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HOUSE BILL NO. 186 [STATE WARRANTS AS NEGOTIABLE INSTRUMENTS]

"An Act relating to state warrants; and providing for an effective date."
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CONTINUATION of FISCAL NOTE ANALYSIS

For Bill/Resolution No. MB 186

This bill would grant holder in due course rights to Alaska financial
institutions with respect to State warrants. As a result, the State would be
compelled to redeem State warrants if an Alaska financial institution cashs
the warrant in good faith and without knowledge of a stop payment notice
regarding that warrant. Currently, warrants are not considered to be
negotiable instruments and the State is not required to redeem them.

Because warrants would be subject to holder in due course rights, notice of
stop payments must be immediate. In order to accommodate this, it would be
necessary to implement program changes in the payroll system to eliminate the
delay on stop payments between the payroll system and the accounting system.
These changes would require the support of one nonpermanent Programmer/
Analvst LV-orrs-i-tinn for a neriod of seven months. This would be a one-time

In addition, the support of an additional permanent part-time Accounting
Technician 111 position would be necessary to provide tighter monitoring and
control of stop pay items. This position would act as the liaison between the
State"s clearing bank and the Division of Finance and the Department of
Revenue, Treasury Division. Responsibilities would include coordinating all
State warrant stop payments (currently about 2,000 are placed annually),
advising the clearing bank of stop pay items, and researching and resolving
differences. This would be an annual cost of $24.9. It is assumed that the
State"s clearing bank would be responsible for notifying other Alaska
financial institutions of stop payments placed on State warrants. However,
should it be necessary for the Division of Finance to perform this function a
full-time Accounting Technician Ill position at an annual cost of $49.8 would

be required.

1/3K3/030314-9/3 Page 2 of 2
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CONTINUATION of FISCAL NOTE ANALYSIS

For Bill/Resolution No. HB 186

This bill vrr-1d grant holder in due course rights to Alaska financial
institutions vith respect to State warrants. As a result, the state
would be counselled to redeem state warrants if an Alaska financial
institution ocashes the warrant in good faith anc without knowledge zz
a stop paymerrr notice regarding that warrant. Currently warrants are
not considered:: to be negotiable instruments and the state is not
required tc rredeem them.

Because warrarnts would be subject to holder in due course rights,
notice of stood payments must be immediate. In order to accommodate
this, it vorled be necessary to implement program changes in the
payroll sysTemr. to eliminate the delay on stop payments between the

payroll sysTanr. and the accounting system. These changes would requirs
the support erf one non-permanent Programmer/Analyst 1V position for s
period of seveen months. This would be a one-time cost of $34.9

In addition, rthe support of an additional permanent part-time
Accounting Yscchnician 11l position would be necessary to provide
tighter momrooring and control of stop pay items. This position wcrlr
act as the Ilraaison between the State"s clearing bank and the Divisir-
of Finance =nud the Department of Revenue, Treasury Division.
Responsibilmr_es would include coordinating all state warrant stop
payments (crrrrently about 2,000 are placed annually), advising the
clearing barf-: of stop pay items, and researching and resolving
differences. This would be an annual cost of $24.9 in personal
services.

After discussrron with the Department of Revenue, Treasury Division,
and Key Bari _it was determined that the State would be responsible fir-
notifying all Alaska financial institutions of stop pay items. This
would 1involve th” daily transmission of stop pay information to 33
financial irsrritrtions, This would be done by fax at a minimum ccsi
of $2.30 per ~Transmission per business day for an annual cost of $19..
in contraerr=__ services/communications. ($2.30 per transmission X
financial irsrritutions X 260 business days annually = $19,734.00.)
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STEVE COWPER, GOVERNOR

7TH FLOOR FRONTIER BLDG.

DEPARTMENT OF COMMERCE A
3601 C STREET. SUITE 722

ECONOMIC DEVELOPMENT ANCHORAGE. ALASKA 99503-5934
PHONE: (907) 562-1 726

OFFICE OF THE COMMISSIONER

July 18, 1988

Mr. Robert P. Gray, President
National Bank of Alaska

Box 10060

Anchorage, Alaska 99510-0600

Dear Bob:

John Williams and 1 have met vrith Hugh Malone and Milt Barker on the
state warrant issue. It seems like the best answer is some change
in AS 37.10.078 so there 1is an opportunity for reasonable banking
procedures to be applied to the cashing of warrants over $5,000
without impacting the state"s investments and deposits. I enclose
the legislative listing provided by Jeff Bush.

