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DATE: 3/20/01 FURTHER:

Date of 5-Day Notice: DATE TURNED

(in accordance with Uniform Rule 23) IN TO OFFICE: tf ‘0 |,
Labor and Commerce Committee considered SENATE BILL NO. 151

"An Act relating to the Bristol Bay Salmon Classic; and providing for an effective date."

and recommends: Senate BiIll:
[ ] same title
] be replaced with. Cs ) [ ] newtitle
House BiIll:
] adopt previous Cs ) [ ] sametitle
[ ] technical title
] attached amendment(s) [ ] new. SCR #_
] adopt Letter of Intent by Committee
] further referral to Committee
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FISCAL NOTE

STATE OF ALASKA Fiscal Note Number:

2001 LEGISLATIVE SESSION Bill Version: SB 151
O Publish Date:

Revision Date/Time (Note if correction): Dept. Affected: Revenue

Title: Bristol Bay Salmon Classic "BRU: Revenue Operations
Component: Tax Division

Sponsor: Senator Hoffman

Requester: Senate Labor and Commerce Component Number: 2476

Expenditures/Revenues (Thousands of Dollars)

Note: Amounts do not include inflation unless otherwise noted below.
OPERATING EXPENDITURES FY 2002 FY 2003 FY 2004 FY 2005 FY 2006 FY 2007

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 ( )

FUND SOURCE (Thov”ands of Dollars)

1002 Federal Receipts
1003 GF Match

1004 GF

1005 GF/Program Receipts
1037 GF/Mental Health
Other (Specify Type)

TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate of any current year (FY2001) cost: 0.0

Check this box (X) if funding for this bill is included in the Governor's FY 2002 budget proposal:

POSITIONS
Full-time
Part-time
Temporary

ANALYSIS: (Attach a separate page if necessary)

Alaska Statute 05.15.690(41) of the state's charitable gaming laws allows certain organizations to conduct "salmon
classic" games of chance. This legislation would add the Bristol Bay Native Corporation Education Foundation to the
list, allowing the Education Foundation to conduct a fund-raising salmon classic with prize money awarded to the
person who guesses closest to the total number of salmon harvested commercially in the five Bristol Bay fishing

districts between June 1 and September 30 each year.

This legislation would not result in any additional cost or enforcement issues to the Charitable Gaming Section at the

Tax Division.

Phone 465-5469

Prepared by:  Larry Persily, Deputy Commissioner
Date/Time April 27, 2001, 9 a.m.

Division
Approved by: Larry Persily, Deputy Commissioner Date 04/27/2001
Agency Department of Revenue

For distribution information, call the Governor's Legislative Office

(Rev 7/7/2001 OMB) Page 1 of 1



Senate Labor and Commerce Committee

From: Senator Lyman HoffmanyC e

Re:  Request for a hearing for SB 151 - Bristol Bay Salmon Classic

| request that Senate Bill 151 - Bristol Bay Salmon Classic - be scheduled for a
hearing in the Labor and Finance Committee.

Thank you for your consideration



Senate Bill 151
Bristol Bay Salmon Classic

Sponsor Statement

Senate Bill 151 would add the Bristol Bay Native Corporation (BBNC) Education
Foundation to existing law which authorizes salmon classics under AS 05.15.690(41) and

allow the foundation to raise money for scholarships.

The BBNC Education Foundation has been active in supporting the educational goals of
shareholders since their inception in 1991. They are a 501 (c) (3) organization with a
successful history in fundraising for educational scholarships. With the downturn in
fishing and other impacts on the economy of the region, the challenges of fundraising have
grown. The ability of the Foundation to organize the Bristol Bay Salmon Classic would
provide an opportunity for individuals to share the load by purchasing a ticket and joining in
the fun of guessing how many salmon will be harvested in the five Bristol Bay commercial
fishing districts. Classics of various types have been successful in other regions of the state,
and the BBNC Education Foundation is confident the effort will be a source of both
entertainment for those following the fisheries and revenue for young people needing
scholarship assistance to meet their education goals.



Bristol Bay N ative Corporation

Education Foundation
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m SENATOR ALAN AUSTERMAN Alaska State Legislature

terim: 112 M ill Bay Road. Kodiak. Alaska 99615 (91)7) 4X6-8872  Vow.itwcSiate Capitol. Juneau. Alaska 99801 (907) 465-24X7
sona(or_alan_auMerman(?'legis.siaie.ak.us

Sponsor Statement - Senate Bill 165

"An Act imposing a tax on employment; and providing for an effective date."

SB 165 would impose a tax of $100 a year on each employed individual age 19
or older, including the self-employed. Under this bill, the employer would deduct
$50 from the employee's salary on each of their first two regular payrolls after
January 1 of the calendar year. A provision has been added to prevent this tax
from being taken out more than once when the employee provides proof to their

new employer that the tax has already been satisfied.

Preliminary estimates given to me from the Department of Revenue indicate that
the state would collect between $35 and $36 million a year in new revenue
generated by this legislation. Approximately $2 million a year would be required
to administer the increased workload by staff in that division if this measure

becomes law.

The tax collected under AS 43.45.021 would be deposited into the state's general
fund, but accounted for separately. In turn, the legislature may then appropriate
the amounts collected under this section for education.

This authorization is not intended to create a dedication of funds in violation of
art. I1X, sec. 7, of the Constitution of the State of Alaska.

DISTRICT C
Kodiak Archipelago * Southeast Islands



DATE: March 29, 2001

TO: Senator Randy Phillips, Chair
Senate Labor & Commerce Committee

From: Senator Alan Austerman

RE: Request for Scheduling— Senate Bill 165

| respectfully request that the Senate Labor & Commerce Committee schedule a hearing
on SB 165 at your earliest convenience.

This bill would impose a tax on employment; and provide for an effective date.
Attached is a copy of the bill and a sponsor statement. Letters of support will be

provided at a later date.

Please contract Suzanne Hancock of my staff at 3820 as needed.

Thank you for your consideration.

DISTRICT C
Kodiak Archipelago * Southeast Islands
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Apil 2, 2001

Senator Alan Auaterman
State Capital
Juneau, AK 99801-1162

Dear Senator Austerman:
Itis a pleasure to endorse your latest hill, SB 165, Head Tax

There has beenfar too little discussion about a longtermfiscal planwhich must indlude new sources
of revenue. | seethis binsinply as a rs-instaterment of the old “schodl tax , adjusted far inflation over
thetime Iswas ariginally instituted.

| gpplaud you far the leadership you are showing by being invalved with colleagues who share your
interest inthe development ofaggjal pan | amcertainthat the Sitka Schod District Board of
Educationwill supportyour efforts Inanyway they can.

Sncerely,

"Educating Today's Children to Become Tomorrow's Leaders"
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Introduced by: Manager Jensen

Requested by: Assembly
Drafted by: Borouph Clerk
Introduced: 04/05/2001
Adopted: 04/05/2001

KODIAK ISLAND BOROUGH
RESOLUTION NO. 2001-23

A RESOLUTION OF THE ASSEMBLY OF THE KODIAK ISLAND BOROUGH
SUPPORTING SENATE BILL 165 CREATING AN EDUCATION HEAD TAX
AS PART OF SENATE BILL 1 AS A COMPREHENSIVE APPROACH
TO FILL ALASKA'S MOUNTING BUDGET GAP

WHEREAS, Senate Bill 165 would impose an annual tax of $100 on each Alaskan
worker age 19 or older, including the self-employed; and

WHEREAS, the collected revenue would be depo ited into the state's general fund
and accounted for separately. In turn, the leguwiure may then appropriate the
collected revenue, as set forth in this section, to education funding; and

WHEREAS, the Department of Revenue would collect between $35 and $36 million

annually in new revenue; and
>

WHEREAS, Senate Bill 1 needs to generate $29 million to increase the base student
allocation for school funding; and the revenue raised would cover the $29 million costs

proposed in Senate Bill 1 which would increase funding for education;

NOW, THEREFORE, BE IT RESOLVED BY THE KODIAK ISLAND BOROUGH
ASSEMBLY that the Kodiak Island Borough Assembly urges the Twenty-Second

Legislature to adopt Senate Bill 165.

ADOPTED BY THE ASSEMBLY OF THE KODIAK ISLAND BOROUGH
THIS FIFTH DAY OF APRIL, 2001

KCODUAK ISLAND BOROUGH

JJET7Ta N

Gabrlelle LeDoux, Borough Mayor
ATTEST:

udith A. Nielsenl CMC, Borough Clerk

Resolution No. 2001-23

Kodiak Island Borough, Alaska
Page 1 of 1
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Advocatesfor Alaskas Youth

Position Paper
SB 165 Education Tax on Employment

April 200

The Association of Alaska School Boards (AASB) supports legislation that will enhance
revenue generating measures of the State of Alaska. SB 165 Education Tax on

Employment is one such measure.

Decreased oil production and a dwindling Constitutional Budget Reserve continue to
fuel discussion of a long range fiscal plan for Alaska. Over the last five years state
policymakers have tightened their collective budget belt. Now it is time to consider the
other side of the coin-enhancing state revenues.

AASB’s goal is to obtain a stable source of funding for the state’s largest constitutionally
mandated responsibility-education.

Alaska lawmakers have it within their grasp to address three essential components of
education funding:

1 Appropriations based on need (Adeguacy Study)
2. Appropriate distribution of funds (School Cost Study)
3. Maintaining buying power (inflation proofing formula/ Funding Task Force)

An education tax on employment, generating in the neighborhood of $35 million
annually, would help undenwrite efforts to stabilize education funding.

The vast majority in the education community and the public support recent education
reforms-standards and testing of those standards. Alaska has made remarkable gains in
these areas. Schools are reporting significant changes in the way they do business. Alaska
schools are requesting the support and resources necessary to ensure that every classroom
Is prepared to deliver on the promise that no child is left behind.

Forward thinking will maximize our financial resources and address the fiscal gap.
Forward thinking can create a plan for a future that doesn’t include cutting essential
education services to our children. SB 165 is a step in the right direction.
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S tate of alaska

Legislative affairs agency

DIVISION OF PUBLIC SERVICES

DATE: 4/13/01

Please accept the enclosed original(s) of written testimony
for the Senate Labor & Commerce teleconference hearing that was

scheduled on 4/12/01

A copy of this testimony was transmitted to your coirmittee via

fax on k b

Thank you,

Lorna Steelman
Kodiak LIO






WORK DRAFT WORK DRAFT WORK DRAFT

22-LS0S14\L

Utermohle
4/20/01
CS FOR SENATE BILL NO. 168(L&C)
IN THE LEGISLATURE OF THE STATE OF ALASHA
TWENTY-SECOND LEGISLATURE - FIRST SESSION
BY TFIE SENATE LABOR AND COMMERCE COMMITTEE
Offered:
Referred:
Sponsor(s): SENATE LABOR AND COMMERCE COMMITTEE BY REQUEST
ABILL
FOR AN ACT ENTITLED
"An Act relating to loans made by the commercial fishing loan program."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
*Section 1 AS 16.10.310(a) is amended to read:
(@ The department may
(1) make loans
A) to individual commercial fishermen who have been stat

residents for a continuous period of two years immediately preceding the date
of application for a loan under AS 16.10.300 - 16.10.370, who have had a
crewmember or commercial fishing license under AS 16.05.480 or a permit
under AS 16.43 for the year immediately preceding the date of application and
any other two of the past five years, [AND] who actively participated in the
fishery during those periods, and whoso application for similar financing
has been declined bv the Alaska Commercial Fishing and Agriculture

Bank
(i) for the purchase of entry permits;

-1- CSSB 168(L&C)
New Text Underlined [DELETED TEXT BRACKETED]
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(i) to upgrade existing vessels and gear for the purpose
of improving the quality of Alaska seafood products; or

(i) to satisfy past due federal tax obligations that may
result in the execution on and involuntary transfer of the individual
commercial fishermen's entry permits, to the extent allowed under (e)

of this section;
(B) to an individual for the repair, restoration, or upgrading of

existing vessels and gear, for the purchase of entry permits and gear, for the
construction and purchase of vessels, or, to the extent allowed under (e) of this
section, to satisfy past due federal tax obligations that may result in the
execution on and involuntary transfer of the individual's entry permits, if the
individual has been a state resident for a continuous period of two years
immediately preceding the date of application for a loan under AS 16.10.300 -

16.10.370, and either

(i) because of lack of training or lack of employment
opportunities in the area of residence, does not have occupational
opportunities available other than commercial fishing; or

(i) is economically dependent on commercial fishing
for a livelihood and for whom commercial fishing has been a traditional

way of life in Alaska;
(C) for the purchase of quota shares for fisheries in or off the

state by individual commercial fishermen [WHO]

CSSB 16S(L&C)

(i) who have been state residents for a continuous
period of two years immediately preceding the date of application for a
loan under AS 16.10.300 - 16.10.370;

(i) who for any two of the past five years, possessed a
crewmember or commercial fishing license under AS 16.05.480 or a
permit under AS 16.43 and actively participated in a fishery for which
the license or permit was issued;

(i) who qualify as transferees for quota shares under

applicable law; and

.
arey Texc Underlined [DELETED TEXT BRACKETED]
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(iv) whose application [ARE NOT ELIGIBLE] for
similar financing [FROM OTHER RECOGNIZED COMMERCIAL

LENDING INSTITUTIONS] to purchase quota shares has been

declined bv a private commercial lending institution:

(2) designate agents and delegate its powers to them as necessary;

(3) adopt regulations necessary to carry out the provisions of
AS 16.10.300 - 16.10.370, including regulations to establish reasonable fees for
services provided;

(4) establish amortization plans for repayment of loans, which may
include extensions for poor fishing seasons or for adverse market conditions for
Alaska products;

(5) enter into agreements with private lending N rntions, other state
agencies,or agencies of the federal government to carry out the purposes of
AS 16.10.300-16.10.370;

(6) enter into agreements with other agencies or organizations to create
an outreach program to make loans under AS 16.10.300 - 16.10.370 in rural areas of
the state;

(7) allow an assumption of a loan if

(A) the applicant has been a state resident for a continuous

period of two years immediately preceding the date of the request for an

assumption; and
(B) approval of the assumption would be consistent with the
purposes of AS 16.10.300; an applicant for a loan assumption may not be
disqualified because the applicant does not meet the loan eligibility
requirements of (1) of this subsection;
(8) prequalify loan applicants for a limited entry permit loan or a quota
shares loan and charge a fee not to exceed $200 for prequalification;
(9) charge and collect the fees established under this subsection;
(10) refinance a debt obligation incurred by a borrower or borrowers
under this section if the borrower or borrowers otherwise qualify for a loan under

AS 16.10.300 - 16.10.370 and if the borrower's or borrowers' application for

. -3- CSSB 168(L«&C)
New Texc Underlined [DELETED TEXT BRACKETED]
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1 similar refinancing of the debt obligation has been declined bv a private
2 commercial lentlinn institution; the department shall collect a refinancing loan
3 origination charge of one-half percent of the amount of the debt obligation that has
4 been refinanced when the first refinancing payment is due;

5 (11) refinance debt obligations, not to exceed $300,000, incurred by
6 borrower or borrowers for the purchase of a commercial fishing vessel or gear if the
7 borrower or borrowers otherwise qualify for a loan under AS 16.10.300 - 16.10.370
8 and if the borrower's or borrowers' application for similar refinancing of the
9 debt obligations has been declined bv a private commercial lending institution;
10 the department may collect a refinancing loan origination charge as provided by
11 regulation.

