G E  IN R E V E N U E S  ( ) I I

F U N D  S O U R C E  (Thousands of Dollars)

1002 Federal Receipts

1003 G F Match

1004 G F

1005 GF/Prog. am  Receipts 

1037 G F/M ental Health

Other (Specify T y p e -D o  not abbreviate)
T O T A L 0.0 0.0 0.0 0.0 0.0 0.0

E stim ate  o f any current year (FY2006) cost:

M ark th is  b ox (X) if fu n d in g  fo r th is  b ill is included

P O S ITIO N S

0 .0
>r's f (  2007 budget propIn the Governc « a l :  I |

Full-time

Part-time

Temporary

A N A L Y S IS : (Attach a separate page if necessary)

This legislation would not have a significant fiscal impact on any state agency.

Prepared by: 

Division

Approved by: 

Agency

Jack Kremheder. Senior Analyst Phone 465-4676

Office of M anagem ent and Budget Date/Tim e 2/17/06 4:22 PM

Cheryl Frasca, Director Date 2/17/2006

Office of Management and Budget

(FUmjed 0(7/2006 OMB) Page 1 of 1



S ta tu te  text
(a )  A  m u n ic ip a l i ty  m a y  e x c lu d e  o r  e x e m p t  o r  p a r t ia l ly  e x e m p t  res id en tia l  p ro p e r ty  from taxa tion  
b y  o rd in a n c e  ra t i f ied  b y  the  v o te rs  at an  e lec tion . A n  e xc lu s io n  o r  e x e m p t io n  a u th o r ized  b y  this 
su b se c t io n  m a y  b e  app lied  w i th  re sp ec t  to  taxes  lev ied  in a  se rv ice  a re a  to fund  the  special 
se rv ices .  A n  ex c lu s io n  o r  e x e m p t io n  a u th o r iz ed  b y  th is  su b se c t io n  m a y  no t  e x c e e d  the a ssessed  
v a lu e  o f  $ 2 0 ,0 0 0  for  a n y  o n e  re s id e n ce .
(b )  A  m u n ic ip a l i ty  m a y  b y  o r d in a n c e
(1 )  c la s s i fy  a n d  e x e m p t  from  tax a t io n
(A )  the  p ro p e r ty  o f  an o rg a n iz a t io n  no t  o rg a n iz e d  for b u s in ess  o r  p ro f i t -m a k in g  p u rp o ses  and 
u sed  e x c lu s iv e ly  for c o m m u n i ty  p u rp o s e s  i f  the  in c o m e  d er iv ed  from  ren ta l o f  that p ro p e r ty  d o es  
n o t  e x c e e d  the  ac tua l  cos t  to the  o w n e r  o f  the use  b y  the  renter;
(B )  h is to r ic  s ites ,  bu ild ings ,  a n d  m o n u m e n ts ;
(C )  land  o f  a  n o n p ro f i t  o rg a n iz a t io n  u sed  for a g r icu l tu ra l  p u rp o se s  i f  r igh ts  to  sub d iv id e  the  land 
a re  c o n v e y e d  to the  state  and  the  c o n v e y a n c e  inc lu d e s  a c o v e n a n t  re s t i ic t in g  use o f  the land  to 
a g r icu l tu ra l  p u rp o se s  on ly ; r ig h ts  c o n v e y e d  to the s ta te  u n d e r  this su b p a ra g ra p h  m a y  be 
c o n v e y e d  b y  the  s ta te  o n ly  in a c c o rd a n c e  w ith  A S  3 8 .0 5 .06 9 (c ) ;
(D )  all o r  a n y  p o r t io n  o f  p r iv a te  o w n e rs h ip  in te rests  in p ro p e r ty  that, based  u p o n  a written  
a g re e m e n t  \v ;*h the  U n iv ers i ty  o f  A la sk a ,  is u sed  e x c lu s iv e ly  fo r  s tu d en t  h o u s in g  for the 
U n iv e r s i ty  o f  A laska :  p ro p e r ty  m a y  be  e x e m p te d  from  tax a t io n  u n d e r  this su b p a ra g rap h  for no 
lo n g e r  than  3 0  years  un less  the  e x e m p t io n  is sp e c i f ic a l ly  e x te n d e d  b y  o rd in a n c e  a d op ted  w ith in  
the s ix  m o n th s  befo re  the e x p i ra t io n  o f  tha t  period ;
(2 )  c la s s i fy  as  to typ e  and  e x e m p t  o r  p a r t ia l ly  e x e m p t  so m e  o r  all types  o f  p e rsona l  p ro p er ty  from 
ad  v a lo rem  taxes .
(c )  T h e  p ro v is io n s  o f  (a) o f  th is  sec t io n  n o tw ith s tan d in g ,
(1 )  a  b o ro u g h  m a y ,  by  o rd in a n c e ,  ad ju s t  its p ro p e r ty  tax s truc tu re  in w h o le  o r  in part  to the 
p ro p e r ty  tax s t ru c tu re  o f  a  c i ty  in the  b o ro u g h ,  in c lu d in g  but no t  l im ited  to, ex c lu d in g  persona l  
