




DATE: 5/9/02

SENATE FINANCE COMMITTEE REPORT

FURTHER:

l . C't•

fuAY ] 0 2002

DATE TURNED » ^
IN TO OFFICE: ___

Finance Committee considered HOUSE BILL NO. 447
HB 4 4 7  COMMERCIAL FISHING & AGRICULTURE BANK INTEREST RATE

"An Act relating to the interest rates that may be charged on loans by the Commercial Fishing and Agriculture 
Bank."

and recommends:

be replaced with, 

adopt previous .

CS

cs
attached amendment(s) 

adopt Letter of Intent by

further referral to ____

NEW FISCAL NOTE(S):

Committee

Committee

Senate Bill:
[ ] same title 

.) [ ] new title 
House Bill:

.) [ ] same title 
[ ] technical title 
( ] new: SCR #_

PREVIOUS FISCAL NOTE(S):

Department Date Fiscal Zero FN# Department Date Fiscal Zero FN#

D C E D %*!dz

I--!— ■— - - ■ =>. -TTTT

[ ] APPROPRIATION - no  fiscal note

SIGNATURES AND RECOMMENDATIONS:
1 /  /l

DO
P a s s

Do Not 
P a s s

No Rec A m e n d

--------

i P

K

, '7 Ct f h 2 ^  J j .  0 v /

J V  ^  y /  % ----------

COCHAI^f

Cochair : 1

7



REPORTED GLII

FISCAL NOTE MAY I 0 2002

STATE OF ALASKA
2002 LEGISLATIVE SESSION

Revision Date/Time (Note if correction):______
Title Interest Rates on CFAB loans

•• v
Fiscal Note Number: 1_______

Bill Version: HB 447
(H) Publish Date: 4/4/02

Sponsor
R equests

Representative Mulder

Dept. Affected:_________ DCED_______________
_BRU Banking Securities & Corporations (115)
Component Banking Securities & Corporations

House Labor & Commerce Component No. 1233

E xp e n d itu re s /R e v e n u e s (Thousands o f D ollars)
Note: Amounts do not include inflation unless otherwise noted below.
OPERATING EXPENDITURES FY 2003 FY 2004 FY 2005 FY 2006 FY 2007 FY 2008
Personal Services
Travel
Contractual
Supplies
Equipment
Land & Structures
Grants & Claims
Miscellaneous

TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

CAPITAL EXPENDITURES | |

CHANGE IN REVENUES ( ) i i I !

FUND SOURCE (Thousand* o Dollars)
1002 Federal Receipts
1003 GF Match
1004 GF
1005 GF/Program Receipts
1037 GF/Mental Health
Other (Specify Type-Do not abbreviate)

TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate o f any cu rren t year (FY2002) cost: 0.0
Check th is box (X) if  fund ing fo r th is  b ill is included in the G overnor's FY 2003 budget proposal:

POSITIONS
Full-time
Part-time
Temporary

ANALYSIS: (Attach a separata page i f  necessary)

~ '.is  leg is la tion has no fiscal im pact on the operations o f this division.

Prepared by: 
Division

Approved by: 
Agency

(Rovuod 9/2001 owe)

Franklin T. Elder. Director Phone 907-465-2521
Banking Securities & Corporations Date/Time 3/27/02 5:29 PM

Deborah B. Sedwick. Commissioner
Department of Community & Economic Development

Date 3/27/2002

Page 1 of 1

COMMITTEE COPY



R e p r e s e n t a t i v e  E l d o n  M u l d e r
D i s t r i c t  2 3  - M u l d o o n  &  F o r t  R i c h a r d s o n  

A l a s k a  S t a t e  L e g i s l a t u r e  
H o u s e  o f  R e p r e s e n t a t i v e s  

“ P r o u d  T o  B e A  M u l d o o n e r ”

SPONSOR STATEMENT

HOUSE BILL 447

An Act relating to interest rates that may be charged on loans by 
the Commercial Fishing and Agriculture Bank

House Bill 447 addresses an inequity in Alaska Statute 45.45 that inhibits the 
ability of the Alaska Commercial Fishing and Agriculture Bank (CFAB) to serve 
it’s mandated purpose of granting loans for Alaskan small business enterprises.

