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Credit Profile

US$2352.98 mil pension oblig bnds (Alaska) ser 2016 due 05/01/2039

Long Term Rating AA/Watch Neg New

Alaska GO

Unenhanced Rating AA+(SPUR)/Watch Neg On CreditWatch Negative

Alaska Mun Bnd Bank, Alaska

Alaska

Alaska Mun Bnd Bank GO

Unenhanced Rating AA(SPUR)/Watch Neg On CreditWatch Negative

Rationale

S&P Global Ratings has placed its 'AA+' general obligation (GO) rating, 'AA' appropriation rating, and 'A+' moral

obligation rating on the state of Alaska's debt on CreditWatch with negative implications. The CreditWatch action

reflects our view of the effect the state's proposed issuance of up to $3.3 billion of pension obligation bonds (POBs)

would have on its credit profile. We anticipate lowering the state's various credit ratings by one notch pending the sale

and close of its proposed POB transaction. Specifically, we expect to revise the state's debt ratings as follows:

• GO bonds to 'AA' from 'AA+',

• Appropriation-backed bonds to 'AA-' from 'AA', and

• Moral obligation backed debt to 'A' from 'A+'.

The CreditWatch placement reflects our view that Alaska's credit profile would incrementally weaken following the

issuance of the proposed POBs. The large size of the issue relative to Alaska's population and economic base would

result in its debt ratios ballooning while absorbing much of the state's potential bonding capacity. Almost across the

board, the state's various debt ratios would increase to high from low (not including debt service as a share of

expenditures). At the same time, we estimate that the infusion of POB proceeds would raise the state's combined

pension funded ratio to 83% from 67%. If this improved funding ratio materializes and is reflected in updated actuarial

valuation reports, our assessment of the state's pension funded ratio could increase to average from below average and

partially offset the effect of the increased debt on our view of the state's debt and liability profile. Nevertheless, the

pension systems' funded status would remain dependent on financial market conditions. As proposed, we understand

the state's objective is to lower its future annual actuarial pension contribution requirements. If investment returns

exceed the cost of funds on the POBs (estimated at approximately 4%), the reduction in annual pension contributions

could exceed the annual debt service on the POBs. Under these conditions, the POBs would generate a net cash flow

benefit to the state. Both state pension systems assume an annual 8% rate of return. Assuming the actuarial rate of
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return holds and if the state issues $3.3 billion in POBs, the state could realize present value cash flow savings of $1.76

billion through 2039. However, the potential savings are sensitive to the performance of the invested assets. If the

invested assets averaged 7%, for example, the present value of the projected cash flow savings would fall to $1.08

billion.

Notwithstanding the risk related to the POBs, we continue to view Alaska as having very strong credit quality, though

it continues to grapple with large unrestricted general fund operating deficits. This reflects our view that the state

benefits from several favorable features, including:

• Budget reserves that, despite not representing a permanent solution to the state's unrestricted general fund deficit

problem, remain large, equal to 250% of annual appropriations (as of fiscal 2017);

• The potential to resolve much of the general fund gap by overhauling the flow and customary treatment of various

legally unrestricted state revenue;

• Demonstrated commitment to funding the unfunded portion of the state's pension liabilities; and

• Relatively conservative structure of the POB transaction, including minimal capture of upfront budgetary savings.

Offsetting factors include:

• A sharp increase to the state's debt burden causing most of the debt ratios we consider in our methodology to

exceed the high designation, up from low;

• Reduction in future potential bonding capacity for infrastructure needs the state may have; and

• Added incremental budget risk if investment returns on the state's pension assets are below the state's interest cost

on the POBs.

The bonds are secured by a trust estate created by the indenture including amounts to be paid by the state of Alaska

pursuant to a funding agreement to be entered into by the corporation and the state, acting through its Department of

Administration. The state's obligation to make the payments established in the funding agreement which would pay for

debt service on the bonds is subject to annual appropriation of the state legislature.

