HOUSE FI NANCE COVM TTEE
April 17, 2016
9:41 a. m

9:41:12 AM

CALL TO ORDER

Co-Chair Thonpson called the House Finance Conmittee
nmeeting to order at 9:41 a.m

VEMBERS PRESENT

Representati ve Mark Neuman, Co-Chair
Representati ve Steve Thonpson, Co-Chair
Representati ve Dan Saddl er, Vice-Chair
Representati ve Bryce Edgnon
Representative Les Gara

Representative Lynn Gattis
Representative Scott Kawasaki
Representative Cathy Minoz
Representative Tanm e WI son

VEMBERS ABSENT

Representative David Guttenberg
Representative Lance Pruitt

ALSO PRESENT

Kristen Pratt, Staff, Senator Anna  MacKi nnon; Di ane
Bar r ans, Executive Director, Al aska Conmm ssi on on
Post secondary Education and Executive Oficer, Al aska
Student Loan Corporation, Departnment of Education and Early
Devel opnent; Jane Pierson, Staff, Representative Steve
Thonpson.

PRESENT VI A TELECONFERENCE

Sterling Gallagher, Self, Anchorage; Charlene Morrison,
Chief Financial Oficer, Al aska Conmm ssion on Postsecondary
Educati on and Al aska Student Loan Corporation, Departnent
of Education and Early Devel opnent.

SUMVARY
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HB 245 PERM FUND: DEPGCSI TS; DI VI DEND; EARNI NGS

HB 245 was HEARD and HELD in conmmttee for
further consideration.

HB 250 I NDI'V. | NCOVE TAX: CREDI TS, RETURNS
HB 250 was SCHEDULED but not HEARD.

SJIR 2 CONST. AM G O BONDS FOR STUDENT LOANS
SJR 2 was REPORTED out of committee with a "do
pass” recoomendation and wth a previously
publ i shed zero fiscal note: FN1 (GOV).

Co- Chair Thonpson reviewed the agenda.

9:42: 09 AM

#sjr2
SENATE JO NT RESOLUTI ON NO. 2

Proposing an anendnent to the Constitution of the
State of Alaska relating to contracting state debt for
post secondary student | oans.

KRI STEN PRATT, STAFF, SENATOR ANNA MACKI NNON, conveyed
Senator MacKinnon's gratitude for the bill hearing. She
explained the resolution was a constitutional anendnent
that would permt the issuance of general obligation bonds
for the purpose of funding postsecondary student |oans. The
bill would amend Article [IX, sec. 8, of the Al aska
Constitution, which currently allowed state debt to be
contracted for capital inprovenents and housing |oans for
veterans. The intent of the legislation was to access | ower
cost loans to have lower interest rates for borrowers as
well as to give the Alaska Student Loan Corporation (ASLC)
nore flexibility with its underwiting criteria.

Vi ce-Chair Saddl er asked what it nmeant that the bill would
allow increased criteria flexibility.

Ms. Pratt deferred the question to the Departnent of
Education and Early Devel opnent .

DI ANE BARRANS, EXECUTIVE D RECTOR, ALASKA COWM SSION ON
POSTSECONDARY  EDUCATI ON (ACPE) and EXECUTIVE OFFI CER
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ALASKA STUDENT LOAN CORPORATI ON, DEPARTMENT OF EDUCATI ON
AND EARLY DEVELOPMENT, responded that currently a m ninum
credit criteria was required in order for the underlying
assets (the student |oans thenselves) to be of sufficient
quality to use in the issuance of bonds or revenue bonds.
The credit criteria was currently a 680 FICO credit score.
She detailed that if the state's credit backed the bonds in
the terns of a general obligation bond, the existing credit
criteria could be somewhat nodified, which would allow a
| arger group of students to qualify.

9:44: 57 AM

Vice-Chair Saddler asked for verification the corporation
could offer loans to students with lower credit scores. M.
Barrans responded in the affirmative.

Vi ce-Chair Saddler asked for background information about
the nunber of |oans the comm ssion issued for postsecondary
tuition per year. Additionally, he wondered how many | oan
applications were approved and reject ed.

Ms. Barrans responded on an annual basis the student | oans
had been issued to as nmany as 12,000 students in a year.
Currently, the nunbers had dropped substantially to several
hundred | oans per year. The decrease was due in part to the
interest rates, which consuners were concerned were
excessive. Additionally, approximately 40 percent of the
applicants did not qualify for the credit criteria and were
unabl e to obtain a cosigner who net the criteria.