My suggestion would be a reasonable regulation. Please think about

it
Cordially
J. Anthony Smith
Commissioner
JAS/dm
02727
enclosure

cc; Hugh Malone, Commissioner, Department of Revenue
s John Williams, Deputy Commissioner, DCED
Milt Barker, Department of Revenue
Jeff Bush, Assistant Attorney General



CORPORATE HEADQUARTERS «BOX 1006CC « ANCHORAGE. ALASKA 39510-G6C*

ROBERT P. GRAY
PRESIDENT

August 5/ 1988

Mr. J. Anthony Smith

Commissioner
Department of Commerce & Economic Development

3601 C Street
Anchorage# Alaska 99503-5934

Re: Your letter of July 18/ 1988

Dear Tony:

Thank you for your attention to the problem that has
been presented to you concerning the cashing or
negotiating of State Warrants.

Upon reflection/ | do not feel the size of the warrant
is the 1issue here; rather/ the 1issue is the rights
under a holder in due course. Perhaps if 1 detail
what | perceive 1is the actual situation we will be

able to agree that the problem can be easily resolved
without causing the State unnecessary burdens.

I can give you the conclusion first - if the State of
Alaska agrees to comply with the Holder 1in Due Course
doctrine and other general principles of the UCC as
applies to negotiable instruments/ then there 1is no
problem as far as NBA is concerned. The continued
insistence by the AG"s office that warrants a*9 not
negotiable items 1is not/ in my opinion/ sensible/ and
certainly does not coincide with everyday business

practices.

It is useful to restate what the Holder 1in Due Course

doctrine states. (I realize you are Tfamijiar with it/
but some to whom you may discuss this matter may not
be.) In laymans terms an entity (individual/

corporate or whatever) becomes a holder in due course
of a negotiable instrument when he/she or it:



Mr. J. Anthony Smith
August 5, 1988

Page 2

1. Receives the instrument for value

2. Receives the instrument 1in good Tfaith

3. Has no notice of any defect 1in the instrument or
in the title of the person or entity negotiating
it.

A holder 1in due course has a valid/ enforceable claim
against the maker of the instrument. In the case of a
State Warrant/ the maker 1is/ of course, the State of
Alaska.

In the case of a bank becoming a holder 1in due course/
#1 above would always apply/ #2 would apply unless the
bank were involved in some sort of conspiracy against
the State and #3 is the csain issue. Here"s where the
important distinctions come:

1. IT the bank negotiates the item and it is
determined that any of the endorsements are
forged/ the bank 1is not a holder 1in due course
(defect in title.)

2. IT the item 1is stale dated the bank 1is not a
holder indue course. (The bank has a notice of
defect by examing the instrument.) Generally,
for these purposes, to clearly protect the Holder
in Due Course status, an item should be

negotiated within 30 days of the issue date.

3. IfT the check 1is altered the bank 1is not a holder
in due course (defect in the instrument.)

Then what are the banks and the State arguing about?

If abank accepts a State Warrant, with no forgeries

and negotiates it, we want to be paid without
exception. The fairness of this 1is clear - we have
no way of determining that there 1is a potential for
dishonor of the item. How can we fairly be asked, and

actually forced as per your enclosure, to cash State
Warrants under any other circumstances?



Mr. J. Anthony Smith
August 5, 1988
Page 3

The problem we have with the Univentures check 1is

exactly to the point. NBA cashed the check Tfor the
payee - no one disputes that fact. The State
dishonored 1it. We contacted the State for payment and
it refused. Even though no replacement warrant had
been issued. We had no way to know the check would be
dishonored. We should be paid.

The reason we®"re making such a big deal about this 1is
the potential exposure 1is limited only by the dollar

amount of the check. When you think about 1it, the
State®"s position is exactly analogous to the bank®s
when we 1issue a cashier®s check. How do we protect

ourselves?

When someone claims they 1lost a cashier®s check that
they purchased, we wusually invoke a 30 day waiting
period, we require an 1indemnity agreement to be signed
and, we sometimes vrequire a bond to be posted. And,
of <course, we are <careful when we issue cashier"s
checks.

As a final point, in relation to your letter to me,
whether the State <calls its instruments checks or
warrants, or how it funds these items is a completely
independent matter from whether or not the State
abides by the Holder in Due Course doctrine.

I would appreciate your opinion of my suggestions -
that the State observe the Holder in Due Course
doctrine and the UCC, as adopted by the State.

Thank you for your attention to this matter.

Sincerely,

Robert P. Gray
President

RPG:si



1989 LEGISLATIVE PROPOSAL REQUESTS
DEPARTMENT OF COMMERCE AND ECONOMIC DEVELOPMENT

DIVISION/AGENCY: Banking, Securities & Corporations

SUBJECT OF PROPOSED LEGISLATION:

State Warrants: Amendment to AS 45.03.302, holder 1indue eeuse.