We recognize that apart from savings related to capitalized interest in fiscal 2018, the POBs are not structured to

provide near-term fiscal relief to the state. On a pro forma basis, the projected cash flow savings are weighted toward

the latter years, prior to the POBs' maturity in 2039. Currently, contributions to the Alaska Public Employee

Retirement System (PERS) and the Teachers' Retirement System (TRS) are set at 22% and 12.56% of payroll,

respectively. The statutory contribution rates generally result in a shortfall relative to the actuarial level, though under

Senate Bill (SB) 125 the state is obligated to supplement the statutory contribution up to the annual actuarial

contribution. As we understand it, the POBs would refinance approximately 75% of the annual supplemental

contributions from the state. By reducing its projected supplemental contributions, the POBs represent a component of

the state's longer-term budget management strategy. However, because any savings the state may realize depend on

future investment performance, we believe the plan adds an increment of market-related risk to its approach to budget

management.

In general, we view the state's finances as already strained given its fiscal structure is deeply misaligned. And while our

rating does not assume a market selloff will occur, neither does it rule out the possibility for one given the long-lived

nature of the current bull market for equities. In our view, it's plausible that average investment returns through the life
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of the bonds could be below the interest cost on the POBs. The risk of financial market volatility adversely affecting

the pension systems' asset values is heightened by the protracted low-interest rate environment and increased equity

risk premium in recent years. Alaska's PERS' and TRS' investment portfolios have both increased equities and

alternative investments in their asset allocations to 63% in 2015 from 59% in 2008.

More broadly, we note that the state's revenue reliance on investment income is already poised to increase pending

the legislature's approval of some variant of fiscal reform sought by the governor. Although the details remain to be

seen, we anticipate the state's revenue structure will eventually migrate toward a greater reliance on income from the

invested assets in Alaska's Permanent Fund. We view the POB strategy as the state similarly turning to a greater

reliance on investment income to fund a larger share of its unfunded pension liability from invested assets. Coupled

with the transition of Alaska's fiscal structure that we anticipate could ensue within the next one to two years, we

believe the state's overall revenue linkages could become more closely tied to financial markets.

Budget Condition As Of Fiscal 2017

General fund spending has trended down over the past several years. At $4.4 billion in fiscal 2017, general fund

appropriations are 45% below what they were in fiscal 2013. The $3.2 billion structural budget gap reflects that

through the same years, unrestricted revenue has fallen by an even more precipitous 85%.

Under its fiscal 2017 budget, Alaska currently projects that it will end the year with $10.8 billion in short-term reserves,

comprising $3.3 billion in its constitutional congressional budget reserve and $7.5 billion in its permanent fund

earnings reserve (PFER). The Alaska Office of Management and Budget (OMB) multiyear forecast shows that absent

fiscal reform, the state's budget reserves could decline to $1.5 billion (34% of expenditures) by fiscal 2021. Reserves

could outlast the projections even in a status quo scenario, however, if the governor were to veto portions of the

annual permanent fund dividend (PFD) payments as he did for fiscal 2017.

Our view of the state's credit quality acknowledges that, in addition to its $1.2 billion in unrestricted general fund

revenue, another $3.1 billion of revenue is subject to appropriation in fiscal 2017. As a matter of custom, the state has

traditionally refrained from using this revenue--primarily investment income from the Alaska Permanent Fund--to pay

for general fund appropriations. Instead, lawmakers have used portions of the investment income revenue to pay the

state's annual PFD to state residents and to protect the permanent fund from inflation. The balance of the investment

income revenue has been retained in the PFER. Consequently, the state's budget reserve balances have typically

declined by less than the general fund operating deficits.

Alaska's legislature did not approve the fiscal reforms sought by Governor Bill Walker as part of the 2016-2017 budget

process. Nevertheless, from a fiscal standpoint, the state may achieve results similar to what it might have if the

reforms had been approved because the governor vetoed $1.29 billion in spending. With reduced spending, the budget

shows the state drawing $3.2 billion from its budget reserves this year--the same amount as under the governor's

original December 2015 reform proposal. In the absence of the vetoes, which included halving the PFD paid to state

residents, the state's fiscal gap and related draw on its reserves would have approached $4.5 billion.
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Recapping Alaska's Recent Fiscal Experience

Confronted with collapsing oil-related unrestricted general fund revenue, Governor Bill Walker spent much of the past

year pursuing an overhaul of Alaska's fiscal structure. Throughout the summer and fall of 2015, the governor and

administration officials canvassed the state, detailing to residents the gravity of the state's fiscal condition and outlook.