12 *Sec. 2. The uncodified law of the State of / 'aska enacted in sec. 3, ch. 127, SLA 2000, is
13 repealed and reenacted to read:

14 Sec. 3. AS 16.10.310(a) is amended to read:

15 (@ The department may

16 (1) make loans

17 (A) to individual commercial fishermen who have been sta
18 residents for a continuous period of two years immediately preceding the date
19 of application for a loan under AS 16.10.300 - 16.10.370, who have had a
20 crewmember or commercial fishing license under AS 16.05.480 or a permit
21 under AS 16.43 for the year immediately preceding the date of application and
22 any other two of the past five years, who actively participated in the fishery
23 during those periods, and whose application for similar financing has been
24 declined by the Alaska Commercial Fishing and Agriculture Bank
25 (i) for the purchase of entry permits; or
26 (ii) to upgrade existing vessels and gear for the purpose
27 of improving the quality of Alaska seafood products; [OR
28 (i)  TO SATISFY PAST DUE FEDERAL TAX
29 OBLIGATIONS THAT MAY RESULT IN THE EXECUTION ON
30 AND INVOLUNTARY TRANSFER OF THE INDIVIDUAL
31 COMMERCIAL FISHERMEN’S ENTRY PERMITS, TO THE

CSSB 168(L&C) . 4
New Text: Underlined [DELETED TEXT BRACKETED]
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EXTENT ALLOWED UNDER (e) OF THIS SECTION;]

(B) to an individual for the repair, restoration, or upgrading of
existing vessels and gear, for the purchase of entry permits and gear, and for
the construction and purchase of vessels [[ OR, TO THE EXTENT
ALLOWED UNDER (e) OF THIS SECTION, TO SATISFY PAST DUE
FEDERAL TAX OBLIGATIONS THAT MAY RESULT IN THE
EXECUTION ON AND INVOLUNTARY TRANSFER OF THE
INDIVIDUAL'S ENTRY PERMITS], if the individual has been a state
resident for a continuous period of two years immediately preceding the date
of application for a loan under AS 16.10.300 - 16.10.370, and either

() because of lack of training or lack of employment
opportunities in the area of residence, does not have occupational
opportunities available other than commercial fishing; or

(i) is economically dependent on commercial fishing
for a livelihood and for whom commercial fishing has been a traditional
way of life in Alaska;

(C) for the purchase of quota shares for fisheries in or off the
state by individual commercial fishermen

(i) who have been state residents for a continuous
period of two years immediately preceding the date of application for a
loan under AS 16.10.300 - 16.10.370,

(i) who for any two of the past five years, possessed a
crewmember or commercial fishing license under AS 16.05.480 or a
permit under AS 16.43 and actively participated in a fishery for which
the license or permit was issued;

(i) who qualify as transferees for quota shares under
applicable law; and

(iv) whose application for similar financing to purchase
quota shares has been declined by a private commercial lending
institution:

(2) designate agents and delegate its powers to them as necessary;

5 CSSB 168(L&C)
Maw Texc Underlined (DELETED TEXT BRACKETED]
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1 (3 adopt regulations necessary to carry out the provisions of
2 AS 16.10.300 - 16.10.370, including regulations to establish reasonable fees for
! services provided;
4 (4) establish amortization plans for repayment of loans, which may
5 include extensions for poor fishing seasons or for adverse market conditions for
6 Alaska products;
7 (5) enter into agreements with private lending institutions, other state
8 agencies, or agencies of the federal government to carry out the puiposes of
9 AS 16.10.300- 16.10.370;
10 (6) enter into agreements with other agencies or organizations to create
11 an outreach program to make loans under AS 16.10.300 - 16.10.370 in rural areas of
12 the state;
13 (7) allow an assumption of a loan if
14 (A) the applicant has been a state resident for a continuous
15 period of two years immediately preceding the date of the request for an
16 assumption; and
17 (B) approval of the assumption would be consistent with the
18 purposes of AS 16.10.300; an applicant for a loan assumption may not be
19 disqualified because the applicant does not meet the loan eligibility
20 requirements of (1) of this subsection;
21 (8) prequalify loan applicants for a limited entry permit loan or a quota
22 shares loan and charge a fee not to exceed S200 for prequalification;
23 (9) charge and collect the fees established under this subsection;
24 (10) refinance a debt obligation incurred by a borrower or borrowers
25 under this section if the borrower or borrowers otherwise qualify for a loan under
26 AS 16.10.300 - 16.10.370 and if the borrower's or borrowers' application for similar
27 refinancing of the debt obligation has been declined by a private commercial lending
28 institution; the department shall collect a refinancing loan origination charge of one-
29 half percent of the amount of the debt obligation that has been refinanced when the
30 first refinancing payment is due;
3l (11) refinance debt obligations, not to exceed $300,000, incurred by a

CSSB 168(L&C) . -6-
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borrower or borrowers for the purchase of a commercial fishing vessel or gear if the
borrower or borrowers otherwise qualify for a loan under AS 16.10.300 - 16.10.370
and if the borrower's or borrowers' application for similar refinancing of the debt
obligations has been declined by a private commercial lending institution; the
department may collect a refinancing loan origination charge as provided by
regulation.
*Sec. 3. The uncodified law of the State of Alaska is amended by adding a new section to
read:
APPLICABILITY. AS 16.10.310(a), as amended by sec. 1 of this Act, applies to
persons who apply for a loan or for debt refinancing under the Commercial Fishing Loan Act

on or after the effective date of this Act.

-7- CSSB 168(L&C)
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2530 Denali Strest, Quite 1201
Anchorage, Alaska 996503-2737
(@) 276-2007  Fax (907) 2/9-713

April 20,2001
E-dwnrd E. Crane-
Frctldtnl
TO: Senator Randy Phillips
FAX 907-465-4979 -

FROM:; EdCrone A f

Thank you for the call today. There is no problem with “similar” versus
“identical.”

Pm very uncomfortable to appear to be attacking the existence and putpuses of
the CFRLF, when it i? actually its administration and practices which arc troublesome. It
isn’t productive to be debating those practices in the legislative arena, and it’s a waste of

your and your colleagues’ time.

Frankly, | think the crux of the matter is die complete lack of oversight and
accountability of the Division of Investments. The statute charges it with performing a
basic business function, but it’s administered with a bureaucratic mentality. Hence, wc
wind up with such things as you heard today: “How can it not make sense? Our

regulations allow itl”

We are not stupid here at CFAB, nor are we amateurs with regard to our
mandated mission. Over time, wc have seen enough of the CFRLF’s tracks on a routine
basis to be convinced that their practices and philosophies arc USi helping to develop
“staying power” to a significant part of Alaska’s economy which is already under
tremendous stress. We did not begin tliis process simply because we wanted to find a way
to get a piece of someone else’e pie. We started with a simple and straightforward request to
Governor Knowles that there be some administrative attention and consideration “to certain
practices and general directions of the Division of Investments In its administration of the
commercial fishing loan fund.” That was not at all productive, and the nature and tone of

the subsequent discussions led us to request the legislation at hand.

From CFAB’s standpoint, we would be quite comfortable if SBleg were to sit in ,
the Senate Labor and Commerce Cnminittee until next January [fit were possible to direct
nr arrange that, in the interim, the state’s bank examiners will make an examination of the
Division of Investment’s commercial fishing loan portfolio and the administration of it. |
don’t know if that’s a possibility - | recognize tlic Division of Legislative Audit might be an
instinctive preference (and probably easier to accomplish), but we believe there must be an
evaluation of the business practices and of the quality of the loan portfolio rather than
simply a determination that self-generated regulations have not been violated. Of course,
the report of such an examination should be made available to your committee. Could this

be accomplished?

Thanks!

Alaska Commercial Fishing and Agriculture Bank



ALASKA STATE LEGISLATURE

SENATOR RANDY PHILLIPS
Senate District L

Senate Labor & Commerce Committee

April 12, 2001

Letter of Intent for SB 168
Commercial Fishing Loan Program

It is the intent of the Legislature that SB168 place an

Session (Jan-Mayf
State Capitol, Rm 103
Juneau, AK 99801

907) 465-4949

907) 465-4979 Fax

oll Free Anchorage Area
800-478-4950

Interim

P.0. Box 142

anq7le River, AK 99577
907) 694-4949

907) 694-4948 Fax

obligation upon CFAB fortimely consideration of all loan

applications. Itis further intended that the Division of

Investments and CFAB establish an effective and efficient

procedure for the transfer of loan applications and
supporting information so that no loan applicant is
unnecessarily inconvenienced.
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2550 Denali Street, Suite 1201
Anchorage, Alaska 99503-2737
(907) 276-2007 Fax (907) 279-7913

April 19,2001

Edward E, Crone

Prtildini

TO: Sue Aspelund, CDFU
FAX 907-424-3430 ~ (5 pages)

FROM: Ed Cran

Wc are extremely disappointed with the positionyour organization has taken, and

the mischatactcrizations you have expressed, concerning SB 168.

Please see the attached background paper. Itisaccurate inevery aspect.

Presumably you are guided, at IcaBt in part, by the perception that you are being
supportive of fishermen. Which fishermen? Just under 99 percent of CFAB 3 member-
owners (51 ofwhom have Cordova area addresses) arc fishermenwho, inthe aggregate, own
nearly $20 million of equity. The ultimate realizable value of that equity is dependent on
anything and everything that affects CFAB 3 operations and circumstances. Our Board of
Directors and management have a fiduciary responsibility to protect and advance the
interests of those CFAB owners. Fortunately, that responsibility is totally consistent with
our efforts and intent to keep CFAB strong in order to provide services to futurg borrowing
members. How would you explain your position to one ofyour members or neighbors who

owns several thousand dollars of CFAB equities?

You are right that many applicants cannot meet CFAB 3 standards, and we can in
fact decline certain applications very quickly. We have absolutely no intent or desire to
prevent the state from being a source of “Aan-standard”>financing. We have recently made
considerable effort, including at the highest level of state government, to have addressed
some of the Division of Investment®s irrational and overly aggressive practices. We were

scoffed at. Hence, SB 168.

Alaska Commercial Fishing and Agriculture Bank
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How do you Qbhlcctlvelv rationalize a state agency, with subsidies totaling
hundreds of thousands of dollars annually, directly and aggressively competing with a
private entity owned by fishermen (and which, by the way, pays state corporate income

tax?).

Incidentally, a year ago the Division of Investments was advertising for the sale of
20 limited entry permits acquired through thcn-recent lien foreclosures. We reviewed
CFAB arecords at that time, and found that in the preceding 27 months (1/98 through 3/00)
we had foreclosed two limited entry permit liens. 1won Tclaim thatmeans anything - but it
certainly does Qot support the generalized assertion that “fishermen are better offwith state

loans.””



BACKGROUND - SB 168

In AS 16.10.300 the 1972 Icgislatuxe declared it to be the policy of the state to
promote the continued maintenance of commercial fishing gear and vessels throughout the
state by means of long-term low interest loans. Implementation of thispolicy is through the
Commercial Fishing Revolving Loan Fund administered by the Division of Investments in

the Department of Community and Economic Development.

That policywas confirmed by the 1978 legislature with the creation of the Alaska
Commercial Fishing and Agriculture Bank (CFAB), The approach was different, however.
CFAB was established as a private and cooperatively-structured institution in which the
statewas the initial stockholder. Itwas intended that CFAB would be able to borrow private
funds for re-lending to commercial fishing and agriculture, leveraging the state 3 capital

investment by many multiples.

With respect to commercial fishing loans, CFAB was granted statutory authorities
which were essentially identical to those in the Commercial Fishing Loan Act (AS 16.10300
- 16.10.370). Interestingly, the earliest versions of the 1978 CFAB legislation also provided
for repeal of the Commercial Fishing Loan Act. This provision, however, did not survive the

legislative process.

CFAB = early years and efforts were inauspicious. A range of circumstances
resulted in its near-failute in the mid-1980 3, and itappeared that most or all of the state 3
investment ($32 million) could be lost.

However, CFAB recovered over time. The state 3 investment was retired (repaid)
by CFAB over the 1991-1998 period, and CFAB 3 present ownership (with about 519.5 million
of equity) rests solelywith its current and former borrowers, Over its21-year life, CFAB has
made several hundreds ofmillions of dollars in loan advances while the state has never had

more than the initial S3Z million at risk. On a scale, this has been a remarkably efficient
implementation of state policy.
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In late 1995 the Division of Legislative Audit investigated and explored certain
aspects of CFAB 1in connection with then-pending legislation. The related report (No. 08-
4525*%96) included a single recommendation; that the potential for CFAB to assume ot
acquire the Commercial Fishing Revolving Loan Fund functions and/or assets, on some
basis, be explored. Although both the Division of Investments and CFAB were receptive to

the recommendation, neitherwas enthusiastic, and the matter was not seriously pursued.

In the Legislative auditor 3 findings in support of that recommendation, there
was discussion about the apparent advantages to borrowers who qualified for CFAB
financing over those who chose, or were compelled by circumstances, to borrow from the

state. The auditors relied on then-current data to illustrate their points,

Over the ensuing five years, the differences may have become more pronounced.
Because CFAB s a cooperative, its directors and management arc obligated to operate the
institution efficiently and for the benefit of its past and present borrower-mcmbers (who are
also stockholders). The primary financial manifestations of accommodation of this
obligation arc the allocation of patronage refunds (“febates”) to borrowers and the payment
of dividends to stockholders who arc no longer borrowers. Over the ten-year period June t,
1990 through May 31, 2000, CFAB received $34,366,700 in interest and fee income from its
borrowing members. It has returned $4,642,200 to members 1in cash through the
mechanisms mentioned above, and holds $1,634,300 in allocated accounts which,
circumstances permitting, will also be paid in cash to members over the next few years.
Effectively, for each $100.00 collected from members $13.50 ha# been returned and another
$4.80 is earmarked for return. Since during those ten years the interest rates of CFAB and
the Commercial Fishing Revolving Loan Fund have been essentially the Bamc, it is clear
that any resident fisherman CFRLF borrowerwho could havg obtained CFAB financing has

been disadvantaged.

The legislation will not result in denial of financing to anyone who might
otherwise have qualified, and holds potential benefits for many resident fishermen. Itdoes
not affect those elements of the Commercial Fishing Loan Act which are directed toward

residents who cannot qualify for conventional financing. It holds the potential, over rime,

nox
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foe a significant reduction in utilization of the Commercial Fishing Revolving Loan Fund
and for incremental transfers to the General Fund. Finally, it removes an element of direct

and subsidized competition by the state with a successful and private institution created at
significant risk to the state.



TO: Kathy Hansen, Executive Director
Southeast Alaska Fishermen SAlliance

FAX 907-586-5648 (6 pages)

FROM: EdCranenrnrnrxxmn

Hi, Kathy,
I saw your letter to Senator Phillips, and understand your misgivings. 113 like to

address a few points.

Regarding redundant applications - we @ like to avoid this. There is a letter of
intent associated with SB 168 (sec firstattachment). In the past - several years ago - when
the Commercial Fishing Loan Act required an applicant to be declined by two private
institutions before obtaining a state loan, CFAB and DO 1 routinely exchanged applications.

We see no reason that can The done again.

CFAB also has a pre-qualification process. An applicant who has pre«qualified

with CFAB would have no reason to go to the state. Ifhc/shc is declined by CFAB, the

application is all ready for the state.

We would take issue with the assertion that the state is “fiore willing to work
with””problem situations. There is documented evidence to suggest otherwise. It3 not
really a rational matter to discuss from either standpoint, though, because few people want
to stand up and say, “twas sickand wounded, and here 3what my lender did forme.”” L will

point out that each year CFAB issubject to an outside audit as well as to an examination by

Alaska Commercial Fishing and Agriculture Bank
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the state bank examiners. Each of them issues a report which, in part, addresses CFAB 3

practices. There isfifioutside or professional review of the Division of Investments.

A simple change of interest rate isa loan Modification””and not a “fefinancing.””

There isno reason for SB 168 to affect the practice you cite inyour fifthparagraph.

Please review the enclosed background paper. It is accurate in every respect.
Sometimes it is overlooked that CFAB is owned by fishermen (including some of your
members!). Those fishermen, in the aggregate, own near $20 million of equity. Does the
state not have some obligation to protect that fishermen 3 equity which isno less important

than the obligation to “Make tteasy”*for fishermen to be financed?

In our view, the primary consideration for SB 168 lies in the final sentence ofyour
first paragraph. What is the oblactlva rationale for a state agency, with subsidies totaling
hundreds of thousands of dollars annually, to directly and aggressively compete with a

private entity owned by fishermen (and wluch, by the way, pays state corporate income tax)?

Kathy, I afraidwe must take issue with the comment inyour final paragraph,
also. There may be occasions when that particular scenario unfolds; wc have been unable to
identify any such occasion in recent years. Moreover, the existing statute demands such a
process for “Section C~”” loans - from our perspective, it appears the Division has

consistently ignored that.



2550 Denali Street, Suite 1201
Anchorage, Alaska 99503-2737
(907) 276-2007 Fax (907) 279-7913

February 9, 2001

Edward E. Crane
Presicert

F, Terry Elder, Director

Division of Banking, Securities and Corporations
Post Office Box 110807

Juneau, Alaska 99811-0807

Dear Mr. Elder,

We have reviewed House Bill No. 106 and Senate Bill No. 66, which we presume
to reflect intents, purposes or priorities of the Division of Banking, Securities and

Corporations.

We do not, and would not, offer any commentary on these bills in total; however,
we are puzzled by the inclusion of CFAB in their effects through the reference to AS 44.81 in
Sections 5 and 44 of each of them. We are particularly apprehensive about the immediate
apparent conflict with AS 44.81.010 (a) mwhich, in relevant part, exempts CFAB from the
provisions of AS 06.05. That exemption is logically supported, at least in part, by CFAB’s
uniqueness as an institution and by the limited and detailed authorities embodied in
AS 44.81 itself.

Beyond that, an initial and cursory analysis of the affected statutes as and if
amended by HB 106 or SB 66 suggests that there would be no resulting changes to CFAB’s
structure, operations, or authorities but there would be considerable potential for new-
reporting requirements or other complications which could only be translated into new costs

for its borrower-owners.