p ro p e r ty  from  taxa tion , e s ta b l ish in g  e x e m p tio n s ,  a n d  e x te n d in g  the re d e m p t io n  period;
(2)  a  h o m e  ru le  o r  first c la ss  c i ty  h as  the  sa m e  p o w e r  to g rant e x e m p t io n s  or e x c lu d e  p ro p er ty  
from  b o ro u g h  tax es  that it has  as to  c ity  tax es  i f
(A )  .o e x e m p t io n s  o r  e x c lu s io n s  h av e  b een  a d o p ted  a s  to c i ty  taxes ;  and
(B )  the  c ity  ap p ro p r ia te s  to the  b o ro u g h  su ff ic ien t  m o n e y  to equa l reven ues  lost by  the b o ro u g h  
b e c a u s e  o f  the  e x e m p t io n s  o r  e x c lu s io n s ,  the  a m o u n t  to  be d e te rm in e d  a n n u a l ly  by  the assem bly ;
(3 )  a  c i ty  in a b o ro u g h  m ay , b y  o rd in a n c e ,  ad just  its p ro p e r ty  tax s truc tu re  in w h o le  o r  in part  to 
the  p ro p e r ty  tax s truc tu re  o f  the  b o ro u g h ,  in c lud in g  but not l im ited  to e x e m p t in g  o r  p art ia lly  
e x e m p t in g  p ro p e r ty  from  tax a t io n .
(d )  E x e m p t io n s  o r  e x c lu s io n s  from  p ro p e r ty  tax that h av e  b ee n  g ran ted  b y  a  h o m e  rule 
m u n ic ip a l i ty  in add i tio n  to e x e m p t io n s  au th o r iz ed  o r  requ ired  by  law , and  'ha t  are  in e ffec t on  
S e p te m b e r  10, 1972, and  not la ter  w i th d ra w n , a re  no t  a ffec ted  b y  this chap te r .
(e)  A  m u n ic ip a l i ty  m a y  by  o rd in a n c e  c la ss ify  and  e x e m p t  or par t ia l ly  e x e m p t  from  taxation  
p r iv a te ly  o w n e d  land, w e t  land  a n d  w a te r  a reas  for w h ic h  a scen ic ,  c o n se rv a t io n ,  o r  pub lic  
rec rea tio n  use  e a se m e n t  is g ra n te d  to a  g o v e rn m e n ta l  b od y . T o  be e lig ib le  for a tax exe m p t io n ,  o r  
part ia l  e x e m p t io n ,  the  e a se m e n t  m u s t  be  in p erpe tu ity .  T h e  e a se m e n t  is a u to m a tic a l ly  te rm in a ted  
b e fo re  an  e m in e n t  d o m a in  tak in g  o f  fee s im p le  tit le  o r  less than  fee s im p le  tit le  to the p roperty ,  
so  that the  p ro p e r ty  o w n e r  is c o m p e n s a te d  at a rate  that d oes  no t reflec t the  e a se m e n t  g ran t.  T h e
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m u n ic ip a l i ty  m a y  p ro v id e  b y  o r d in a n c e  that, i f  the a rea  su b jec t  to the  e a se m e n t  is sold , leased , or 
o th e rw ise  d isp o sed  o f  for u ses  in c o m p a tib le  w ith  the  e a se m e n t  o r  i f  the  e a se m e n t  is c o n v e y e d  to 
the  o w n e r  o f  the  p roper ty ,  the  o w n e r  m u s t  p a y  to the  m u n ic ip a l i ty  all o r  a  p o r t io n  o f  the  am o un t  
o f  the  tax ex e m p ted ,  w i th  in terest .
( 0  A m u n ic ip a l i ty  m a y  b y  o rd in a n c e  e x e m p t  from  tax a t ion  all o r  p ar t  o f  the  increase  in a ssessed  
v a lu e  o f  im p ro v em en ts  to real p ro p e r ty  i f  an  inc rease  in a ssessed  v a lu e  is d ire c t ly  a t tr ibu tab le  to 
a l te ra t io n  o f  the  natural fea tu res  o f  the  land, o r  new  m a in te n a n ce ,  repa ir ,  o r  ren o va tio n  o f  an 
e x is t in g  structure , and  i f  the  a lte ra t io n , m a in tenan ce ,  repair , o r  ren o v a tio n ,  w h e n  com p le ted ,  
e n h a n c e s  the  e x te r io r  a p p e a ra n c e  o r  aes th e t ic  q ua l ity  o f  the  land o r  s t ru c tu re .  A n  e x e m p tio n  m a y  
n o t  be a l lo w ed  u n d e r  this s u b s c e u o n  for the cons tru c tio n  o f  an im p ro v e m e n t  to a s t ruc tu re  i f  the  
p r in c ip a l  p u rp ose  o f  the im p ro v e m e n t  is to inc rease  the  am o u n t  o f  sp a ce  fo r  o c c u p a n c y  o r  
