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Effect of Rate Ceiling on Availability of Cash Credit to
C o n s u m e r s

N um berof 
r  >« timers

Exhibit 19

Why is this so? The higher the risk posed by credit applicants, the higher the costs to credito. j  of 
granting nem credit High-risk accounts typically breed above-average collection costs and, ultimately, 
higher cn dit losses. Lxperience varies among banks, credit unions and finance companies, but it generally 
takes eig t to ten good accounts to offset the losses on one bad account. I f  the government de es not permit 
lenders in the private sector to charge a rate high enough to cover these costs, financial institutions will not 
lend to consumers who would generate these costs.

As indicated earlier, the impact o f rate ceilings has been so widely accepted that few empirical studies 
have been conducted on the issue in the ast decade. Fortunately, basic economic principles and data do not 
wither wiln age. In a very large national study o f loans made by commercial and savings banks, the National 
Commission on Consumer Finance in 1971 found that in 16 states with high rate ceilings, the dollars of loans 
per family were 21 percent higher than in the 16 states with low ra>e ceilings (Exhibit 20).42 The data indicate 
that consumers who were creditworthy in the high ceiling states would not have received legal cash loans in 
the low ceiling states.

Consumer Credit tn the United States, pp. 134-15
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Exhibit 20
Bank Personal Loans, Second Quarter 1971

N u m b e r o f Loans D o lla r s  o f  L o a n s

per 100 F a m ilie s p e r F a m ily

Low-ceiling states 3.66 37.02
High-ceiling states 4.53 44.82

Source: National Commission on Consumer Finance, Consumer 
Credit in Hie United Steles, 1972, pp, 134-35-

A rate ceiling not only rations high-risk consumers out of the market, but also tends to ration out 
consumers seeking small amounts of credit. In addition to the costs associated with credit risk, there are 
administrative costs in granting credit and managing subsequent collections. Since many of these costs are 
fixed and unrelated to the amount of credit generated, they are proportionately higher for small amounts of 
credit. I f  these costs are not covered by the permitted finance charge, credit w ill not be extended, even to 
low-risk consumers.

A simple example illustrates the point. Assume that a hair dryer might be purchased for cash for $20 
Alternatively, it may be purchased for $2.00 down and $2.00 per week for ten weeks: total cost equals $22, 
of which $2.00 is the finance charge. Would a 20 percent cap on finance charges pen nit the transaction? 
Hardly, the annual percentage rate on that credit transaction is 102 percent. Yet, the $2 charge imposed by 
the creditor does not seem unreasonable considering the cost o f setting up the credit arrangement and 
processing 10 payments. It is reasonable to believe that high-risk consumers are often those who, at best, 
can afford to borrow only small amounts.

T V  effects on the market and consumers of imposing restrictive rate ceilings on small loans to high-risk 
borrowers are dramatically illustrated by the experience in Massachusetts. In i977, in an effort to "protect" 
consumers the state legislature sharply cut rates that consumer finance companies were p^-mitted to charge, 
especially on loans o f less than $2,500. Far from protecting consumers who needed to borrow only small 
amounts o f money, the lowered rate ceilings caused lenders to shift away from offering those smaller loans 
into larger loans which were often collateralized by borrowers' homes, an option not available to less affluent 
renters. Comparison o f their lending activity in 1975 and 1979 shows that:

the number o f loans made below $500 declined by 32 percent, and the large, national finance 
companies dramatically increased their investment in large second mortgage loans. At the same time the 
industry structure changed. The number of loan offices fell by 35 percent, with the small, local 
companies bearing most of the bnmt of the decline in loans made and loans outstanding.43

Even when consumers have been rationed out of die market by government price-fixing, they may still 
want to borrow money. Evidence of die strength of their demand is illustrated by Arkansas, where only a few

43 Robert W Johnson and A. Charlene Sullivan, Restrictive Effects o i Rate Ceilings on Consumer Choice: The Massachusetts Experience. Working 
Paper No 25. West Lafayette. IN: Credit Research Center, Purdue University, 1980, p. ii.
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finance companies operate under a puninve rate ceiling. Law students who interviewed lenders in that state 
reported that finance companies did not advertise extensively because the expense was not warranted. One 
lender complained that "an advertising campaign draws borrowers like flies." However, 90 percent of thos 
attracted were rejected because they could not be served under the rate ceiling. In other states, the rejection 
rate was around 50 percent. The researchers concluded, "This comparison indicated that a large segment of 
the Little Rock population is not regularly served by potential sources of small loans.'44

What do we know about these high-risk consumers that are excluded from the cash market by 
government fiat? Credit-scoring systems provide very good clues to the nature of consumers representing 
above-average risk. They are primarily consumers who are young, have a short time-on-the job or at their 
residence, rent homes, and are relatively unskilled workers. They are also likely to have lower incomes than 
more creditworthy consumers. The advene effects of rate ceilings on low-income consumers has been 
documented in a study based on household financia1 data obtained from the 1983 Survey of Consumers' 
Finances. In that study, Villegas (1989) segmented respondents into three groups according to household 
income (high, medium and low) and tested how much credit they were able to obtain in states with and 
without rate ceilings. He concluded that "on average a low-income household residing in a state with usury 
ceilings had SI ,012 less consumer credit than an identical household in a state without usury ceilings.'45 In 
contrast, those consumers classified as having high-incomes were unaffected by the rate ceiling

Confirming evidence is provided in the area of bank credit cards. A bank that is being squeezed 
between rising costs and a rate ceiling will attempt to reduce its credit risks. If it is using a credit-scoring 
system, it will raise the "hurdle rate" or "cutoff point" associated with acceptance. Using a bank's credit 
scoring system, Shay and Dunkelberg (1975) demonstrated the differences in rejection rates by income 
groups if the bank raised its cutoff point.46

44 “An Empirical Study of the Arkansas Usury Law: With Friends Like That.. '* Law Forum (1968), pp. 580-81.
43 Villegas, op. tit., 136.
46 Robert P Shay and Wiliam C. Dunkelberg, Retail Store Credit Card Use in New York. New York: Graduate School of Business, Columbia 
University, 1975, p. 55.
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Exhibit 21
Simulated Rejections of Holder? of Bank Credit Cards 

by Credit Score Cutoff Points
Cutoff % of Cardholdei s Percent of rejected cardholders with inco
Raised Who would be

from 19 to: Rejected <57,500 <sio,ono <515,000 <520,000

24 1.6 89% 89% 100% 1009!,
29 6.6 50 58 82 91
34 18.4 30 55 77 89
39 36.3 19 42 68 87

Percent of total sam ple of 8.9 17.3 42.0 68.4
cardholders

Source: Shay ana  Dunkelberg, fUtatl Slort CreJit Card Use in S e a  York. 1975, p. 55.

The results shewn in Exhibit 21 are dramatic and consistent with theory. Raising the hurdle rate from 19 
to 24 would have eliminated about two percent o f the cardholders. However, 89 percent o f tho^e rejected 
had incomes less than $10,000, the median income at that time. Since only 17 percent of all o f the 
cardholders had incomes of less than $10,000, tightened credit standards clearly would have had a 
disproportionate effect on low-income const ers.

A rt because consumers have low incomes and need small amounts of credit does not mean that they 
should not have credit. Important insight into the needs of high-risk consumers who want small cash loans is 
provided by an extensive study o f the small loan industry in Texas by Durkin (1972). At the time of his study 
the maximum loan that could be made by these high-rate lenders licensed uu ier Article 3.16 of Texas 
statutes was $100, with permitted rates ranging from 108.75 percent for $100 loans for six months to 240 
percent for a one-month loan o f $30 or less. Only 4.1 percent o f the loans surveyed were for $30 or less.

Why did these consumers borrow such small sums? Interviews revealed a wide range of needs that 
were met: old bills, debt consolidation, medical expenses, autos (purchase, parts, or repair), clothing, food, 
utility bills, house payments or improvernents, family aid, taxes or insurance, and so on. Four-fifths of the 
borrowers knew that their loans were more expensive than bank loans, but these were generally not available 
to them.

What were the borrowers like? Given their needs, should they have been rationed out o f the legal 
market by lower rate ceilings'7

... most of them belong to the parts of the population that often have trouble obtaining credit. Over 36 
percent of the borrowers sampled were unmarried, including over 14 percent who were separated or 
divorced and almost 9 percent who were widowed. The large majority of small small loan borrowers in
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the sample were employed at low level unskilled jobs and most had incomes well below the median for 
the city where they lived. Over 15 percent o f the borrowers were living on pensions or social security,47

2. Reduction in competition
Sin< e there are some fixed costs in lending to consumers (e.g. computers, development o f  sophisticated 

credit e \ luntion systems), large lenders may have some oomrrtitive advantages over their smaller 
com pet ors. In r study for the National Commission, Benston (1972) found that large finance companies 
were more profitable than smaller firms, although there d.d not appear to be economies of scale in their 
operating expenses. However, there were economies o f  scale for large offices vs. small loau offices.48

If there is an advantage to being "big," whether by hrm or by lending office, large firms making cash 
loc v. are better able to survive under restrictive rate ceilings than their smaller competitors. Evidence is 
provided by the study o f the effect o f cutting rate ceilings in Massachusetts. The legislation not only made it 
mor; difficult for high-risk consumers to obtain a loan, but it also reduced the accessibility o f loans by 
fo ering a re auction in the number o f loan offices from 266 to 172 over the period studied.49 While 
individual consumers must usually obtain cash loans from local m arkets-now under-served as a result of the 
reduction in rate ceilings-lenders are free to move their funds globally to their most profitable use. Obviously, 
lenders in Massachusetts did just that, shifting their funds into other states and into second-mortgage loans to 
homeowners within the state. The least affluent and least creditworthy citizens found loan offices both less; 
com ei*iently located and less likely to grant ere. 'it.

3. f> asive tactics
When the government inteivenes bytween consumers vvho willingly borrow and lenders who willingly 

lend, both parties tty to work around the impediments placed in their way by the legislature. This is neither 
cynical or illegal. It is simply the market at work. Unfortunately, evasion imposes additional costs on 
consumers and not necessanly the consumers who are borrowing. Evasion also imposes costs on society as 
a whole. Just as any road detour requires extra time and gas, so does a detour that consumers take to obtain 
cash credit c eate exm  costs that are not productive for society ir. any sense.

a. Increasi in other c h a fe s  to consumers. The diverse impact on consumers o f rate ceilings on cash 
credit is illustrated by data from a four-state study conducted in early 1979 by the Credit Research Center at 
Purdue University under a grant from the National Science Foundation. The study permits comparison o f 
lenders' reactions to ten percent rate ceilings in Arkansas with states having much higher rate ceilings:
Louisiana, Illinois and Wisconsin. Commercial banks in Arkansas evidently used vario'JS means, including 
raising fees on other bank services, to offset their mandated loss o f revenues from loans to consumers.

Thomas A Durkin, “A High Rale Marke! for Consumer Loans: The Small Small Loan industry in Fe<as,” Technical Studies, Volume II Washington, 
DC. National Commission on Consumer Finance, 1972, p 89.
,s George J Benston, "The Costs to Consumer Finance Con.panics of Extending Consumer Credit," in Technical Studies. Volume II Washington,
D C.: National Commission on Ccnsu .or Finance, I972.
4VJohnson and Sullivan, op cit., p H
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Significant differences between the charges o f Arkansas banks and banks in the other three states were 
found by Pererson and Falls (Exhibit 22.).50

A study by Sullivan o f  the same database found that, in relation to baims in the three control states, 
'banks in the A-kansas area were open to provide consumer services fewer hours per week." They also 

appeared somewhat less likely tha banks in other states to provide ATMs to their customers.31

b. Resort to sales or lease credit. As will be seen in the following section, credit sellers can readily avoid 
rate ceilings merely by inci easing the cash prices o f their goods and services. Consequently, when consumers 
are unable to obtain small cash loans to shop for autos or household goods, then can go directly to sellers o f 
goods and serv ices and obtain financing through them. This practice is, however, a second-best choice for 
consumers. A consumer who finds a dealer willing to extend credit is "locked in" to the products sold by that 
dealer. Unable to obtain cash loans, consumers also resort to rent-to-own suppliers to obtain TVs and other 
household equipment. A perusal o f the phone book in Little Rock reveals many such suppliers.