SUMMARY OF PROPOSAL: What does the proposal do; why is itneeded; how many
incidents have occurred which necessitate the change; has similar legislation
been drafted/introduced in the past, and if so, what happened to it? (Attach
copy of previous drafts, additional background information if necessary.)

Proposal would make state warrants subject to the Uniform Commercial
Code"s Holder in Due Course Doctrine for Alaska financial institutions,
similar to checks. According to an Attorney General®s opinion, current
law holds that state warrants are not negotiable instruments. Financial
institutions have had problems with the state dishonoring warrants when
the institution had no prior knowledge that there was a potential for
dishonoring the item, (see attached)

WHO SUPPORTS/OPPOSES THE PROPOSED LEGISLATION: Which interest groups, con—
stituencies, or other departments are affected, and in what way?

First proposed by National Bank of Alaska
ESTIMATED FISCAL IMPACT:

Capital: O
Operating: O

PRECEDENTS 1IN ALASKA OR OTHER STATES:

WHICH LEGISLATORS WOULD BE INTERESTED IN THE PROPOSAL, PRO AND CON:

OPTIONS THAT THE GOVERNOR SHOULD CONSIDER:

8833w



MEMORANDUM

THRU:

FROM:

State of Alaska

OATE;

Hugh Malone, Commissioner August 22, 1988
Department of Revenue FILE NO
TELEPHONE NO:
SUBJECT;

Proposed Legislation on
State Warrants

Commissioner
of Comnerce and Economic

In June, I met with Milt Barker, Assistant Attorney General Jeff Bush,
and members of my staff, to discuss a possible solution to a problem
raised by National Bank of Alaska (NBA) regarding the treatment of state
warrants after the state has issued a stop pay notice. As you may know,
in January 1987, Jeff issued"an informal AG"s opinion to the effect that
state warrants are generally not negotiable instruments, and therefore, a
holder in due course has no recourse against the state if the state has
issued a stop pay notice on a particular warrant. This legal doctrine
makes warrants different than normal checks.

NBA has asked us to consider sponsoring legislation to make warrants
subject to the Uniform Commercial Code"s holder in due course doctrine,
similar to checks. According to NBA, the federal government treats its
warrants as negotiable instruments. After numerous discussions with Bob
Gray, NBA"s president, we believe we may have reached a compromise that
will protect the state from incurring substantial additional risks while
granting Alaskan financial institutions the benefits of the doctrine. We,
therefore, plan to include in the legislative package of the Department
of Commerce and Economic Development a proposal to amend AS 45.03.302.
which defines a holder in due~course, to include holders of state warrants.
but~ only wnen tlrcrholder iS-3TT Alaska financial institution or a branch
of-~a national fralTtrr~tf~i:fTe branch 1is located in Alaska.

As you know, the AG"s office and Milt are concerned about protecting the

state from warrants cashed after the state issues a stop pay notice. The
holder in due course doctrine provides that the holder of a check normally
can recover from the issuer even if the issuer has attempted to stop pay—
ment on the check. The only exception is that a holder may not recover

if he had notice that the check was not negotiable, cr that a stop payment
notice was out, prior to cashing it. Thus, in order to protect the state,

vl

we will have to modify the state contract with Keybank to require the bank,,

to notify all Alaska institutions within a certain, preferably short,
period of time of any stop payment notices issued by the state. We
believe this would be relatively simple for Keybank, given the sophis—



Coimrissioner Hugh Malone -2 August 22, 1988
tication of today"s communications between the shrinking number of insti—
tutions and the relatively few stop pay notices issued by the state.

In light of your department®s interest in this issue in the past, your
comments on this proposal would be welcome.

JAS/LW/pal/C.52
082288b
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DEPARTMENT OF ADMINISTRATION
POSITION PAPER

Division: Finance Bill Number: HB 186

Bill Title: An act relating to state warra”s; and providing for
an effective date

House Bill 186, "An act relating to state warrants; and providing
for an effective date”™, will amend AS 45.03.104(b) to include state
warrants making all state warrants a negotiable instrument. It

will also repeal AS 43.05.170 which would grant holder in due
course rights to Alaska financial institutions with respect to
state warrants. As a result, the state would be compelled to
redeem any state warrant that an Alaska financial institution
cashes in good faith without knowledge of a stop payment notice
regarding the warrant.

This bill raises several areas of concern regarding the potential
costs and risks to the state. The first concern is the liability

p Ted on the state each time a stop payment is processed against a
s 1ite warrant.

Historically, state and city governmental agencies have been
authorized to issue warrants for disbursement of funds and this
method of disbursement is commonly used by many states including
Texas, California and Washington. The State of Alaska has been
issuing warrants since pre-statehood. As warrants are payable on
acceptance by the State, their issuance allows the State to provide
good management of public funds and prevent funds from being
disbursed without a valid appropriation.