n o n res id en t ia l  use  in the s t ru c tu re  o r  for the a lte ra t io n  o f  land as a  c o n s e q u e n c e  o f  con s tru c tio n  
ac tiv i ty . A n  e x e m p tio n  p ro v id e d  in this su b sec t ion  m a y  c on t in u e  for up to fo u r  yea rs  l io m  the 
d a te  the  im p ro v em en t  is c o m p le te d ,  o r  from  the  date  o f  approva l  for the  e x e m p t io n  by  the  local 
a sse sso r ,  w h ich e v e r  is later.
(g )  A  m u n ic ip a l i ty  m a y  b y  o rd in a n c e  e x e m p t  from taxation  all o r  part  o f  the  increase  in a ssessed  
v a lu e  o f  im p ro v em en ts  to  a  s in g le - fa m ily  d w e ll in g  i f  the princ ipa l  p u rp o se  o f  the  im p ro v e m e n t  is 
to  inc rease  the  am o u n t  o f  sp a c e  fo r  o cc u p an c y .  A n e x e m p tio n  p rov ided  in this su bsec t ion  m a y  
c o n t in u e  for up to tw o  years  from  the  da te  the im p ro v em en t  is co m p le te d ,  o r  from  the d a te  o f  
a p p ro v a l  o f  an app l ica t ion  fo r  the  e x e m p t io n  b y  the  local a ssesso r , w h ic h e v e r  is later.
(h )  A  m u n ic ip a l i ty  m a y  b y  o rd in an ce  par t ia l ly  o r  w h o l ly  e x e m p t  land  f rom  a tax for fire 
p ro te c t io n  se rv ice  and  fire p ro te c t io n  facilities and  m a y  levy  the tax o n ly  o n  im p ro v em en ts ,  
in c lu d in g  persona l p ro p er ty  a ff ix ed  to the im pro vem en ts .
(i) A m u n ic ip a l i ty  m a y  by  o rd in a n c e  a p p ro v e d  by  the  vo ters  e x e m p t  from  taxa t ion  the assessed  
v a lu e  that e xceed s  S 150 ,000  o f  rea l p ro p e r ty  ow ned  and  o ccu p ied  as a  p e rm a n e n t  p lace  o f  abod e  
b y  a  res iden t  w'ho is
(1 )  65 years  o f  age  o r  o lder;
(2 )  a  d isab led  veteran , in c lu d in g  a person  w ho w as  d isab led  in the line o f  d u ty  w h i le  se rv in g  in 
the  A lask a  Territo r ia l  G u ard ;  o r
(3 )  at least 60  years  o ld  and  a  w id o w  o r  w id o w e r  o f  a person  w ho  q u a l if ied  for an ex e m p t io n  
u n d e r  (1) o r  (2) o f  this su bsec t io n .
(j) A m u n ic ip a l i ty  m a y  by  o rd in a n c e  a p p ro v e d  by  the voters  e x e m p t  real o r  persona l  p ro p e r ty  in 
a ta x in g  unit used in p ro ce ss in g  t im b e r  after  it has been  de l ive red  to the p ro c e ss in g  site  from up
to 75 percen t  o f  the  rate  o f  tax es  levied on  o th e r  p rop er ty  in that tax ing  unit. A n  o rd in a n ce
a d o p te d  u n d e r  this su b se c t io n  m a y  not p ro v id e  for an ex e m p t io n  that e x c e e d s  five years  in 
d u ra t io n . In this su b se c t io n  " ta x in g  unit"  m e an s  a m u n ic ip a l i ty  and  inc lud es
(1)  a  se rv ice  a rea  in a u n if ied  m u n ic ip a l i ty  o r b o rough;
(2 )  the  en t i re  a rea  ou ts id e  c it ie s  in a  borough; and
(3 )  a  d iffe ren tia l  tax z one  in a  city.
(k )  A m u n ic ip a l i ty  m a y  b y  o rd in a n c e  app ro v ed  by  the vo ters  e xe m p t  from  tax a t io n  po llu tion  
c o n tro l  facilities that m eet  r e q u ire m e n ts  o f  the U nited  S ta tes  E n v iro n m en ta l  P ro tec tion  A g e n c y  
o r  the  D e p a r tm e n t  o f  E n v iro n m e n ta l  C o n se rva tio n . A n  o rd in a n ce  a do p ted  u n d er  this sub sec t io n  
m a y  not p ro v id e  for an  e x e m p t io n  that e xceed s  five yea rs  in duration .
(1) A m u n ic ip a l i ty  m a y  by  o rd in a n c e  e xem p t from tax a t io n  ar. interest, o th e r  than record  
o w n e rs h ip ,  in real p ro p er ty  o f  an ind iv idua l  res id ing  in the p ro p e r ty  i f  the  p ro p e r ty  has b ee n  