We would be grateful if your office might provide us with some understanding of
this matter. There may be objectives of which we are unaware, and we would be happy to
consider alternative ways in which we might assist in meeting those objectives.

Very truly yours,

Edward E. Crane
President

Alaska Commercial Fishing and Agriculture Bank



MEMORANDUM

TO: File- *2001 Banking Legislation*
FROM: Ed Crane

DATE: February 22, 2001

Terry Lutz (Div’n of Banking, etc.) called today about 145 p.m. He
discussed my February 9 letter, and the references to CFAB in Sections 5 and 44 of
HB106/SB66. His initial comments were to the effect that the reference to AS44.81
should be removed from Section 44 of the legislation, but that in Section 5 should
remain. He appeared to not acknowledge the apparent conflict mentioned in my
letter. He said the only effect of including the reference to CFAB in Section 5 would
be to make CFAB subject to the confidentiality requirements in die legislation
(Section 3).

| called Terry’s attention to AS44.81.260, the “Confidentiality of Records”
section of CFAB’s statute. He was unaware of it, and said that AS44.81 had not been
reviewed prior to incorporating the reference to it into HB106/SB66. After looking at
AS44.81.260, he said that he would talk to Terry Elder and recommend the Section 5
reference be deleted.

Terry committed that he would let me know definitely as to the conclusion
of this matter.
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(@ “primary fish buyer’’means a person, other than a cooperative corporation
organized under AS 10.15, engaging or attempting to engage in the business of originally
purchasing or buying any fishery resource in intrastate, interstate, or foreign commerce.
&2ch 102 SLA 1977; am 83 ch 94 SLA 1982)

Revisor's notes. — In 1999, "commissioner of with § 90, ch. 58, SLA 1999.
labor” was changed to “commissioner of labor and Cross references. — For further definitions, see
workforce development”in this section in accordance AS 16.05.940.

Article 8. Commercial Fishing Loan Act.

Section Section
300. Declaration of policy 338. Entry permits as collateral
310. Powers of the department 339. Regulations
315. Allocation of loans 340. Creation of fund
320. Limitations on loans 342. Special account established
325. Guarantors 350. Administration of fund
333. Loans for purchase of Alaska limited entry per- 353, Waiver of confidentiality
mits 355. Disposal ofproperty acquired by default or fore-
335. Default and foreclosure closure
337. Deficiencies and transfer ofentry permits after 360. Definitions
foreclosure 370. Shaort title

Cross references. — Formanagementofwild and  see 1972 House Journal, p. 554; for legislative letter of
enhanced stocks of fish, see AS 16.05.730. intent in connection with the amendments to this
Legislative history reports. — For House Re- article made by ch. 7, SLA 1983 (SCS CSHB 15(Fin)),
sources Committee reportin connection with ch. 134, see 1983 House Journal, p. 432, or 1983 Senate
SLA 1972 (SCS CSHB 102 am FCC), see 1971 House  Journal, p. 621.
Journal, p. 399; for House Finance Committee report,

Sec. 16.10.300. Declaration of policy. It is the policy of the state, under AS
16.10.300 - 16.10.370, to promote the rehabilitation of the state$ fisheries, the
development of a predominantly resident fishery, and the continued maintenance of
commercial fishing gear and vessels throughout the state by means of long-term low
interest loans. (8 1ch 134 SLA 1972; am 81ch 54 SLA 1973; am &1ch 128 SLA 1975)

Sec. 16.10.310. Powers of the department, (@ The department may

(@ make loans

(A toindividual commercial fishermenwho have been state residents for a continuous
period of two years immediately preceding the date of application for a loan under AS
16.10.300- 16.10.370, who have had a crewmeraber or commercial fishing license under
AS 16.05.480 or a permit under AS 16.43 for the year immediately preceding the date of
application and any other two of the past five years, and who actively participated in the
fishery during those periods

(i) for the purchase of entry permits;

(i) to upgrade existing vessels and gear for the purpose of improving the quality of
Alaska seafood products; or

@ii) to satisfy past due federal tax obligations that may result in the execution on and
involuntary transfer of the individual commercial fishermen$ entry permits, to the
extent allowed under (g) of this section;

(B) to an individual for the repair, restoration, or upgrading of existing vessels and
gear, for the purchase of entry permits and gear, for the construction and purchase of
vessels, or, to the extent allowed under (g) of this section, to satisfy past due federal tax
obligations that may result in the execution on and involuntary transfer of the
individual § entry permits, ifthe individual has been a state resident for a continuous
Period of two years immediately preceding the date of application for a loan under AS
16.10.300 — 16.10.370, and either
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(@) because of lack of training or lack of employment opportunities in the area of
residence, does not have occupational opportunities available other than commercial
fishing; or

(i) is economically dependent on commercial fishing for a livelihood and for whom
commercial fishing has been a traditional way of life inAlaska;

(C)  for the purchase of quota shares for fisheries in or off the state by individual
commercial fishermen who

(D have been state residents for a continuous period of two years immediately
preceding the date of application for a loan under AS 16.10.300 - 16.10.370;

(i) for any two of the past five years, possessed a crewmember or commercial fishing
license under AS 16.05.480 or a permit under AS 16.43 and actively participated in a
fishery for which the license or permit was issued;

@) qualify as transferees for quota shares under applicable law; and

(iv) are not eligible for financing from other recognized commercial lending institu—
tions to purchase quota shares;

(2 designate agents and delegate its powers to them as necessary;

(3 adopt regulations necessary to carry out the provisions of AS 16.10.300 -
16.10.370, including regulations to establish reasonable fees for services provided;

(4 establish amortization plans for repayment of loans, which may include extensions
for poor fishing seasons or for adverse market conditions for Alaska products;

(B) enter into agreements with private lending institutions, other state agencies, or
agencies of the federal government to carry out the purposes of AS 16.10.300 -
16.10.370;

(6) enter into agreements with other agencies or organizations to create an outreach
program to make loans under AS 16.10.300 — 16.10.370 in rural areas of the state;

(7)) allow an assumption ofa loan if

(A) the applicant has been a state resident for a continuous period of two years
immediately preceding the date of the request for an assumption; and

(B) approval of the assumption would be consistent with the purposes ofAS 16.10.300;
an applicant for a loan assumption may not be disqualified because the applicant does not
meet the loan eligibility requirements of (1) of this subsection;

(®) prequalify loan applicants for a limited entry permit loan or a quota shares loan
and charge a fee not to exceed $200 for prequalification;

(© charge and collect the fees established under this subsection;

(10) refinance a debt obligation incurred by a borrower or borrowers under this section
ifthe borrower or borrowers otherwise qualify fora loan under AS 16.10.300- 16.10.370;
the department shall collect a refinancing loan origination charge of one-half percent of
the amount of the debt obligation that has been refinanced when the first refinancing
payment isdue;

(12) refinance debt obligations, not to exceed $300,000, incurred by a borrower or
borrowers for the purchase of a commercial fishing vessel or gear if the borrower or
borrowers otherwise qualify for a loan under AS 16.10.300 - 16.10.370; the department
may collect a refinancing loan origination charge as provided by regulation.

(b) [Repealed, § 34 ch 79 SLA 1985.]

(© Indeterminingwhether an individual commercial fisherman is reasonably likely to
be able to repay a loan made under AS 16.10.300 — 16.10.370, the commissioner shall
consider the individual commercial fisherman §income from commercial fishingand from
all other sources.

(d) [Repealed, 8 9ch 62 SLA 1994.]
(e) The department may not make a loan to an individual under (@)(2) of this section

to satisfy past due federal tax obligations unless the individual has filed past and current
federal tax returns with the federal government and has executed an agreement with the
federal government for repayment of past due federal tax obligations. During an
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§16.10.310

individual § lifetime, the individual may receive only one loan to satisfy past due federal
tax obligations under (@)(1) of this section, whether under (@)(2) of this section as itnow
reads or under any other former version of (@)(1) of this section. A loan made under @)
of this section to satisfy past due federal tax obligations may not exceed $30,000. (& 1 ch
134 SLA 1972; am 82ch54 SLA 1973; am 82ch 128 SLA 1975; am &2 ch 190 SLA 1976;
am 813 ch 105 SLA 1977; am &31,2 ch 83 SLA 1978; am 81ch 72 SLA 1979; am 87
ch 113 SLA 1982; am 81 ch 7 SLA 1983; am &1,2, 34 ch 79 SLA 1985; am &21, 22
ch36 SLA 1990; am 81ch54 SLA 1993; am 81,3,9ch62 SLA 1994; am 82ch 73 SLA

1994; am &1, 2 ch 127 SLA 2000)
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Sec. 16.10.315. Allocation of loans. The department shall allocate at least 10
percent of the money that is appropriated for a state fiscal year to make loans under AS
16.10.310 for loans of $35,000 or less made under AS 16.10.310(a)(1)(B)-. An allocation
made under this section terminates on April 15 of the state fiscal year for which the
allocation ismade. (82 ch 7 SLA 1983; am 83 ch 79 SLA 1985)

Sec. 16.10.320. Limitations on loans, (@) Except as permitted in (h) of this section,
a loan under AS 16.10.300 — 16.10.370

(D may not exceed a term of 15 years, except for extensions under AS 16.10.310(@)(4);

(2 may not bear interest exceeding 10 V2 percent;

(3 must be secured by a first priority lien and appropriate security agreement;

(% may not exceed 90 percent of the appraised value of the collateral used to secure the
loan; and

(%) may not be made to a person who has a past due child support obligation
established by court order or by the child support enforcement division under AS
25.27.160 — 25.27.220 at the time of application.

() [See delayed amendment note.] A lien in favor of the state is not required for
loans guaranteed fully by the federal government under 46 U.S.C. 1271 — 1279b (Federal
Ship Financing Act of 1972), as amended. In the case of a security agreement given to
secure a loan made under AS 16.10.300 — 16.10.370 and covering a vessel documented
under the laws ofthe United States and so longas 46 U.S.C. 911-984 (Ship Mortgage Act,
1920) as amended, and 46 U.S.C. 801-842 (Shipping Act, 1916), as amended, remain
ambiguous with respect towhether or not a state or state agency qualifies as a citizen of
the United States for purposes of those Acts, the first lien requirement of this sectionmay
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be satisfied by the recordation and endorsement of a first preferred ship mortgage under
46 U.S.C. 911-984, and by perfection of a security interest under AS 45.29 (Uniform
Commercial Code — Secured Transactions), ifthe approval of the Secretary of Transpor —
tation is obtained under 46 U.S.C. 839 for the transfer to the department of the interest
in a vessel documented under the laws of the United States. In the case of a security
agreement given to secure a loan made under AS 16.10.300 — 16.10.370 and covering a
vessel documented under the laws of the United States, the first lien requirement of this
sectionmay also be satisfied by use ofa trust deed and bond issued under it, ifthe trustee
isa citizen of the United States and obtains a first preferred ship mortgage on the vessel
under 46 U.S.C. 911 — 984, and the approval of the Secretary of Transportation is
obtained under 46 U.S.C. 839 and 961 for the transfer of the bond or bonds to the
department ifthe trustee is not a trustee approved by the Secretary of Transportation
under 46 U.S.C. 808, 835 and 961.

© [Repealed, § 72 ch 113 SLA 1982.]

() The total of balances outstanding on loans made to a borrower under AS
16.10.310(@)(1)(A) may not exceed $300,000. The total of balances outstanding on loans
made to a borrower under AS 16.10.310(a)(1)(B) may not exceed $100,000. The total
balances outstanding on loans made to a borrower under AS 16.10.310 (@(1)(C) may not
exceed $300,000. The total ofbalances outstanding on all loans, including debt refinanc—
ingunder AS 16.10.310(a), made toa borrower under AS 16.10.300 - 16.10.370 may not
exceed $300,000.

(®© Two or more individual commercial fishermen who each satisfy the requirements
specified in AS 16.10.310(@)(1)(B) may jointly, whether operating as a corporation,
partnership, joint venture, or otherwise, obtain a commercial fishing loan for the repair,
restoration, or upgrading ofan existing vessel and gear, for the purchase ofgear, and for
the construction or the purchase ofa fishing vessel. Loans granted under this subsection
may not exceed the amount specified in (d) of this section multiplied by the number of
qualified commercial fishermen applying for the loan.

(0 [Repealed, § 34 ch 79 SLA 1985.]

(@© [Repealed, § 72 ch 113 SLA 1982.]

(h) A loan for an entry permit under AS 16.10.310(a)(1)(B) may be made for up to 100
percent of the appraised value of the collateral used to secure the loan ifthe borrower
demonstrates that (2) the borrower has at least three years ofexperience as a commercial
fisherman in the fishery to which the entry permit applies; and (2) the borrower has not
owned an Alaska limited entry permit in the year immediately preceding the application
for the loan. In this subsection “three years of experience as a commercial fisherman in
the fishery”Means that for an accumulated total of three fishing seasons in the same
fishery the borrower has actively participated in the commercial harvest of fish under the
direction of a limited entry permit holder.

@) Ifa loan ismade toaborrower under AS 16.10.310(@)(1)(A), a subsequent loan may
not be made to the borrower under AS 16.10.310(a)(1)(B). Ifa loan ismade to a borrower
under AS 16.10.310(a)(1)(B), a subsequent loan may be made to the borrower under AS
16.10.310(@)(1)(A) if the total of the balance outstanding on loans received by the
borrower under AS 16.10.310(a)(1)(A) and (B) does not exceed $300,000.

@ Al principal and interest payments, and any money chargeable to principal or
interest that is collected through liquidation by foreclosure or other process on loans
made under AS 16.10.300 - 16.10.370, shall be paid into the commercial fishing
revolving loan fund. (& 1 ch 134 SLA 1972; am 83 ch 54 SLA 1973; am 83 ch 128 SLA
1975; am 81ch 154 SLA 1977; am 83 ch 83 SLA 1978; am &2 - 7ch 72 SLA 1979;
am 88 - 12, 72 ch 113 SLA 1982; am &4 - 7,34 ch 79 SLA 1985; am &4 ch 116
SLA 1986; am 8§23 ch 36 SLA 1990; am 84 ch 62 SLA 1994; am &83, 4 ch 73 SLA
1994)
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Sec. 16.10.325. Guarantors. A person may act as guarantor if the borrower has
insufficient collateral to secure a loan for the purposes described inAS 16.10.310@)(1)(B)
or (O). The loan agreement shall specifically describe the property of the guarantor to be
used as collateral by the borrower and shall be signed by the guarantor and the borrower.
The department shall provide the guarantor with a copy of all notices sent to the
borrower by the department. Ifthe loan is for the purchase of an entry permit or quota
shares, the guaranty by the guarantor may not constitute a lien, mortgage, or encum—
brance on or pledge of the entry permit or quota shares. (813 ch 113 SLA 1982; am 85
ch 73 SLA 1994)

Fffect ofamendmenés — The 1994 amendment, the end of the f|rst sentence. and inserted “or quota
effective June /7, 1994 added an internal reference at  shares” in two places in the fourth sentence.

Sec. 16.10.330. Sale or transfer ofmortgages, bonds and notes. [Repealed, § 14chl22
SLA 1980.]

Sec. 16.10.333. Loans for purchase ofAlaska limited entry permits, (@ Loans
under AS 16.10.310(a) may be made to an individual commercial fisherman for the
purchase of a limited entry permit upon certification by the commission that the
fisherman isa personwho qualifies as a transferee for the permit underAS 16.43 and the
regulations adopted by the commission.

(b) Upon approval by the commissioner, the permit tobe purchased may be pledged as
security for a loan under (@) of this section, if

(1) the certificate for the pledged permit lists the commissioner as the legal owner of
the permit;

(2 the certificate for the pledged permit lists the debtor as the equitable owner of the
permit;

(@ all annual permit cards issued under the pledged permit list the name of the
debtor;

(@ all obligations and responsibilities of a permit owner are assumed by the debtor;

() co-signers or other sureties for performance under the note are not vested with any
rights in the pledged permit and their obligation is limited to satisfaction of the note and
payment of costs directly incurred by the department in administering the loan.

(© The commissioner is not liable for any act or omission resulting from permit
ownership nor will that act or omission affect the commissioner § title to the permit or the
commissioner § rights under it

(d) Upon satisfaction of the note by the debtor, the commissioner shall certify to the
commission that the note has been satisfied.

(®) Upon certification as provided in (d) of this section, the commission shall amend the
permit certificate to list the debtor as the legal owner.