Like most states, Alaska has what is commonly called a “usury law”; a limitation 
on the rate of interest for certain types of loans -  usually small loans. 
AS45.45.010 defines a small loan as one under $25,000 and establishes a 
maximum annual fixed interest rate for such loans of 5.0 percent above the 
Twelfth Federal Reserve District discount rate.

In Alaska, conventional lending institutions - including commercial banks and 
credit unions -  are allowed to select whether they use the interest rate identified 
in the federal law or the rate identified in state law by reason of Federal pre­
emptive provisions. This approach is referred to as the “most favored lender" 
doctrine. Because of CFAB’s organizational structure as a cooperative bank, it is 
the only Alaskan institutional lender subject to AS45.45 and by law, cannot 
charge “too much” interest. In reality, any interest collected in excess of its 
needs is credited back to its member-borrowers.

In the past, the commercial fishing community has not generated significant 
demands for small loans. However, because limited entry permits have recently 
begun trading in a $20,000 - $40,000 range, there is a much greater need for 
small loans. CFAB’s subjectivity to the existing statute along with a period of the 
lowest financial market rates in over twenty years, renders it unable to make 
significant numbers of small loans to Alaskan residents, opening the potential for 
a drastic shift of permit ownership demographics.

The basic purpose of HB447 is to ensure that CFAB is able to continue serving 
its Alaskan member-borrowers in an efficient manner and equitably compete with 
other lending institutions servicing their unique market.

7 I 0  w .  4 t h  A v r ; . ,  # 3 1 0  A n c h o r a g e ,  A K  9 0 5 0 1  •  P h o n e  ( 9 0 7 )  2 6 9 - 0 2 6 5  •  F A X  ( 9 0 7 )  2 6 9 - 0 2 6 4  
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HB447 Talking Points

• An Act relating to interest ra tes that may be charged on loans 
by the Commercial Fishing and Agriculture Bank

• House Bill 447 ad d re sse s  a problem in Alaska Statu te  45.45 
that inhibits the ability of the Alaska Commercial Fishing and 
Agriculture Bank (CFAB) to serve it’s m andated public purpose 
of granting loans for Alaskan small business enterprises.

• Like most states, Alaska has w hat is commonly called a  “usury 
law”; a limitation on the rate of interest for certain types of loans 
-  usually small loans. AS45.45.010 defines a small loan a s  one 
under $25,000 and estab lishes a maximum annual fixed 
interest rate for such loans of 5.0 percent above the  Twelfth 
Federal Reserve District discount rate.

• Three factors that brought the issue  for CFAB to the surface 
and dem anded  a resolution:

o Lowest Federal R eserve discount rate in recent history...
1%% (existing sta tu te  allows a  max of a fixed 6%% ) 

o Limited entry permit prices have recently begun trading in 
a $2.0,000 - $40,000 range, there  is a much g rea ter need  
for small loans (in the past CFAB rarely dealt in this loan 
market)

o Recent Bank Examiner’s Report highlighting the  issue, 
warning that if the cap  remains, it may lead to erosion of 
earnings for CFAB

• The basic purposes of HB447 is 10 ensure  that CFAB is able to 
continue serving its Alaskan m ember-borrowers in an  efficient 
m anner and equitably com pete  with other lending institutions 
servicing their unique market.

• The fiscal note from the director of Banking Securities and 
Corporations s ta tes  there is no fiscal impact to the  state.



Background points:

• In Alaska, conventional lending institutions -  including commercial 
banks and credit unions -  are  allowed to se lect w hether they use 
the interest rate identified in federal s ta tue  or the rate identified in 
state law by reason of Federal pre-emptive provisions

• This approach is referred to a s  the "Most Favored Lender 
Doctrine”

• CFAB is not allowed to m ake that selection, b ecau se  of it’s unique 
organizational structure established in Alaska statute

• CFAB is the only Alaskan institutional lender subject to AS45.45
• This change in statute levels the playing field
• Because of CFAB’s  organizational structure a s  a cooperative 

bank, any interest collected in ex cess  of its n eed s  is credited back 
to its member-borrowers

• CFAB is the only private lender (vs. S ta te ’s  Div of Investment) 
w/statutory authority to m ake a loan to purchase  a LE permit and 
secure that loan with an enforceable lien on the permit itself