d ev e lo p e d ,  im p rov ed , o r  a cq u ire d  w ith  federal funds for low -incorne  h o u s in g  and is o w n e d  o r
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m a n a g e d  as lo w - in c o m c  h o u s in g  b y  the  A laska  H o u s in g  F in an c e  C o rp o ra t io n  u n d e r  A S  
1 8 .5 5 .1 0 0  - 18 .55 .960  o r  b y  a reg io n a l  h o u s in g  a u th o r i ty  fo rm ed  u n d e r  A S 18.55 .996. H ow ever ,  
th e  c o rp o ra t io n  m a y  m a k e  p a y m e n ts  to the  m u n ic ip a l i ty  o r  po li t ica l  su b d iv is io n  for 
im p ro v e m e n ts ,  se rv ices ,  and  fac il i ties  fu rn ished  by  it for the  b en e f i t  o f  a h o u s in g  pro ject,  and  this 
su b se c t io n  doe., not p ro h ib i t  a  m u n ic ip a l i ty  from rece iv in g  those  p a y m e n ts  o r  any  p ay m en ts  in 
l ieu  o f  tax es  a u th o r iz ed  u n d e r  federal law.
(m )  A  m u n ic ip a l i ty  m a y  b y  o rd in a n c e  p a r t ia l ly  o r  to ta lly  e x e m p t  all o r  s o m e  types  o f  e c o n o m ic  
d e v e lo p m e n t  p ro p e r ty  from  tax a t io n  for up to five years . T h e  m u n ic ip a l i ty  m a y  p ro v id e  for 
r e n e w a l  o f  the  e x e m p t io n  u n d e r  c o n d i t io n s  e s tab lished  in the o rd inan ce .  H o w e v e r ,  u n d e r  a 
r e n e w a l ,  a  m u n ic ip a l i ty  that is a sc h o o l  d is tr ic t  m a y  o n ly  e x e m p t  all o r  a p o r t io n  o f  the  am o u n t  o f  
ta x e s  th a t  e x c e e d s  th e  a m o u n t  lev ied  on  o th e r  p ro p er ty  for the  sc h o o l  dis tr ict . A  m u n ic ip a l i ty  
m a y  b y  o rd in a n c e  p erm it  d efe rra l  o f  p a y m e n t  o f  tax es  o n  all o r  s o m e  types  o f  e con o m ic  
d e v e lo p m e n t  p ro p e r ty  for up  to five  years . T h e  m u n ic ip a l i ty  m a y  p ro v id e  fo r  renew al o f  the 
d e fe r ra l  u n d e r  con d i t io n s  e s ta b l ish e d  in the o rd inance . A m u n ic ip a l i ty  m a y  adop t an o rd in a n ce  
u n d e r  th is  su b se c t io n  on ly  if, b e fo re  it is a do p ted , cop ies  o f  the  p ro p o se d  o rd in a n c e  m a d e  
a v a i la b le  at a pu b lic  h ea r in g  on  it c o n ta in  w ritten  no tice  that the  o rd in a n ce ,  i f  adop ted , m a y  be 
re p e a le d  by  the  v o te rs  th rough  re fe re n d u m . A n o rd in a n ce  a do p ted  u n d e r  th is  sub sec t io n  m u s t  
in c lu d e  spec if ic  e lig ib il i ty  re q u i re m e n ts  and  requ ire  a w r itten  ap p l ic a t io n  fo r  each  exe m p tio n  o r  
d e fe rra l .  In this su b sec t io n  " e c o n o m ic  d ev e lo p m en t  p roper ty"  m e a n s  real o r  personal  p roperty , 
in c lu d in g  d e v e lo p e d  p ro p er ty  c o n v e y e d  u n d er  43 U .S .C . 1601 e t s e q  (A la sk a  N a tive  C la im s  
S e t t le m e n t  A c t) ,  that
(1 )  has  no t  p re v io u s ly  been  tax ed  as real o r  persona l  p rop er ty  b y  the m u n ic ip a l i ty ;
(2 )  is used  in a  trade  o r  b u s in ess  in a  w a y  that
(A )  c re a te s  e m p lo y m e n t  in the m un ic ipa l i ty ;
(B )  g e n e ra te s  sa le s  o u ts id e  o f  the  m u n ic ip a l i ty  o f  g o o d s  o r  se rv ices  p ro d u c e d  in the m u n ic ip a l i ty ;  
o r
(C )  m a te r ia l ly  red u c es  the im p o r ta t io n  o f  goods  o r  se rv ices  from  o u ts id e  the  m un ic ip a l i ty ;  and
(3)  has  not b een  u sed  in the  s a m e  trade  o r  b u s in ess  in an o th er  m u n ic ip a l i ty  fo r  at least six m o n th s  
b e fo re  th e  a p p l ic a t io n  for defe rra l  o r  e x e m p t io n  is filed; this p a ra g rap h  d o es  no t a pp ly  i f  the 