@ [Repealed, § 34 ch 79SLA 1985.](§ 4 ch 83 SLA 1978; am S§1ch 106 SLA 1980; am
&38, 34 ch 79 SLA 1985)



97 Fisheries and Fishing Regulations §16.10.335

Cross references. — For the reassignment of
ent% l%ermlts talléeg, ggg&gur@glo&égzys %?ter suc%

permits are revoke
NOTES TO DECISIONS
Cited in Anderson v. Anderson, 736 P.2d 320 (Alas-
ka 198/). (

Sec. 16.10.335. Default and foreclosure, (@) Ifthe debtor defaults upon a note for
which a limited entry permit has been pledged as security under AS 16.10.333 or
16.10.338, the commissioner shall provide the debtor, by both certified and firstclass mail
sent to the debtor § last known address on file with the commissioner, with a notice of
default that includes

(D) adescription ofthe security given for the note including the number assigned to the
pledged permit by the commission;

(2) the date upon which the default occurred;

(3 the amount of the debtor $outstanding principal and interest as of the date of the
default notice, the total amount remaining on the note less unearned interest, and the
amount of daily interest;

(4 a statement that the debtor may, within 15 days after the postmark date of the
notice, request a hearing to submit evidence showing the debtor has not defaulted;

() astatement that the note may be reinstated ifitisbrought currentwithin 120 days
after the postmark date of the notice;

(6) a statement that, under AS 16.10.310(a)(4), the debtor may reinstate the note by
submitting to the commissioner a plan of repayment ifthe commissioner accepts the
debtor § plan of repayment;

(7) the place where reinstatement of the note or payment in full may be made; and

(8) a notice in at least 10-point bold type stating: IMPORTANT: YOUR FAILURE TO
REINSTATE OR PAYTHISNOTE INFULLBY THE DATE SPECIFIEDWILL RESULT
INA FORFEITURE OF ALL RIGHTS TO THE PERMIT AND THE POSSIBILITY OF
LEGAL ACTION BEING INSTITUTED AGAINST YOU.

() Ineach case ofa limited entry permit being pledged as security under AS 16.10.333
or 16.10.338, the debtor shall maintain on file with the department an address where
notice of default is to be sent, ifnecessary, and where that notice will be timely received
by the debtor.

© Upon presentation ofevidence of mailing in accordance with (a) of this section, the
receipt of the notice of default by the debtor will be presumed for all purposes. This
presumption is rebuttable by presentation of evidence sufficient to demonstrate lack of
receipt of notice through no fault of the debtor. Upon presentation of evidence sufficient
to prove lack of receipt of notice through no fault of the debtor, the notice is a nullity.

(@) Ifrequested by the debtor, the commissioner may waive any ofthe time limits in @)
of this section for a period not to exceed 60 days if

(D) the debtor demonstrates good cause for the waiver; and

(@ the commissioner sets out in writing the reasons for approving the waiver.

(® Except as otherwise provided in (©) and (d) of this section, if the debtor fails to
reinstate or satisfy the note within the time specified in (8)(5) of this section, the debtor§
interest in the permit is terminated by operation of law without further notice.

® Notwithstanding (a) of this section, when a debtor files bankruptcy, the debtor §
interest in the limited entry permit is terminated by operation of law without further
notice as of the date that the automatic stay issued in the bankruptcy is no longer in
effect, unless the debtor has reaffirmed the debt.

(@ Ifa limited entry permit that has been pledged as security under AS 16.10.333 or
16.10,338 isrevoked under AS 16.43.970, the debtor §interest in the permit is terminated
by operation of law without further notice as of the date that the revocation takes effect.
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Sec. 16.10.337. Deficiencies and transfer of entry permits after foreclosure,
(@ Upon aforeclosure on an entiy permit as provided b. AS 16.10.335 or the termination
of a debtor § interest in an entry permit under AS 16.10.335(g), the commissioner shall
offer the commission a right of first refusal ifthe permit is subject to a buy-back program
under AS 16.43.290 - 16,43.330 at a price equal to the amount outstanding on the note
plus any costs the department directly incurred in administering the loan.

(b) Ifthe commission does not exercise its right of first refusal within 30 days after it
receives the offer, or if the permit is not subject to a buy-back program under AS
16.43.290 — 16.43.330, the department shall promptly advertise and sell the permit. If
the proceeds of the sale ofa permit exceed the amount necessary to pay the note in full,
plus penalties, costs of administration of the note, and attorney fees, the excess shall be
transferred by the commissioner tothe debtor. At any time until the permit has been sold
under this subsection the debtor may repurchase the permit by paying the department
the amount necessary to pay the note in full, plus penalties, costs of administration ofthe
note, and atforney fees, as determined by the commissioner.

© f Repealed, § 72 ch 113 SLA 1982]

(d) Nothing in this section affects the right of the commissioner to institute legal action
for a deficiency resulting from a default on a note given under AS 16.10.333. In addition
to any deficiency, the debtor is liable for the costs of administering the note and for costs
and attorney fees. (84 ch 83 SLA 1978; am 872 ch 113 SLA 1982; am 85ch 7 SLA 1983;
am 84 ch 110 SLA 1998)

Cross references. — For tl}e reassi ?ment %f effgcnveJune 19,1998, inserted “or the termination of
entry permits taken as secunt or loans after suc ebtor's interest in_ an a%ntry permit under AS

ernits are revoke, see A 1610 In subsection
pE ectofamen ments — hewamendment 0

Sec. 16.10.338. Entry permits as collateral, (8 Alaska limited entry permits may
be used as security for loans under AS 16.10.310(a). The provisions ofAS 16.10.335 and
16.10.337 apply to Alaska limited entry permits pledged as security for loans in
accordance with this section.

() If a limited entry permit is pledged for security for a loan made under AS
16.10.310(@)(1)(B) for the repair, restoration, upgrading, construction, or purchase of a
vessel and the borrower thereafter fails tomake a payment or defaults, the commissioner
shall, in addition to the notice provided under AS 16.10.335(a), notify the borrower that
subject to the commissioner Sacceptance the borrower may sell the vessel, apply the sales
proceeds to the debt, and renegotiate payment of the balance due on the loan to avoid the
immediate loss of the limited entry permit that has been pledged for security for the loan.

© If a limited entry permit is pledged for security for a loan made under AS
16.10.310(ax1)(C) for the purchase of quota shares and the borrower thereafter fails to
make a payment or defaults, the commissioner shall, in addition to the notice provided
under AS 16.10.335(a), notify the borrower that subject to the commissioner §acceptance
the borrower may sell the quota shares, apply the sales proceeds to the debt, and
renegotiate payment of the balance due on the loan to avoid the immediate loss of the
limited entry permit that has been pledged for security for the loan. (8 10 ch 72 SLA
1979; am 85 ch 84 SLA 1991; am &6 ch 73 SLA 1994)
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Sec. 16.10.339. Regulations. The department shall adopt regulations to implement
AS 16.10.333 — 16.10.337. &4 ch 83 SLA 1978; am 810 ch 79 SLA 1985)

Sec. 16.10.340. Creation of fund, (@ There is a commercial fishing revolving loan
fund to carry out the purpose ofAS 16.10.300 - 16.10.370.

(b) Money inthe fund may be used by the legislature to make appropriations for costs
ofadministeringAS 16.10.300 — 16.10.370.

(© Ifthe commissioner determines that the fund contains money that is excess to that
needed to carry out the purpose ofAS 16.10.300- 16.10.370, then the commissioner may
use the excess money to carry out the purpose ofAS 16.10.500 - 16.10.560. (8 1 ch 134
SLA 1972; am 82 ch 177 SLA 1976; am 824 ch 36 SLA 1990; am 85 ch 62 SLA 1994)
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Sec. 16.10.342. Special account established, (@) There isestablished as a special
account within the commercial fishing revolving loan fund the foreclosure expense
account.

(@) [Repealed, § 72 ch 113 SLA 1982]

(© The commissioner may expend money credited to the foreclosure expense account

when necessary to protect the state§ security interest in collateral on loans granted
under AS 16.10.300 — 16.10.370 or to defray expenses incurred during foreclosure
proceedings after a default by an obligor. (84 ch 83 SLA 1978; am 8§72 ch 113 SLA 1982)

Sec. 16.10.350. Administration of fund, (@ The commissioner shall administer

the loan fund.

(b) The commissioner shall annually prepare a report detailing the number and nature
of reinstatements authorized by AS 16.10.335(a)(5) and notify the legislature that the
report is available. (81 ch 134 SLA 1972; am 86 ch 84 SLA 1991; am &20 ch 21 SLA

1995)

ffect ofamendments —The 1991 amendment, eted “to the Jegislature™ followi report” and
effective June 28 adFled sugsecnon ? ad%d’e I noUHygtﬁ ﬁeg|slature tﬂgt the F#eport IS
The 19 amendment, effective Augu ]%%m ava||ab|e at the’en
subsect|0n , Substituted Qprepare or’s

Sec. 16.10.353. Waiver of confidentiality, (@) The commissioner may release infor—
mation about a borrower § loan to any individual when release of the information has
been authorized by the borrower.

() Aperson obtaininga loanunderAS 16.10.300- 16.10.370 after June 28,1991 may,
by signing a form prepared for the purpose, designate the names of persons and
organizations towhom a copy of the notice required by AS 16.10.335 must be sent. 87
ch 84 SLA 1991)

Sec. 16.10.355. Disposal of property acquired by default or foreclosure. The
department shall dispose of property acquired through default or foreclosure of a loan
made under AS 16.10.300 — 16.10.370 or former AS 16.10.650 — 16.10.720. Disposal
shall be made inamanner that serves the best interests of the state, and may include the
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amortization ofpayments over a period ofyears, but may not be by lease. (8 11ch 79 SLA
1985)

Sec. 16.10.360. Definitions. InAS 16.10.300 - 16.10.370

(D “Commission®heans the Alaska Commercial Fisheries Entry Commission;

(@ “Commissioner”teans the commissioner ofcommunity and economic development;

(@ “debtor’heans an individual commercial fisherman who either initially contracts
for a loan under AS 16.10.333 — 16.10.337 or assumes a loan as provided in those
sections;

(@ “department”Means the Department of Community and Economic Development;

() “4uota share”Means a transferable license, permit, or right issued by the federal
government that conveys a right to engage in a fishery in or offAlaska and to take a
specified portion of the annual harvest quota for that fishery. (8 1 ch 134 SLA 1972; am
85 ch 83 SLA 1978; am 87 ch 73 SLA 1994)

Rewzor ds otgs —Reorganized in 1983to alpha-  Development™ in accordance with § 83 ch. 58 SLA
bet|zet efined terms. 199
commissioner of commerce and ecopomic  Cross references. — For further definitions, see
ey B« 1 905
ffect of amendments, — The 1994 gmendment
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Sec. 16.10.370. Short title. AS 16.10.300 - 16.10.370 may be cited as the Commer —
cial Fishing Loan Act. (8 1ch 134 SLA 1972)

Article 9. Salmon Hatcheries.

Secti
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Qn Sectign . .
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Sec. 16.10.375. Regional salmon plans. The commissioner shall designate regions
of the state for the purpose of salmon production and have developed and amend as
necessary a comprehensive salmon plan for each region, including provisions for both
public and private nonprofit hatchery systems. Subject to plan approval by the commis—
sioner, comprehensive salmon plans shall be developed by regional planning teams
consisting of department personnel and representatives of the appropriate qualified
regional associations formed under AS 16.10.380. (82 ch 161 SLA 1976; am &2 ch 154

SLA 1977)

Sec. 16.10.380. Regional associations, (@) The commissioner shall assist in and
encourage the formation of qualified regional associations for the purpose ofenhancing
salmon production. A regional association is qualified if the commissioner determines
that it

(D) iscomprised of associations representative of commercial fishermen in the region;

(@ includes representatives of other user groups interested in fisheries within the
region who wish to belong; and
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0 ffice of the Governor Aozowau.ck.u,

JONEA It
Decerr.ber 26. 2000

Mr. Edward E. Crane. President

Alaska Commercial Fishing and Agriculture Bank
2550 Denali Street, Suite 1201

Anchorage. AK 99503-2007

Dear Mr. i"Tane:

Thank you for your letter regarding the Alaska Division of Investments and their
administration of the Commercial Fishing Revolving Loan Fund (CFRLF). | asked the
Department of Community and Economic Development (DCED) to look into the concerns
you expressed. While the department agrees that the commercial fishing industry is facing
many challenges at this time, they do not feel that the policies or practices employed by the
Division of Investments are adversely affecting Alaska harvesters’ efforts to meet those

challenges.

I am enclosing a copy of DCED’s explanation to me. | hope this information helps explain
the thinking behind the policies and practices with which you have concerns. Tnese policies
are consistent with the mission of the CFRLF. They were crafted primarily to assist
nonstandard borrowers participating in a rapidly changing and very challenging industry.
Tne department recognizes the importance of CFAB’s contributions as a private lender and
values the cooperative relationship that has existed over the years. Both programs are critical
in helping Alaskans comPete in the marketplace. Tne department would be happy to meet
with you and further discuss these issues or other aspects of the CFRLF at your convenience.

* Sincerely,

Enclosure

CcC: Commissioner Deborah Sedwick, DCED
Greg Winegar. Director. Division of Investments, DCED
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Memorandum

TO: The Honorable Tony Knowles, DATE: December 28, 2000

Governor

State of Alaska
PHONE: 465-2500

>°r
FROM: Deborah B. Sedwick, SUBJECT: Commercial Fishing Revolving
Commissioner Loan Fund.

Thank you for the opportunity to respond to the letter from Ed Crane. President of Alaska
Commercial Fishing and Agriculture Bank dated November 15, 2000.

The primary mission of the Commercial Fishing Revolving Loan Fund (CFRLF) is to
promote a predominantly resident fishery by means of providing long-term low interest
loans. The department is meeting this very important public purpose. The Alaska
Division of Investments (division) is meeting its public fiduciary responsibility. | believe
that any characterization of them as a welfare agency is unfounded. The CFRLF has a
very good repayment history, has received no general fund appropriations since fiscal
year 1985, and has appropriated over S69 million out of the loan fund, with most of those
dollars returning to the General Fund. The CFRLF is completely self-supporting and
continues to provide an important financing mechanism for Alaska harvesters.

The department feels it is important to point out that the markets served by CFAB and the
CFRLF are not “identical.” While there is some overlap, one of the primary purposes of
the CFRLEF is to provide loans to Alaska commercial fishing harvesters that do not have
access to financing from private sources. In creating the CFRLF, the Legislature felt it
was important to help Alaskans maintain control of their fisheries, in spite of the fact that
many did not meet standard lending criteria. While this does increase the overall risk of
the CFRLF portfolio, the Division of Inve. ments has developed policies that are
intended to strike a balance between maintaining a healthy loan fund and being flexible
enough to help borrowers through difficult times. This has required a certain amount of
creativity on their part, but these efforts were crafted for non-standard borrowers and are



not intended to be used in the private sector. The department has addressed each of your
specific concerns below:

1. The division emphasizes collateral over debt service as an underwriting
criteria.

The division utilizes several criteria in addition to collateral in its decision-making
process. 3 AAC 80.015 stipulates that loan officers will evaluate an applicant’s
eligibility, financial and credit history, operating plan, ability to repay and collateral
when making lending decisions. No one factor is given extra weight.

2. The division treats Commercial Fisheries Entry Commission (CFEC) sales
data as appraisals.

The division does not rely solely on CFEC information as a basis for determining value.
Although the CFEC information is the most extensive sales data available and is given
substantial weight, division loan officers may adjust the loan value of a permit based on
factors such as asking price information from brokerage houses, run projections and

market conditions.

3. When the division defers interest as a condition of a loan extension, they do
not capitalize that interest but rather place it in a non-interest-bearing
account.

This policy was implemented several years ago to help borrowers that were unable to
make loan payments because of dramatically changed market conditions. Prior to this
change, when the division granted extensions the past due interest was capitalized, which
had the effect of charging interest on interest. This practice compounded the borrower’s
problem and increased the likelihood of a default. The division has always considered
foreclosure a last resort and implemented this change to help borrowers through difficult |
times and reduce the number of defaults!. The interest is not forgiven. Some borrowers
are paying it back on an annual basis and others will pay it at maturity.

4. The division implemented a new program that rewards borrowers that make
their full payments early or on time.

The “Pay on Time” program went into effect in August of this year, with the adoption of
3AAC 80.055(P). This program provides a 1 percent interest rate reduction for the
following year to borrowers that make their payments timely. It is similar to a program
used by the Division of Agriculture called the “Good Borrower Credit." The purpose is f
tOTeward bbrrowerStth'SE'bdnsistently timely pay”*and to increase cash flow to the loan



fund by offering an incentive. The program also saves the division money by reducing
the number of extensions, soft collection contacts, workouts and other collection activity
associated with borrowers that do not pay on time. The division has received very
positive feedback from borrowers concerning this program, and several have indicated
that they made an extra effort to come up with additional funds to make a full payment

because of this incentive.

5. The division is providing loans to Alaska harvesters who wish to finance the
purchase of commercial fishing vessels used in British Columbia fisheries.