As a part of managing public funds, it is the State's

responsibility tr ensure monies are properly disbursed. At times
this necessitates a stop payment be placed on a previously issued
warrant. Stop payments are generally requested for one of three

reasons:

- The warrant was issued 1In error. In these cases funds
may be overspent if the warrant is allowed to redeem.

- The payee has notified the state of nonreceipt of a
warrant and the warrant has not been redeemed.

- The payee has notified the state of nonreceipt of a
warrant and the warrant has been redeemed. In these
cases fraud is most likely involved and the stop
payment request becomes a nonissue.



During FY 88 approximately 2,000 stop payments were placed ori state

warrants amounting to over $4,800,000. If state warrants are
considered to be negotiable instruments, each of these stop
payments becomes a potential liability to the state. Should a

financial institution cash a warrant in good faith without prior
knowledge of a stop payment and then be unable to recover funds on
the stop pay warrant from the pa"-le, it will be necessary for the
issuing agency to either reimburse the funds from it"s existing
budget or request a supplemental appropriation. In these instances
the state would be obligated to reimburse financial institutions
for unrecoverable stop pay items, which in turn could force the
state into the illegal over expenditure of approoriations (AS
37.05.170).

The actual dollar amount that would be expended for unrecoverable
stop payments 1is undeterminable. Although a stop payment
notification system between the state and the financial
institutions would be implemented, there could be as much as a 24-
hour delay between the time the stop payment is placed in the
state"s accounting system and the banks are notified. During the
first ten months of calendar year 1988, 156 warrants with stop
payments were cashed by the payee and presented to the state for

redemption. These warrants totaled $156,506. Of the 156 warrants
cashed with stop payments, 17.8 percent were cashed within one day
of the date of issue. Therefore, it can be concluded that the

state may have to absorb 17.8 percent of its stop pays at the very
minimum and undoubtedly a great deal more if the financial
institution cannot readily collect from the payee of a sizable
warrant.

The second area of concern is the direct impact on the Division of
Finance. It is a responsibility of the Division of Finance to
maintain a reconciliation system for all state issued warrants.
The following provides a brief overview of this reconciliation
process:

Warrant Reconciliation:

Warrant reconciliation includes the monitoring and control of
all warrant issues, warrant redemptions, stop payments,
cancels and staledates. Warrant reconciliation 1is provided
for all eleven types of state issued warrants.

State Warrants:

There are currently eleven different types of state warrants.
The Division of Finance 1is directly responsible for the stock
control for seven of the warrant types, Payroll, AKSAS,
Longevity Bonus, Permanent Fund, Refundable Credit,

Handwrite, Field Warrant and Post Secondary, which includes
releasing stock for print, ordering or assisting in the
ordering of new stock, verifying the print process, releasing
the warrants for distribution and performing physical



inventory of stock on hand. The other three warrant types,
Welfare, Court Warrants and Medical Assistance are maintained
and printed by the 1issuing agency.

Warrant Issues:

Each warrant issue must be recorded in the accounting systenm
as a warrant outstanding. General warrants are recorded when
a request for a warrant is entered into the accounting

system. All other types of warrants are external to the
accounting system and issue data is recorded through a daily
subsystem interface process. All warrant issue data is
verified against warrant issue logs to ensure the accounting
system is in sync with the actual warrants issued. The state
issued approximately 1,835,943 warrants during FY 88 for a
total Of $3,080,068,968.

Redemptions;

Warrants are presented for redemption by the State"s clearing
bank, Key Bank, on a daily basis. Redemption data 1is passed
from Key Bank to the accounting system via bulk data
transfer. This data is then matched against the warrants
outstanding file. Any errors are researched and the Treasury
Division 1is notified of items that should be returned to the
bank, such as warrants cashed for an 1incorrect amount or stop
pay items. Other types of errors, such as issue data, are
manually corrected in the accounting system.

Stop Payments:

At times, warrants are issued but not received by the payee
or warrants are 1issued in error. In these instances the
issuing agency will request a stop payment be placed on the
warrant. A stop payment may only be placed if the physical
warrant is not in the state"s possession. Warrants 1in the
state®"s possession are canceled as explained in the following
paragraph. For each stop payment, a Warrant Status Change
form is completed by the issuing agency and a stop payment
transaction entered into the accounting system. This
information is then forwarded to the Division of Finance
where it is verified and the transaction is authorized for

processing. Approximately 1,753 stop payments were placed in
FY 88 for a total dollar amount of $4,813,123. This does not
include stop payments placed on payroll warrants. Payroll

procedures do not allow for the accumulation of stop payment
decail separately from payroll warrant cancels and
cancel/reissues. Stop payments for other warrant types
ranged from $3.50 to $1,532,325.63. Attached are several
charts detailing stop payment volume by warrant type, dollar
amount and monthly activity.