p ro p e r ty  w as used  in the s a m e  trad e  o r  b u s in ess  in an a rea  that has b ee n  an n e x ed  to the 
m u n ic ip a l i ty  w ith in  six  m o n th s  b e fo re  the  ap p l ic a t io n  for d efe rra l  o r  e x e m p t io n  is filed; this 
p a ra g ra p h  d oes  not a p p ly  to inven to ries .
(n )  A  m u n ic ip a l i ty  m a y  b y  o rd in a n c e  c la ss ify  as to type  inven to r ies  in tend ed  for e x po rt  o u ts ide  
the  s ta te  and  p a r t ia l ly  o r  to ta lly  e x e m p t  all or so m e  types o f  those  inv e n to r ies  from taxation . T he  
o rd in a n c e  m a y  p ro v id e  for d if fe ren t  levels  o f  ex e m p t io n  to r  d iffe ren t  c la ss if ica t io ns  o f  
inv en to r ies .  A n  o rd in a n c e  a d o p ted  u n d e r  this sub sec t io n  m u st  inc lude  spec if ic  e lig ib ili ty  
r e q u i re m e n ts  and  req u ire  a  w ritten  app l ica t io n , w h ic h  shall  b e  a  pub lic  d o c u m e n t ,  for each  
e x e m p t io n .
(o )  A  m u n ic ip a l i ty  m a y  by  o rd in a n c e  par t ia l ly  o r  to ta lly  e x e m p t  all o r  s o m e  types  o f  de te r io ra ted  
p ro p e r ty  from  tax a t io n  for up  to 10 years  b e g in n in g  on  o r  a n y  t im e  a f te r  the d ay  substantia l  
reh ab il i ta t io n ,  ren o v a tio n ,  d e m o li t io n ,  rem oval,  o r  rep lac em en t  o f  a n y  s truc tu re  on  the p ro per ty  
b eg ins .  A m u n ic ip a l i ty  m a y  by o rd in a n c e  perm it  deferra l  o f  p a y m e n t  o f  tax es  on  all o r  s o m e  
ty p e s  o f  d e te r io ra ted  p ro p er ty  for up  to five years  b e g in n in g  on  o r  a n y  t im e after  the d ay  
su b s ta n t ia l  reh ab il i ta t io n ,  ren o v a tio n ,  d em o li t io n ,  rem o v a l  o r  rep lac em en t  o f  a n y  s t ruc tu re  on  the 
p r o p e r ty  beg ins .  H o w e v er ,  i f  the o w n e rs h ip  o f  p ro p e r ty  for w h ich  a defe rra l  has been  g ran ted  is 
t ra n sfe rre d ,  all tax p a y m e n ts  d e fe r red  un der  this su bsec t ion  are  im m ed ia te ly  due  and the deferral
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e nds ,  or, i f  o w n e rs h ip  o f  a ny  p a r t  o f  the  p ro p e r ty  is t ra n sfe rre d ,  all tax  p a y m e n ts  a re  im m e d ia te ly  
d ue. T h e  a m o u n t  d e fe r red  e ach  y e a r  is a lien o n  tha t  p r o p e r ty  fo r  tha t  year. O n ly  o n e  e x e m p t io n  
and  o n ly  o n e  defe rra l  m a y  be  g ra n te d  to the  s a m e  p ro p e r ty  u n d e r  th is  su b sec t io n ,  and, i f  an 
e x e m p t io n  a n d  a defe rra l  a rc  g ra n te d  to the  s a m e  p ro p e r ty ,  b o th  m a y  not be  in e ffect on  the  sa m e  
p o r t io n  o f  the  p ro p e r ty  d u r in g  th e  s a m e  tim e. A n  o rd in a n c e  a d o p te d  u n d e r  th is  su b sec t io n  m u s t  
in c lu d e  specif ic  e l ig ib il i ty  re q u i re m e n ts  and  req u ire  a  w r i t ten  ap p l ic a t io n  for each  e x e m p t io n  o r  
deferra l .  In this su b se c t io n ,  "d e te r io ra ted  p ro p e r ty "  m e an s  real p ro p e r ty  that is c o m m e rc ia l  
p ro p e r ty  not u sed  for res id en tia l  p u rp o se s  o r  tha t is m u l t i -u n i t  res id en tia l  p ro p e r ty  w ith  at least 
e igh t  res iden tia l  units ,  and  that m e e ts  o n e  o f  the  fo l lo w in g  req u irem en ts :
(1 )  w ith in  the last five  years , h as  b ee n  the  su b jec t  o f  an  o r d e r  b y  a  g o v e rn m e n t  a g e n c y  r eq u ir in g  
e n v iro n m e n ta l  rem ed ia t io n  o f  th e  p ro p e r ty  or r e a u i r in g  the  p ro p e r ty  to b e  v aca ted ,  c o n d e m n e d ,  