In the past year the division has made three loans for a total dollar amount of $95.389 to
qualified Alaska harvesters to purchase Canadian owned vessels. This level of activity
does not represent a large enough segment of the market to erode values as suggested in
your letter. In addition, the CFRLF statutes do not authorize the division to deny loans
based on the origin of the asset being purchased The primary purpose of the fund is to
promote a predominantly resident Fishery by providing Alaska harvesters with access to
affordable capital so that they can maintain and upgrade their fishing operations. This
purpose does not include making business decisions for borrowers concerning where they
can or cannot purchase vessels, gear or other equipment in the most cost efficient manner.
Decisions such as these are clearly the responsibility of the borrower. The division is W
responsible for insuring that loans involving these vessels are properly secured and that (

has been accomplished. {

6. The division is disregarding the limitation contained in AS
16.10.310(a)(D(c)(iv). This limitation states that loans to purchase quota
shares under the CFRLF cannot be made if the applicant is eligible for
financing from other recognized commercial lending institutions.

The division fully abides by this limitation. Application packages, brochures and policies
all clearly explain this requirement. Applications are carefully reviewed to see if other
financing is a possibility. In cases where that appears to be an option, applicants are
referred to other lenders such as banks, CFAB, or the National Marine Fisheries Service
(NMFS) program. Although you indicate that you are not aware of applicants being
referred to CFAB by the Division, this in fact happens on a regular basis. Division loan
officers and staff from Alaska Business Development Center, a Division contractor,
routinely refer applicants that appear to be bankable to other lenders, including CFAB.
The division has no control over which alternatives these applicants pursue; however, it
appears that the NMFS program attracts many of these referrals because they offer the
most attractive interest rates and loan terms.



During the past year the division made a total of 15 quota share loans. This compares
with over 1,100 transfers that took place in 1999 according to NMFS statistics. The
division obtained bank turn down letters on several of these, including one from CFAB.
In cases where a turn down was not required, the assigned loan officer explained why the
application would not qualify for other financing. The division does not require turn
down letters in every case because of the extra time, money and paperwork involved in
going through a futile process that eventually ends up in a denial.



2550 Denali Street, Suite 1201
Anchorage, Alaska 99503-2737
(907) 276-2007 Fax (907) 279-7913

November 15, 2000

Edward E. Crane

President

The Honorable Tony Knowles
Governor, State of Alaska
Post Office Box 110001
Juneau, Alaska 99801-0001

Dear Governor Knowles,

This is to ask that you direct your attention and consideration, and the attention
and consideration of your administration, to certain practices and general directions of the
Division of Investments in its administration of the commercial fishing loan fund.

Our concerns are focused on three general areas, which are not mutually
exclusive:

1. Activities which may appear to provide immediate and/or short-term
advantage to individual harvesters but which, in the aggregate, tend to mask the effects of
changing dynamics and economics in the Afes&a seafood business (the salmon fishery in
particular) and to confuse and delay the prd©ssof adjustment which is both inevitable and
necessary.

2. Activities which sua”~sf”a lack of fiduciary regard for the public funds
involved and which effectively castxj*fcivision into a role as a welfare agency rather than as
a commercial lender.

3. Activities winch we view as inappropriately disadvantageous to CFAB and to
other private lenders, and which rea: "aeon?istent with the relevant statute.

* * * * * %

Before addressing specifics, wc think it’s appropriate to provide a context by
summarizing our institutional beliefs with respect to the current and future circumstances of
the Alaska salmon business, as follows.

The Alaska salmon business has been subjected to significant and continuing
stresses since the late ‘80’s or early ‘90°s. These stresses have been the effects of new’
product competition (i.e., farmed salmon), changing world markets, increased capital and
operating costs, and shrinking or unreliable processing capacities, etc. These stresses have

Alaska Commercial Fishing and Agriculture Bank
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been exacerbated or amplified by localized run failures and by increasing demand for
sportfishing utilization of the resource.

There is little structure or integration in the Alaska salmon business, and that is
clearly manifested at the most basic level, where the fundamental operating unit is a single
harvester (who, theoretically, competes with all other harvesters). It is extremely difficult, if
not impossible, for any single participant to make - or promote - the changes necessary to
accommodate or overcome the stresses.

Although these circumstances promise a forced, and likely painful, period of
adjustment for CFAB’s constituents and for the institution itself, we have confidence in the
long-term future. The resource is renewable and generally healthy, it is a desirable source
and form of protein in many markets worldwide, and its raw’ product production costs
remain at nominal levels.

Because the salmon business is influenced not only by economic and biological
factors, but also - at least to some extent - by political and social priorities within Alaska,
we find it not possible to project a specific process through which changes will occur, or
even a likely time-frame. But we feel quite certain that the Alaska saimoji business of the
future will involve fewer participants (at all levels and in all segments), enhanced operational
efficiencies, reduced overall capitalization*fmi”®a much greater incidence of integration and
mutualization of interests. Fewer houseimIns —resident or otherwise —will depend upon the
salmon fishery as a primary source *51'fcatrh income. Harvesters who are diversified will
continue to be particularly advantrgjeg™*»

CFAB’s lending policiesand underwriting standards are based firmly on those
beliefs. CFAB deals in the future, and its loans are funded by other people’s money. We are
committed to seeking and accommodating those harvester applicants whose histories,
capacities, perspectives, and other qualities suggest strongly that they are adjusting to, and
can continue to adjust to, the dynamics of their operating environment. Our effort and
intent are to finance “survivors” rather than “victims.”

* * % * % *

Our first concern is with the Division’s longstanding emphasis on collateral
“value” —as opposed to debt servicing prospects —in its loan underwriting. This is of
particular concern with regard to limited entry permits and to the practice of treating
summaries of permit transactions compiled and published by the Commercial Fisheries
Entry Commission as “appraisals” for collateral purposes. Those published data are indeed
valuable for reference, and CFAB utilizes diem as such. However, a cursory analysis of the
process by which they are developed, and a review’ of the extreme ranges of such data for
any permit type over a period ofyears, make clear that they are not “appraisals” nor are they
in any other sense indicators of future values. Through its fundamental reliance on them as
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a primary criterion for loan amounts, the Division of Investments has effectively “floored”
the cost of permits to Alaska harvesters, has supported the overcapitalization of salmon
fisheries, has confused or altered the economic trends in some fisheries, and has contributed
significandv to the common mindset which has viewed limited entry permits as
“investments” rather than as “rickets to fish.”

We are also concerned with what we understand to be a longstanding and
perhaps increasingly utilized practice with respect to seriously delinquent loan accounts.
We are referring to the practice of “rolling up” delinquent and currendy uncollectible
interest into a new and separate, non-interest-bearing, note to be paid following the maturity
of the basic (reamortized) note. This has been characterized to us as “creative financing”;
wre cannot think of a more offensive term. Cash flow, principally in the form of collected
interest, is critical to any lender. A borrower who can realistically be projected to generate
cash to service a reamortized debt certainly can use that cash to pay delinquent interest. We
do not understand the rationale by which a lender of public funds concludes to forego the
opportunity to collect delinquent and/or current interest. No private lender could survive
such a practice on any significant scale. & addition, it is disruptive to private lenders, as
evidenced by the number of CFAB delidTJttonts who ask #Whv can’t you just do it like the
state does?”

A more recent developmeni of concern is the Division’s implementation of its
“Pay-on-Time Program.” Thispmgram ostensibly rewards a borrower whose payment is
received within fifteen days oNSry due date by means of an interest rate reduction for the
ensuing payment period. This makes a mockery of sound credit practices. We know of no
responsible lender who will make a loan to a borrower who cannot be projected and
presumed to make timely payments. The loan will be priced accordingly. Repayment
failures or delinquencies are dealt with as provided by loan terms. The lending of public
funds in the context of such gimmickry - in which every borrower receives a rate decrease
for performance or incurs a fee for the lack thereof, and no borrower is therefore subjected to
the contracted cost of borrowing —is disruptive to a market in which many private and
responsible lenders attempt to function.

A concern which wc have reason to believe is shared by others - both harvesters
and their lenders - relates to Division financing of what are coming to be known, as
“B.C. Boats.” This issue arises primarily due to the congruence of two phenomena: (1) the
availability, at “distress” prices, of fairly large numbers of harvesting vessels formerly used
in British Columbia fisheries, and (2) a relatively recent change (apparendv imposed by
national policy) in the ways in which die U.S. Coast Guard’s Alaska Region requires
application of the rules of admeasurement.

The underlying specifics of the matter are complex, but a generalized summary is
as follows. A foreign-built vessel (as are most of the “B.C. Boats”) cannot be documented
with a fisheries endorsement by the Coast Guard. However, a vessel which - without regard
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to its “real” length, displacement, capacity, or weight, etc. - can be found under the
admeasurement rules to represent five net tons or less of carrying capacity does not require
Coast Guard documentation and therefore no fisheries endorsement. It may simply be
registered -with the State of Alaska, which has no restrictions on foreign origin (or foreign
ownership). The admeasurement rules are “quirk}’,” to say the least (for example, a
refrigerated fish hold is presumed to represent no carrying capacity!), and some surprisingly
large vessels can be certified as having less than five net tons of carrying capacity.

Obviously, we have no clear insight into the files and activities of the Division of
Investments. However, we have seen evidence that suggests the Division has financed at
least several of the vessels in question, and we have been told by applicants and inquirers
that the Division has expressed no reservations about financing such vessels for eligible
Alaska fishermen. We think that posture is imprudent and improper, as well as politically
provocative. The introduction of any significant number of “B.C. Boats” into Alaska
fisheries will inevitably result in erosion of the values of existing vessels, including those
which are collateral for CFAB loans, loans of other lenders, and loans of the Division itself,
to say nothing of those whose owners are currendy attempting to sell them in order to exit
the fishing business. We have already detEcmjJ an undercurrent of resentment among
Southeastern Alaska harvesters directed “oycard the number of “B.C. Boats” in those

fisheries. N3

We know of no other lender dvho seems willing to make any meaningful number
of loans for such vessels (CFAB has committed to finance one such vessel - a small one, in a
situation we concluded to be unusual). It may not be possible to exclude such vessels from
Alaska’s fisheries, but their intrusion should not be supported by public funds.

A final concern relates to what appears to us to be a cavalier disregard for the
statutory limitation on loans for the purchase of quota shares. AS 16.10.310(a)(l)(c)(iv)
provides that the Division may make such loans only to individual commercial fishermen
who “are not eligible for financing from other recognized commercial lending institutions to

purchase quota shares.” In Alaska there are several institutions, including CFAB, who
strive to make such loans. Observation over time suggests to us that this limitation has not
been observed. The Division has told us "... we ... carefully review each application

received to see ifprivate sector financing is a possibility. In cases where that appears to
be an option we refer the applicant to private lenders such as CFAB. If the applicant is
denied by your organization or other private lender and can provide a denial letter we
will reconsider their request under the Commercial Fishing program.” We strongly
protest any process which presumes to foresee CFAB’s judgments and application of its
lending standards. Furthermore, we have no record, and no recollection, of any such
referral on any occasion over the past five years. We are aware of no other private lender
which has received such a referral. We believe this is an abuse which speaks for itself and
which would not be countenanced in a more visible segment of commerce.
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Governor Knowles, we stress that our concerns arc with the specific practices
discussed above. We take no issue with the exj&uatce of, or purposes of, the commercial
fishing loan fund. There is also a long and wQhestablished history of a cooperative and
mutually supportive relationship betweegj®e Division of Investments and CFAB.
Nevertheless, as a small privately-owned ifisnfiition focused primarily on a market identical
to that of the Division, burdened by thA*Fenmrement for accountability to its owners and by
the necessity to meet its own obligauo&8”(wiiich have included nearly $175,000 in State of
Alaska income taxes over the past five years) through “real world” policies and strategies,
we feel compelled to seek a higher level of responsibility and foresight in the administration
of the commercial fishing loan fund.

Very truly yours, /

Edw’ard E. Crane
President



F INDINGS AND RECOMMENDATIONGQ

Recommendation No. 1

The management of .CFAB. and the Pjyjsion_Qf-Investments, in. coniunction_yyith. the
Cooperative Bank of Spokane., should perform an analysis to determine whether CFAB should
assume the Alaska Commercial Fishing Revolving Loan Fund functions and/or purchase,..in

whole or part, that fund’s loan portfolio.

As discussed in the Report Conclusions section, retention of the Commercial Fishing and
Agriculture Bank’s (CFAB’s or Bank’s) enabling statutes, AS 44.81, would ensure CFAB
would remain a source of capital for Alaska resident fishers, a financing mechanism for the
purchase of limited entry permits, and an organization whose charge is to serve a public
purpose in the development of the aquatic and agriculture industries of the State. In addition,
we believe the Bank could be utilized to take over all or part of the functions of the
Commercial Fishing Revolving Loan Fund (CFRLF) through optimum use of its access to
capital from the Federal Farm Credit System. This would decrease the demand on CFRLF
and allow excess funds to be deposited into the General Fund.

CFRLF makes loans under AS 16.10.310(a)(1) sections (A), (B). and (C) as follows:

e Section A Loans. These loans are to individual resident commercial fishers for the
purpose of purchasing a limited entry permit, upgrading of existing vessels and gear,
or satisfying past due federal tax obligations that may result in the execution upon and
involuntary transfer of the fisher's limited entry permits.

To qualify, the applicant must have held a limited entry permit or commercial fishing
or crew member license for the year preceding the application and two other years out
of the last five years. He/she must have fished in Alaskan waters during those
qualifying years. The applicant does not have to demonstrate that he/she cannot obtain
financing from a private lending institution or CFAB. The lending limit is $300,000
less any loan balances outstanding with CFRLF, excluding Section C loans. If an
applicant receives a loan under this section, he/she does not qualify to borrow under
Section B. In addition, tax obligations are limited to $30,000 and are a one time only

loan.

» Section B Loans. These loans are to individual resident commercial fishers for
puiposes similar to Section A loans. However, to qualify, the applicant must not have
occupational opportunities available other than commercial fishing due to either a
lack of training or a lack of employment opportunities in the area of residence or must
be economically dependent on commercial fishing for a livelihood and for whom
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commercial fishing has been a traditional way of life in Alaska. There is a regulatory
requirementl/ that the fisher must be determined not to be eligible for an alternative
source of financing. The lending limit is $100,000 less any other Section B
outstanding loan balances with CFRLF. The lending limit for tax obligation loans
under this section is the same as for Section A loans.

e Section C Loans. These loans are for the purpose of purchasing quota shares for
fisheries in or off the State by individual resident commercial fishers who for any two
of the past five years possessed a crewmember or commercial fishing license or
permit and who actively participated in the fisheries for which the license or permit
was issued. In addition, the fisher must qualify as a transferee for quota shares under
the applicable law. As with the Section B loans, the fisher must be determined not to
be eligible for an alternative source of financing, which for these loans is required by
statutel3 in addition to the regulatory requirement.

In addition to the above loans, in FY 95 CFRLF implemented a refinance program for vessel or
gear loans made by other lenders (including CFAB). The fishers must meet the eligibility
requirements of Section A, B, or C loans. The lending limit is $300,000 less any other

outstanding loan balances with CFRLF.

According to legislative committee minutes, the refinance program was necessary to allow
CFRLF borrowers to take advantage of the new lower interest rate of 8% in effect at the time of
the discussions. In addition, the refinance program allows the fishers to combine debt service
on permit loans held by CFRLF and vessel loans held by private lending institutions. This
restructuring provides a more reasonable repayment schedule and in some cases a lower overall
interest rate, as the private lending institution vessel loan interest was higher than CFRLF’s
interest rate. Refer to Appendix A for the interest rates charged by CFRLF between FY 91 and

November 1995.

There appears to be duplicative lending services provided by CFRLF and CFAB for the Section
A loans. Both lending organizations can make loans to creditworthy individual fishers for the
purpose of purchasing a limited entry permit. As of November 22, 1995, CFRLF had
outstanding Section A loans secured with limited entry permits totaling $40.8 million, while as
of October 31, 1995, CFAB held $18.7 million in loans secured with limited entry permits. The
$40.8 million represented approximately 57% of CFRLF’s total outstanding loan portfolio.

Prior to FY 95, CFRLF was authorized to make Section A loans only for the purchase of
limited entry permits. In the 1994 legislative session, a bill was adopted authorizing Section A
loans for the purposes of upgrading existing vessels and gear and to satisfy past due federal tax
obligations. These loans can be secured by limited entry permits, vessels, gear, other assets or
any combination thereof. CFAB was already making loans to upgrade vessels and gear that
could be secured by any of the aforementioned assets. The current version of HB 284 would

7See 3 AAC 80.055(b).
I8See AS 16.10.310(a)(I)(C)(iv).
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give CFAB the authority to make loans for past due tax obligations secured by limited entry
permits.