9:46: 08 AM

Vice-Chair Saddler asked about the conmssion's current
interest rate conpared to other financial |oans avail able
el sewher e.

Ms. Barrans responded that the interest rate charged in the
past two to three years was 6.25 percent, which was a
fairly good rate for unsecured credit. Qher non-federal
student |oan prograns throughout the country had simlar
rates, although sone had higher <credit «criteria. The
commi ssion expected it could decrease the interest on its
loans by a full percent (i.e. to a 5 percent rate) if the
state was able to maintain its AAA credit rating. She
detailed the decreased rate would be very attractive and
anongst the best in the nation.
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Representative Gara relayed his support for the bill, given
interest rates charged by the state. He recalled that
during the country's financial crisis in 2008 the criteria
had changed to require applicants to have a cosigner. He
wondered if the criteria was still necessary. He spoke
specifically about a situation where a student did not have
a parent wth noney.

Ms. Barrans answered that a creditworthy cosigner was
required if a student did not have sufficiently high
credit. She elaborated it was not sonething she expected to
change. She detailed that even with a general obligation
bond there was an expectation the assets of the corporation
woul d be sufficient to ensure cash flow on the |oans and
repay the debt. There was no expectation the corporation
would ook to the state to have general funds paying down
the bonds. The corporation believed lowering the credit

score requirenent would be very helpful in allowng
students to qualify on their own credit; however, a
creditworthy cosigner would still be required if a student

did not have sufficiently high credit.

Representative Gara renarked the issue was obviously a
problem but it was not a problem that could be solved in
the current bill. He noted intent to work on the issue
separately.

9:48:49 AM
Representative Kawasaki spoke in support of the bill. He
noted that when the bill had first been introduced the

state had a great credit rating. He wondered about the
inpact if the state's credit rating was downgraded in the
near future. He questioned whether it would be worth
opening up the state's constitution to change the
particular article.

Ms. Barrans responded that the corporation had asked its
financial advisor to analyze the inpact if the state were
to experience an entire step downgrade. She relayed it
would still allow the corporation to reduce the interest
cost by about 95 basis points, which would still offer a
substantial benefit.
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Co- Chair Thonpson thanked Ms. Barrans for her testinony. He
OPENED public testinony.

9:50: 24 AM

STERLI NG GALLAGHER, SELF, ANCHORAGE (via teleconference)
shared that he was a forner comm ssioner of the Departnent
of Revenue (DOR) who had worked to put together the
Per manent Fund. He had also worked as a bond underwriter
for the state for Al aska Housi ng Fi nance Corporation (AHFC
and Alaska Industrial Developnent and Export Authority
(AIDEA). Additionally, he had been the underwiter on the
bond i ssue addressed by the bill. He shared that he had put
together the original loan for the student |oan authority.
He el aborated that the program had worked for 25 years as
i ntended. He explained the agency was designed around cash
flow, which was a problem Currently the agency had an
overall loan default rate of 28 percent. He stated the
agency had a total expenditure of $15 million to
adm nistrate $350 million in loans the previous year (4
percent). He specified the loans from the past year only
originated $3.2 mnmillion. He calculated that the cost of
adm nistration was four times every |oan the program made
He believed the agency's perfornmance needed a serious
revi ew before general obligation bonds were considered.

M. Gllagher continued that general obligation bonds
should be preserved for the state's first line of defense
for major areas of finance. He provided the occurrence of
anot her major earthquake as an exanple. He believed the
agency wanted to start cutting away at the nunbers and the
state's flexibility on general obligation by urging "these
sorts of debts" that had a 28 percent default rate. He
reiterated the cost of the admnistration of the program
He remarked that the current structure could also
accommodate a lowering of interest rates. He noted the
state had a AA rating and because of the noral obligation
attached the agency would trail 10 or 15 basis points
behind it. He believed it was a small price to pay for
mai ntaining the state's flexibility on general obligation
debt. He opined the agency could work out its problens. He
stated the agency needed nore collateral and did not
necessarily need nore cash. He suggested taking |oans from
AHFC or any other program He enphasized the program needed
quality cash flow He restated the 28 percent default rate
and noted the national default rate was 40 percent. He
referred to a recent case where the State of New York had
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allowed the debts to be charged off bankruptcy. He
concluded the entire area was influx nationally. He
restated the programis acconplishnents needed a review He
believed it was dangerous to attach the loans to the
state's general obligation debt, which would result in a
| oss of flexibility.

9:55:22 AM

Co- Chair Thonpson CLOSED public testinony.

Representative WIlson referred to M. Gallagher's statenent
that it cost $15 mllion to administrate the program She
asked how much the cost influenced the interest rates
of fered to students.