o r  d e m o lish e d  by  reaso n  o f  n o n c o m p lia n c c  w i th  law s, o rd in a n c e s ,  o r  reg u la t io ns ;
(2 )  h as  a  s t ru c tu re  o n  it no t  less th an  15 years  o f  age  tha t  h as  u n d e rg o n e  su b s tan t ia l  rehab il i ta t ion ,  
ren o v a t io n ,  d e m o li t io n ,  rem o v a l ,  o r  rep lac em en t ,  su b jec t  to a n y  c o n d i t io n s  p rescr ibed  in the 
o rd in a n ce ;  o r
(3 )  is located  in a d e te r io ra t in g  o r  d e te r io ra ted  a re a  w'ith b o u n d a r ie s  that hav e  b een  d e te rm in ed  
b y  the  m u n ic ipa li ty .
(p )  A  m u n ic ip a l i ty  m a y  by  o rd in a n c e  p a r t ia l ly  o r  to ta lly  e x e m p t  from  taxa tion  a  private  
leaseho ld , con trac t ,  o r  o th e r  in te re s t  he ld  by  o r  th ro u g h  an  a p p l ic a n t  o r  p ro p o se d  app lican t  in a n y  
p ro p er ty ,  asse ts , p ro jec t ,  o r  d e v e lo p m e n t  p ro jec t  o w n e d  b y  th e  A la sk a  Industria l  D ev e lo p m ent  
a nd  E xport  A u th o r i ty  u n d e r  A S  44 .8 8 .  N o th in g  in th is  su b se c t io n  p ro h ib i ts  a m u n ic ip a l i ty  from  
e n te r in g  into an  a g re e m e n t  and  rec e iv in g  p a y m e n ts  in lieu o f  tax es  a u th o r iz ed  u n d e r  AS 
4 4 .88 .14 0 (b ) .
(q )  A  m u n ic ip a l i ty  m a y  by  o rd in a n c e  p a r t ia l ly  o r  to ta lly  e x e m p t  from  taxation  land  from w h ich  
t im b e r  is ha rv es ted  that is in fe s ted  b y  insec ts  o r  at risk  o f  b e in g  infested  by  insects  due  to an 
in fes ta t ion  in the  a rea  in w h ic h  the  land is located. A m u n ic ip a l i ty  m a y  p ro v id e  that an 
e x e m p t io n  for land u n d er  th is  su b se c t io n  a pp l ie s  o n ly  to in c rea se s  in a sse sse d  v a lu e  that resu lt  
f rom  the t im b er  harves t .  A  m u n ic ip a l i ty  m a y  b y  o rd in a n c e  p a r t ia l ly  o r  to ta l ly  e x e m p t  from  
tax a t ion  im p ro v e m e n ts  to real p ro p e r ty ,  in c lu d in g  p e rsona l  p ro p e r ty  a ff ix ed  to 'h e  im p ro v em en ts ,  
i f  the  im p ro v em en ts  a re
(1 )  located  on  land from  w h ich  t im b e r  is h a rv e s ted  tha t  is in fes ted  by  insec ts  or a t risk o f  b e ing  
in fested  by  insec ts  d u e  to an in fe s ta t io n  in the  a rea  in w h ic h  the  land is located; and
(2)  used  for o r  n ec es sa ry  to the  h a rv es t  o f  the t im b e r  that is in fes ted  b y  insec ts  o r  in d an g e r  o f  
insec t  infesta tion .
(r) A  m u n ic ip a l i ty  m a y  by  o rd in a n c e  e xe m p t  f ro m  tax a t io n  an  a m o u n t  not to e xceed  S I 0 ,0 0 0  o f  
the  a ssessed  va lu e  o f  real p ro p e r ty  o w n e d  and o c c u p ie d  as a p e rm a n e n t  p lace  o f  a b o d e  by  a 
ic s iden t  w h o  p ro v id es  in the  m u n ic ip a l i ty  v o lu n te e r  ( I )  fire f igh ting  se rv ic es  and  is certif ied  as a 
fire f igh ter  by  the D e p a r tm e n t  o f  P u b l ic  Safe ty , o r  (2) e m e rg e n c y  m ed ica l  se rv ices  and is 
cer tif ied  un d er  A S 18 .08 .082. I f  tw o  o r  m o re  in d iv id u a ls  a re  e l ig ib le  for an e x e m p t io n  for the 
sa m e  p rop er ty ,  not m o re  th a n  tw o  e x e m p t io n s  m a y  be g ran ted .
H is to ry
(§ 12 ch  74  S L A  1985; am  § 1 ch  103 S L A  1 9 8 5 ; a m § 5 c h  7 0  S L A  1986; am  § 1 ch 151 S L A  
1988; am  § 2 ch  73 S L A  19 89 ;  am  § 1 ch  98 S L A  1989; a m  § 15 ch  93 S L A  1991; am  § 107 ch  4 
F S S L A  1992; a m  § 1 ch  66  S L A  1993; am  § 1 ch  7 S L A  1994; am  § 1 ch  65  S L A  1994; am  § I 
ch  4 0  S L A  1995; am  § 1 ch  70  S L A  1998; a m  §§ 1, 2 ch  8 S L A  1999; am  § 4 ch  117 S L A  20 0 0 ;