In FY 95, CFRLF’s new authority for Section A loans resulted in about $269,000 in new loan
originations. The total loan originations for the fiscal year were $18.7 million with $6.4 million
or (34%) of that being Section A loans. CFRLF originated $4.9 million in refinancing loans
from other lenders during FY 95. Of that amount, approximately $1.7 million were loans held

previously by CFAB.

As noted previously, CFAB’s loan portfolio is shrinking and if that trend continues the Bank
will be at a break even point in approximately two years. The state bank examiners reported
that “[Competition for quality loans with otherfinancial institutions and the State ofAlaska,

Division oflnvestments, continues to remain strong.

We compared CFAB’s loan portfolio for seafood harvestersld from 1991 through October 1995
with the loan portfolio of CFRLF. See Appendix A for a schedule of that comparison. From
FY 91 through FY 95, CFAB’s loan portfolio for seafood harvesters declined from $37 million
to $25.1 million, a 32% decrease. While CFRLF’s loan portfolio remained steady at an average
of $66 million between FY 91 and FY 94, its FY 95 loan portfolio increased by approximately

$7 million over that average.

We are uncertain why CFRLF has continued to hold a larger market share of loans than CFAB.
It does not appear to be due to interest rates. In fact, as shown in Appendix A, the interest rates
for CFRLF limited entry permit loans have generally been greater than on similar CFAB loans.
In four of the past six years, CFRLF interest rates were 1% higher, while in the remaining two
years CFAB rates were 1.5% higher. Further, CFAB’s rates may be reduced for
borrowers/owners who are current on their loan payments through patronage refunds. As
discussed in the Organization and Function section, the FY 95 patronage refund effectively
reduced the average interest rate paid by 1.1%. CFAB declared and distributed patronage

refunds in four of the five last fiscal years.

The market share differential could be due to a perceived difference in credit policies.
Delinquency rates have been comparable (within about 2%) for FY 91 through FY 93. Then,
for FY 94 and FY 95 CFAB’s delinquency rate has been about 5% higher than CFRLF’s rate.
Further analysis is difficult without reviewing CFRLF’s loans, as one reason for a lower
delinquency rate could be the practice of modifying loans without collecting the interest due.
Thus, through a mere paper transaction a loan can be removed from the delinquency status.
CFAB does modify some loans without collecting the interest. The extent of that practice for
FY 92 through FY 95 can be seen in Exhibit 3 in the Report Conclusions section of this report.
CFRLF does not track the dollar amount of this type of loan modification.

ICFAB makes loans to commercial fishing processors and agriculture harvesters, processors, suppliers, and
marketers, including those in the timber industry. CFRLF only makes loans to individual seafood harvesters.
27-
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These and other issues must be reviewed and analyzed by management of CFAB and the
Division of Investments, in conjunction with the Cooperative Bank of Spokane (CoBank)
representatives. Among the options to be considered, we recommend inclusion of the

following:
A Delete CFRLF’s authority to make new Section A loans

The legislature could delete CFRLF’s authority to make Section A loans from AS 16.10. The
existing loan portfolio of Section A loans would continue to be serviced by CFRLF. CFAB’s
annual loan originations potentially could increase by approximately $7 million. As
estimated by CFAB, this amount of increased loan volume would not significantly increase
its operating expenses as shown below.

ExbibilL.S
CFAB's Estimates of Effect of Increased Loan Volume2
Number of Loans 100 200 300 400 500
New Loan Volume 510,000,000  $20,000,000  $30,000,000 540,000,000  $50,000,000
New Borrowings by CFAB  $9,500.000 519,000,000  S28,500000 538,000,000  547.500,000
New Operating Expenses $3,750 542,500 5111,250 5195,000 5243.750
New Net Proceeds §165.000 5295,000 $395.000 §480.000 $600.000
New Personnel None 1support  1loan officer 2 loan 2 loan
and 1 officers and  officers and
support 1 support 2 support

As CFRLF’s existing portfolio of Section A loans pays down, any funds in excess of the
lower loan demand and the annual statutory transfer2l for the needs of the Fisheries
Enhancement Revolving Loan Fund could be transfened to the General Fund of the State

through legislative action.

B. Delete CFRLF’s Section A loan authority and sell these loans to CFAB.

This alternative would be the same as alternative No. 1, except CFAB would purchase the
existing Section A loan portfolio from CFRLF using borrowed funds from CoBank. A due
diligence review of the CFRLF loans would have to be conducted by CFAB and CoBank
representatives to determine the quality of the loan portfolio. Those loans meeting CFAB’s
credit policies and approved by CoBank could be purchased at a negotiated price. As of
November 22, 1995, CFRLF’s Section A loan portfolio totaled $44.2 million.

AT his schedule was prepared by CFAB staff and presented by CFAB president, Ed Crane, at the board of directors’
December 7, 1995, meeting. We did not review any of the underlying assumptions for the amounts presented, nor
did we perform any audit procedures in regard to the calculations of those amounts.

iAlaska Statute 16.10.340(c) states that if the commissioner determines that CFRLF contains money that is excess
to that needed to carry out its purpose, then the commissioner may use the excess money to carry out the purpose of
the Fisheries Enhancement Revolving Loan Fund.

-28-
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As stated in the Background Information section, the Line of Credit Agreement that CFAB
has with CoBank requires that CFAB maintain an equity balance (total assets over total
liabilities) of not less than $20,000,000 with a leverage ratio (total assets to total equity) of no
greater than 3.5 : 1L Given CFAB’s total capital balance of $26.6 million and that CFAB had
an outstanding payable balance to CoBank of $4.5 million as of May 31, 1995, CFAB could
have borrowed approximately another $57 million from CoBank.

This alternative would provide the General Fund of the State with a lump-sum payment for
the Section A loan portfolio. However, a sufficient amount would have to be retained in
CFRLF to ensure that the fund could meet its annual loan demand for new Sections B and C

loans.

C. Abolish CFRLF and sell all Section A. B. and C loans to CFAB

Under this alternative, the legislature would repeal the Alaska Commercial Fishing Loan Act
(AS 16.10). CFAB would receive the authority to make all the loans currently made by
CFRLF. A due diligence review of the CFRLF loans would have to be conducted by CFAB
and CoBank representatives to determine the quality of the total loan portfolio held by
CFRLF. The loans made under Section B and C are considered higher risk as they are made
to fishers who do not qualify under normal lending credit policies. For the existing and new
loans made by CFAB under these sections, the State may have to agree to continue a share in
the risks of these loans. Both the terms of the purchase agreement and the value of the

purchase would have to be negotiated.

As of November 22, 1995, CFRLF’s total loan portfolio balance was $71.4 million.
Depending on the terms of the purchase, the State might need to use a portion of the proceeds
to purchase additional Class C stock in CFAB in order to comply with CoBank's required
leverage ratio. A financial analysis would need to be prepared to determine the benefits to the
State of increasing CFAB’s equity in order to leverage more CoBank funds.

The vice president of CoBank stated that the alternatives merited consideration and CoBank
would assist in reviewing them. CFAB and CFRLF have not yet taken a position regarding

these alternatives.

In an early version of the bill adopted in 1978 to establish CFAB, there was a clause to repeal
the Commercial Fishing Loan Act upon the creation of CFAB. However, this verbiage was
deleted from the bill that was ultimately adopted by the legislature. Perhaps the deletion was
due to the uncertainty of the success of CFAB as a viable lending institution for the
commercial fishing and agriculture industries of the State. CFAB has proven to be a
successful lending organization and we believe it is time to reappraise the need for both

CFRLF and CFAB.
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AEEENDIX A
Commercial Fishing and Agriculture Bank

Comparison of CFAB and CFRLF Loan Actluvtv_folL.SgafoodJJap/esteLS

(millions)
191 19 193 199 19% 103/ 1/2/%
CEAB CERLE  CFAB CFRLF  CEAB CERLE ~ CEAB CERLE ~ GEAR CERLE CFAB CERLE
Loan Balances 870 %670 $64 %670 $333 55 21 %49 $51  $734 $235 $714
CFRLF Section A Loan Balances VA NA VA ik VA NA VA NA VA $442 VA $408
Delinquent 43%  2.8% 127% 14.9% 87%  6.4% 162%  11.1% 104%  59% 12.8% 3.9%
Loan Originations $150 $130 $0 %67 $2  $102 $18 73 6  $187 VA /A
Section A Loan Originations WA $105 VA $68 VA $77 VA $45 VA %4 VA A
Interest/Fee Income Note o1  $3 B9 %8 87 83 81 5 ®9 %7 A /A
Low 1050% 1050%  10.00% 1050% 950%  8.00% 950%  8.00% 950%  10.50% 9.500% 10.50%
Hefest Rate Range doh To00K 1050k  TLSGK 10508  LLOOK 800K  LLOOK 800k  1LOOH 1050% 11006 10504
Interest Rate for Limited Entry Permit Loans ~ 950% 1050%  950% 1050%  950% 800%  9.50% 8.00% 950% 1050% 9.50% 1050%

Notes:

Only loans to seafood harvesters are included in this comparison schedule. As CFRLF only makes loans to seafood harvesters, CFAB’s loans to other

categories of borrowers have been excluded for comparison purposes.
CFAB amounts are gross loan receivables as of May 31 of each year and as of October 31,1995. CFRLF amounts are presented net of estimated uncollectable
amounts as of June 30 of each year and as of November 22, 1995.
» CFAB'’s delinquency rate represents loans 90 days or more past due,while CFRLF uses a 60 dayor more past due standard.
CFAB?’s interest rate is based on the blended interest rates of its borrowings from CoBankplus 15% to 3% depending on the type of collateral obtained. Fer
AS 16.10.320(a)(2), CFRLF loans “ may not bear interest exceeding 10.5 percent.” From January I, 1990 to November 28, 1992, the maximum statutory
interest rate was charged. Subsequently, based on a departmental policy change, the rate of interest was set at 2 percent over the prime rate, with a maximum

of 10.5 percent.
N/A - Not applicable or not available.
Sources:

CFAB?’s annual reports, internal documents, and accounting records.

State of Alaska’s comprehensive annual financial reports.
Department of Commerce and Economic Development, Division of Investments’ reports, internal documents, and accounting records.
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February 16, 1996

Edward E. Crane
President
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Randy S. Welker, Legislative Auditor LtvsISLAfIVt AUUIL
Lesgislative Audit Division

Post Office Box 113300

Juneau, Alaska 99811-3300

Dear Mr. Welker,

_ Mr. Alan Otness, Chairman of CFAB's Board of Directors, and X have
discussed the substance of the preliminary audit report transmitted to him by
your letter of February 8. He haB directed that | provide this written
response.  The audit report, presumably in its final version, will be
discussed by the entire Board of Directors at its next meeting.

Response to Recommendation

We concur with the logic of the recommendation. Perhaps it is more
accurate to say that we agree with the recommendation in total but would ur%e
that it Dbe received and analyzed with extreme care and thoroughness by
potential decisionmakers and other third parties.

1. We believe that certain CFRLF activities -- particularly, but
not exclusively, Section B loans aB referenced in the audit report -- serve a
very real and extremely important socio-economic need in Alaska, to an extent
which may not be fully appreciated by urban Alaskans. [t is perhaps mis-
leading to unqualifiedly refer to those activities as "lending," but their
maintenance is critical to the economic fabric of many rural communities. We
believe that rational credit standards would not permit CFAB to replicate
those CFRLF activities; but we also believe those activities should not be

curtailed.

2. While the concept embodied in the recommendation is not totally
new and has been the subject of casual discussion over several years, there
has not been any analysis of the factors which might be legally relevant to
the transfer (on_any basis) of loan assets between two non-traditional
lenders such as CFRLF and CFAB. The world of commercial law for lenders and
lienors is_ more complex and peril-ridden than a casual observer might
suspect. This is not to propume or to suggest any particular difficulty;
rather, it is to warn against any premature assumption that a transfer would

be "simple."
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_ 3. ~ We have little clear knowledge of the Division of Investment'
circumstances and activities. We do have the impression that the CFRLF is a

mador piece of those activities and that the gross revenue generated by the

CFRLF ‘covers a good deal of the Division's "overhead" and, effectively,
permits the administration of many other and smaller loan programs and
activities. If that impression is correct, any abruptly-imposed or -effected
transfer of assets might adversely impact the State's overall interests even

though there were "benefit" to CFAB.

Other Matters

~There are two other matters mentioned in the report on which we
would like to comment,

First -- As reported, HB 284 as introduced included provision for a
"permanent” State of Alaska investment of $1.0 m.llion. As of this writin%,
that provision remains in Section 9 of HB 284. We do anticipate that, at the
earliest and/or most logical procedural opgortunity, HB 284 will be amended
to make the changes discussed on pages 17-13 of the report. We mention this
only because the report language may inadvertently suggest that HB 284 has

already been amended.

~ We would also like to commenton the several references to CFAB's
declining loan volume. That decline isa fact and is indeed of concern to
CFAB'sBoard and management. ~We would caution, however, that loan volume
(i.e.,  the measurementin dollars only)is but one aspect of CFAB's overall
health, and we do not consider the recent trends in total to suggest a
critical situation. As a matter of fact, there are strong arguments that --
at least from the Bole standpoint of financial effectiveness -- a loan
i)ortfollo of $25 to $30 million represents CFAB's "optimum" size. Neverthe-
ess, we do want to build CFAB's loan volume and are frustrated that a lender
can only obtain new volume by finding/developing new markets or bTy holding a
“Bale" (i.e., lowering standards). The aggregate histories of financial
institutions demonstrate the folly of the latter approach, while the former
Is denied to CFAB. It would certainly be nice if your office's report in
total, and the discussion of CFAB's development and evolution in particular,
could lead today's legislature to recanlze that its predecessor iterations
have created a "good thing" whose values and services might logically be
extended to inadequately-served participants of other Alaska resource-based

industries 1
Very truly yours,

President



TONY KNOWLES, GOVERNOR

P.0.BOX 110800

DEPARTMENT OF COMMERCE AND SUNEAL, ALASKA 99811-0800
ECONOMIC DEVELOPMENT PHONE: (907) 465-2500

FAX:(907) 465-5442

OFFICE OF THE COMMISSIONER TDD: (907)465-5437

February 23, 1996

Mr. Randy S. Welker, CPA
Legislative Auditor

Division of Legislative Audit
P.O. Box 113300

Juneau, AK 99811-3300

Dear Mr. Welker:

Re: Alaska Commercial Fishing and Agriculture Bank preliminary audit report dated
January 12, 1996.

This letter is in response to the above-referenced preliminary audit report.

Recommendation No. 1

The report recommends that "The management of CFAB and the Division of Investments, in
conjunction with the Cooperative Bank of Spokane, should perform an analysis to determine
whether CFAB should assume the Alaska Commercial Fishing Revolving Loan Fund functions

and/or purchase, in whole or part, that fund's loan portfolio."

We have significant concerns with the concept of transferring the functions and/or selling the
assets of the CFRLF to CFAB, but are certainly willing to participate in an analysis as
recommended in the report. An independent third party, however, may be able to provide a
more objective analysis. Itwould also be important that this analysis not only consider the
financial ramifications, but also look at the long-term effect on several important public policy

issues.

Our primary concern with this concept is that it attempts to solve a short-term problem at the
expense of an extremely successful program. The CFRLF has been helping Alaskan’s
participate in the fishing industry since the early 1970's. It has received approximately $60
million in total appropriations during that time, but has not requested any appropriations since
1985. Infact, over $58 million has been appropriated from the CFRLF (most of it back to the
General Fund) in the last ten years. The Fund is completely revolving and has committed
nearly $294 million in 4,600 loans since its inception. A House Research Agency report from
October of 1989 described the CFRLF program as “one of the healthiest loan programs ever
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created by the State.” Admittedly, we have had to modify a number of these loans over the
years and use creative financing techniques to help applicants through difficult times, This,
however, is one of the real advantages of maintaining this program in the public sector. The
primary public purpose of helping Alaskans compete in the commercial fishing business
continues to be the main focus. While we have accomplished this without sacrificing the
financial integrity of the Fund, the fact remains that a private lender would not have the same

degree of flexibility enjoyed by the CFRLF.

This short term fix is not likely to solve CFAB’ declining portfolio problem. Permit purchases in
general have been declining over the past six years. Loan applications for the CFRLF this
fiscal year are running considerably behind last year and unless there are drastic changes in
salmon prices, this trend will probably continue. In addition, the increased risk associated with
the fishing industry because of current market conditions makes it more difficult for fishers to
obtain loans from private sector lenders. A large number of borrowers receiving loans under
the CFRLF would not be able to obtain financing through CFAB. This would adversely impact
the public purpose of maintaining a predominately resident fishery. Although some of the loans
made under Section A would qualify for CFAB financing, there does not appear to be enough of
an overlap to justify eliminating the CFRLF. Inaddition, these stronger borrowers help balance
the overall makeup of the CFRLF portfolio and continue a positive cash flow to the Fund.