In December, the governor put forward a fiscal reform proposal as part of his recommended budget for fiscal 2017.

Establishing a sovereign wealth fund model was at the heart of the governor's proposal. Under this approach, funding

for state government would come from a sustainably sized draw from the state's $53 billion permanent fund.

Oil-related revenue--and its attendant volatility--would be redirected to the state's permanent fund, away from the

general fund. In what proved to be a politically insurmountable catch, however, the governor's proposal rested on

reconstituting the Alaska PFD program. Under the governor's plan, dividends were to be decoupled from the

investment performance of the permanent fund and instead tied to state royalty revenue on its natural resources.

Although the state senate would pass a variation of permanent fund reform legislation, the legislature's regular,

extended, and two special sessions ended without the approval of fundamental fiscal reforms. In our view, the future of

Alaska's creditworthiness likely hinges on the willingness and ability of its political leaders to reach agreement on

substantive fiscal reforms in the coming months.

Based on the analytic factors we evaluate for states, on a four-point scale in which '1' is the strongest, S&P Global

Ratings has revised to '1.9' from '1.7' its composite score for Alaska.

Financial Management

Financial management assessment (FMA): Good

We consider Alaska's formal management practices good under our FMA methodology. An FMA of good indicates our

view that the state maintains many best practices deemed as critical to supporting credit quality, particularly within the

finance department. These practices, however, may not be institutionalized or formalized in policy, may lack detail or

long-term elements, or may have little recognition by decision makers outside of the finance department.

The state has a statutory budget reserve within its general fund that, although not always funded, is available to

provide liquidity. In addition, the state has also established the CBRF, which voters approved. Funds may be

appropriated for certain purposes by a vote of three-fourths of each house of the legislature, but money can be used for

interfund borrowing for general fund expenditures. All appropriations from the fund are recorded as a general fund

liability.

Until recently, the state's forecast of its leading predictor of state revenue, the price per barrel of oil, has tended to err

on the low side. (This changed in fiscal in fiscal 2015 following the unanticipated collapse in global commodity prices.)

The state also forecasts production and has recently enhanced its methodology on this front. Budget amendments can

occur throughout the year.

Alaska produces detailed revenue forecasts, with the focus being the price of oil, which--unless the governor's reform

package is adopted--remains the leading determinant of general fund revenue. Other revenue sources are also included
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in the revenue source book, which is released twice each year. The tax division of the Alaska Department of Revenue

(DOR) prepares the book, using numerous outside sources of information to help predict the price of oil.

In addition to the revenue forecast, the OMB maintains a 10-year fiscal forecast, which is updated annually.

Expenditure projections are less detailed although the state accounts for some inflationary and caseload pressures on

spending levels.

The state's debt management policy is updated annually with the public debt report and debt affordability analysis as

required by statute. The debt report describes the different types of debt that Alaska issues, mainly certificates of

participation and GO bonds. For general fund-supported bonds, the state has a debt capacity that it determines, by

policy, to be 8% of unrestricted revenue.

Investment management is also covered by the investment policy statement, and the performance of the state's

investment portfolio is monitored daily. Each year the fund undergoes a fiduciary audit, which includes a review of

legal and administrative constraints for each invested fund. The audit policy's stated goal is to keep Alaska's

investment process intact during periods of market upheaval.

Alaska enacts an annual capital budget. Expenditure assumptions for the state's operating budget are adjusted as

appropriate when capital projects begin. A transportation agency capital plan provides an annually prioritized plan

detailing three years of projects and funding sources.

Budget management framework

The DOR issues formal revenue forecasts twice a year, in the spring and fall. The forecast is based on consultation

with an engineering firm and the state department of natural resources. As noted above, the methodology for

forecasting oil production has been revised to incorporate the greater variability associated with production forecasts

from some oil fields that are still under development or are in the evaluation phase of development. The net effect of

these changes has been to increase the long-term rate of production decline. The revenue forecast has historically

been used as presented for budget adoption and not been adjusted during the budget-adoption process.