4 A S  29.45.050



a m  § I ch  54 S L A  200 2 ;  .am § 1 c h  64  S L A  2002 ; am  §§ 2, 3 ch  1“ 0  S L A  2004 ; art! § 40  ch  56 
S L A  2 0 0 5 )
A n n o ta t io n s

D e la y e d  rep ea l  o f  su b se c t io n  (o ) .  U n d e r  sec. 2, ch. 8, S L A  1999, a s  a m e n d e d  by  sec. 1, ch.
102, S L A  2 0 0 2 ,  and  sec. 4 , ch. 140, S L A  2004 , su b sec t io n  (o) is rep e a led  Ju ly  1, 2010.

R ev iso r 's  notes. S u b sec t io n  (h )  o f  this section  w as  en a c ted  as A S  2 9 .53 .025 (h ) .  R en u m b ere d  in 
1985. C h a p te r  103, S L A  1985 a lso  enac ted ,  in § 2, A S  2 9 .6 3 .0 6 6 .  w h ich  p ro v id e s  an e xe m p t io n  
iden tica l  to that set ou t  in (h )  o f  this sec tion  from  taxes  lev ied  u n d e r  fo rm er  A S  2 9 .6 3 , repealed  
b y  § 88 . ch. 74 . S L A  1985. T h e  p ro v is io n s  o f  fo rm er  A S  29 .63  w e re  su bs tan t ia l ly  inco rpora ted  
in A S  29 .45 , and  the  a dd i t io n  o f  su b se c t io n  (h) to A S 2 9 .4 5 .0 5 0  m a k es  it u n n ec es sa ry  to c od ify  § 
2, ch .  103, S L A  1985 to  a ch ie v e  the  leg isla ture 's  purpose .
S u b s e c t io n  (r) w a s  e nac ted  as (q); re le t te red  in 2002.

C ro s s  refe rences . F o r  a u th o r i ty  to m a k e  an o rd in a n ce  a do p ted  u n d e r  sub sec t io n  (q) re troac tive  
to J a n u a ry  1, 2 0 0 1 ,  see  § 2, ch. 64 , S L A  2002.

E ffec t  o f  a m e n d m e n ts .  T h e  1992 a m e n d m e n t ,  e ffec t iv e  Ju ly  1. 19r 2, rew ro te  su b sec t io n  (1).
T h e  1993 a m e n d m e n t ,  e f fe c t iv e  S e p te m b e r  22, 1°93 , in su b se c t io n  (n j,  de le ted  the  fo rm er 
s e c o n d  and  third  sen tences .
T h e  first 1994 a m e n d m e n t ,  e f fe c t iv e  Ju ly  5, 1994, add ed  p a ra g rap h s  (b )(6 )-(b )(9 )  a n d  m a d e  a  
re la ted  s ty lis tic  chan g e .
T h e  se co n d  1994 a m e n d m e n t ,  e ffec t iv e  A u gu st  23, 1994, add e d  fo rm e r  su b p a ra g rap h  (b )(2)(D ). 
T h e  1995 a m e n d m e n t ,  e f fe c t iv e  A u g u s t  23 , 1995, rew ro te  su b se c t io n  (b).
T h e  1998 a m e n d m e n t ,  e ffec t iv e  Ju ly  1, 1998, a d d e d  su b sec t io n  (o).
T h e  1999 a m e n d m e n t ,  e f fe c t iv e  J u ly  1 ,1 9 9 9 ,  in su b sec t io n  (o), inserted  "or to ta lly"  in the first 
s e n te n c e ,  inserted  " b eg in n in g  o n  o r  a n y  t im e" in the  first and  seco n d  sen tences , sub s t i tu ted  "any" 
for "on ly " ,  d e le te d  "a t tr ib u tab le  to that part" fo llow ing  "tax p a y m e n ts"  nea r  the  end  o f  the third 
s e n te n ce ,  su b s t i tu ted  "T h e  a m o u n t  deferred  each  year  is a lien  on  that p ro per ty  for that year"  for 
"an d  the  defe rra l  a t t r ib u tab le  to that part ends", added  "and , i f  an e x e m p t io n  and  a deferra l  a re  
g ra n te d  to the s a m e  p rop er ty ,  b o th  m a y  not be  in effect on  the  sa m e  portion  o f  the  p ro p er ty  
d u r in g  the  s a m e  t im e"  at the  end  o f  the fifth sen tence ,  and  add ed  the nex t- to -las t  sen tence .
T h e  2 0 0 0  a m e n d m e n t ,  e f fe c t iv e  Ju ly  1, 2000 , added  su bsec t ion  (p).
T h e  first 2002  a m e n d m e n t ,  e ffec t iv e  Ja n u a ry  1, 2003 , ad d e d  sub sec t io n  (r).
T h e  se c o n d  2002  a m e n d m e n t ,  e ffec t iv e  Ju n e  20, 2002, added  sub sec t io n  (q).
T h e  2 0 0 4  a m e n d m e n t ,  e f fe c t iv e  S e p te m b e r  28, 2004 , in su b se c t io n  (a), inserted  the  second  
se n te n ce ,  and  su b s t i tu ted  " su b sec t ion "  for "section"  and  "520 ,0 0 0"  for " S I 0 ,00 0 "  in the last 
se n te n ce ;  and , in su b se c t io n  (o), sub s t i tu ted  "10 years"  for " f ive  years"  in the first sen tence ,  
inser ted  "d em o li t io n ,  rem o v a l"  th ree  tim es, added  "m ee ts  on e  o f  the  fo llow ing  req u irem en ts :"  at 
the  end  o f  the in tro d u c to ry  lan gu age , and  inserted  "w ith in  the last five years"  a n d  "en v iro nm en ta l  
r e m e d ia t io n  o f  the  p ro p er ty  o r  requ ir ing"  in p a rag raph  (1).
T h e  2 00 5  a m e n d m e n t ,  e ffec t iv e  Ju n e  25, 2005 , upd ated  a  federal re fe rence  n ear  the end  o f  the 
in tro d u c to ry  lan g u ag e  in su b se c t io n  (m).