CLARIFICATIONS

There are several items in the report that need further clarification. Page 25 contains a
description of the loan purposes authorized under Sections A and B of AS 16.10.310(a)(1).
Under Section A, loans to upgrade existing vessels and gear may only be made to improve the
quality of Alaska seafood products (such as refrigeration). The vast majority of loans made
under Section A continue to be for the purchase of limited entry permits. Under Section B, the
report indicates that loans may be made for similar purposes. While it is true that loans to
purchase limited entry permits, satisfy past due federal tax obligations, or upgrade vessels and
gear to improve seafood quality may be made under either Section A or B, loans to purchase
new or existing vessels and loans to purchase gear or upgrade vessels that are not specifically
for the improvement of seafood quality may only be made under Section B.

On page 26 of the report, there is an explanation of the purpose of the vessel refinance
program that was passed by the 1994 legislature (SB 251). The report indicates that the
primary purpose of the refinancing section was to allow fishers an opportunity to take
advantage of lower interest rates and more favorable loan terms which resulted in lower
payments. This certainly was one of the primary considerations, however there was another
factor worth mentioning. Following the 1993 season, the Division traveled to communities to
work with fishers experiencing financial difficulties because of a disastrous season. While many
of the fishers were extremely grateful for the assistance in restructuring loans, several indicated
that in spite of our help they were in danger of losing their fishing operation because their
private lender was unable or unwilling to restructure their vessel and gear debt. Refinancing is
the last lending priority (3 AAC 80.055(a)) and as a result of increased demand in other areas,
this portion of the program was closed down in March of 1995 and is projected to remain closed

for the balance of FY 96.
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On page 27, the report theorizes that the market share differential between the CFRLF and
CFAB could be due to “a perceived difference in credit policies.” Based on input from
applicants and past experience with applications that have been forwarded to CFAB for
consideration, the credit policy differences are more than just perceived. This is
understandable as private sector lenders are more conservative by nature. Likewise, we utilize
extension policies that are more creative than usually found in the private sector. Deferring

Ir. erest to maturity, extending and reamortizing loans, utilizing oil spill assignments, and
refinancing existing loans to a lower interest rate are all tools commonly used to help borrowers
through difficult years. Generally, private lenders do not have the same degree of flexibility
because of various financial requirements such as those mentioned in the last paragraph on

page 6 of the report.

OPTIONS

Pages 28 and 29 deal with three options that are recommended for consideration by the report.
They are as follows:

A Delete CFRLF’s authority to make new Section A loans

Many of the loans currently being made under Section A would not be made by CFAB. There
are a number of applicants who qualify for both Section A and B and choose to apply under
Section A because of the larger loan limit ($300,000 vs. $100,000). These are individuals that
would not meet private sector lending criteria. In addition, there are other Section A borrowers
who simply do not meet CFAB's more conservative lending criteria. Because CFAB and the
CFRLF are the only two entities that can secure a loan with a limited entry permit, these
individuals would be unable to obtain financing elsewhere. This would frustrate the primary
public purpose of the CFRLF, which is to maintain and promote a predominately resident

fishery.

Over the past 16 years, both the CFRLF and CFAB programs have provided financing to
Alaskan fishers to accomplish this goal. These efforts have been successful, but it has taken
both programs (one public, one private) to meet this goal. According to statistics provided by
the Commercial Fisheries Entry Commission (CFEC Report Number 95-12N), Alaskan
residents received 81.6% of permits issued between 1975 and 1994. By the end of 1994
Alaskans still held 77.6% . Less than half of this decrease was due to transfers. Revocation
and migration were two other factors included in the decrease. According to CFEC, the CFRLF
has provided financing for 27.6% and CFAB 3.5% of all permits purchased by Alaskans.
Eliminating Section A loans from the CFRLF will eliminate a permit financing source for a large

number of Alaskan fishers.

B. Delete CFRLF’s Section A loan authority and sell these loans to CFAB

The problems associated with eliminating Section A loans from the CFRLF has been discussed
under option A above. In addition, this option contemplates selling the existing Section A
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portfolio to CFAB. It is unlikely that CFAB and its lender, CoBank, would be willing to purchase
this portfolio without a substantial discount. As the report suggests, falling fish prices, declining
permit values, and competition from foreign countries has substantially increased the risk of
lending in an already volatile industry. As a result, we have had to modify a substantial number
of these loans and utilize creative restructuring techniques to help fishers survive difficult
seasons. Inaddition, a number of borrowers under this section would not have qualified
financially for CFAB in the first place. Thus while the State may enjoy a one time lump-sum
payment to the General Fund from the sale of this portfolio, it is likely that this payment will be a
fraction of what could be reaped over the long-term if this portfolio was left intact.

Several other questions come to mind concerning the sale of existing CFRLF loans. Will
CFAB's (CoBank's) policies provide the same kind of flexibility and creativeness utilized by the
CFRLF to deal with some very difficult times forecasted in the immediate future? Will the
borrowers become members of CFAB? Will they be required ‘o purchase class A and class B
stock? Where will the funds for those purchases come from? The impact on existing
borrowers should also be considered.

C. Abolish CFRLF and sell all Section A, B and C loans to CFAB

The concerns relating to the elimination of Section A loans are mentioned above and many of
those comments would also apply to elimination of the other portions of the CFRLF. Section B
and C loans are only made to individuals that do not qualify for other financing and, for the most
part, these loans would be considered high risk. Section B was actually created to fill a
financing void in rural Alaska that was not adequately being met by the private sector. While
CFAB was created to help serve a public purpose, it is by definition a private lender with
fiduciary responsibilities to its members and its lender (CoBank). Itis unlikely that they would
be anxious to make loans to many of the fishers currently receiving loans under Sections B and
C of the CFRLF. It is also unlikely that they would be interested in purchasing many of the
loans contained in this portfolio without a substantial discount.

One further comment relating to the last paragraph on page 29 which contemplates the reason
for not deleting the CFRLF at the time that CFAB was created. The report theorizes that the
legislature was unsure as to whether CFAB would become a viable lending institution for the
commercial fishing and agricultural industries in the State. There is an overall policy
consideration of keeping limited entry permits in the hands of Alaskans and having two
programs available (one public and one private) significantly increases the likelihood of
successfully accomplishing this goal. As itturned out, this decision appears to have been a
good one, as over 1,800 permits have been purchased with loans through the CFRLF. In
addition, over 2,600 vessel and gear loans have been made, as well as 159 tax obligation loans
which prevented the IRS from seizing the permits owned by these individuals. Many of these
borrowers were located in rural areas of the State. They would be considered high risk and
would not have been able to obtain financing through a private source.
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SUMMARY

In conclusion, both the CFRLF and CFAB programs serve a valuable purpose. They both help
Alaskan's compete in the fishing industry. As a private lender, CFAB has been able to help
fishers that meet more traditional lending criteria. The CFRLF has been able to help fishers that
fall outside normal private sector lending guidelines. It has taken both programs working
toward a mutual goal to help stem the flow of limited entry permits from the hands of Alaskans.
In addition, the CFRLF has been especially active in rural Alaska through various outreach
programs. We are concerned that ifthe CFRLF program is severely restricted or eliminated,
these public purposes will not be accomplished as effectively.

Thank you for the opportunity to comment on this report.

Sincerely,

William L. Hensley

5 ~Commissioner



LEGISLATIVE BUDGETAND AUDIT COMMITTEE
Division of Legislative Audit

P.O. Box 113300
Juneau, AK 99811-3300
é907; 465-3830

FAX (907) 465-2347

Januaiy 12,1996

Members of the Legislative Budget
and Audit Committee:

In accordance with the provisions of Title 24 of the Alaska Statutes, the attached report is
submitted for your review.

ALASKA COMMERCIAL FISHING AND AGRICULTURE BANK

January 12, 1996

Audit Control Number
08-4525-96

The objectives of this audit were to determine: the financial condition of the Alaska
Commercial Fishing and Agriculture Bank (CFAB); the factors affecting the continuance or
discontinuance of the financial and statutory relationship between the State and CFAB; the new
general/lending powers proposed in House Bill 284; and to determine whether the activities
associated with those powers are available through existing programs of other state agencies,
quasi-state corporations, or private lending institutions within the State.

The audit was conducted in accordance with generally accepted government auditing standards.
Pieldwork procedures utilized in the course of developing the findings and discussion presented
in this report are discussed in the Objectives, Scope, and Methodology section of this report.
Audit results can be found in the Report Conclusions and the Findings and Recommendations

sections.

Randy”~/Welker, CPA
Legislative Auditor



TABLE OF CONTENT(g

Page

Objectives, Scope, and MethodologY .- v oror e et c e icecececaaaaann 1
Organization and FUNCHION...........coiiiiiiiic sttt sre e 3
Background INFOrMatioN............cocviiieiic s 5
REPOI CONCIUSIONS......vtiieiieiiieieee ettt be et be e e 9
Findings and ReCOMMENUALIONS...........cocveiiieeiee e e e e e e eenneeas 25
Appendixes:

A. Comparison of CFAB and CFRLF Loan Activity for Seafood Plarvesters 30
Agency Responses:

Alaska Commercial Fishing and Agriculture BanK..........cccccovvviieiiniininenieinns 31

Department of Commerce and Economic Development...........ccccvvvevveiiennennnn. 33

ALASKA STATE LEGISLATURE DIVISICN OF LEGISLATIVE ADIT



0 BJECTIVES, SCOPE, AND METHODOLOGY

n accordance with Title 24 of the Alaska Statutes and a special request by the Legislative
budget and Audit Committee, we conducted an audit of the Alaska Commercial Fishing and

vgriculture Bank (CFAB).

Objectives
Tie objectives of the audit were:
1 To determine the financial condition of CFAB.

2. To determine the factors affecting the continuance or discontinuance of the financial
and statutory relationship between the State and CFAB.

3. To identify the new proposed general/lending powers included in House Bill 284 and to
determine whether the activities associated with those powers are available through
existing programs of other state agencies, quasi-state corporations, or lending

institutions within the State.

"cope and Methodology
Dur scope included a review of CFAB’s audited financial statements for FY 91 through

FY 95. We also reviewed the 1995 examination report by the Department of Commerce and
Economic Development (DCED), Division of Banking, Securities, and Corporations’ bank
examiners. We interviewed the external auditors, KPMG Peat Marwick, and the DCED bank
examiners and reviewed their procedures and workpapers to determine whether to place

reliance on the results of their reviews.

We performed trend and ratio analyses of pertinent financial information contained in
CFAB'’s accounting records and audited financial statements, including loan delinquencies.

A review was done of the enabling legislation (AS 44.81) for CFAB, including any
subsequent statutory changes or proposed changes affecting its relationship with the State. A
copy of the agreement between the Department of Revenue and CFAB regarding the
repurchase of the Class C stock held by the State was reviewed to determine the terms of the
repurchase. Discussions were held with CFAB’s management and legal counsel. In addition,
we reviewed management’s correspondence files and the board meeting minutes for the
calendar years 1993 through September 1995. We attended a meeting of CFAB’s board of

directors.

We also reviewed the enabling legislation (AS 16.10) for the Commercial Fishing Revolving
Loan Fund (CFRLF) and the Alaska Commercial Fisheries Entry Commission (CFEC),

_1-
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AS 16.43, to determine the effect of their authority and activities on CFAB’s operations. In
addition, we obtained pertinent loan portfolio information from CFRLF. Interviews with

management of CFRLF and CFEC were conducted.

Decisions on legal cases between the Internal Revenue Service and the State regarding the
seizure of limited entry permits from fishers for payment of back taxes were reviewed.

We attended certain segments of the Alaska Fish ‘95 conference and trade show for the
fishing industry. Topics included were: individual fishing quotas, pending fish initiative,
governor’s policy on fisheries, the Board of Fisheries, and fisheries’ market.

We reviewed HB 284 and the related legislative committee minutes. Discussions were held
with CFAB management regarding the proposed expansion in general/lending powers.

The statutes and regulations of other state agencies and quasi-state corporations were
reviewed to determine if they have the authority to provide similar financing/lending
services. We interviewed the management of any of those organizations that appeared to
provide such services. In addition, we held discussions with the management of the Alaska
Fisheries Development Foundation, a private, nonprofit organization.

Our audit procedures also included a review of the Federal Farm Credit Act and agreements
between the Cooperative Bank of Spokane (CoBank) and CFAB. Discussions were held v/ith

CoBank management as considered necessary.

ALASKA STATE LEGISLATURE DIVISION OF LEGISLATIVE ADIT



O RGANIZATION AND FUNCTTONJ

rhe Alaska Commercial Fishing and Agriculture Bank (CFAB or Bank) was established in
1978 by the enactment of AS 44.81. The Bank was subsequently incorporated under AS 44.81
an May 4, 1979, and began its operations in April 1980. In 1981, CFAB’s statutes were revised
to clarify the original intent ofthe legislation. The original intent was for the Bank to exist as a
private, cooperative corporation, while filling a crucial need of the State in making capital
available to commercial fishers and farmers. Alaska Statute 44.81.010(a) now reads as follows:

There ... established the Alaska Commercial Fishing and Agriculture Bank. The
exercise by the bank ofthe powers conferred by this chapter is considered to be
for a public purpose. The bank is exempt from the provisions of AS 0605
(Alaska Banking Code) and AS 1015 (Alaska Cooperative Corporation Act) in
the exercise ofpowers granted by this chapter.

As discussed in the Background Information section, the initial capitalization of the Bank was
provided by the State through the purchase of $32 million of CFAB’s nonvoting, preferred
Class C shares of stock. Alaska Statute 44.81.010(b) requires that these shares be repurchased
by the Bank within 20 years of their sale to the State. Currently, CFAB is in the process of
repurchasing the Class C shares of stock under an agreement with the Department of Revenue.
Due to the early retirement of the shares, CFAB is repurchasing the shares at a discount.

CFAB’s policies and directions are established, within its statutory authority, by a seven-
person board of directors that hires professional management and staff to operate the Bank.
Five of the directors must be borrowers/owners of CFAB and are elected by the total
membership of the cooperative Bank. The other two directors are appointed by the governor.
All directors’ terms are for three years. CFAB holds an ownership meeting each year. At this
meeting, the borrowers/owners have the opportunity to vote on important matters, to receive
reports from CFAB’s directors and managers, and to elect new directors.

CFAB makes loans for most fishing or farming related purposes. The most common purposes
are the purchase, modification, or refinancing of a vessel; purchase of a limited entry fishing
permit; gear, engine, or equipment replacement or upgrade; general operating capital; and
fish processing. There are no “standard” repayment terms or programs. In order to be eligible
to be a CFAB borrower, an applicant must be engaged in the commercial fishing or farming
industries. An individual applicant must be an Alaska resident, and a partnership must have
majority ownership by Alaska residents. When the applicant is a corporation, the majority
ownership and control must rest with Alaska residents.

Eligibility, however, is only the first step of the lending process. To obtain a CFAB loan, an
applicant must be found by CFAB to be capable and creditworthy within the context of the
specific loan request. The standards used by CFAB are essentially the same as those of any

3~
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responsible lender. However, CFAB’s specialized purposes, and their experience, has
allowed them to consider a broader range of applicant qualifications than most other lenders.

Borrowers, as members of the cooperative Bank, must purchase one share of Class A stock
that has a par value of $10. In addition, borrowers must purchase shares of Class B stock with
a $100 par value in an amount equal to 5% of the loan amount. The purchase costs of the
Class B stock may be included in the loan amount. As of May 31, 1995, CFAB had
outstanding $28.2 million in net loan receivables, $10,770 in Class A membership stock, and
$4.1 million in Class B preferred stock. Refer to Exhibit 1 in the Report Conclusions section
for a summary of CFAIB’s FY 95 published financial statements.

In the disposition of the FY 95 net proceeds totaling $1,439,066, CFAB’s board of directors
authorized a 7% dividend, totaling $108,122, on the Class B preferred stock holdings of
members whose related loans were paid'in full at May 31, 1995. This was the sixth such
dividend paid in the past seven years. In addition, $650,000 of the proceeds were allocated to
members/borrowers as a patronage refundl in accordance with CFAB’s bylaws, with 50 % of
that allocation being paid in cash. The remaining $680,944 of net proceeds was transferred to
CFAB’s unallocated surplus account to be retained as capital.

*A “patronage refund” is a return of a portion of the interest paid to CFAB by a member/borrower on a timely basis
during a particular year. As a cooperative, CFAB may distribute a portion of its net proceeds (profits) back to its
members/borrowers. This is an effective reduction in the interest paid by a member/borrower. For example, the
patronage refund for FY 95 reduced the average interest rate charged during die year from 9.73% to 8.63%.
-4-
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P ACKGROIJNP INFORMATION

Improved access to capital bv Alaskans with creation of CFAB

In the late 1970’s the commercial fishing industry expressed dissatisfaction with the available
credit sources to finance operations and the development of the industry. In response, the
legislature commissioned a study in the fall of 1977 to evaluate the adequacy of the available
financing sources for the commercial fishing industry in Alaska.