E x h ib it  22
Significant* Differences in Credit Terms at 

Arkansas Commercial Banks and Those in Three Control
States 

(M e a n  v a lu e s )

A rkansas O ther t-V ilues

C re d i t  in v e s t ig a t io n  fees  (m o rtg a g e s )  
d a n k  c h e c k  c h a rg e s  o n  m in im u m  
b a la n c e :

$23.33 $11.57 2.83

0-99  d o l la r s  
199-199 d u lla r s  
"0 0 -2 9 9  d o lla r s

S4.21 50 .77  5.43
S 3 .10  $1 .90  1.96
S1.74 $1 .06  1.99
$ 0 .8 0  $ 0 .00  2.35
$6.21 $4.81 1.97

3 0 0 +  d o l l a r s  
C h e c k  o v e r d r a f t  c h a rg e s  
M in im u m  p e rs o n a l  lo a n  s u e  
C o s ig n e r s  o n  m o s t r e c e n t ioan

$1,571.52 $579.94 8.24

F a m ily  a u to  p u rc h a s e 12.7%  6.7%  6.44
13.0%  8.0%  2.82P e r s o n a l  lo a n  

A v e ra g e  m a tu r i ty  o n  a u to  lo a n  (f irs t ca r) 
P e rc e n t  o f  b a n k s  m a k in g  48 -m o . a u to  
lo a n s

37.4 m o . 39.1 m o . 2.27
42 .9%  87.5%  3.89

•S ig n if ic a n t a t  10 p e rc e n t  c o n f id e n c e  lev e l

Source: Peterson and Palls. Impact of Ten Percent Usury Celling, tysi, 
pp. 11,16-17.____________________________________________

50 Richaid L. Peterson and Gregory A. Falls, Impact of a Ten Percent Usury Ceiling Empirical Evidence Working Paper No. 40 W. Lafayette. IN: 
Credit Research Center, Purdue University, 1981, pp. 11. 16-17.
51 A. Charlene Sullivan. Evidence of the Effect of Restrictive Loan Rate Ceilings on Prices of Consumer Financial Services. Working Paper No 36 
W Lafayette, IN: Credit Research Center, Purdue University, 1980. pp. 12-13.
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C. Resort to high-cost sources o f  cash credit. When high-risk consumer? are denied cash loam by 
finance companies, banks or credit unions, they turn to both legitimate and illegitimate sources o f credit. 
Some consumers will buy marketable goods, such as TVs, and them sell them for cash. Obviously, the cost 
o f credit with that arrangement is considerably higher than would be the case were more established sources 
o f cash credit permitted to operate.

An alternative source o f cash credit is pawn shops, which are attracted to states where rate ceilings on 
consumer loans have curtailed the ability o f potential competitors to make small, high-risk loans, while 
permitting pawnshops that privilege. For example, a study comparing the similar cities o f Little Rock, AR and 
Champaign-Urbana, IL found that the former city had four pawn shops,, w hih  the latter had only two.52

d. Resort to illegal lenders. F;r.ally, consumers who are unable to detour to legitimate sources o f cash 
credit may, in desperation, ban to illegal lenders. T tie rates that these consumers pay has been described by 
John M. Seidl in testimony before the U.S. House ‘ubcommittee on Consumer Affairs:

The rate in some urban areas for small loans is 20 percent per week—"6 for 5." The interest charge- 
called "vig," "vigorish," or "juice" by borrower? and lenders a like-is due each week as long as the 
principal is outstanding. The principal can be reduced only by lump-sum or, in some cases, half-lump­
sum payments. Since Truth- in- Lending requires statement of interest rates in percent per annum, it will 
be apparent that 20 percent per week is 1,040 percent per annum.

In other urban ureas the rate is 20 percent for a six week or ten week period with interest charges 
added to the principal and the total repaid in equal weekly installments ... Twenty percent add-on for a 
six to ten week period produces from approximately 200 percent to 350 percent per aP' n .53

B. Sales cred it

Assume that an amusement park has a large number o f hot dog stands, all competing vigorously with 
each other for sales. The Commissioner o f the amusement park decides that some consumers find it difficult 
to buy hot dogs at the going price o f 50 cents each and decrees that, to protect these consumers, the price 
charged for a hot dog may not exceed 40 cents. Query: what will happen to the prices charged for the bun 
and mustard?

Just as the forced reduction in the selling price o f the hot dog generates a higher price for the bun and 
mustard, so does a legislated reduction in the finance charge on sales credit get transmitted into a higher price 
for die goods or services sold on credit, rhere is abundant evidence o f "packing" cash selling prices in order 
to produce a lower rate o f  finance charge (annual percentage rate). A study by the Federal Trade 
Commission of credit and sales practices in the District o f Columbia showed that the average rates charged 
low-income consumers buying goods and services on credit in the inner city was only four percentage points 
higher than the rates charged by general market retailers. On a S 100 purchase, that difference would amount 
to about $2 on a 12-month contract. The costs o f the higher risk and the typically small amounts financed 
appeared in the differences in the cash prices o f the goods sold on credit. The average price o f a television

"An Empirical Stui'y of the Arkansas Usury Law," op. a t., p. 580.
43 Hearings on Consumer Credit Regulations Before the Subcommittee on Consumer Affairs o f the House BanAdng and Currency Committee, 91st 
Cong . 1st Sess . pt. 1. at 185 (1969).



set with a wholesale price o f  $100 was $187 at low-income retailers, conpared with $131 at an appliance 
store serving the general m arket.'’ Lowering the rate ceiling on sales credit would merely have generated an 
even highe. cash-price differential between the inner city purchase and one from retailers serving the general 
market

A .other basic study w i n  lone in Arkansas to test the theory that 'jelow-market rate ceilings would 
force erec t sellers, such as department stores and appliance dealers, to inflate the cash price. The packing o f 
Lie cash price would occur reeardless o f whether the credit seller offered installment sales or issued a retail 
credit card. Lynch (1968) compared cash prices o f identical merchandise in Arkansas and seven other 
"control" states in the region that did not have low rate ceilings on sales credit. His findings were summarized 
by a composite price index representing prices on color television, dryers, kitchen ranges, refrigerators and 
washers, with the composite price in Arkansas set at $100 for purpose o f comparison. The data show very 
dearly that cash buvers in Arkansas paid significantly higher prices than cash buyers in the control states. 
(Exhibit 23)55 Those findings are consistent with the theory that the higher cash prices were needed in order 
to subsidize the use o f  credit.

Rate ceilings on sales credit clearly do not "protect" credit buyers. Moreover, they force cash buyers, 
who may not be sufficiently creditworthy to obtain credit, to subsidize other consumers who have been able 
to obtain credit. Thus, rate ceilings "heap distress," even upon innocent cash buyers.

Whether issuers o f bank credit cards, as contrasted to retail credit cards, cause part o f the cost of 
credit to be pushed into cash prices depends on whether the bank issuing the card is out-of-state or in-state. 
If a national, out-of-state bank has issued a credit card to a resident o f a state with restrictive rate ceilings,

Exhibit 23
Composite Price Index for Major Appliances 

L ittle  Rock, AR = 100

L ittle  R o ck , A rk a n s a s  
T e x a rk a n a ,  T c x a s -A rk a n s a s  
M o n ro e , 1 o u is ia n a  
G re e n v i l le ,  M is s is s ip p i 
M e m p h is ,  T e n n e s s e e  
S p r in g f ie ld ,  M is s o u n  
T uLsa, O k la h o m a  
D e n v e r ,  C o lo ra d o

$100.0 
958S 
96.43 
96.66 
92 60 
97.05 
93.09 
96.72

Source: Lynch, "Consumer Credit at Ten Percent Simple: 
The Arkansas Case, " IVbS. p. 59V.__________________

M Federal Trade Commission. Econom ic Report on Installment Credit and Retail Sales Practices o f D istrict o f Columbia Retailers (1968)
*  Gene C. Lynch. "Consumer Credit at Ten Per Cent Simple: the Arkansas Case." Law Forum (1968), p. 599.
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that bank is free to "export" a rate higher than that permitted by the state's rate ceding;. Consumers in Jiat 
state are already paying highep prices to subsidize credit buyers than would be the case in a free market, but 
that is a general harm that is not related to the out-of-state credit card.

However, if  an insta te  bank is involved, it must abide by the restrictive rate ceiling o f the state. Still, 
the in-state bank has a number o f alternatives to adjust to the restrictive rate ceiling. It may charge an annual 
fee, do away with the .ree" or "grace" period on the card, or increase fees for late payments and over-limit 
charges. Such adjustments are likely to place the in-state bank at a competitive disadvantage in relation to its 
out-of-state competitors. A more subtle approach is to increase the discount charged retailers for acquiring 
their credit-card paper. This is exactly die tactic following by the few banks in Arkansas that issue credit 
cards. Peterson and Falls (1981) found .at the average discount rates on bank credit cards ranged from 2.0 
percent in Illinois to 3.3 percent in Wisconsin to 3.6 percent in Louisiana, but they averaged 5.5 percent in 
Arkansas.'6 A retailer in Arkansas who sold a $100 obligation to its bank for $94.50 would obviously have 
to raise its -ash price in order to realize the same profit on the sales as retailers in other states without 
restrictive rate ceilings. Since all retailers in Arkansas experienced the same problem, all retailers selling on 
credit could raise their cash prices to compensate for the higher discount rates paid by the banks.

The easy evasion o f rate ceilings on sales credit by shifting all or a portion o f the finance charge was 
captured in an often-quoted passage from Bentham: "As far as prodigality, then, is concerned, I must 
confess, I cannot see the use o f  stopping the current o f expenditure in this way at the fosset, when there are 
so many unpreventable ways o f letting it run out of the bung-hole."

C. Total consumer credit
In view o f  the restrictions on the availability of credit, one would expect that consumers in Arkansas 

would have less credit per household than in the other three control states: Louisiana, Illinois and Wisconsin. 
That turns out not to be the case.

Overall, die data indicate that Arkansas residents held as much credit as consumers located in the other 
states. In the aggregate, in fact, the total amount o f consumer debt per household held by Arkansas 
respondents insignificantly exceeded the average amount o f consumer debt held by other respondents in the 
sample.57

The explanation for this result is quite simple. Unable to obtain cash credit in the amounts desired, 
Arkansas consumers took a detour and turned to sales credit. Arkansas residents, especially those v>ith low 
incomes or in high-risk categories, had significantly less cash credit than borrowers in the other states. This 
deficiency was offset by increased use o f sales credit, whose availability was largely unaffecte j  oy late 
ceilings. The differences in the ratios o f sales credit to ca°b credit between Arkansas and the control states 
was highly significant (Exhibit 24).58

56 Pelerson and Falls, op. cit., p. 28.
57 Ibid.. p  22.

58 Ibid.. p 23.
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Exhibit 24
Tolal Household Debt Holdings, Arkansas vs. Confiol

States
.Arkansas O th er t-V alue

Total consumer debt outstanding per *1455.71 $1,367.68 -0.81
household
Cash credit (excluding credit cards, and
dealer- S605.59 S846 52 3.28*

originated credit)
Sales credit (including credit cards) as a

percentage of total household debt--
Average per housenold .7286 .5845 -6.22*

• Significantly different at the 10 percent confidence level. 