Cancels:

Warrant issued in error are canceled in the accounting
system. To cancel a warrant, the 1issuing agency must have
the physical warrant in hand. The 1issuing agency then enters
a cancel transaction into the accounting system and forwards
the physical warrant to the Division of Finance for
verification and authorization of the transaction. 21,167
warrants were canceled in FY 88 totaling $25,663,429.

Staledates:

According to AS 37.05.180 warrants issued and not redeemed
within two years of the date of issue a.j" considered to be
staledated and no longer redeemable. Each r~nth during a
warrant purge process these warrants are identified and
listed on a hardcopy report. Using this report, a
transaction is entered into the accounting system for each
warrant to record the warrant as a staledated item. 3,587
warrants were staledated during FY 88 totalling $597,510.

Attached is a breakdown by warrant type of total counts and
dollar amounts for warrant issues, stop payments, cancels and
staledates during FY 88.

The volume of data managed in the warrant reconciliation process is
tremendous. The implementation of the bill relating to the
negotiability of state warrants would only further increase this
workload. To reduce the potential liability each stop payment
creates, it would be necessary to enforce stricter control over
stop payment transactions. At best it would be necessary to notify
the state"s clearing bank immediately of each stop payment at the
time it is entered into the accounting systenm. This would require
daily contact with the bank for the transmitting of stop payment
data (most likely by fax). It is possible that the state would be
responsible for also notifying other Alaska financial institutions
of stop pay itenms. In addition, there would be an increase in
research, 1inquiries and legal battles. We cannot provide the
increased services with existing staff while at the same time
continuing to provide adequate control over state-issued warrants.
Additional support of a part time Accounting Technician 111
position, at an annual cost of $24.9, would be required.

As a part of the above need to provide the bank with immediate stop
payment data, it would also be necessary to implement progranm

changes in the State"s payroll system. Currently, stop payments on
payroll warrants are input into the payroll system and then passed
to the accounting system on the following day. To ensure the

state®"s clearing bank is notified of all stop payments timely, it
will be necessary to reverse this process and eliminate the one day
lag prior to the stop payment placed in the accounting system. To
program and implement the changes needed in the payroll system, the



support of one non-permanent Programmer/Analyst 1V position for a
period of seven months would be required, This will be an
estimated one-time cost of $34.9.

The Department cf Administration does not support this bill and
recommends it not be passed. If the banking industry has been
harmed it may be less expensive to the state to remedy that harm
rather than increase state operating costs and potential exposure
for checks cashed that have had stop payments placed against them.
The Department of Revenue supports the Department of
Administration®s position on this bill.

APPROVED:
Director: Keith Busch
Date:
Commissioner: Jchn M. Andrews
Signature: Date:

For further Inrormacion can Dean Gottehrer at 465-2200
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IMEDICAL ASSISTANCE
{REFUNDABLE CREDIT
{handwrite

1
| TOTAL

1

WARRANT
COUNT

409,875
402,150
202,381
197,112
527,205
30,620
32,665
31,384
2,433

0

118

- — A —

o = o e P e —— e m— -

1,835,943

ISSUES
AMOUNT

418,665,891
2.071,933,989
50,322,869
73,861,567
362,334,626
not available
1,061,834
71,087,670
6,563,821

0

24,236,701

3,080,068,968

WARRANT RECONCILIATION DATA - FY £38

| STOP PAYMENTS

{ COUNT |
I I

|not avail not availabl]|

412
164
248
800
52
19
53

3
1
1

I 1,753

AHOUHT

2,460,461
41,000
114,289
543,179
11,206
1,481
108,030
1,052

100
1,532,325

4,813,123

CANCELS
COUNT |  AMOUNT
1
1,349 ; 1.393,204
4,134 | 8,637,998
796 | 183,000
2,433 | 871,844
6,306 | 4,250,740
377 | 70,192
502 | 23,489
5,033 | 9,989,174
43 | 231,062
194 | 12,726
01 0
21,167 | 25,663.429

| STALEDA" r0
J COUNT |  AMOUNT
1
|
| *07 j 55,191
| 1,375 | 136,929
| 125 | 29,250
| 328 | 91,482
| 705 | 248,014
| 224 | 25,235
| 694 1 9,474
| 01 0
| 01 0
| 29 1 1,935
| | 0
|
| 3,587 | 597,510
|



ROt QUL PAYINILWTG - A Wl A%

JUNE (6.4%)
(486,075.