• CFAB’s subjectivity to the existing statu te along with a  period of 
the lowest financial market rates in over twenty years, renders it 
unable to m ake significant num bers of small loans to Alaskan 
residents, opening the potential for a drastic shift of permit 
ownership dem ographics

• Since CFAB's funding costs, and most operating ex pen ses , are 
variable, CFAB could not bear the risk of establishing a large 
volume of low-yielding, fixed rate loans in its portfolio

• Result of not changing the statute is that CFAB would have to 
choose to not m ake loans to small Alaskan b u s in esses  b ecau se  it 
would adversely affect their profitability and thus the  m em ber- 
borrowers they serve



Management and the board of directors trustees arc evaluated against all factors necessary to operate the institution in a safe and sound manner 
and their ability to identify, measure, monitor, and control the rislts of the instituuon’s activities. Consideration is given to the level and quality of 
oversight and support provided by management and the board; compliance with regulations and statutes; ability to plan for and respond to rislts 
that may arise from changing business conditions or initiation of new products or services, accuracy, timeliness, and effectiveness of management 
information and risk monitoring systems: adequacy of and compliance with internal policies and controls: adequacy of audit and internal control 
systems; responsiveness to recommendations from auditors and supervisory authorities; reasonableness of compensation policies and avoidance of 
self-deaJing; demonstrated understanding and willingness to serve the legitimate banking needs of the community; management depth and 
succession; the cxten' that management is a/Tccted by or susceptible to dominant influence or concentration of authority: and the overall 

 performance of the institution and its risk profile,____________________________________________________________________________

CFAB continues to be operated in a sound manner. During the last legislative session, management was 
successful in amending current law to gain new lending authority for activities related to tourism or natural 
resource extraction. Since the passage of this legislation, management has originated seven loans totaling 
$2,905M. Management intends to enter these new lending markets cautiously, in order to judge the 
effectiveness of all guidelines and policies that cither have been or are in the process of being .developed.

Over the next year, CFAB will undergo a substantial management change with the anticipated retirement of two 
essential personnel. The chief lender is retiring from the institution after almost 18 years with the institution.
The president is also planning to retire after more than 17 years with the institution. These two individuals were 
primarily responsible for rebuilding CFAB during the mid-80's recession. It will be a significant event for the 
institution to find eligible candidates as replacements, but even more significant is the loss in institutional 
knowledge. Prior to his retirement, the president would like to resolve important issues that are obstacles to 
CFAB's continued operation^One ot the issues relates to the state usury law under AS 45.45.010, which 
subjects CFAB to an interest rate cap. Because of deterioration in the fishing industry, CFAB has experienced a 
decrease in loan amounts, to the point where they may fall under $25,000. Because the usury law limits the 
interest rate to five percentage points above the 12th Federal Reserve discount rate on loan amounts o f $25M or 
less, CFAB may find itself subject to this limitation. If the cap remains, it may lead to cronon of earnings for 

V̂CFAB.______________ _____________________ ___ _________________ ____________ —— ____________________

The board has also changed since the last examination. Two new members, Dan Farren and Susan Springer, 
were elected during the last annual meeting. The board minutes indicate the board members arc active in a wide 
range of issues that affect the institution's operation.

New policies have been adopted since the last examination. These policies address appointment of management 
during emergencies, fixed asset expenditures, and a CoBank borrowing resolution. Insurance and bond 
coverage appear satisfactory.
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2550 D en a li Street, Su ite  1201 
A n ch orage, Alaska 99503-2737  
(907) 276-2007 F a x  (907) 279-7913

May 2, 2002

President

TO : Senate Resources Committee

FROM : E d  Crane 

SUBJ: HB 447

For ease o f reference, we call H B 447 a “CFAB bill,” and I have testified that 
“CFAB w ants it.” B u t in reality CFAB is simply the aggregation of the interests of its 
present and future owners who comprise the limited segm ent of the public it was created 
and m andated to serve.

T hrough its statute (at AS 44.81.041) CFAB is m andated by the legislature to be, 
and to operate as, a cooperative. Every borrower becomes an investor and owner of CFAB. 
And any and every benefit or advantage drat results from CFAB operations is a benefit or 
advantage to those owners -  not to anyone else. We are all paid salaries at CFAB — there are 
no bonus plans, no stock  options, no profit-sharing!