Source; Peterson and Falls, Impact of Ten Percent Ceiling. 1981, p. 27.

Finally, in relying on sales credit, Arkansas consumers who had low incomes or were in high-risk 
categories were much more likely to obtain credit directly from dealers (sellers o f  autos, household 
appliances, and so on) than were more affluent consumers, but much less likely to rely on credit card debt, 
quite possibly because many did not have credit cards. Once again, the least affluent segment of society bore 
the greatest burden o f  the regulations that were designed to protect them.

D. Conclusion
Restrictive rate ceilings on cash credit force lenders to deny credit to consumers who pose a high risk 

or desire only small amounts o f credit. These excluded consumers are typically young, have short-time on the 
job or at their residence, are renters, and are unskilled workers with relatively low incomes. Not only do 
ceilings ration consumers out o f the legal market, but they also drive smaller lenders from the market and 
thereby diminish competition. Both lenders and consumers find second-best ways around the squeeze 
imposed by rate ceilings. Where feasible, lenders raise other charges to consumers, and consumers resort to 
sales or lease credit and various high-cost sources of cash credit, some legal, some not.

Restrictive rate ceilings on sales credit are basically a sham. Denied an adequate return for their credit 
services, retailers push their shortfall into higher cash prices. Ironically, the higher cash prices adversely affect 
consumers who have been unable to obtain credit, presumably a group who are less able to afford higher 
cash prices than the more affluent credit buyers. In-state banks issuing credit cards raise their merchant 
discounts, an increase that is', again, transmitted to cash buyers through higher prices.



PART IV: CONCLUSIONS

This study has explained the theories underlying the discussion o f how credit markets work and the 
effects upon consumers o f government intervention in those maixets. Again and again, the data drawn from 
studies o f credit markets with and without restrictive rate ceilings support the theories that have been 
advanced .aid accepted by economists over the centuries. The basic conclusions o f this study are 
summarized below.

•  The U.S. experience o f  the past 25 years has validated the faith o f  the National Commission on 
Consumer Finance in the power o f free and competitive markets to regulate and moderate the price 
o f  credit. The legal ability to raise rates does not correspond to the economic ability to 
sustain higher rates. Rates for various types o f  consumer credit do not necessarily rise to a 
regulatory ceiling and are less likely to do so, the higher the ceiling. Instead, knowledgeable 
consumer and unrestricted entry are the economic forces that make credit available at prices 
commensurate with the costs and risks o f providing the credit.

• In the absence of restrictive rate ceilings, competit'on expands the range and variety of 
credit products available to consumers and broadens the risk spectrum of consumers that 
can benefit from these products. For example, deregulation o f bank credit card rates over the 
past 15 years spurred entry into the industry and expansion o f credit card offers. As a result, both 
high- end low-risk consumers arc now being served within a highly competitive environment where 
prices adjust to reflect customers' costs and risk.

• Risk-based pricing, which is difficult or impossible under binding rate ceilings, 
substantially broadens consumer access to credit. This is nowhere better demonstrated than in 
the bank card industry. Deregulation o f bank card rates over the past 15 years spurred entry into 
the industry and expansion o f credit card offers. For millions o f households who were too risky for 
bank cards in the 1970s, the rate deregulation o f the 1980s gave them access to the most powerful 
payment mechanism on the planet. Entry spurred dramatic innovaiions in card features, and 
ultimately brought us cards that pay us to use them.

• Risk-based pricing removes the hidden subsidies of high risk borrowers by low risk 
borrowers, which occurred when all borrowers were charged a rate equal to the average risk of 
the entire group. Both groups are served more efficiently when creditors can charge rates 
commensurate with risk.

• Restrictive rate ceilings are most harmful to the citizens they were apparently designed to 
protect. Regardless o f where a ceiling is set, some higher risk consumers needing cash credit are 
rationed out o f the market because the cost o f serving them is too high for the creditor to absorb o; 
to pass on as higher rates to lower risk customers. Excluded customers are typically young, ha' e 
short- time-on-the-job or at their residence, are relatively unskilled workers, have relatively low 
incomes, or poor credit histories because o f past illness or unemployment.

• Restrictive ceilings on sales cred it (credit offered by merchants for purchase of goods or 
services) are basically a sham. Denied an adequate return for their credit services, retailers push
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their shortfall into higher cash prices. Higher cash prices affect not only customers who borrow, but 
those who have been unable to get credit, presumably a group who are less able to afford higher 
cash prices than the more affluent credit buyers.

• In the end, consumers obtain the credit they need from sources that are inconvenient and 
at higher prices that do not efficiently reflect cost and risk.

Fn short, rate ceilings that are thought to "protect" consumers do not protect consumers and do clear 
hann to those \.ho  are generally at the bottom o f the economic ladder. The most reliable way to protect 
higher risk borrowers is to ensure that they have alternative sources o f financing from which to choose. This 
is accomplished by facilitating the unrestricted entry o f  new competitors into a market in which the price o f 
credit is free from artificial constraints.
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T H E  CO ST S T R U C T U R E  O F  T H E  
C O N S U M E R  F IN A N C E  IN D U S T R Y

Erosion of market segmentation in consumer financial services in recent years inevitably 
raises the issue o f  future industry structure. If new opportunities to expand produce declining 
init costs, a few large firms may come to dominate the market, possibly with adverse effects on 

market competition, if, in contrast, unit costs do not decline as firms attempt to exploit new 
opportunities, then large firms do not have a cost advantage. This case will likely produce more 
firms o f various size;, unless entry is artificially restricted. In such a cost environment, a 
breakdown o f market segmentation should benefit consumers and other users o f  financial 
services as they receive the advantages of enhanced competition.

In examining the costs o f suppliers o f financial sei .ices, researche.-s have focused most 
o f  their attention on commercial banks and savings and loan associations (S&Ls).1 
Undoubtedly, the sire and importance o f these types of financial institutions account for this 
attention (along with the existence o f readily available data), but focusing solely on banks and 
S&Ls misses much of the picture. Particularly noticeable is the absence o f  recent studies of 
consumer finance companies, which hold the second largest share o f consumer installment 
credit (after commercial banks).

The same issues o f costs, market structure, and potential competitive impacts that arise 
concerning banks and S&Ls also surface in the case o f the consumer finance industry. Long 
regarded as specialized and possibly old fashioned, consumer finance companies have recently 
attracted other institutions' attention because o f the finance companies' branc' ystems, which 
have always been largely free from regulators' geographical res'/aims, and because o f their 
profitability during some difficult times for banks and S&Ls. B; themselves these features 
should focus competitive attention on finance companies' cost structure. More generally, 
however, as financial-product market segmentation continue' to break down, all r.iarket 
participants must become more aware o f their own and competitors' costs if  they are to survive 
and prosper.

Despite this, researchers have undertaken relatively few cost studies o f the consumer 
finance industry, especially recently.2 The major previous effort was by George Benston 
(1972b) for the National Commission on Consumer Finance. Benston concluded from his 
statistical work that since scale economies at the firm level were slim to nonexistent, "large 
companies, as such, are unlikely to dominate the industry because o f a ‘natural’ cost advantage"
( 1972b, p. 153).3 This view has become the conventional wisdom and has been consistent with 
casual observation thr t both large and small consumer finance companies compete in various 
markets. The question is whether more than twenty years later, changing conditions (for 
example, advances in information and computer technology) might produce a different outcome 
aiid another conclusion.

Two possibilities suggest themselves. First, technological changes in both risk 
management and loan administration in the last quarter century might argue for existence of

1 For an overview of the research and references, see (. tai. ;; VS8), Humphrey (1990). or Berger el al. (1993)

2 The most recent studies are by Be iston (1972b, 1977a, 197 7b) using 1968-70 data

3 Ourkin and McAlister (1977) found similar results in a regional study using a similar methodology.
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larger scale economies than in the past. Laige firms, for example, might have better access to 
sophisticated mathematical credit scoring and other new and expensive techniques for credit 
evaluation. Likewise, larger firms might be better able to afford computerized marketing, record 
keeping, and collection procedures and equipment. If such techniques and equipment improved 
the productivity o f large firms relatively more than small ones, econon s o f scale might be 
more evident recently than decades ago.4 Second, if, in contrast, new technology today is as 
available to small firms as to large, then economies of scale might not be more evident recently 
than farther in the past, even if  large and small firms might both operate more efficiently today. 
While the former o f these two possibilities might seem m ire likely, certainly the other 
possibility remains distinctly possible. Ultimately, the issue o f scale economies is an empirical 
question to be answered by appealing ro the data.

The purpose o f this paper is *o estimate the cost function for Ac consumer finance 
company industry using a more appropriate functional form than that employed in older studies 
and using much newer data. TLs estimation will permit exploration o f the issue o f scale 
economies in this industry as well as discussion o f costs by size o f loan. Both explorations 
should be useful for analyzing consumer lending because finance comp: ly lei ding activities 
produce cost data that are relatively uncontaminated by other products and influences.

The remainder o f this paper is divided into three sections. Section II u.scusses the 
functional form o f  the estimation equation and describes the data to be used. Section III presents 
the empirical results, and section IV offers a brief sut imory and conclusions

II. Functional Form and Data
Four important questions arise in any attempt to estimate statistical cost relationships:

(1) identification o f the production or cost function; (2) the pi p^r specification o f  the 
production or cost relations; (3) the definition o f output: (4) the availability o f data appropriate 
for estimation.

A. Identification
In most cases, estimates o f long-run cost curves and scale economies are possible only 

by using cross sections o f firms in an industry. This involves the implicit assumption that the 
observations trace out the cost curve for a "typical" firm although no one firm is followed over 
the whole range o f output. Bell and Murplv' (1968) and Benston (1972a) have argued that a 
long-run cost function is identified for a cr„v s section o f financial firms because it is reasonable 
to assume that the level o f output is exog.-no.s.5 Firms do not have access to secret technology 
or processes which might provide them an inherent production advantage over their rivals.
Thus, demand is not cost determined but rather he op( osite. Although technological changes in 
credit granting and marketing functions might appear to suggest that some firms might have a 
cost advantage, the technology, including automated credit scoring, is well known to all and 
widely available through credit bureaus. It is still true that each branch office operates in its own

Rogers (1974), Longbrake (1974), ard Lawrence and Shay (1986) investigated the effect of computers on the cost of consumer lending using 
data from commercial banks partir.,paling in the Federal Reserve's Functional Cost Analysis Program. The results of these studies suggest tint 
labor and computers were substitutor. They found little or no overall cost savings and no difference in estimates of scale economies attnbutable 
to the use of computers. Because af substantial innovation in computer technology since that time, these results are probably dated

5 The level o f output is not, hotviver, entirely exogenous. Firms can affect demand by advertising and promotions



local market subject to the vagaries of demand in its own area.6 In effect, companies compete in 
a succession o f local markets with basic technology that is known to all. Under these 
circumstances, local demands for loans determine the level o f output The cost function can be 
estimated by a single equation using cross-section data on costs and output. This approach 
seems appropriate and is adopted here.