MAY (6.6%)
(76,234.01)

APRIL (8.2%)
(1,656,251.37)

MARCH (10.8%)
(139,626.93)

FEBRUARY (15.3%)
(227,832.06)

JULY (4.6%)
140 i84)

AUGUST (6.1%)
661,274.21)

SEPTEMBER (4.6%)
(474,284 .81)

OCTOBER (5.0%)
(200,866.39)

NOVEMBER (3.7%)
(81,972.29)

DECEMBER (9.7%)
(525,126.03)

JANUARY (19.1%
(228,442.03)



FY 88 STOP PAYMENTS BY DOLLAR AMOUNT

(522,406.00)

$10000-100.000 (L¥)
$1000-10.0d0 (7.2%)
(318,977-97)

$100.00-500.000 (0.3%)



FY 88 STOP PAYMENTS - BY WARRANT CLASS

REFUNDABLE CREDIT (0.1%)

(100.00)

PERM FUND 145.6%!
(543,179.52)

MEDICAL ASST (0.2%)
(1052.95)

GENERAL (AKSAS) (23.5%)
(2,460,461.70)

HANDWRITE (0.1%)
(1 ,532,325.63)

FIELD WT (3.0%)
(11 ,206.50)

LONG BONUS (9.4%)
(41 ,000.00)

COURT WARRANT (11%
(1.401.50)

POST SECONDARY (3.0%)
(100,030.00)

WELFARE (14.1%
(114,289.00)
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DEPARTMENT OF ADMINISTRATION / M- box c

JUNEAU. ALASKA 99811-0204

PHONE. (907) 465-2240

DIVISION OF FINANCE
March 20, 1989

The Honorable Max Gruenberg
Alaska State Representative
P.0O. Box V

Juneau, AK 99811-3100

Dear Kepresentative Gruenberg:

I have reviewed your request for an alternative to House Bill 186
which would provide some assurance to the banking industry that
the State would honor its warrants, and at the same time minimize
the administrative costs. I believe the following proposal is
consistent with the concept of fairness to the private sector,
minimizing--increased operating costs to the State, and providing
continued collection participation by the banking industry.

Alternate Proposal

The State, of Alaska will indemnify an Alaska financial
institution who, unknowing, accepts a State warrant under ten
thousand dollars which has been voided or which has had a stop
payment placed upon it based upon the following procedures:

A) The State will continue to operate the warrant redemption
process. We will notify a financial institution 1in
accordance with Uniform Commercial Code (UCC) when a warrant
with a stop payment has been submitted for redemption, and
will return the warrant to the financial institution through
our warrant redemptiion and clearing bank.

B) The financial institution will be responsible for taking all
reasonable steps to collect returned warrants from
customers. IT after taking reasonable steps, they are
unable to recover such funds, and the warrant is under ten
thousand dollars, the financial institution may submit the
warrant to the Department of Administration for
indemnification. Reasonable steps includes the financial
institution®s attempt to collecv. funds from clients”
accounts, or through personal contact, the balance due, if
that person has insufficient funds and resides in the state.

C) If the Department of Administration is satisfied the
financial institution has taken reasonable collection
actions, the department will pay to the institution the
value of the warrant if sufficient funds exist or from a

- ML



Representative Max Gruenberg March 20, L1989
Page 2

supplemental appropriation. The disbursement will be
charged against the originating authorization if sufficient
authorization exists. IT insufficient authorization exists,
a supplemental appropriation will be submitted to the
legislature through the budget process. Upon approval of
the legislature and Governor, appropriated funds would be
paid to the financial institution.

D) For warrants in excess of ten thousand dollars the financial
institution will have the option of calling the State for
verification that no stop payment has been placed on a
warrant prior to cashing 1it. There will be available a
current listing of stop payments in the Division of Finance.
If the financial institution calls and are informed the
warrant is valid, and a subsequent stop payment is placed,
the State will honor the warrant if there is a sufficient

appropriation balance. IT insufficient authorization
exists, a supplemental appropriation will be submitted to
the legislature through the budget process. If the

financial institution does not call or calls and are
informed the warrant is not valid, subsequent redemption of
the warrant will be rejected, and the warrant will be
returned to the financial institution.

In addition we are presently studying the possibility of
putting a listing of stop payments on the State"s computer
network so that financial institutions can access that
information directly.

This proposal has several advantages over the proposed bill.
First, State warrants will not become negotiable instruments
subject to holder 1in due course. The issue of being required to
overspending an appropriation is addressed. There would be no
increased administrative cost, and we esrimate that the cost of
indemnification for stop payments would be about the same under
this proposal as under the proposed bill.