Historically, Alaska has used existing high fund balances to carry deficits and is not legally required to make midyear

budget adjustments in the event a midyear gap develops. The governor has the discretion to hold back spending in the

middle of the fiscal year if a budget gap appears to be developing. Such adjustments were last made in fiscal 2009,

during oil price fluctuations. The governor can unilaterally prioritize such holdbacks, but the holdbacks have no formal

requirement or schedule. Since oil prices and the state's oil related revenues collapsed in mid-2015, the state's

lawmakers have stopped short of approving comprehensive fiscal reforms. To date, they have responded by reducing

general fund expenditures. The POBs represent an element of the state's ongoing effort to constrain general fund

expenditure growth by reducing the supplemental contributions the state is obligated to fund under SB 125. Because of

the possibility that pension system investment returns could fall short of actuarial assumptions or worse--below the

interest cost on the POBs--we view the state's strategy to debt finance its pension liabilities as increasing the risk to its

budget.

On a four-point scale in which '1' is the strongest, S&P Global Ratings has revised to '2.5' from '2.0' its score of Alaska's

financial management.
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Debt And Liability Profile

Alaska's proposed POB issue would cause its debt ratios to balloon. Total tax-supported debt per capita would

increase to $5,901 from $1,393 (as of fiscal 2015 audited financial and population figures). Tax-supported debt (GO and

appropriation) to personal income would increase to 10.5%, which we view as high, from 2.89%. Tax-supported debt

to GSP would increase to 8.3%, also high under our criteria, from 1.8%. Tax-supported debt service as a percentage of

general fund spending was low, at about 0.8%, in fiscal 2015 and would increase to 2.6% once debt service from the

POBs is incorporated. When including the local municipal school and capital reimbursement-related debt paid by the

state on behalf of local jurisdictions, debt service would equal 4.4% of expenditures, up from 1.6% prior to the POBs.

The state's debt amortization would decelerate with about 30% of principal amortizing in 10 years, down from 47%

prior to the POBs.

At June 30, 2015, the state had about $810.7 million of GO debt, but about $56.9 million of this is considered

self-supporting veterans' mortgage revenue-secured debt, leaving about $753.8 million net tax-supported GO debt. At

the end of fiscal 2015, Alaska also had about $274.8 million of annual appropriation-supported debt.

Pension And Otter Postemployment (OPEB) Liabilities

In 2006, Alaska moved all new employees to a defined-contribution retirement plan from a defined-benefit plan, but

employees hired before that continue under the state's defined-benefit pension plan. In addition, unlike those of most

other states, Alaska's OPEBs are constitutionally protected. Also unlike most states, however, the state has an OPEB

trust fund and a track record of funding the liability on an actuarial basis. Thanks to a large, extraordinary $3 billion

contribution from the state's CBRF to its pension systems, its funded ratios--for both its defined benefit pension and

OPEB liabilities--improved markedly in fiscal 2015. The contribution was split between the PERS ($1 billion) and the

TRS ($2 billion).

Following implementation of GASB 68 and as of fiscal 2015, the Alaska PERS multiemployer plan had a 64%

pension-funded ratio. We estimate that, as of fiscal 2015, the state's proportionate net pension liability (NPL) related to

PERS is $3.8 billion. The separate Teachers' Retirement System (TRS) had a 74% pension-funded ratio as of fiscal

2015, up from a 56% ratio in fiscal 2014. Improvement to the TRS funded ratio was more pronounced than that for

PERS because of the disproportionate contribution to that system. Both PERS and TRS employ an 8.0% assumed rate

of return on invested assets.

Combined with the liabilities associated with much smaller pension systems judicial officials, and retired National

Guard and naval militia members, the total PERS and TRS NPL was $5.47 billion as of June 30, 2015. As of fiscal 2015

and after incorporation of the extraordinary contribution that year, the combined pension-funded ratio, based on the

market value of assets stands at 67%, which is adequate, in our view. However, the NPL on this basis remains high, in

our view, at $7,423 per capita and 13.7% of total state personal income.