3. Specification of Cost Relations
The single-product nature of the consumer finance company industry simplifies 

specification o f the cost relationship.7 Consumer finance companies are, o f course, financial 
intermediaries that have a source and use o f funds, but unlike the depr itory and insurance-type 
intermediaries, whose sources o f  funds (deposits, policies, pension plans) are products in 
themselves, the consumer finance companies' hinds sources (bonds and commercial pape. 
issued locally and on Wall Street) are largely incidental to the lending function, at least in terms 
o f  costs. In a cost sense, they are analogous to the legal or data processing departments. They do 
not exist apart as separate outputs. Since separate cost functions are not required, arbitrary cost 
allocations are unnecessary. Similarly, if consumer finance companies produce only one 
product, there can be no output-cost complementarities or scope economies, and scale and scope 
economies do not confound.8

Total operating costs are a function o f input prices and output, with output homogeneity 
and company structure variables to account for differences in types o f loans extended and 
branch structure among companies. The implicit cost relationship is found in equation 1:

/. C -f(Q , P, A, 0)

where C is total operating cost, Q is output, P represents input prices, A represents output 
homogeneity variables (for example, average loan size), and 0 represents company structure 
variables (for example, number o f offices).

Concerning the explicit functional form, the empirical model estimated here employs the 
translog cost function. Essentially, the tranolog is a quadratic function o f the logarithms of its 
parameters (namely, output quantity, input prices, and other factors affecting cost), which 
includes all o f the cross products to allow for interactions.9

6 For discussion of the local nature o f the market for consumer financial services see Ellichausen and Wolkcn (1992).

7 See Baumol, Panzar, and W illig (1982) for a general discussion of multiproduct cost functions. Clark (1988) and Humphrey (1990) discuss 
recent studies of costs at depository institutions.

Traditional cost studies could possibility confr ma scale economies and differences in X-ef)iciency of firms operaling at different output 
levels. This potential problem does not appear to be of practical significance, however. Several researchers have estimated scale economies for 
financial firms using both traditional cost functions and frontier estimation methods and found little or no differences in results from the two 
approaches (Berger and Humphrey 1991; Bauer et al 1993; M 4 lister and McManus 1993; Mestcr 1993). For further discussion, see Berger et 
ai (1993).

Sometimes, the effects of control variables are of interest as much as the effect of output on cost. For example, the inclusion of average loan 
size as an output homogeneity variable permits calculation of a cost elasticity with respect to average size of loan.
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The translog cost function to be estimated is shown in equation 2. 
where C = total operating cost; Q = output quantity; PL = price o f  labor; PK = price o f 
capital; A = average size o f loans made; and 0 = total number o f branch offices, 
lh  In order to correspond to a well-behaved production function, a cost function must 
be positively linearly homogeneous in input prices. This theoretical requirement imposes 
the following restrictions on the p^.ameters o f the translog cost function-

3. aL + a< bQL + bQK = 0; bLL + bi.K = bi.K V k = 0; ~Al + dAK = 0; doL + doK = 0

The translog is a valid local second-order approximation to an arbitrary cost lunction.10 Under 
reasonable assumptions (nonnegative, real valued, nondecreasing function o f output, linearly 
homogeneous in input prices), the translog is dual to a general production or transformation 
function, although it is not directly derivable from them (Diewert 1971; Caves, Christensen, and 
Tretheway 1980).

Because of its greater generality, the translog functional foim offers a number of 
advantages. First, it permits estimation o f U-shaped average cost curves. Second, it permits 
exploration of how factor prices may affect scale economy results (nonhomotheticity). Third, it 
permits estimation o f  :cale, branch office, and account size economies at. allows them to vary 
by size ol'institution.11

C. Definition of Output
To estimate a statistical cost function, it is necessary to • elate cost measurements directly 

to measures o f the outputs that produce the costs. The output o f the consumer finance industiy 
is loans, but a number o f  potential output measures exist: number o f loans made, dollar amount 
made, number serviced, amount serviced, and total assets devoted to lending. In considering

10 The translog ost function is flexible at the point o f approximation, but it imposes generally a specific structure, namely, a symmetric U- 
sh.aped average cost curve. I f  this assumption docs not hold generally, then the cost function would be misspccified, and estimates of scale 
economies derived from it would be biased. In studies of commercial bank costs, bias in translog estimates of scale economies appears to result 
largely from differences in the outpu' mixes of small and large banks (McAlister and McManus 1993). This consideration probably would not 
bias translog estimates of scale economies for consumer finance companies because consumer finance companies produce essentially a single 
product

11 Doth homogeneity and hoinotheticity can be imposed on the translog from by constraining the parameters in estimation. Thus, homogeneous, 
homothetic, and Cobb-Douglas forms can be tested as subsets of the analysis. Tests by the authors (available on reque>') reject homotheticity 
and homogeneity and, therefore, the Cobb-Douglas formulation. An important implication is that the perrentage change in cost resulting from a 
given percentage change in output is not the same at different levels o f output, in other words, economies of scale are not constant overall 
output levels.
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these possibilities, it seems that costs are more likely to be related to the number o f loans rather 
than amounts o f  loans or total assets. Many cost-causing activities such as recording and 
booking loans and payments must be undertaken for each loan and probably vaiy very little, if 
at all, with size o f  l^ n .  This suggests that numbers o f  loans made or serviced are the candidates 
for the output variable, O f these, the number serviced seems the more reasonable choice. Most 
consumer loans require periodic payments (typically monthly), rnd so both the number of 
employees and the size o f  the systems, paperwork, and compliance efforts involve more than 
just making loans. In fact, it seems that the size or scale o f a lending operation is more 
dependent on the number of loans serviced (which require regular and recurring activities) than 
on loans made (which are more irregular and discontinuous). Consequently, the output variable 
employed in this study is number of loans outstanding (that is, serv'ced) rather than number 
made. A venge size o f loans outstanding is included in the regressic n  as an output homogeneity 
variable. Care and credit checking and some other cost-causing activities o f making and 
servicing a loan are generally greater for larger loans than for smaller loans. L arger loans are 
also more likely than smaller loans to be secured, a process that creates added costs.

D. D ata

Cost data for estimation are from the American Financial Services Association (AFSA), 
the renamed trade group that supplied finance-company data to Benston in 1972. The AFSA 
surveyed its finance company members annuallv between 1960 and 1989 to collect infonnation 
on the consumer finance industry.12 Data for ! 987-9 were available for this study. Survey 
schedules include detailed balance sheets, income and expense statements, loan nctivitv, 
delinquency, and loss reports. Companies pioviding usable reports numbered 84 to 101 over the 
three years. These companies ranged from very small, including about one-third single-office 
companies, to the largest finance companies in the industry. In all, the companies fud total 
assets o f $245-350 billion. Their gross consumer receivables represented 73 to 88 percent o f the 
Federal Reserve's estimate of total consumer credit at consumer finance companies, depending 
on the year.

For this study, we used data for 51 companies that had greater than 50 percent o f their 
receivables in consumer credit and reported costs in each of the three years. These restrictions 
ensure that tire results reflect the costs o f consumer lending rather than business lending or 
lea<ir>e and that any differences among the years are not due to differences in the comDositinn 
of the samples.13

Table I lists the variables used in the statistical estimation and the sample means ami 
standard deviations for these variables. The dependent variable is total annual operating expense 
excluding losses, advertising (which concerns deir ^d, not production costs'), and 
cost o f funds. Independent variables are output (average number o f loans serviced during the 
year), input prices (labor and capital prices), average size of 'cans serviced, and a structural 
variable (average number o f  branch offices). The price o f labor for a company is the average 
annual wage rate, which is calculated as total annual salary and wage expenses including social 
security and fringe benefits divided by the average number o f  employees. The price of capital is

I ̂‘ These surveys were discontinued after 1989
II  On average, consumer receivables were about 95 percent of the total number of accounts and 90 percent of'he total dollar amount of 
receivables at these companies during 1987-9. The subsample o f companies preserves the range o f company sizes in the full sample.
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the replacement cost per square foot o f office buildings. It is computed for each company by 
weighting regional estimates of the cost of office space compiled by the F.W. D.*dge Company 
(1987-89) by the proportion of the company's offices located in each region. Ihe AFSA's office 
directory provided the addresses necessary for calculating the weights.

(II. Em pirical 1’esults

This paper estimates the cost flinction (equation 2) restricted to be positively linearly 
homogeneous in input prices (equations 3) jointly with input-demand equations (equations 4 
and 5 below). The input demand equations are obtained by differentiating the translog cost 
function with respect to the input prices, Pl and p*.14

4. ? !n  C / ? ln  Pl~S l= a u  +  bn. InP t.4 ^ lic In Pk +  bQLlnQ + dAiJnA + doi.lnO

and
5. ? 1 n C / ? 1 n Pk=Sk+ a< + b i^ ln  Pk + bLK lnPi. + bQKln Q + dAin A t-doK In 0

where Sj_ and Sk are the cost shares o f  labor and capital. This procedure is recommended by 
Christensen and Green (i976) because the input-demand equations add degrees o f ffeedc l 
without adding any unrestricted regression parameters, resulting in more efficient nammeter 
estimates than would be obtained by estimation the cost function alone.1

Random disturbance terms are added to the cost junction and input-demand functions. 
We assume that the disturbances are correlated across equations hut not across firms (see 
Zellner 1962). Because cost shares must sum to unity, one o f the input-demand equations is 
.edundj.iL The capita! input-demand equation is therefore dropped, and the cost function and 
labor input-demand function are estimated jointly using the iterated version o f  Zeilner's seen- 
tingly unrelated regres ion procedure. This procedure produces maximum likelihood estimates 
o f the parameters, which are invariant to which one o f the input-demand equations is dropped 
(Kmenta and Gilbert 1968).

Table II presents results o f estimation. According to the likelihood-ratio test, the 
estimated cost and input-share equations are significant in each of the three years 1987-89. 
Adjusted R-squares o f the cost functions are between 0.980 and 0 988.

A. Estim ates o f Econom ies of Scale

Fconomies o f scale are measured as the percentage change in cost resulting from a small 
percentage change in output. There are two types of estimates o f scale economies, which 
involve different assumptions about the relationship between costs and outputs, that have been 
derived for financial institutions (see Benston, Hanvveck, and Humphrey 1982).

14 Th.s result is known as Shephard’s lemn.a (Shephard 1953).
15 In ether recent studies o f financial firms’ costs. Benston, Hanweck, and Humphrey (1982) and Gilligan, Smirlock, and Marshall (1983) 
estimated only cost functions. M ester (1987) and Kim and Zion (1989), on the other hand, estimated cost functions jointly with input -demand 
equations.



A simple scale economies measure is the cost elasticity when the number o f production 
facilities (offices) dees not change as output varies. An augmented scale economies 
measure allows die number o f offices to vary' along with output.

1. Sim ple Scale Econom ies. The simple scale economies measure (SCE) is 
derived by differentiating the translog cost function with respect to output.

6. SCE = ? ln C  = aQ + b o g ln Q  + bQL!n P l +  bQi<lnPK+ dAQlnA+doQlnO ?inQ
SCE values less than one indicate the presence o f scale economies; values equal to one indicate 
constant costs; and values more than one indicate diseconomies o f scaie.