The study concluded that there was a need for improved access by the Alaska commercial
fishing industry to sources of credit. Several alternatives to improve such access were
discussed in the report. On ofthe options recommended was for the State to form a private,
cooperative development ank for the Alaska commercial fishing industry that could
leverage its capital with funds from the Federal Farm Credit System.

As a result of the study, in 1978 the legislature passed a bill that created the Alaska
Commercial Fishing and Agriculture Bank (CFAB or Bank). It was to provide financing for
the commercial fishing and agriculture' industries within the State by leveraging its capital
with funds from the Federal Farm Credit System as recommended.

The initial capitalization of CFAB was provided through appropriations from the State
totaling $32 million. For this initial funding the State was issued nonvoting, preferred shares
of stock in CFAB that by statute are required to be repurchased within 20 years of their
issuance. Upon the full repurchase of the Class C stock, the specific statutes for the creation
of CFAB (AS 44.81) will lapse and the cooperative Bank is to continue to operate under the
terms of its bylaws and under the Alaska Cooperative Corporation Act (AS 10.15).

Cooperative banks provide CFAB with necessary capital

The concept of CFAB was patterned after the Federal Farm Credit System (System) which
provides a source of credit to farmers, ranchers, and producers or harvesters of aquatic
products. The Federal Farm Credit Act of 1933 provided for the organization of thirteen
Banks for Cooperatives (BCs). BCs were initially capitalized by the federal government and
remained largely owned by the government until the Farm Credit Act of 1953 was passed.
This act provided for a means of control of the entire System by its users and paved the way
for the ultimate retirement of all the federal government capital investment in the System.
The Federal Farm Credit Act of 1971 recodified all the prior laws governing the System,
modernized its functions, broadened its lending powers (e.g., loans to producers and
harvesters of aquatic products), and brought decision making closer to its borrowers.

‘Although the study only looked at die need for improved access to credit for the commercial fishing industry in
Alaska, the leeislature believed an analogous problem existed for farmers.

-5-
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BCs are cooperatives themselves. They are financial institutions whose business is to provide
credit and related services to their agricultural and aquatic cooperative members. BCs obtain
a major portion of their loan funds through the sale of securities backed by the notes of
borrowers. These securities are sold through a fiscal agent with the aid of a nationwide group
of securities dealers. Through the issuance of these securities, BCs provide their cooperative
members with direct access to the nation’s money markets which helps to ensure an adequate

supply of dependable credit.

Any association of farmers, ranchers, or producers or harvesters of aquatic products which is
operated on a cooperative basis for the mutual benefit of its members as patrons may be
eligible to borrow from BCs.3The cooperative must also meet the following requirements:

» At least 80 percent of the voting control of the cooperative must be held by farmers,
ranchers, or producers or harvesters of aquatic products.

 The cooperative must do at least 50 percent of its business with or for its members.

« No member of the cooperative shall have more than one vote regardless of the amount
of stock or membership capital he/she owns.

* The cooperative must restrict dividends on its stock or membership capital to either
10 percent per year or the maximum allowed by state law, whichever is less.

CFAB, as an eligible borrower, has a Lire of Credit Agreement with the Cooperative Bank
of Spokane (CoBank). The current agreement provides for borrowings up to $10 million or
an amount equal to CFAB’s borrowing base,4 whichever is less. This agreement is

periodically renegotiated.

The agreement has certain requirements to ensure CoBank, as a major creditor, is kept
apprised of CFAJB’s financial condition. Those requirements include: providing copies of the
annual audited financial statements, monthly financial statements, and Alaska Division of
Banking, Securities, and Corporations annual bank examination reports; maintaining at all
times a ratio of total assets to total equity of not greater than 3.5 : | and an excess of total
assets over total liabilities of not less than $20,000,000; and utilizing credit policies
satisfactory to CoBank. In addition, as discussed in the Report Conclusions section, unless

3The association must be engaged in one or more of the following functions:

e Storing, packing, processing, or marketing farm or aquatic products.

e Purchasing, testing, grading, processing, furnishing, or distributing farm or aquatic supplies.

e Furnishing business services to farmers, producers or harvesters of aquatic products, or other eligible

cooperatives.
4According to the Line of Credit Agreement, the “borrowing base" means the sum of: (1) 80 percent of the principal
balance of loans pledged to CoBank classified as acceptable or other assets especially- mentioned, (2) 50 percent of
the principal balance of loans pledged to CoBank classified as substandard, and (j) other assets at percentages
acceptable to CoBank. All principal balances exclude loans made to finance the purchase of Class B stock and
further excludes the portion of the total loans exceeding 10 percent of CFAB’s total n;t worth, ifany.
-6-
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otherwise agreed to in writing by CoBank, CFAB may not merge or consolidate with any
other entity or acquire all or substantially all of the assets of any person or entity, or form or
c "y new subsidiary or affiliate, or commence operations under any other name,

organization, or entity, including any joint venture.
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P EPORT CONCLUSION”

The Alaska Commercial Fishing and Agriculture Bank (CFAB or Bank) was in a satisfactory
financial condition as of the end of its 1995 fiscal year and had good quality loans. However,
the Bank’s shrinking loan portfolio is of concern.

We also conclude that if CFAB repurchased all of its stock from the State as scheduled, the
statutory relationship (AS 44.81) between the State and CFAB would lapse and would:

Delete CFAB’s ability to provide limited entry fishing permit loans to fishers.
* Eliminate the statutory requirement that CFAB borrowers be Alaska residents.

 Delete CFAB’s exemption from the Alaska Banking Code and the specified
applicability of the Alaska Cooperative Corporations Act; thus, CFAB’s continued

operations would be in question.

e« Delete CFAB’s charge to serve a public purpose, as currently stated in AS 44.81, to
enhance the development ofthe aquatic and agriculture industries of the State.

On the other hand, the continuance of AS 44.81 would ensure CFAB would remain a source of
capital for Alaska resident fishers, a financing mechanism for the purchase of limited entry
permits, and an organization whose charge is to serve a public purpose in the development of
the aquatic and agriculture industries of the State. In addition, we believe the Bank could be
utilized to take over all or pan of the functions of Commercial Fishing Revolving Loan Fund
(CFRLF) through optimum use of its access to capital from the Federal Farm Credit System.

Further, we conclude that the general/lending powers proposed in HB 284 do not duplicate
activities of existing state agencies or quasi-state corporations; rather, they may augment
those activities. In addition, the proposed additional powers do not alter CFAB’s current
competition with private lending institutions within the State. The proposed changes to
CFAB’s general/lending powers in House Bill 284 are shown in Exhibit 4 of this section. We
also determined that there are certain controls in place through CFAB’s membership
involvement and its credit agreement with the Cooperative Bank of Spokane (CoBank) to

monitor these new activities.

The following is a more detailed discussion of our conclusions.
CFAB’s financial condition satisfactory, with some future.concerns

As of May 31, 1995, CFAB held $31,813,164 in assets which included net loan and other
receivables totaling $28,204,726. Total liabilities included $4,478,930 in notes payable to

=
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CoBank which are secured by substantially all of CFAB’s loan receivables. CFAB had a
leverage ratio (Total Assets:Total Capital) of 1.2:1 while the CoBank line of credit
agreement allows a ratio as high as 3.5 : 1. In other words, CFAB could have theoretically
borrowed and loaned out an additional $57 million with its capital structure as of

May 31,1995.

Net proceeds for FY 95 totaled $1,439,000, which included income of $1.1 million in
recoveries of previously charged-off loans. Therefore,
without those recoveries CFAB’s net proceeds would
have been only about $339,000. Summary amounts Summary of CFAB’s FY 1995 Financial

from the published Balance Sheet and Statement of Statements
Proceeds are shown in Exhibit 1

Exhibit.1

Balance Sheet

Total Assets 531.813.164
On July 1, 1991, the Alaska Department of Revenue Total Liabilities 5.211,654
and CFAB entered into an agreement for the State Capital 10,000,000
repurchase of the Class C stock held by the State. As of Members' Equity/Capital 16.601.510

June 30, 1995, CFAB had repurchased $22 million of Total Liabilities and Capital  S31.813.164
the $32 million of stock. Those repurchases were
discounted by $9 million dollars, thus the actual cash

Statement of Net Proceeds

outlay for CFAB totaled about $13 million. The Loan Revenues $ 3,973,958
repurchases at a discount are in accordance with an NterestExpense (344,628)
agreement between the Department of Revenue and  Operating Expenses (1,617,358)
CFAB. The discount is being given due to the Income Tax Expense . [5.229.Q61
repurchases occurring before the statutory deadline. Net Proceeds S 1.439.066

The amount of the discount was credited to the Bank members’ unaliocated surplus capital
account. Therefore, the $9 million in discounts was a significant portion of the total net
increase in members' equity of $11 million between July 1991 and June 30, 1995.

CFAB is to continue repurchasing the Class C stock in $250,000 increments on a monthly
basis until fully repurchased. We estimate the remaining $10 million in Class C stock will be
repurchased at an additional discount of about $2 million. This will bring the total cash
discount received by CFAB to approximately $11 million for the full repurchase of the $32

million in Class C stock originally purchased by the State.

We reviewed the audit and examination procedures of CFAB’s independent auditors and the
bank examiners with the Department of Commerce and Economic Development (DCED),
Division of Banking, Securities, and Corporations. The following summarizes the results of

their reviews.

External auditors express concern over CFAB’s shrinking loan portfolio.

KPMG Peat Marwick (KPMG) issued an unqualified opinion on CFAB’s financial
statements, meaning the statements were fairly stated. In its management letter to CFAB’s
board of directors. KPMG reported that no matters involving material weaknesses in CFAB’s

-10-
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internal control structure were noted. Other issues brought to our attention either through a
review of KPMG’s workpapers and/or the auditors’ presentation to the board of directors

were as follows:

e CFAB’s loan portfolio is shrinking and, according to KPMG, if the trend continues
CFAB will be at a break-even point (i.e.,, revenues equaling expenses) in
approximately two years. This may impact CFAB’s ability to repay the $10 million to
the State under the current pay-back plan.

« CFAB’s loan portfolio is concentrated in the extremely volatile industry of fishing
and is considered a high level of risk. Over the past several years, prices paid for fish
have been declining. Further, the value for limited entry fishing permits has also
declined. This affects the ability of borrowers to pay back loans, as well as the value

ofthe collateral securing the loans.

« In FY 95 CFAB made a significant recovery of one major loan loss in the amount of
$2,031,703, $1.1 million of which was credited to income.

Bank examiners conclude CFAB’s overall condition is fundamentally sound

The DCED bank examiner’s report concluded that "[t]he bank’ condition appears to be
fundamentally sound, but general areas of importance are called to your [CFAB board of
directors ] attention. . . . ” The report further states the following:

Recommendations made at this examination are generally minor in nature and
focus on the need to:

L Continue decreasing the level of nonaccrual and classifiedl
loans.

2. Improve director [CFAB board members] attendance and loan
maintenance.

3. Promote quality loan growth to increase earnings.

4. Continue monitoring stress level on bank earnings from

repurchase ofClass C stock.

The bank examiners conducted a full-scope examination using a financial presentation date
of May 31, 1995, and an asset review date of July 31, 1995. The examination focused on an
evaluation of the following five areas: capital adequacy, asset quality, quality of
management, and earnings and liquidity. The examiners concluded the following regarding

these areas:

SNonaccrual loans arc loans 90 days or more past due that no longer arc accruing interest for financial reporting purposes.
Classified loans arc problem loans identified by the DCED bank examiners, when performing a quality review, that they believe
should be adversely classified as either substandard, doubtful, or a loss. Classified loans may also be included in CFAB’s

nonaccrual loan amounts.
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The bank is considered well capitalized. [CFAB has 49.86% ratio of leverage
capital over average total assets, while commercial banks generally have only

about a 5.5% ratio.]

The asset quality has continued to show improvement over the last two
examinations. . . . Management has also devoted a considerable amount of
effort toward addressing problem credits.... In conjunction with the decrease
ofproblem credits, the bank has been unable to attract quality loans to replace
these credits . . . and benefit [increase] earnings. . .. Competitionfor quality
loans with other financial institutions and the State of Alaska, Division of
Investments, continues to remain strong.

The management of the bank has remained stable and are [sic] considered
capable. Bank policies are kept in a current condition, expenses are well
controlled, the loan loss reserve is considered adequate, and loan loss

recoveries are aggressively pursued.

Earnings continue to remain good but have been enhanced considerably by
some sizable recoveriesfrom prior loan charge offs. . .. The Net Income (After
Tax)forfiscal year-end May 31, 1995 was S1.439M and represented 4.32% of
Average Assets. Removing the loan loss recoveriesfrom earnings would have
decreased Net Income to S339M or 1.02 % of Average Assets, which is
considered acceptable but marginal.

The principal source of CFAB%s funds is CoBank . ... Funds are made
available to CFAB on a term basis through a master borrowing agreement
that gives CoBank a first security interest in all of CFAB's assets which
includes cash, certificates of deposit, securities, bonds, loans to members,
accounts receivable, and chattel paper. ... To meet any additional loan
demand, CFAB has a seasonal line of credit with CoBank. The maximum
available amount is determined annually prior to the beginning of CFAB's
fiscal year. CoBank sets the maximum amount based upon certain criteria
which include its evaluation ofloan portfolio quality and capital ratio ....

Our review of CFAB’s annual reports, audited financial statements, and bank examiners’
report indicated that CFAB’s interest income has been declining. Gross revenue declined by
8%, from $3,124,000 in FY 94 to $2,874,000 in FY 95. Additionally, CFAB’s loan portfolio
declined by $5.1 million or 16.8% between FY 94 and FY 95. According to the executive

message to members in the 1995 annual report,

... CFAB seems still to be not widely recognized by Alaskafishers. ... CFAB
is positioned to accommodate significantly more loans —and loan volume —
with very little, if any, increase in operating expenses. This would effectively

translate into reduced costsfor all borrowing members.
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Problem loans in decline since FY 92

We performed trend analyses of pertinent financial information contained in CFAB’s
accounting records and audited financial statements, including loan delinquencies. The
nonaccrual loan balances (loans 90 days or more past due) for the past five years were as

follows:

Exhibit 2
Schedule of CFAB's Nonaccrual Loans for FY 91 through August 1995

Al sAUR . 5AU3  mim - 58195 ZEMSF

Seafood Harvesters $1,626,012 $4,537,726 $2,927,282 $4,651,964 $2,644,757 $2,060,334
Fish Processors 8,007,250 8,599,440 5,692,651 3,220,523 1,515,624 1,485,091
Agriculture and Timber 4.856,522 3.173.045 -J ) di Qr £b
Total $14.489.784 $16.310.213 $8.619.933 $7.872.487 S4.160.3B1 $3.545.425

Exhibit 3 shows the loan modification information for the past four fiscal years. We conclude
that the trends for nonaccrual loans and loan modifications appear to be moving in the right
direction (i.e., decreasing), in spite of the volatility and risk associated with the fishing
industry. This observation was also made by KPMG and the DCED bank examiners.

CFAB one of two sources of credit for limited entry fishing permit program

Not only is CFAB the State’s only mechanism to access capital from the Federal Farm Credit
System, it is also one of only two sources of capital for Alaska residents to finance the
purchase of a limited entry permit.

Financing from CFRLF 8is the only Exhibit 3

Schedule of CFAB's Loan Madifications for FY 92 through FY 95

alternative.

. . Modification Type' 1993 1994
In 1972, Article VUI, Section 15 of yp 1522
the Alaska Constitution Was 1 $4,330,639 $1,254,484 $3,081,992 $261,792
amended to allow a limited entry 2 684,452 495488 45585 564,116
program to be created by the State 3 1.629.053  395.415 300.760 ,33.704
for fisheries resource conservation Total S6.644.194 $2.145.387 $3,428.337 $859.612

6The $3,545,525 excludes nonaccrual Class B preferred stock notes receivable, which reduces the overall amount of
the nonaccrual loans. For instance, the S4,160,381 at 5/31/95 could be reduced by $900 if nonaccrual Class B notes
were excluded. Due to immateriality, the totals for FY 91 through FY 95 were not adjusted to exclude the

nonaccrual Class B notes receivable amounts.
7The following are the types of modifications that took place in the given years:
1. Modified loans with the payment of interest in full by the borrowers and the principal reamortizcd within
the original loan terms.
2. Modified loans with the payment of interest in full and the reamortization of principal resulted in new and
later final payment dates.

3. Modified loans with no payment or partial payment only of the interest due.

rCFRLF is administered by the Division of Investments, Department of Commerce and Economic Development.
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