Federal tax law for cooperatives requires CFAB to treat each borrower-owner 
alike w ith respect to the annual allocations of its margins (the cooperative term  for 
“profits” ). W ithin the constraints of AS 45.45.010(b) CFAB cannot do that for sm all loans 
w ithout forcing subsidization by all other borrower-owners, since those small loans do not 
produce m argins.

In  the final analysis, the message of H B 447 is, “H ere’s a piece of CFAB’s public 
purpose it has been unable, and remains unable, to serve. I t hasn’t m attered m uch in the 
past, but today’s circum stances arc such that it’s likely to be a m uch more m eaningful void. 
CFAB can fill that void if H B 447 becomes law.”

Alaska Commercial Fishing and Agriculture Bank
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Like m ost states, Alaska has w hat is comm only called a “usury law”; a lim itation 

on the rate of in terest for certain types of loans -  usually sm all loans. Alaska Statute 

45.45.010 defines a sm all loan as one under $25,000 and establishes a m axim um  annual fixed 

in terest rate for such  loans of 5.0 percent above the Tw elfth Federal Reserve D istrict 

discount rate (currently 1.75 percent).

“ U sury” is a term  w hose m eanings and connotations have changed over the 

years. T here  are a num ber o f Biblical references, generally favorable, to usury. Over the 

ensuing thousands o f years, though, societies and gov. im ents have determ ined and 

decreed that the term  refers to in terest rates w hich are unrealistic, unconscionable, or 
unlawful. W ebster’s N ew  W orld Dictionary (Second College Edition) recog lizes this 

change of m eaning  by defining the word as, “the act or practice o f lending m oney at 

interest, now  specifically, a t a ra te  of interest that is excessive or unlawfully h igh .”

T h e  philosophies underlying usury laws are protective in nature. T he Alaska 

Supreme Co j *L in a 1971 case, expressed that usury laws are designed to pro tect the 

necessitous borrower. They recognize diat those w hose needs and m eans are m odest may 

often have die least flexibility, the fewest alternative sources o f credit, and the fewest tools 
with w hich to bargain. T he callous -  bu t basically realistic -  expression, “T he poor pay 

more!” perhaps has no clearer application than may be found in the loan-sharking practices 
visited upon blue-collar com m unities, and even sm all businesses, in m any parts of the 

U nited States. I t is difficult to find argum ents against these intents and philosophies; on the 

other hand, one m ay question the effects of die arbitrary m anner in w hich the limits are set.

In  Alaska, conventional lending institutions are not actually subject to the usury 
statute. A com pany w hose principal business is the granting of small loans may organize 

under the Alaska Small Loans Act (AS 06.20), w hich effectively substitu tes other, more 

liberal, in terest rate lim itations for that established by die usury s atute. A few years ago, 
there were 18 to 20 such com panies in  Alaska; today there are apparently alm ost none. T he 
vast m ajority of lending institutions -  including com m ercial banks and credit unions -  are 

effectively exem pt from state usury statutes by reason of the pre-em ptive provisions of 

Federal laws and regulations. T here arc a handful of other lenders, primarily private 
m ortgage com panies, who do not m ake loans under $25,000 as a m atter o f policy and who
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therefore are not affected by the usury statute. O f the two lenders who operate directly and 

prim arily within CFAB’s m andated  m arket, one -  N orthw est Farm  C redit Services -  is 

subject to Federal laws w hich p re e m p t Alaska’s usury statute, w hile the other -  the sta te’s 

own Division of Investm ents -  appears to enjoy a sovereignty exem ption. Even those 

storefront enterprises that offer check-cashing services and “payday loans” to a clientele 

consisting largely of “necessitous borrowers” are beyond the reach of AS 45.45.010!

It appears that CFAB is the only corporate or institu tional lender w hich is subject 

to A laska’s usury statute. Paradoxically, CFAB is also the only lender in Alaska w hich, by 

definition, cannot charge or collect “ too m uch” interest!