Equation 6 indicates that scale economies depend on the level o f factor prices, average 
account size, and number o f offices as well as output. For estimates o f  the simple 
scale economies measure, we hold all variables constant except output. In the first three 
columas o f  table III, SCE is computed at various level:-: of output for W87-9. Means o f the third 
C"tput quintile are assumed for PL, Pk, A, and 0. These SCE estimates can be viewed as scale 
economies facing a "typical" medium-sized firm.16

Estimates of the simple scale economies measure suggest that there are economies o f 
scale in operating costs o f consumer finance companies and that these scale economies diminish 
as output increases. For a medium-sized firm operating at low levels o f output, SCE estimates 
indicate that a 10 percent increase in output raises costs about 4-6 percent in the 0.6-3.4 
thousand accounts output range Scale economies gradually fall from the second to the fourth 
output quintiles; a 10 percent increase in output raises costs about 5-7 percent in the second 
quintile and about 7-9 percent in the fourth quintile. In the fifth quintile, economies o f scale 
appear to be exhausted. Estimates of the scale economies measure generally are not 
significantly less than one for the fifth quintile.17

2. A ugm ented Scale Economies. To allow adjustment o f the number o f offices for the 
level o f output, Benston, Hanweck, and Humphrey (1982) developed an augmented scale 
economies measure. They defined the augmented scale economies measure as

7. SCE* = SCE + ( ? l n C / ? l n O ) / ( ? l n  0 /? ln Q ) ,

where ? inC /? inO  is a measure o f office economies and 71 nO / ? lnQ  indicates the change in 
offices assoc iated with a change in output. Again, values less than one indicate the presence of 
scale economies; values equal to one indicate constant costs; and values more than one indicate 
diseconomies o f scale.

For the translog function, the measure o f office economies is

111 On average, firms in the third outpui quintile had 47 offices.I 7As mentioned, these estimates o> scale economies apply to the medium-sized limis in tenns o f number o f offices. D.ffercnl values ofSCE 
would be obtained if  the number o f offices were different, although the finding o f s ign ifica i1 scale economies would generally hold. The 
assumption that firms keep the number of offices constant may be appropnate in the short run, but it probaoly is unrealistic over longer peiiods 
o f time. Firms might avoid diseconomies o f scale by opening additional offices, or to the extent allowed by the size of their geographic markets, 
they may realize scale economies by consolidating accounts in a sm a llc  number of offices.



? ln C  / ?lrO=dc+doolnO+doQlnCH-doLlnPL'!'d0K InPK+dAolnA. We estimate the 
change in offices associated with a change in output 9 InO /  ? lnQ , by the regression 
lnO=eo+ei lnQ +ezflnQ )2 .

To estimate SCE*, we use the same outp it levels dial were used for estimates o f the 
simple scale economies measure and the appropriate mean number of offices for each quintile. 
Factor prices and average account size are held constant; we use means o f the third output 
quintile for Pl, P k, and A to maintain comparability with estimates o f the simple scale 
economies measure.

The augmented scale economies measure provides a better indication o f scale economies 
facing the firm. None o f die estimates o f the augmented scale economies measure shown in the 
last three columns o f  table III is significantly less than one. This result suggests that firms can 
adjust the number o f  offices to exploit all scale economies. According to these estimates, even 
relatively small firms are able to operate at approximately constant costs. None o f  the estimates 
o f the augmented scale economies measure is _ ^nificantly greater than one either, which 
suggests that firms can also adjust the number of offices to avoid diseconomies o f  scale.

3. D iscussion. As mentioned, the simple scale economies measure SCE indicates the 
effect cn cost o f changes in the level o f output for a fixed number o f offices and thus can be 
viewed as a measure o f economies o f scale at the office level. The augmented scale economies 
measure SCE* allows the number o f  offices to vary as well as the level o f  output and can be 
viewed as a measure o f scale at the firm level. The finding o f economies o f scale at the office 
level (SCE) but not at the firm level (SCE*) is consistent with Benston's earlier findings. Thus, 
our analysis indicates Benston's findings are robust, despite the simplifying assumptions 
implicit in his methodology. Although we find economies o f  scale at ihe office level, our 
estimates indicate that these economies decrease as output increases.18

A. Cost Elasticity of Average Loan Size

We also estimated cost elasticities o f average loan size, which show relationship between 
operating costs and the average size o f loans in creditors' portfolios. An elasticity less than one 
suggests that firms producing s lallei loans have higher costs per dollar o f credit than firms 
producing larger loans. Such m'ght be the case if some expenses o f  consumer credit-for 
example, recording and booking loans and payments-are relatively constant and not related to 
the size of the loan.

For the translog cost function, the cost elasticity o f average loan size (SCA) is 

?inC
SCA = ? I nA = dA+dAA 1 nA+dAp 1 nQ+dAL 1 nPL+dAK I n P ^  dA01 n 0

Like SCE and SCE*, SCA depends on die values assumed for number o f loans outstanding, 
factor prices, and number o f offices as well as average loan size. We assume average values of

18An appendix to an earlier version o f this paper updates Benston’s estimations using data from the more recent period. The estimated scale 
economics at the office and firm levels for 1987-89 using Benston's methods are  sim ilar to Benston's 1968-70 estimates. A copy o f this 
appendix is available from the authors on request.
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Q,  P l.  Pk. and 0. Values chosen for A lie between the 10th and 90th percentile o f the sample 
distribution o f  average 'oan size.

Estimates o f  SCA shown in table IV are significantly less than one for most average 
loan sizes, suggesting that smaller loans are indeed relatively more expensive to produce than 
larger loans. At an average loan size o f $2,210 (the median average loan size in the sample), for 
example, a 1J  percent increase in average loan size would increase corts about 2.5-3.0 percent, 
or a b o u t! percent for a SI increase in average loan size. At an average loan size o f 58,620 (the 
90th percentile), estimated values o f  SCA indicate that a 10 percent increase in average loan 
size would increase costs about 4.5-5.0 percent, which is about 0.5 percent for a $1 increase in 
average loan size.

Our finding that operating costs at finance companies rise less than proportionately with 
increases in average loan size is similar to results of earlier studies.19 Unlike earlier studies 
(which constrained cost elasticity, a o f  average loan size to a constant value because they used 
Cobb-Douglas cost functions), our estimates of the cost elasticity o f  average loan size rise as 
average loan size increases. This result seems reasonable. Firm. evaluate 
credit applications more carefully, take collateral, monitor more frequently, and make greater 
efforts to collect overdue accounts on larger loans than on smaller loans.

IV. Conclusions

Scale economies are an important ractor determining the structure o f an industry. If scale 
economies exist, an industry may come to be dominated by a few large firms. Such an outcome 
would reduce the cost o f  providing a product, but it could also adversely affect competition. 
Research conducted in the early 1970s concluded that significan* scale economies existed in the 
consumer finance industry at the office but not at the firm level. The results suggested that 
although larger finance companies were not more efficient than smaller finance companies, 
firms could nevertheless have reduced costs by consolidating business in fewer offices. This 
anomaly results from the use o f a restrictive functional form, the Cobb-Douglas cost function, 
which limits estimates o f  scale economies to a constant value. Consequently, estimates of scale 
economies may not reflect the cost relationships at all levels o f output.

This study uses the more general transcendental .jgarilhmic functional form and newer 
data to investigate scale economies in the consumer finance industry. The results reject the 
restrictive assumptions o f  the Cobb-Douglas cost function. Significant scale economies are 
found at the office level, and these scale economies decline as output increases. Thus, increasing 
office volume beyond a certain number o f accounts (for the "typical" medium-sized firm of 
Table III about 1 million accounts in 47 offices) yields no additional savings in operating costs.
The finding of a limit to the size o f  offices is an important difference from previous estimates of 
scale economies that relied on the Cobb-Douglas formulation.

At the firm level, neither significant economies nor diseconomies of scale are detected
throughout most o f  the range o f output levels in the industry. This finding together with the
finding o f significant, decreasing scale economies at the office level is consistent with the

19 For 1968-70, Benston (1972b) es'i mated cost elasticities o f average loan size between 0.391 and 0.592 depending on year; and in a regional 
study, Durkin and McAlister (1977) obtained average loan size cost elasticities between 0.293 and 0.504 for 1968-73.



view that finance companies are generally able to adjust their offices to exploit scale economies 
or avoid scale diseconomies. Size o f firm does not confer a cost advantage.

Failure to find scale economies at the firm level (and the finding o f decreasing scale 
economies at the office levH) suggests that the benefits technological change in the lending 
business over the past two decades have not exclusively accrued to the benefit o f  larger firms. 
There have been, o f course, important developments in office automation equipment, but these 
do not appear to have generated significant scale economies in consumer lending at finance 
companies. Likely, the availability o f smaller and smaller computers with ever greater 
computing power at lower and lower cost has been important in this respect. Today office 
automation equipment is within the budget of even the smallest companies. Similarly, 
sophisticated mathematical credit evaluation systems have become with the reach o f even the 
smallest firms in recent years with the development of generic scoring-model results that are 
available instantaneously from credit bureaus with routine purchase o f individual credit reports.
It is not obvious that large firms have any decided advantage in this area either.

Our results also confirm earlier findings that operating costs rise less than 
proportionately with average loan size (Table IV). This result suggests that smaller loans are 
relatively more expensive to produce than larger loans. However, we also find that the relative 
savings in operating costs decline as loan size increases, probably because firms incur greater 
costs for credit evaluation, obtaining collateral, monitoring, and collection for larger loans than 
for smaller loans.

In sum, our findings for consumer finance companies are consistent with most o f the 
recent evidence on scale economies at other financial institutions, which find little or no 
evidence o f  economies or diseconomies o f scale. We find that smaller finance companies do not 
operate at a cost disadvantage to larger finance companies. Despite advances ir. information and 
computer technology, many of the activities associated with loan acquisition and maintenance 
may still be labor intensive and not provide much scope for scale economies. It is also likely 
that personal computers are accessible to even the smallest finance companies, so that any cost 
savings from this source would be available to all. Thus, operating costs would not lead to 
consolidation in the consumer finance industry.

The implications o f these findings are that public policies that promote competition 
better serve customers than those that might seek cost savings by restricting entry or 
encouraging consolidation o f  firms.
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Table I 

Descriptive Statistics

Mean (standard deviation)

Variable 1987 1988 1989
Operating cost, excluding losses, 145,244.8 158,032.7 173,154.8
advertising, and cost of funds; in 
thousands o f dollars (C)

(388,211.7) (381,124.0) (397,775.9)

Output, average o f  number o f 5 6 9 0 600.9 629.8
accounts and notes 
outstanding at the beginning 
and end o f  the year, in 
thousands (Q)

(1,413.2) (1,447.1) (1,442.7)

Price of labor, annual wage 25.2 25.8 27.0
and salary expense divided 
by average o f number of 
employees at the beginning 
and end o f the year, in 
thousands o f dollars (Pl)

(6.3) (6.7) (6.4)

Price o f capital, replacement 82.1 88.2 93.6
cost per square foot for office 
buildings, in dollars (Pk)

(8.6) (11-8) (10.9)

Average size of loans 3.2 3.5 3.7
sen iced, average o f  the 
dollar amount to the number 
of accounts and notes 
outstanding at the beginning 
and the end o f the year, 
in thousands of dollars (A)

(2.8) (3.2) (3.6)

Number o f branch offices, 189.9 204.9 204.0
average of the number of 
offices at the beginning and 
end o f the year (0)

(280.6) (317.7) (317.1)
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T a b l e  I I

C o s t  F u n c t i o n  P a r a m e t e r  E s t i m a t e s

( S t a n d a r d  e r r o r s  i n  p a r e n t h e s e s )
V ariable and 
Parameter 1987 1988 1989
Constant (ao) 1.548 1.580 1.606

(.110)** (.095)** (.104)**

InQ (aQ .730 .638 .589
(.087)** (.077)** (.084)**

(InQ )2 (bqq) .071 .060 .045
(.066) (.044) (.046)

lnPL (3l) .769 .863 .876
(.068)** (.050)** (.070)

InPiJnpK (bLK) -.149 -.202 -.191
(.046)** (.032)** (.047)**

lnPQlnPL (bQL) -.077 -.067 -.054
(.016)** (.012)** (.012)**

InA (dA) .288 .202 .180
(.127)* (.122) (.122)

(InA )2 (dAA) .138 .161 .110
(.174) (.149) (.161)

InA InQ (dAq) -.041 .002 .086
(.084) (.007) (.081)

InAlnPL (dQL) -.044 -.067 -.078
(.027) (.021)** (.022)**

InAInO (dAo) -.007 -.037 -.102
(.099) (.082) (.097)

InO (do) .274 .387 .409
(.121)* (.108)** (.119)**

(InO )2 (doo) .079 .071 .115
(.098) (.069) (.077)
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InO InQ (dot?) -.072 -.065 -.077
(.070) (0 4 4 ) f .046)

InO lnPL (dot.) .071 .058 .045

o oo • • (.014)** (.014)**

Adjusted R- square .980 .985 .988
Likelihood ration 87.945 87.807 8 / 347

*/** Coefficient is significantly different from zero at the 95/99 percent confidence level.