Ms. Barrans relayed that the corporation did a calculation
on the interest rate. She deferred to the commission's
chief financial officer who had recently done the
calculation to set the 2016-2017 interest rates.

CHARLENE MORRI SQN, CHI EF FI NANCI AL OFFI CER, ALASKA
COW SSI ON ON POSTSECONDARY EDUCATI ON and ALASKA STUDENT
LOAN CORPORATI ON, DEPARTMENT OF EDUCATION AND EARLY
DEVELOPMENT  (via tel econference), replied t hat t he
calculation referred to by Ms. Barrans included the cost of
adm ni stration of approximately 2.5 percent of the interest
rate.

Representative WIson asked for detail on the new
calculation Ms. Mrrison had recently conpleted [for 2016-
2017] . She wondered what the interest would be on a new
| oan at present. Ms. Morrison replied the interest rate was
6. 25 percent for the com ng academ c year

9:57:57 AM

Representative WIson asked for wverification the 6.25
percent included the 2.5 percent admnistration cost. M.
Morrison answered in the affirmtive.

Representative WIlson surmsed that if bonds enabled the
rate to drop to 5.25 percent it would not include the 2.5
percent adm nistration cost. M. Morrison responded in the
negative. She detailed that if the state maintained its AAA
credit rating and if the nmarket remmined steady at its

House Fi nance Conmmittee 6 04/ 17/ 16 9:41 A M



recent level, the interest rate could drop as low as 5.25
per cent .

Representative WIlson was trying to understand the
adm ni strative cost percentage of 2.5. She reasoned the 2.5
percent was alnbst as much as the anount charged to
students. She wondered if there would be a |imt on how
much noney could be put into the bonds if the bill passed
and was approved by voters.

MVs. Bar r ans replied that i f voters approved the
nodi fication of the state's constitution, the |egislature
would then be required to authorize the operating rules
allow ng the corporation to proceed, which would include a
cap simlar to the caps AHFC had in place on the issuance
of debt for the veterans' home | oan program

Representative WIson remarked that 28 percent [default
rate] was pretty scary. She surm sed the corporation would
have to show it could cover the bond with receipts (and not
state general funds).

Ms. Barrans responded in the affirmative. It would be
simlar to the corporation's current process, when it went
into the market, of providing cash flows to the ratings
agencies in order for the agencies to verify and rate the
i ssuance of the bonds. She noted the corporation had
successfully issued $1.6 billion in debt since 1988.
Additionally, the corporation had always had the support of
the state's noral obligation and had never needed to ask
the state for any cash support. Several years back the
| egislature had authorized a bridge loan to assist the
corporation for a short period of tine. She specified the
corporation had used the loan and had fully repaid it to
the state. The corporation had never needed to place a call
on the legislature for support and did not anticipate that
changing in the future.

10: 01: 10 AM

Representative Gara stated that the cost of admnistration
woul d go down because the conference commttee had cut a
coupl e of positions within the corporation. He reasoned the
corporation needed to do outreach to nake students aware of
the student |oan program He noted that banks did outreach
for their businesses. He asked about the corporation's
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adm nistration cost conpared to other state student | oan
agencies or financial institutions.

Ms. Barrans answered she could not speak to the costs of
ot her organi zations. The scale of operation was an issue
The decline of the corporation's |oan volunme over the | ast
several vyears inpacted the scale. She responded to M.
Gal | agher's public comment and relayed that the |oan
default rate was not 28 percent. She detailed the rate was
calculated on an annual basis and the nobst recent rates
were around 7.8 percent. She stated it was a factor in the
cost of admnistering the loans, which also inpacted
servicing costs.

Co- Chair Thonpson conmented that the 28 percent to 7.8
percent default rates were quite a variation. He asked
about the differential.

Ms. Barrans responded she had testified in the past that
default rates had been very high (in the 20 percent range)
in the late 1980s and early 1990s. She could not speak to
M. Gallagher's source of information. She explained the
rate had been substantially reduced over years, in part due
to putting collection levers in place (authorized by the
| egi sl ature) and i npl enenti ng credit criteria. She
explained there had been no credit criteria or cosigner
requi renents when the rates had been that high.

10: 03: 39 AM

Co-Chair Neuman provided a scenario where the |egislature
came back in the following year and determ ned a change
needed to be made to the corporation after determining its
adm nistrative costs. He wondered if passage and voter
approval of the bill would lock the legislature into any
future comm tnents around how the fund was nanaged.

Ms. Barrans responded not that she was aware of.