Sincerely,

Commissioner

JMA/KB/tin

8/3D4/031622-9

cc: Division of Finance
Department of Administration



Position Paper
House Bill 186

House Bill 186, "An act relating to state warrants; and providing for
an effective date, will amend AS 45.03.104(b) to include state

warrants making all state warrants a negotiable instrument. It will
also repeal AS 43.05.170 which would grant holder in due course rights
to Alaska financial institutions with respect to state warrants. As a

result, the state would be compelled to redeem any state warrant that
an Alaska financial institution cashes in good faith and without
knowledge of a stop payment notice regarding the warrant.

This bill raises several areas of concern regarding the potential

costs and risks to the state. The first concern is the liability
placed on the state each time a stop payment is processed against a
state warrant, /

Stop payments are generally requested for one of three reasons;

- The warrant was 1issued in error. In these cases funds may
be overspent if the warrant is allowed to redeem.

- The payee has notified the state of non receipt of a
warrant and the warrant has not been redeemed.

- The payee has notified the state of non-receipt of a
warrant and the warrant has been redeemed. In these cases
fraud is most likely involved and the stop payment request
Kecomes a non-issue.

During FY 88 approximately 2,000 stop payments were placed on state

warrants amounting to over $4,800,000 in state funds. If state
warrants are considered to be a negotiable instrument, each of these
stop payments becomes a. potential liability to the state. Should a

financial institution be unable to recover funds for a stop pay
warrant from the payee, it will be necessary for the issuing agency to
either reimburse the funds from their existing budget or request a
supplemental appropriation. The state would be obligated to reimburse
financial institutions for unrecoverable stop pay items, which in turn
could force the state into the illegal over expenditure of
appropriations.

:The actual dollar amount that would be expended for unrecoverable stop
payments 1is undeterminable. Although a stop payment notification

system between the state and the financial institutions would be
implemented, there could be as much as a 24 hour delay between the

time the stop payment is placed in the state"s accounting system and —=ar
the banks are notified. During the first ten months of calendar year
1988, 156 warrants with stop payments were cashed by the payee and
presented to the state for redemption. These warrants totaled

$156,506. Of the 156 warrants cashed with stop payments, 17.8 percent
were cashed within one day of the date of issue. Therefore, it can be /.£
concluded that the state may have to absorb 17.8 percent of its stop

pays at the very minimum and undoubtedly a great deal more if the



financial institution cannot readily collect from the payee of the
warrant.

The second area of concern is the direct impact on the Division of
Finance. It is a responsibility of the Division of Finance to

maintain a reconciliation system for all state issued warrants, t:
following provides a brief overview of this reconciliation process

Warrant Reconciliation:

Warrant reconciliation includes the monitoring and control of
all warrant issues, warrant redemptions, stop payments, cancels
and staledates. Warrant reconciliation is provided for all
eleven types of state issued warrants.

State Warrants:

%
There are currently eleven different types of state warrants.
The Division of Finance is directly responsible for the stock
control for seven of the warrant types, P</roll, AKSAS,
Longevity Bonus, Permanent Fund, Refundable Credit, Handwrite,
Field Warrant and Post Secondary, which includes releasing stock
for print, ordering or assisting in the ordering of new stock,
verifying the print process, releasing the warrants for
distribution and performing physical inventory of stock on hand.
The other three warrant types, Welfare, Court Warrants and
Medical Assistance are maintained and printed by the issuing
agency.

Warrant Issues;

Each warrant issue must be recorded in the accounting system as
a warrant outstanding. General warrants are recorded when a
request for a warrant is entered into the accounting system.

All other types of warrants are external to the accounting
system and issue data-is recorded through a daily subsystenm

interface process. All warrant issue data is verified against
warrant issue logs to ensure the accounting system is 1in sync
with the actual warrants 1issued. The state issued approximately

1,835,943 warrants during FY 88 for a total of $3,080,068,968.
Redemptions;

Warrants are presented for redemption by the State®"s clearing
bank, Key Bank, on a daily basis. Redemption data is passed
from Key Bank to the accounting system via bulk data transfer. =«
This data is then matched against the warrants outstanding file.
Any errors are researched and the Treasury Division is notified
of items that should be returned to the bank, such as warrants
cashed for an incorrect amount or stop pay items. Other types
of errors, such as issue data, are manually corrected in the
accounting system.

Stop Payments;

At times warrants are issued but not received by the payee. In
these instances the issuing agency will request a stop payment



be placed on the warrant. A stop payment may only be placed if
the physical warrant is not in the state"s possession. Warrants
in the state®"s possession are canceled as explained in the
following paragraph. For each stop payment, a Warrant Status
Change form is completed by the issuing agency and a stop
payment transaction entered into the accounting system. This
information is then forwarded to the Division of Finance where
it is verified and the transaction is authorized for processing.
Approximately 1,753 stop payments were placed in FY 88 for a
total dollar amount of $4,813,123. This does not include stop

payments placed on payroll warrants. Payroll procedures do no
allow for the accumulation of stop payment detail separately
from payroll warrant cancels and cancel/reissues-. Stop payments

for other warrant types ranged from $3.50 to $1,532,325.63.
Attached are several charts detailing stop payment volume by
warrant type, ,dollar amount and monthly activity. :

Cancel s . e e

Warrant issued in error are canceled in the accounting system.