Table ITI 

E s t i m a t e d  S c a l e  E c o n o m y  C o e f f i c i e n t s  B y  O u t p u t  L e v e l  a n d  O u t p u t

Quintile

Simple scale economy Augmented scale economy
________________ Coefficients (SCE)1__________________Coefficients (SCE*)2
Output level,
in thousands 1987 1988 1989 1987 1988 1989
First quintile

1.017.6 .462 .438*

*OOm

1 . 0 0 1 1.007

.7 .473 .447* .455* .998 1.005 1 .0 1 1

3.4 .585* .543** .517** .972 .987 .962

Second quintile
.988 .9784.8 .610* .564** .532** .981

6.2 .628* .579** .543** .978 .985 .971

14.1 .687* .628*** .581** .970 .979 .946

Third quintile
.980 .99323.5 .724* .660** .604** .991

38.2 \
S

i
OC * * .689** .626** .985 .976 .978

88.0 .818** .739** .663** .979 .970 .954

Fourth quintile
978191.0 .873* .786** .698** .987 .966

236.1 .888 .799** .708** .985 964 .971

780.0 .974 .871 .762* .981 .960 .938

Fifth quintile
.9411,236.8 1.007 .899 .783* .982 .956

1,839.9 1.035 .92.3 .801 .982 .955 .931

5,645.0 1.115 .991 .851 .985 .955 .903
1. Evaluated at mean values of Pl, Pk, A, and 0 in the third output quintile.
2. Evaluated at mean values of PL, Pk. and A for the third output quintile and quintile means of 0.

*/♦• Coefficient is significantly less than one at the 95/99 percent confidence level.
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T a b le  I V

C o s t  l E l a s t i c i t y  o f  A v e r a g e  L o a n  S i z e  

B y  A v e r a g e  L o a n  S iz e

C o st e la s tic ity  o f  a v e ra g e
______________________   L oan  size (S C A )2
A v e ra g e  loan  size, in
th o u san d s  o f d o l la r s 1 1987 1988 1989

.98 .153** .146** .211**
1.38 .200** .201** .249**
2.21 .265* .277** .300**
4.52 .363 .392** .379**
8.62 .452 .496* .449**

1. Values o f  A are selected  poin ts o f  the sam ple distribution o f  average loan size  betw een the Oth and 90th 
percentiles.

2. Evaluated at m ean values o f  PL, Pk, A, and 0 for the third output quintile.

• / • ‘ C oefficient is sign ifican tly  less than one at the 95/99 percent confidence level.



T h e s e  a r e  a  l i s t  o f  t h e  c h a n g e s  m a d e  to  th e  ‘Y *  v e r s i o n  o f H B  ?27

• Page 2, lines 5-6 -  delete.

• Page 3, line 18 -  change $5,000 to $10,000.

• Page 6, lines 11-14 revise language to treat Internet location as a separate licensed location. Also we
need to define the term location to clarify if  we are allowing/requiring out o f state locations.

• Page 7, line 31 -  after “engaged in” insert lending or reporting .

• Page 8, lines 2-5 -  insert language to include endorsees.

• Page 9, lines 1 -4 -  after “under this chapter” insert in accordance with AS 06.01.015ia)

• Page 9, line 6 after “examinations” insert o r investigations.

• Page 9, lines 15-16 after $75 insert per exam iner hour.

• Page 9, lines 19-21 after “use in the” insert licensed prem ises those hooks, accounts, and records
that will enable the departm ent to determ ine whether the licensee is complying with this chapter 
and with the regulations lawfully adopted In the departm ent under this chapter.

• Page 10, lines 13-21 there is agreement that current statue language is better than these changes, 
however there is concerns that some modification may be necessary to make the whole act internally 
consistent. Please advise.

• Page 11, line 13 - delete 12 C.F.R 226.15. insert correct reference to Truth In Lending.

• Page 11, new section: AS 06.20.240
• I am hoping you can propose language that would amend this section in such a way that it is consistent

with the rest o f  the new bill. Can you provide an example o f  what activity this section would regulate in
a straight rate environment? In light o f the amendment to 06.20.230, th.s section may need to be 
repealed. Please advise.

• Page 12, line 17 -  delete $25, insert language to reference maximum as stated in AS 09.68.115.

• Pages 13-14 insert current statute language from 06.20.270(5) display prom inently in each licensed 
place of business a full ami accurate schedule, approved In the departm ent, of the charges ta he 
made and the m ethod of com puting them.

• Page 15-16 The parties have agreed to make no change to AS 06.20.320, only those changes to make 
the current .320 fit with all our new changes.

• Page 18, line 18 -  delete 06.20.020(b).

• Page 18, line 18 insert 06.20.220.

• Page 18, lines 2S-30 change dollar amount to “two times the maximum amount under AS 06.20.330.”



FISCAL NOTE

STATE OF ALASKA
2006 LEGISLATIVE SESSION

Revision Date/Time (Note if correction): 
Title Alaska Small Loans Act

Fiscal Noie Number:
Bill Version:
() Publish Date-

Dept. Affected: 
‘ RDU

CSHB 227 (L&C)

Commerce
Banking & Securities (536)

Sponsor Labor and Commerce
Component Banking & Securities

Requester Labor and Commerce Component No. 2808

E x p e n d itu re s /R e v e n u e s (Thousands of Dollars)
Note: Amounts do not include inflation unless otherwise noted below.
OPERATING EXPENDITURES FY 2007 FY 2008 FY 2009 FY 2010 FY 2011 FY 2012

Personal Services
Travel
''•ontractual
Supplies
Equipment
Land & Structures
Grants & Claims
Miscellaneous

TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

ICAPITAL EXPENDITURES I I

CHANGE IN REVENUES (1 1 5 6 ) 3.0 3.0 3.0 3.0 3.0 3.0

FUND SOURCE (Thousands of Dollars)
1002 Federal Receipts
1003 GF Match
1004 GF
1005 GF/Program Receipts
1037 GF/Mental Health

Other
TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate of any current year (FY2006) cost: 0.0
Mark this box (X) if funding for this bill is included in the Governor's FY  2007 budget proposal:

POSITIONS

Full-time
Part-time
Temporary 1

ANALYSIS: (Attach a separate page if necessary)

This legislation implements several provisions to the Alaska Small Loans Act (AS 06.20). It raises the 
maximum loan amount from $25,000 to $50,000 and removes the 36 percent maximum rate for loans less 
than $850.00 and the blended rates for loans over $850.00. The bill has the most impact on loans over 
$10,000 by imposing an interest cap on loans to 24 percent. Currently there is no maximum limit on interest 
rates on loans over $10,000. In addition, the cap of 24 percent extends to loans up to $50,000.

Prepared by: 
Division

Mark Davis, Director Phone 907.465.2521
Banking and Securities DaterTime 3/16/06 3:19 PM

Approved by: William C. Noll, Commissioner____________________
Agency Commerce, Community, and Economic Development

Datt 3/16'2006

(Ravned 9/7/2005 OMB) Page 1 of 1



N e w e s t  C h a n g e s  t o  H B  2 2 7  2 4 - L S 0 5 9 9 \Y

Page 2, lines 5-6 -  delete. Rationale: No reason to exem pt insurance com panies; please rem ove. Per 
Jeffrey  Trout (phone call o f  3/13/06), denuty director Insurance, lie needs to check w/his s ta ff 
how ever stated in itially  he sees no reason to support this exem ption.

Page 3, line 18 -  change $5,000 to $8,000. Rationale: keep increase consistent betw een single 
licenses and m ultip le licenses.

Page 6, lines 11-14 -  rev ise  language to treat Internet location as a separate licensed location. 
Rationale: If  com pany A  docs business at branch 1, 2, and 3 and com pany B does business at 
branch 1 and online, the internet “ location” should be licensed as a separate branch. A lso w e need 
to define the term  location -  to clarify  if  we are allow ing/requiring out o f  state locations.

Page 7, line 31 -  after “engaged in” insen  lend ing  o r  r e p o r t in g .

Page 8, lines 2-5 -  insert language to include endorsees. Rationale: w e allow  for m ultiple licenses 
therefore we should allow  for transfer betw een those branches by  a single licensee

Page 9, lines 1 -4 -  after “ under this chapter” insert in a c c o rd a n c e  w ith  AS 06.01.015(a).

Page 9, line 6 -  after “ exam inations” insert o r  investiga tions.

Page 9, lines 15-16 -  after $75 insert p e r ex a m in er  h o u r

Page 9, lines 19-21 -  after "use  in the” in se r t licensed p rem ises  those  books, accoun ts , an d  
rec o rd s  th a t  w ill en ab le  th e  d e p a r tm e n t to d e te rm in e  w h e th e r  the  licensee is co m p ly ing  w ith  
th is  c h a p te r  a n d  w ith  the  re g u la tio n s  law fully  a d o p te d  bv th e  d e p a r tm e n t  u n d e r  th is c h a p te r

Page 10, lines 13-21 -  there  is agreem ent that current statue language is better than these changes, 
how ever there is concerns that som e m odification m ay be necessary to m ake the w hole act 
in ternally  consistent. Plcr.se advise.

Page 11, line 13 -  delete 12 C .F .R  226.15, insert 1 2 C .F .R . 228.18 

Page 11. new  section: AS 06.20.240
1 am hoping  you can propose language that would am end this section in such a way that it is 
consistent with the rest o f  the new bill. The purpose o f  provisions such as this one is to address 
potential abuse in a split rate environm ent. Because we are am ending section 06.20.230 and going 
from  a split rate to a straight rate, this provision no longer serves any purpose. W ilh a straight rate, 
there is no longer potential to “split loans” in such a w ay as to violate the (split-rate) interest 
provisions. Can you provide an exam ple o f  what activity this section w ould regulate in a straight 
rate environm ent? In light o f  the am endm ent to 06.20.230, this section m ay need to be repealed. 
Please advise.



Page 12, line 17 -  delete $25, insert language to reference maximum as stated in AS 09.68.115.

Pages 13-14 -  insert current statute language from  06 .20 .270(5) d isp lay  p ro m in e n tly  in each  
licensed p lace o f  business a fu ll a n d  a c c u ra te  schedu le , a p p ro v e d  by  th e  d e p a r tm e n t , o f  th e 
ch a rg es  to  be m ad e  a n d  th e  m e th od o f  c o m p u tin g  them .

Page 15-16 -  T he parties have agreed to m ake no change to AS 06.20.320, on ly  those changes to 
m ake the current .320 fit w ith all our new changes.

Page 18, line 18 -  delete 06.20.020(b).