CFAB is structured as, and operates as, a cooperative corporation as m andated 

by its governing statute. I tc owners are its custom ers, and its custom ers are its owners; 
these custom er-ow ners are know n as “m em bers.” T he in terest rates charged to m em bers 

are based on projections of CFAB’s own borrowing costs and  opera ting  expenses. A t the 

end o f each fiscal year, excess incom e (“net m argins,” in cooperative parlance; is returned 
to m em bers through a m echanism  called a patronage refund. O ver the past ten years, 

CFAB has returned over 16% of its gross interest incom e to m em bers in this m anner and  has 

added another 2% of that gross incom e to the equity pool ow ned by the aggregate 

m em bership. Effectively, every borrowing m em ber -  large or sm all -  is dealt w ith by CFAB 

on an “ at cost” basis regardless o f the interest rate paid.

Until very recently, CFAB’s uni i e subjectivity to AS 45.45.010 has been viewed 

as a m inor annoyance. T he capital requirem ents of com m ercial fishing, as a generality, 
have not generated significant dem ands for small loans. As a rule -  a lthough absence of a 

firm policy perm itted exceptions on a case-by-casc basis — CFAB has discouraged small 
loans except to established m em bers. Even those latter loans w ere lim ited to relatively short 

terms. Since CFAB’s funding costs, and som e operating expenses, are variable, CFAB 
could no t bear the risk of establishing a large volume of low-yielding, fixed rate, loans in  its 
portfolio w ith the potential for subsidization by other borrowing m em bers during periods of 

higher or increasing in terest rates or other costs. In  addition, m any of the origination and 

adm inistration costs are essentially the sam e for a $20,000 loan as for a $120,000 loan.
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At the present tim e, however, a convergence of factors has created a difficult 
scenario for CFAB and  po ten tial new m em bers and, m ore im portantly, a very real th reat to 

the public  purpose established for CFAB by the Alaska Legislature.

CFAB is the only private lender w ith the statutory authority to m ake a loan to 

pu rchase a lim ited entry perm it and to secure that loan w ith an  enforceable lien on the 

perm it itself. Since CFAB serves only Alaska residents, this authority has proven a 

significant boon to those residents w ishing to enter a fishery. O n the other hand, wheD 

perm its for m any fisheries com m anded transaction prices of $150,000 to $200,000 or so (a not 

uncom m on range) a non-resident w ishing to purchase a perm it needed to possess som e 
com bination of cash and other lienable assets equal to or in excess of the purchase price in 

order to secure financing from som e lender other than CFAB. T his has been a significant, 

bu t probably incalculable, factor in m aintaining a high level o f resident participation in 

A laska’s fisheries.

In  recent years, however, m any fisheries’ econom ics have changed. Today 

lim ited entry perm its in som e o f Alaska’s largest fisheries (in ;erms of participan t num bers) 

are trad ing  in a $25,000-$40,G00 range. I t has suddenly becom e m uch m ore feasible for the 

legendary “Seattle dentist ’ to simply obtain a low-cost home equity loan in order to buy an 
Alaska lim ited entry perm it. Moreover, an increasing num ber of those residents who 

received “original issue” lim ited entry perm its are reaching retirem ent age and seeking the 
opportunity  to exit their respective fisheries. Several Seattle-based perm it brokers, w hose 

interests lie in facilitating transactions rather titan in supporting public policy, have 

indicated an aw areness of these factors. T he im m ediate future appears to hold the potential 

for a drastic shift o f perm it ow nership dem ographics!

At the sam e tim e, CFAB is effectively im m obilized by a trio of irreconcilable 

factors: (1) A period of the low est financial rm rket rates -  specifically, the discount rate of 
the Federal Reserve B ank of San Francisco -  in its 21-ycar history; (2) I s subjectivity to 

AS 45.45.010; and (3) Its  fiduciary duty to existing membcr-owncrs.

This is m ost certainly not a m atter of intent by any party. M uch legislative 
energy has been focused on CFAB over the years, not only through the originating efforts of
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the  1978, 1979, and  1980 Legislatures, bu t in the m any ensuing actions to address the 

unexpected  or un in tended  anom alies which arc probably inherent to the creation and 

existence o f a truly one-of-a-kind instrum ent of public policy. W hile this appears to be one 

o f the m ost th reaten ing  such anom alies to m anifest itself, it is also probably one of the 

easiest to correct!
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