Co-Chair Neunman believed the costs needed to be | ooked into
further. He thought the program operation costs were
between $1.2 mllion and $1.4 mllion.

Ms. Barrans answered that the programs admnistrative
costs had reduced over the past two years. There were sone
increased costs, but they were relative to pass through
funds. The WMM (Washi ngton, Wom ng, Al aska, Montana, and
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| daho) program budget was included in the corporation's
organi zati onal budget. She elaborated there had been sone
increases until the past year or so, which had flattened
out. The other new nobney was pass through funds for
schol arshi ps and grants.

Vi ce-Chair Saddler asked if it could be assuned ACPE and
ASLC were on the sane side (different entities with the
same m ssion).

Ms. Barrans answered in the affirmative. The entities
shared a mission - the corporation was the fiduciary of the
funds, which directed investnents and determ ned terns and
conditions on |oans, whereas, ACPE represented the policy-
setting side responsible for controlling student aid
progranms or outreach activities. The agencies worked
essentially as an integrated organi zati on.

Vice-Chair Saddler surmsed the current consunmer rate of
6.25 percent included a cost of 3.75 percent on the open
mar ket and the 2.5 percent admnistrative cost. He asked
for verification if the corporation was able to obtain a
2.75 percent market rate as envisioned by the legislation

the rate [offered to students] would reduce to 5.25
per cent .

Ms. Barrans responded in the affirmative.

10: 07: 00 AM

Vice-Chair Saddler referred to Ms. Barrans' testinony the
commi ssion had never needed to ask for cash assistance from
the state. He noted Ms. Barrans had also referred to a
bridge | oan the conmm ssion had received. He thought she had
testified the | oan had been to pay back the state. He asked
for detail.

Ms. Barrans answered that after the bond market collapsed
in 2007 the student |oan backed bonds had been tainted by
the nortgage industry [crisis]. Investors had becone very
wary of certain asset backed bonds, which included student
| oans. She detailed that the cost on the bonds had becone
exorbitant for anyone in the market at the tinme. Therefore,
ACPE had not been able to go into the market to issue debt
for a period of time. In order for the conmssion to
continue to neet |loan demand during the two or three years
after the collapse, the legislature had authorized DOR to
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enter into a |oan agreenment with ACPE. She furthered that
DOR had to structure it as an investment of the state,
which required DOR to charge an interest rate simlar to
what the departnment would have otherw se received on other
i nvestments. The corporation had used about $68 mllion of
a $100 mllion line of credit and had subsequently paid it
back. She believed the interest ACPE paid on the debt to
the state was around 3.8 or 4 percent.

Vice-Chair Saddler referred to the bond market collapse in
2007. He wondered if the circunstances had been considered
an extraordinary condition that may happen every 50 to 100
years.

Ms. Barrans responded the situation had been considered a
once-in-a-generation coll apse. She elaborated it had
occurred due to the result of extended subprinme nortgage
| endi ng activity.

Vice-Chair Saddler asked for clarification on what M.
Barrans neant by once-in-a-generation. He wondered if the
| egi slature should expect that kind of thing to happen
every 20 years.

Co-Chair Thonpson interjected "next tinme we have a
recession.”

Vi ce-Chair Saddl er wondered how often Ms. Barrans thought a
situation may call into question the corporation's ability
to carry its loan debt on its own.

Ms. Barrans replied she would not expect to see the
circunstance happen again. She detailed the situation had
led to a series of changes in the market's structure by
rating agencies and bond insurers. The collapse had been
catastrophic and had led to a changing of the "rules of
pl ay" in the market.

Co- Chair Thonpson asked Vice-Chair Saddler to address the
fiscal note.

10: 10: 40 AM
AT EASE

10:11: 16 AM
RECONVENED
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Vice-Chair Saddler reviewed the bill's zero fiscal note
from the Ofice of the Governor for the D vision of
El ections. He renmarked there were no position changes
included in the note.

Co-Chair Neuman MOVED to report SIJR 2 out of Commttee with
i ndi vidual recommendations and the acconpanying fiscal
note. There being NO OBJECTION, it was so ordered.

SJR 2 was REPORTED out of conmittee with a "do pass”
recomendation and with a previously published zero fisca

note: FN1 (GOV).

10: 12: 06 AM
AT EASE

10: 51: 01 AM
RECONVENED

#hb245
HOUSE BI LL NO. 245

"An Act relating to the Alaska permanent fund;
relating to appropriations to the dividend fund;
relating to incone of the Al aska permanent fund;
relating to the earnings reserve account; relating to
the Al aska permanent fund dividend; naking conformng
amendnents; and providing for an effective date."