Page 18, line 18 insert 06.20.220. Rationale: M odernize paym ent process.

Additional am endm ent: how  can w e exem pt real estate  loans from  $25-50k?



FISCAL NOTE

R ev is io n  D a te /T im e (N o te  if co rrec tio n ):________________________ Dept. Affected;___________ C om m erce
Title A laska Small Loans Act____________________________RDU Banking & Securities (536)
___________________________________________________________________ C om ponent Banking & Securitie s_________
Sponsor Labor and  C om m erce_________ ________________________________________________________________
R equeste r Labor and  Com m erce______________________________ C om ponent No. 2808_______

E x p e n d i t u r e s / R e v e n u e s _______________________________________ (T h o u s a n d s  o f D ollars)___________________

STATE OF ALASKA Fiscal Note . lumter: _______________
2006 LEGISLATIVE SESSION Bill Version: CSHB 227 (L f.C)

() Publish Date: _______________

Note: Amounts do not include inflation unless otherwise noted below.
OPERATING EXPENDITURES FY 2007 FY 2008 FY 2009 FY 2010 FY 2011 FY 2012
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 (1156 ) | 3.0 | 3.0 | 3.0~| 3.0 | 3.0 [ ~  3.0 |
FUND SOURCE_______________________    (Thousands of Dollars)
1002 Federal Receipts
1003 GF Match
1004 GF
1005 GF/Program Receipts 
1037 GF/Mental Health

Other
TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estim ate of any curren t year (FY2006) cost: 0.0
Mark th is box (X) if fund ing for th is b ill is  inc luded in the Governor's FY 2007 budget proposal: I I
POSITIONS
Full-time
Pari-time
Temporary
ANALYSIS: (Attach a separate page if necessary)

T h is  leg is la tio n  im p le m e n ts  s e v e ra l  p ro v is io n s  to  th e  A la sk a  S m all L o a n s  A ct (A S 0 6 .2 0 ) . It r a i s e s  th e  
m ax im u m  lo an  a m o u n t from  $ 2 5 ,0 0 0  to  $ 5 0 ,0 0 0  a n d  re m o v e s  th e  3 6  p e rc e n t  m ax im u m  ra te  for lo a n s  le s s  
th a n  $ 8 5 0 .0 0  a n d  th e  b le n d e d  ra te s  for lo a n s  o v e r  $ 8 5 0 .0 0 . T h e  bill h a s  th e  m o s t im p a c t o n  lo a n s  o v e r 
$ 1 0 ,0 0 0  by im p o sin g  a n  in te re s t  c a p  o n  lo a n s  to  24  p e rc e n t . C u rren tly  th e r e  is n o  m ax im u m  limit on  in te re s t 
r a te s  on  lo a n s  o v e r  $ 1 0 ,0 0 0 . In ad d itio n , th e  c a p  o f  2 4  p e rc e n t  e x te n d s  to  lo a n s  u p  to  $ 5 0 ,0 0 0 .

Prepared by: Mark Davis, Director____________________________________________________Phone 907.465.2521
Division Banking and Securities___________________________________________  Date/Time 3/16/06 3:19 PM
Approved by: William C. Noll, Commissioner________________________________ Date 3/16/2006______
Agency Commerce. Community, and Economic Development____________
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A l a s k a  S t a t e  L e g i s l a t u r e

H o u s e  o f  R e p r e s e n t a t i v e s

O nic ia l Business S ta te  C ap ito l

Ju n e a u , AK 99801-1182

SPONSOR STATEMENT FOR HB 227 
BY: Representative Tom Anderson

TITLE: "A n A c t  r e l a t i n g  t o  t h e  A la s k a  S m a l l  L o a n ?  A c t;  a n d  p r o v i d i n g  t o r  a n  e f f e c t i v e  d a te ."

The last sign ificant revision o f  the Alaska Sm all Leans A ct (A SLA ) occurred between 1995 and 
1996. The bill (then num bered HB 319) was signed into law in Ju ly  1996 and brought this 
section o f statute up-to-date w ith the changing m arket dem ands. There have been several 
changes to the m arket in the last decade, and m ore im portantly , there has been many more 
change in technology. As com puter system s becom e m ore and m ore adept at taking, storing, 
sorting, and retriev ing  inform ation, our laws must reflect the m ost efficien t use o f  those 
innovations.

House Bill 227, the latest revision o f  AS 06.020, takes into account not only the m arket-driven or 
technological changes, but also the changes in the value o f  m oney. Put sim ply, goods cost more 
today than they d id  tw enty, ten, or even five years ago. For exam ple, it is not unheard o f to pay 
between $7,500 and $10,000 for an ATV or snow m aehine. Also, m anufacturer’s lis» prices for 
new autom obiles can start as high as $40 - $50,000. C h a r i, (he defin ition  o f  w hat constitutes a 
small loan needs som e adjustm ent.

HB 227 im proves the business environm ent by encouraging industry com petition , which 
ultim ately should  decrease loan prices as well as providing consum ers additional products and 
services to choose from. HB 227 will also update the Sm all Loans A ct to  reflect current 
technology. As w ritten today, the law does not recognize au tom ated  or centralized process 
utilized by m ost com panies today.

We worked with both m em bers o f  financial com m unity and with the Division o f Banking and 
Securities to find language balancing the parties’ wish lists and consum er protection. HB 227 
updates the A SLA  to m ake the law reflective o f  current industry practices and raises the limit o f 
a small loan from  $25,000 to $50,000 broadening the D epartm ent's regulatory oversight. 
Additionally, it doubles the liquid assets and bond requirem ents from  $25,000 to $5'),000 for 
businesses w riting sm all loans.

I would ask for yo u r support on HB 227.

April 11, 2005-H B  227 24-LS0599\G
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FISCAL NOTE

S T A T E  O F  A L A S K A

2006 L E G IS L A T IV E  S E S S IO N

R ev isio n  D a te /T im e (N o te  if c o rrec tio n ):
Title "An Act relating to brewery and brew pub licensing."

Fiscal Note Number:
Bill Verson:
() Publish Date:

Dept. Affected: 
'RDU

HB240-DPS-ABC-3-20-06

Public Safety
Alcoholic Beverage Control Board 

Component ABC Board___________________
Sponsor
Requester

House Judiciary Committee
House Labor and Commerce Committee Component No 2690

Expend itu res/Revenues (T h o u s a n d s  of D o llars)
Note: Amounts do not include inflation unless otherwise noted below.
OPERATING EXPENDITURES FY 2007 FY 2008 FY 2009 FY 2010 FY 2011 FY 2012
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

ICAPITAL EXPENDITURES | I I I I

ICHANGE IN REVENUES ( ) j

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

TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate of any current year (FY2006) cost: 0.0
Mar! this box (X) if funding for this bill is included in the Governor's FY 2007 budget proposal: I I

POSITIONS
Full-time
Part-time
Temporary

ANALYSIS: (Attach a separate page if necessary)
T his leg is la tio n  will n o t h a v e  a  fisca l im p ac t o n  e x p e n d itu re s  for th e  D e p a rtm e n t o f P u b lic  S a fe ty . A v e ry  sm a ll 
in c r e a s e  in r e v e n u e s  co u ld  b e  re a liz e d  if a n y  o f th e  ex is tin g  b re w p u b s  w e re  to  u p g ra d e  to  a  b re w e ry  a n d  p ay  th e  
c o rre sp o n d in g  in c re a s e d  l ic e n se  fe e s .

Prepared by: 
Division

Approved by: 
Agency

Director Douglas B. Griffin Phone 907-269-0351
Alcoholic Beverage Control Board Date/Time 3/21/06 9:02 AM

Commissioner William Tandeske Dale 3/21/2006
Department of Public Safety

(Revised 9/23/2004 OMB) Page 1 o f 1__



M A

'  24-LS0734\P.2
Luckhaupt 
4/11/06

A M E N D M E N T

O FFERED  IN T H E  HOUSE

TO: C SH B  240( ). Draft Version "P"

1 Page 2, line 20:

2 D elete "46.500"

3 Insert "37 .200"

4

5 Page 3, line 14:

6 D elete "46.500"

7 Insert "37 .200"

if f

L -1-
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24-LS0734\P.3
Luckhaupt

4/11/06

A M E N D M E N T

O FFE R E D  IN  T H E H O U SE

TO : CSHB 240( ), D raft V ersion "P"

1 Page 2, line 3:

2 D elete "or after 11:00 p.m ."

3 Insert "a n d  se rv in g  o f  th e  p ro d u c t en d s no la te r  th a n  8 :00  p .m . [OR A FTER 11:00

4 P .M .]"

L -1-
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24-LS0734\P.l
Finley

3/29/06

A M E N D M E N T

TO : CSHB 240( ), D raft Version "P"

1 Page 1, line 1:

2 D elete "licensing"

3 Insert "licenses and to winery licenses"
4
5 Page 4, follow ing line 6:

6 Insert new  bill sections to read:

7 "* Cec. 6. AS 0 4 .1 1.140(b) is am ended to read:

8 (b) The holder o f  a winery license m ay sell w ine in quantities o f

9 (1) not more ITJESS1 than five gallons

10 (A) to an individual w ho is p resent on the licensed prem ises; or
11 (B) by shipping to an individual if the shipment is not to an
12 area that has prohibited the importation or possession of alcoholic
13 beverages under this chapter or to an area that has limited the
14 importation or possession of alcoholic beverages unless the sal complies
15 with the limitation:
16 (2) m ore than five gallons to a person w ho is hcensed under this title,

17 or in another state o r country.

18 * Sec. 7. AS 04.11.140(d) is am ended to read: /

19 (d) The biennial winery license fee is $100 [$500]." /

l -1-



S u m m a r y  o f  c h a n g e s  to  c u rre n t la w  by  H B  2 4 0 , p r o p o s e d  b y  th e  B r e w e r s  G u i ld  o f  \ l a s k a

CURRENT LAW_____________________________ 2005 PROPOSAL______________________ 2006 PROPOSAL
Prohibited financial interest - Holder of a brevverv 
license ma lot hold a RLPL or BDI,
1 lolder of a BDI mar obtain one or more brewpub 
licenses Holder of a RP.PL mm obtain one Brewpub 
license

Breweries and Brewpubs are the same license mid inav 
hold one or more REPLs. but ma\ sale beer directly to a 
maximum of two RliPLS oi BDLs for each brewer, 
license held. anJ the two REPLs / BDLs must be 
specific to each brewer license

No chance to current law

CURRENT LAW 2005 PROPOSAL 20(16 PROPOSAL
Brewencs have no total production cap
Brewpubs can only manufacture 150.000 gallons o f beer
per r ear

No total production for Breweries or Brewpubs No change to current Brewery law
Brewpubs can manufacture up to 15,(Kit) bhls per vear 1465,000 
gallons)

CURRENT LAW 2005 PROPOSAL 2006 PROPOSAL
Breweries sales to a licensed wholesaler are not limited 
Brewpubs are limited to 15,000 gallons per rear or 
110% of 2001 sales of this tvpe

No limit to wholesale sales for breweries or brewpubs Brewpubs wholesale sales are limited to 1500 bbls (46,500 gallons)

CURRENT LAW 2005 PROPOSAL 2006 PROPOSAL
Breweries can self distribute
Brewpubs can only sell directlr to BDLs held br the
same owner, maximum o f two establishments

Breweries and Brewpubs can self-distnbute No change to current Brewery law
Brewpubs can self-distnbute up to 200 bbls per v ear i f located in a 
commumtv of more than 75.000

CURRENT LAW' 2005 PROPOSAL 2006 PROPOSAL
Brewery can give free samples o f any quantity, but can 
not sell for on premise consumption 
Brewpub can give free samples or sell beer 'or on 
premise consumption

Can provide beer manufactured for consumption on 
premises with or without charge

Breweries can provide samples without charge and i f they meet 
certain requirements they can sell samples Requirements are (1) 
Will not sell more lhan 56 o/ per person per dav . (2) Will not 
provide live entertainment, tv's, pool or darts in tasting room, (3) 
Will not provide seats at counter where beer is served (4) W ill 
operate lasting room oniv between hours of 9 00 am and 11 00 pm

CURRENT LAW 2005 PROPOSAL 2006 PROPOSAL
Can sell up to 5 gallons per individual per dar Can sell up to 1 <» gallons per individual per dav No change to current law

CURRENT LAW 2005 PROPOSAL 2006 PROPOSAL
Brewpubs rvith then brewery at a location other thai the 
DBI location are allowed sales to an individual Tor olT 
premise consumption at the HI >L premises only i f 
formerly held brewery and RKl’L and manufactured beer 
at location other than the RHPL location, in amount of 
up to five gallons per dav per individual

Allowed sales of beer manufactured by the brewery to 
an individual who is present at the RP.PL or BDI 
location of the brewery licensee, as specified on the 
brewery license (see first two issues) o f up to 5 gallons 
per individual per dav

No change to current law
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4/14/06

Representative Lesil McGuire 
Chair, House Judicial 
S tate Capitol, Room 118 
Juneau, AK 99801-118?