In order to cancel a warrant the issuing agency must have the
physical warrant in hand. The 1issuing agency then enters a
cancel transaction into the accounting system and forwards the
physical warrant to the Division of Finance for verification and
authorization of the transaction. 21,167 warrants were canceled
in FY 88 totaling $25,663,429.

Staledates:

According to AS 37.05.180 warrants issued and not redeemed
within two years of the date of issue are considered to be
staledated and no longer redeemable. Each month during a
warrant purge process these warrants are identified and listed
on a hardcopy report. Using this report, a transaction 1is
entered into the accounting system for each warrant to record
the warrant as a staledated item. 3,587 warrants were
staledated during FY 88 totalling $597,510.

Attached is a breakdown by warrant type of total counts and
dollar amounts for warrant issues, stop payments, cancels and
staledates during FY 88.

The volume of data managed in the warrant reconciliation process 1is

tremendous. The implementation ofthe bill relating to the
negotiability of state warrants would only further increase the
workload in this area. To reduce the potential liability each stop
payment creates, it would be necessary to enforce stricter control
over stop payment transactions. At best it would be necessary to
notify the state"s clearing bank immediately of each stop payment at
the time it is entered into the accounting system. This would require

daily contact with the bank for the transmitting of stop payment data
(most likely by fax). It is possible that the state would be
responsible for also notifying other Alaska financial institutions of
stop pay itenms, in addition, there would be an increase in research,
inquiries and legal battles. We cannot provide the increased services
with existing staff while at the same time continuing to provide
adequate control over state issued warrants. Additional support of a
* . % o oF
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part time Accounting Technician 11l position, at an annual cost of
$24.9, would be required.

As a part of the above need to provide the bank with immediate stop
payment data, it would also be necessary to implement program changes
in the State"s payroll system. Currently, stop payments on payroll
warrants are input into the payroll system and then passed to the
accounting system on the following day. In order to ensure the
state®"s clearing bank is notified of all stop payments timely, it will
be necessary to reverse this process and eliminate the one day lag
prior to the stop payment placed in the accounting system. To program
and implement the changes needed in the payroll system, the support of
one non-permanent Programmer/Analyst 1V position for a period of seven
months would be required. This will be an estimated one-time cost of
$34.9.

The Department of Administration does not support this bill and
recommends it not be passed. If the banking industry has been harmed
it may be less expensive to the state to remedy that harm rather than
increase state operating costs and potential exposure for check ¢ ;hed
that have had stop payments placed against them.
F:\Lauri\Warrants\HB168.doc






JMaska Jitote

of AyxtsmbxixOts P.0. Box V.
P . State Capitol
House Judiciary Committee Juneau. Alaska 99811

(907) 465-4990
(907)465-4712

February 28, 1989

MEMORANDUM

TO: Representative Red Boucher
Chair, House State Affairs Committee

FROM: Max Gruenberg fx/V

RE: HB 186, "An Act® relating to state warrants; and
providing for an effective date."

I would appreciate it if your would schedule a hearing for HB
186 as soon as possible.

HB 186 will make state warrants the legal equivalent of checks
under the Uniform Commercial Code. I introduced the bill at
the request of the banking community.

Thank you.
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Introduced:
Referred:

2/20/89

State Affairs
Labor & Commerce and Finance

IN THE HOUSE

For an Act entitled:

6-0601E

BY GRUENBERG

HOUSE BILL NO. 186

IN THE LEGISLATURE OF THE STATE OF ALASKA

SIXTEENTH LEGISLATURE - FIRST 5ESS.LUN

A

BILL

"An Act relating to state warrants; and providing for

an effective date."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section

(0)

section

by a

deposit.

* Sec.

* Sec.

HBO186A

1. AS 45.03.104(b) 1is amended to read:

A writing which complies with the requirements of this

is
(1) a "draft"™ ("bill

(2) a "check" if it

of exchange™) if it is an order;

is

(A) a draft drawn on a bank or a state warrant, and

(B) payable on demand;

(3) a "certificate of deposit”™ if it is an acknowledgment

bank of receipt sf money with an engagement to repay Iit;

2.

3.

(4) a "note" if it is a promise other chan a certificate of

AS 43.05.170 1is repealed.

This Act takes effect

immediately under AS 01.10.070(c).

HB 186
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