Annual contributions to PERS and TRS have been set according to percentage of salaries. However, on July 1 of each

year or as soon as funds are available thereafter, the state is required by statute to contribute sufficient additional funds
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to bring the total pension contribution for the prior fiscal year to the actuarially determined level, which we view

favorably.

Favorable health care cost trends combined with the effect of the large contribution to the PERS and TRS systems, the

state has achieved virtual full funding (99% based on fiscal 2015 estimates). The OPEB liability also includes those of

other participating local governments. The state is required by statute to fund the annual contributions to the pension

system at the actuarially recommended level.

In addition to the state's direct debt, since 1970 Alaska has supported the bonds issued by prequalified school districts,

with the legislature able to reimburse municipalities for 60% to 100% of debt service costs. The actual program funding

depends on annual legislative appropriations, and although not contractually obligated to do so, Alaska has always

made the payments. In fiscal 2017, the budget includes an appropriation of $105.5 million for the municipal school

debt reimbursement program on total local school district obligations of approximately $895.4 million.

The state also has about $1.2 billion of self-supporting state moral obligation debt issued by the Alaska Municipal Bond

Bank (AMBB), the Alaska Energy Authority, and the Alaska Student Loan Corp. Our rating of the AMBB debt

recognizes features we view as strengthening related to its 2005 resolution requiring an annual open-ended

appropriation to backfill the reserve, if necessary.

On a four-point scale on which '1' is the strongest, S&P Global Ratings has revised to '2.3' from '1.9' its score of

Alaska's debt and liability profile.

Ratings Detail (As Of October 7, 2016)

Alaska approp

Long Term Rating AA/Watch Neg On CreditWatch Negative

Alaska GO

Long Term Rating AA+/Watch Neg On CreditWatch Negative

Alaska GO

Long Term Rating AA+/Watch Neg On CreditWatch Negative

Alaska Energy Auth, Alaska

Alaska

Alaska Energy Auth (Alaska) pwr rev (Bradley Lake Hydroelectric Proj)

Long Term Rating A+/Watch Neg On CreditWatch Negative

Alaska Mun Bnd Bank, Alaska

Alaska

Alaska Mun Bnd Bank (Alaska) approp

Long Term Rating AA/Watch Neg On CreditWatch Negative

Alaska Mun Bnd Bank (Alaska) approp

Long Term Rating AA/Watch Neg On CreditWatch Negative

Alaska Mun Bnd Bank (Alaska) approp

Long Term Rating AA/Watch Neg On CreditWatch Negative

Alaska Mun Bnd Bank (Alaska) approp (AMBAC)

Unenhanced Rating AA(SPUR)/Watch Neg On CreditWatch Negative

Alaska Mun Bnd Bank (Alaska) GO and rfdg bnds (Alaska) ser 2016 FOUR due 12/01/2035
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Ratings Detail (As Of October 7, 2016) (cont.)

Long Term Rating AA/Watch Neg On CreditWatch Negative

Alaska Mun Bnd Bank (Alaska) GO and rfdg bnds (Alaska) ser 2016 THREE due 12/01/2037

Long Term Rating AA/Watch Neg On CreditWatch Negative

Alaska Mun Bnd Bank GO

Unenhanced Rating AA(SPUR)/Watch Neg On CreditWatch Negative

Matanuska-Susitna Boro, Alaska

Alaska

Matanuska-Susitna Boro (Alaska) lse rev rfdg bnds (Alaska) (Goose Creek Correctional Ctr Proj)

Long Term Rating AA/Watch Neg On CreditWatch Negative

Matanuska-Susitna Boro (Alaska) l(Goose Creek Correctional) approp

Long Term Rating AA/Watch Neg On CreditWatch Negative

NR(prelim)

Matanuska-Susitna Boro (Alaska) (Goose Creek Correctional) approp (ASSURED GTY)

Unenhanced Rating AA(SPUR)/Watch Neg On CreditWatch Negative

Many issues are enhanced by bond insurance.
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