Co-Chair Neuman MOVED to ADOPT the proposed conmttee
substitute for HB 245, Wor k Draft 29- GH2859\ N
(Wal l ace/ Martin, 4/16/16). There being NO OBJECTION, it was
so ordered.

10: 51:46 AM

JANE Pl ERSON, STAFF, REPRESENTATI VE  STEVE  THOWPSON,
reviewed the changes in the work draft from the previous
version. She read the prepared sectional analysis:

Sec. 1:
3 year Reeval uation

Sec. 2: AS 36. 30. 015:

Al aska Permanent Fund Corporation procurenent. Al aska
Per manent Fund Corporation can adopt its own
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procurenent procedures, as long as they are simlar to
St at e procurement codes

Sec. 3: AS 36.30.990(1):

Adds Al aska Permanent Fund Corporation to the list of
those exenpt from State of Al aska  procurenent
requirenents.

Sec. 4: AS 37.05.540(d):
Tells the Al aska Pernmanent Fund Corporation to manage
and invest assets of the Constitutional Budget Reserve

Sec. 5: AS 37.05.565(a):
Amerada Hess noney no longer flows into the Capital
| ncone Fund

Sec. 6: AS 37.10.430(a):

Al aska  Per nanent Fund Corporation shall nmanage
Constitutional Budget Reserve funds by the effective
date 7/1/17

Sec. 7: AS 37.10.430(b):
Report by Alaska Permanent Fund Corporation to
| egi slature re: Constitutional Budget Reserve

Sec. 8: AS 37.13.010:

Dedi cated deposits of royalties to the Pernanent Fund
are reduced from the current 25/50 split in old/ new
| eases to the constitutional mninmum of 25 percent

Sec. 9: AS 37.13.140(a):

Requires the Alaska Permanent Fund Corporation to
determne the net incone of the Earnings Reserve
Account and excl udes unrealized gains or |osses

Sec. 10: AS 37.13. 140:

Defines Percent of WMarket Val ue payout at 5.25 percent
of the average year-end narket value of the ERA for
the first 5 of the nost recent 6 years of the payout
may not exceed the year-end balance of the Earnings
Reserve Account

(c) Volatility provision

Sec. 11:
I nflation Proofing

Sec. 12: AS 37.13. 446:
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D vidends are conprised of 20 percent of the 5.25
percent Percent of Market Value , and 20 percent of
the prior year's royalties, excludes those dedicated
to the Permanent Fund or School Fund (25.5 percent are
dedi cat ed)

Sec. 13: AS 37.13.206(a):
Conform ng to new procurenent

Sec. 14: AS 37.13.300(c):

Mental Health Trust Fund may not be included in the
conputation of the available income available for
di stribution under the Percent of Market Val ue

Sec. 15: AS 37.14.031 (c):
Makes conputation of the AK Mental Health Trust Fund
i ncome consistent with conputation of other PF incone

Sec. 16: AS 43.23.025 (a):
Transfer of noney to the Dividend Fund requires an
appropriation

Sec. 17: AS 43.23.025 (a):
The anmpbunt of each Permanent Fund Dividend for fisca
years 2017, 2018, and 2019 shall be $1, 000

Sec. 18: AS 43.23.045 (a):
Conforms to Sec. 12 which noves dollars to dividend by
appropriation.

Sec. 19:
Once the noney is in the Dividend Fund, the Departnment
of Revenue shall annually pay dividends wthout

further appropriation.

Sec. 20:

Repeal ers:

AS 37.10.430 (c) Subaccount of CBR

AS 37.13.145 (b) Dividend based on statutory net
i ncone,

AS 37.13.145 (c) Inflation proofing,

AS 37.13.145 (d) Anerada Hess

Sec. 21:
Repeal s correspondi ng Sessi on Law

Sec. 22:
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Repeal s $1000 divi dend; Dividend goes to formula

Sec. 23:

Transition |anguage RE: Regul ations and policies
adopted by Conmi ssioner of the Dept. of Revenue and
Per manent Fund Cor porati on

Sec. 24:
Retroactivity cl ause

Sec. 25:
| medi ate effective date

Sec. 26:
Ef fective date July 1, 2017

Sec. 27:
Ef fective date of July 1 2016

HB 245 was HEARD and HELD in commttee for further
consi derati on.

Co- Chair Thonpson recessed the nmeeting to a call of the
chair [Note: the neeting never reconvened].

#
ADJ OURNVENT

10: 57: 27 AM

The neeting was adjourned at 10:57 a.m
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