E d ito r 's  notes. S e c t io n  3, ch. 64, S L A  2002 , p rov ides  that su b sec t io n  (q) is re troac tiv e  to 
J a n u a ry  1, 2001.

L e g is la t iv e  h is to ry  reports .  Fo r  leg is la tive  letter o f  in tent in co n n ec t io n  w i th  the  e n a c tm e n t  o f  
(m )  and  (n) o f  th is  sec tion  by  ch. 98 ,  S L A  1989 (S C S  C S H B  272(F in )  am  S), see  1989 S e n a te  
Jo u rn a l  1866.
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N O T E S  T O  D E C I S I O N S

C ity  m a y  n o t  e x e m p t  p ro p e r ty  w i th o u t  e x p re ss  a u th o r i ty .  * T h e  a u th o r i ty  o f  a  m un ic ip a l  
co rp o ra t io n  to a l lo w  e x e m p t io n s  o f  p a r t ic u la r  p ro p e r ty  f ro m  taxa t io n , un le ss  e xp ress ly  c on fe rred  
b y  law, has  very g e n e ra l ly  b e e n  d e n i rd .  V a le n t in e  v. C i ty  o f  Ju n e a u ,  36  F .2 d  9 0 4  (9 th  Cir. 1929), 
d e c id e d  u n d er  fo rm er ,  s im ila r  law.

O rd in a n c e  d e f in i t io n  o f  " res id en t ia l  p ro per ty"  rea so n a b le .  - D e f in i t io n  o f  " residential  
p ro p e r ty ,"  im p o se d  b y  an  o rd in a n c e ,  tha t re s id e n tia l  p ro p e r ty  m e a n t  the  o w n e r 's  p r im ary  
re s id e n ce ,  w a s  a n a r ro w  but re a so n a b le  in te rp re ta t io n  o f  su b se c t io n  (a)  o f  th is  sec tion . S tan c k  v. 
K e n a i  P e n in su la  B o ro u g h .  81 P .3 d  268  (A la sk a  2 0 03 ) .

C i te d  in C ity  o f  V a ld e z  v. S ta te ,  D e p ’t o f  C o m m u n i ty  &  R eg io n a l  A ffa irs ,  793 P.2d 532 
(A la sk a  1990).
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January 19, 2 0 0 6

Jay Ram ras 
H o u se  R epresentative  
State C apital, R oom  104  
Ju n eau , A K  9 9 8 0 1 -1 1 8 2

RK- H R  3 3 4

D ear  R epresentative Ram ras,

A s a business ow ner in the d ow n tow n  area, and a longtime resid en t o f  Fairbanks. 
I am  in support o f  H o u se  B ill 3 3 4 , “A n  A ct relating to an ex em p tio n  from  and  
deferral o f  m unicipal property taxes for certain types o f  deteriorated  property”.
If this bill will help to  im prove the co re  dow ntow n area the benefits to  the 
com m u n ity  will be substantial. H aving the Polaris build ing apartm ents will h e lp  
k ee p  d ow ntow n vital.

Y our su p p ort o f  this bill will be a benefit to  the dow n tow n  residents and  
b u sin esses.

7 48  G affney Rd. Suite 2 06  
Fairbanks, AK  .99701 
C o m p en sa tio n  Risk C onsultants 
JC



MARC A.MARLOW
229 Whitney Road 

Anchorage, AK 99501 
1-907-229-8176

January 13, 2006

Rep. Jay Ramras 
State Capitol 
Room 104 
Juneau, AK 99801

RE: HB 334

Dear Representative Ramras,

Last year I began investigating the possibility o f renovating the Polaris Building in 
Fairbanks using the same process that I am using to renovate the McKinley Tower 
(MacKay Building) in Anchorage. The plan is to make the Polaris Building apartments 
again.

I asked the Fairbanks Northstar Borough to pass legislation that would provide a ten year 
property tax exemption followed by a five year property tax deferral using the authority 
the borough has per AS 29.45. An ordinance was passed that accomplished such a 
property tax package except the ordinance requires that the deferred tax would need to be 
paid within 180 days from the end o f the deferral period. The borough attorney felt that 
AS 29.45.0 was not clear when any deferred tax needed to be paid.

When AS 29.45 was amended in 1998 by adding subsection O the intent was for the 
deferred tax to be paid the next time the property sells or is transferred. Requiring the 
deferred tax to be paid any sooner is very problematic because the renovated property 
would very likely still have a mortgage encumbering the property and there would be no 
way to get to the equity developed to that point to pay the tax.

The logical time to pay the deferred tax is when the property sells the next time, which is 
when the equity would be harvested.

I have included excerpts from testimony offered by myself and Steve Van Sant. Mr. Van 
Sant was the state assessor at the time. This testimony establishes the intent. HB 334 
would make the intent clear and allow me to continue my effort to renovate the blighted 
property known as the Polaris Building.