RE: HB 240, Brewery fc Brewpub Licenses

Dear Representative McGuire:

The above referenced IXII will change alcohol licensing laws for Brewers and Brewpubs. It also does away 
with the  th ree-tie r system  which defines typos of licenses in Alaska.

We have m et with the  Brewers and Brewpubs and decided in order for the  majority (Beverage Dispensary 
licenses) to  ag ree  with the bill, BDL's should also benefit from the  licensing changes.

The Anchorage CHARR board m em bers agreed to compromise with the  following:
36 ounces for sale a t Breweries 
Closing a t  8pm for Breweries
Delete "tnstlng rooms" o r "rooms" from the bill and replace with licensed establishm ents 
Insert am endm ent (below) to  benefit BDL's

Recommended language by the  Anchorage CHARR board to read as  follows:

N o tw ith s ta n d in g  ( a )  a n d  (b )  o f  th is  s sc tlo n , a  b e v a ra g a  d isp e n s a ry  llc a n sa a  o r  a l lc e n a e e 't  
• g e n t  o r  e m p lo y e e , o r  a  h o ld e r  o f  a  g en e ra l w h o lesa le , w h o le s a le  m a lt b e v e ra g e  and  w in e  
lic e n se e s  by n o n - re s id e n t  b re w e r  o r  t h e  e g e n t o r  e m p lo y e es  o f th e a e  lic e n se e  a m ay  p rov ide , 
w ith o u t c h a rg e , a n y  c u s to m e r  a  sm all sa m p le  o f b e e r  o r w in e  fo r  p ro m o tio n a l p u rp o se s .

It was our understanding thioughout our negotiations with the brewpubs this would be included In the  bill. 
It has been brought to our attention there is denial by the brewpubs of supporting this am endm ent and 
the wholesalers have now backed or* o r  pushing the am endm ent forward. Frankly, we are tired of the 
less than honorable approach this group has exhibited throughout the negotiations. We never would have 
m et with th e  brewpubs and breweries If we knew this was the end goal. If the above am endm ent is not 
inch'ded in HB240, Anchorage CHARR will oppose this bill.

The Issue Is simplistic: If the Brewpubs want to brew more beer they should apply for a brewer's license. 
If the Breweries want to sell Individual beer they should apply for a full beverage dispensary license. W'* 
have heard  the brewpub and brewery excuses and know they are unsubstantiated.

The reality Is: I t  is cheaper and easier to charge  licensing legislation than It Is to  purchase the proper 
license to accomplish goais. This bili with the  above amendm ent is designed to oeneflt all licensees, not 
for the profit of a few. What we appear to have is a stalem ate anc request dm e for further negotiations 
regarding our am endm ent.

Thank you I

Chuck Edwards 
Governm ent Affairs Chair

P .O . B o x  111369, A n c h o r a g e ,  A K , 99511, 907 227-3423



Date: A pril 4, 2006
To: R epresentative Tom  A nderson, C hair

H ouse Labor & Com m erce C om m ittee 
From: L inda Thom as, V ice Pres.dcnt

A laskan B rew ing Co.
Re: Letters o f  Support from Juneau B D L holders

Representative A nderson,

As a follow-up to your request at last w eek’s hearing regarding the legislation on b eh a lf 
o f  the Brew ers G uild, enclosed you will find letters from establishm ents in Juneau that 
indicate their support for the ability  for brew eries to sell up to 36 oz. o f  their sam ples, 
plus keeping curren t law w hich has no language regarding food restrictions in the 
legislation.

W e have enclosed letters from the follow ing bars/restaurants:

H angar on the W harf/Tw isted Fish 
Doc W ater’s Pub 
V iking Lounge 

Triangle Bar

W e were unable to  get a letter from the A laskan Bar in a tim ely m anner, but we are 
continuing to pursue it. I f  there are other bars/rcsta rants that you are concerned about, 
kindly let us know  and w e will follow-up.

Thank you for your cr>rr:deration o f  this legislation fiiat will jo in tly  benefit brew pubs and 
brew eries in A laska.

i

BREWING CO

M i l .

H andcrafted  a t: 5429 Shaune D rive • Juneau , A laska 99801-9540

Phone: 907.780.5866 • Fax: 907.780.4514 • Web: alaskanbeer.co^  ~ * • -*      -



Date: 3/31/2006

To: Representative Anderson, Chair
House Labor & Commerce Committee

Re: Support o f Breweries Change in Licensing Proposal

W e understand that you have asked A laskan B rew ing Com pany to  contact licensees in 
Juneau  and send you a letter on w hether we w ould support a change in the Brewery 
L icense statutes. Please consider this our response and support o f  the B rew er’s Guild o f  
A lask a’s efforts regarding two specific questions that w ere raised.

(1) W e understand the brew eries want the opportunity  to sell up to 36 oz. a day o f  the 
b rew ery ’s product to a person for consum ption on prem ise. The brew eries will have the 
opportunity  to either sell or continue to give aw ay sam ples as they have done in the past.
(2) O ur understanding is also that the brew eries want to keep current law  that does not 
d irectly  prohibit them  from  food service.

W e have been asked specifically  to com m ent on the effect o f  this proposal and how  it 
relates to our business in Juneau with the largest brew ery in the ita te , A laskan Brewing 
C o., located in our town.

W e support the brew eries efforts to be able to sell their sam ples if  they choose to do so. 
W e do not believe this will cause harm  to our establishm ent in Juneau. W e also do not 
believe that we w ould be significantly im pacted i f  the ’aw  rem ained quiet as to food 
service, as is in place w ith current law.

ShouldA 'ou have any questions, do not hesitate to call. Thank you for the opportunity to 
com m it it on this issue.

S igndd:
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Date: 3/31/2006

To: Representative Anderson, Chair
House Labor & Commerce Committee

Re: Support of Breweries Change in Licensing Proposal

W e understand that you have asked A laskan B rew ing C om pany to contact licensees in 
Juneau and send you a letter on w hether w e w ould support a change in the B rew ery 
License statutes. P lease consider th is our response and support o f  the B rew er’s G uild o f  
A laska’s efforts regarding tw o specific questions that w ere raised.

(1) W e understand the brew eries w ant the opportunity  to sell up to 36 oz. a day o f  the 
b rew ery’s product to a person for consum ption on prem ise. The brew eries will have the 
opportunity  to either sell or continue to g ive aw ay sam ples as they have done in the past.
(2) O ur understanding is also that the brew eries w ant to keep current law that does not 
directly pronibit them  from food service.

W e have been asked specifically  to com m ent on the effect o f  th is proposal and how  it 
relates to our business in Juneau w ith the largest b rew ery  in the state, A laskan B rew ing 
Co., located in our town.

W e support the brew eries efforts to be able to sell their sam ples i f  they choose to do so. 
W e do not believe this will cause harm  to our establishm ent in Juneau. We also do not 
believe that we w ould be significantly  im pacted i f  the law  rem ained quiet as to food 
service, as is in place with current law.

Should you have any questions, do not hesitate to call. Thank you for the opportunity  to 
com m ent on this issue.

Establishm ent



Date: 3/31/2006

To: Representative Anderson, Chair
House Labor & Commerce Committee

Re: Support of Breweries Change in Licensing Proposal

W e understand that you have asked A laskan Brewing C om pany to contact licensees in 
Juneau and send you a letter on w hether we would support a change in the Brewery 
License statutes. P lease consider this our response and support o f  the B rew er’s Guild o f  
A laska’s efforts regarding tw o specific questions that w ere raised.

(1) W e understand the brew eries want the opportunity to sell up to 36 oz. a day o f  the 
b rew ery 's  product to a person for consum ption on prem ise. The brew eries w ill have the 
opportunity  to either sell or continue to give aw ay sam ples as they have done in the past.
(2) O ur understanding is also that the brew eries want to keep current law that does not 
directly prohibit them  from food service.

W e have been asked specifically  to com m ent on the effect o f  th is proposal and how it 
relates to  our business in Juneau w ith the largest brew ery in the state, A laskan Brewing 
C o., located in our town.

W e support the brew eries efforts to be able to sell their °am ples if  they choose to do so. 
W e do not believe this will cause harm  to our establishm ent in Juneau. We also do not 
believe that we would be significantly  im pacted i f  the law  rem ained quiet as to food 
serviee, as is in place with current law.

Should you have any questions, do not hesitate to call. Thank you for the opportunity  to 
com m ent on this issue.



Date: 3/31/2006

To: Representative Anderson, Chair
House Labor & Commerce Committee

Re: Support o f Breweries Change in Licensing Proposal

W e understand that you have asked A laskan Brew ing C om pany to contact licensees in 
Juneau  and send you a letter on v hetlier we w ould support a change in the Brewery 
L icense statutes. P lease consider this our response and support o f  the B rew er's  Guild o f  
A laska’s efforts regard ing  two specific questions that were raised.

(1) W c understand the brew eries want the opportunity  to sell up to 36 oz. a day o f  the 
b rew ery’s product to a person for consum ption on prem ise. The brew eries will have the 
opportunity  to e ither sell or continue to give aw ay sam ples as they have done in the past.
(2) O ur understanding  is also that the brew eries w ant to keep current law that does not 
directly prohibit them  from  food service.

We have been asked specifically  to com m ent on the effect o f  this proposal and how  it 
relates to our business in Juneau with the largest brew ery in the state, A laskan B rew ing 
Co., located in our town.

We support the brew eries efforts to be able to sell their sam ples i f  they choose to do so. 
We do not believe this will cause harm to our establishm ent in Juneau. W e also do not 
believe that w e w ould be significantly  im pacted if  the law * -mained quiet as to food 
service, as is in p lace w ith current law.

Should you have any que >:is, do not hesitate to call. Ttiank you for the opportunity to 
com m ent on this issue.
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W O R K  D R A F T WORK DRAFT WORK DRAFT

24-LS0734M
Lu;khaupt

2/15/06

CS FOR KOUSE B IL l NO. 240( )

IN  TH E  L E G IS L A T U R E  O F  TH E ST A T E  O F  A L A SK A  

TW EN TY  FO U R T H  LEG ISLA TU R E - SEC O N D  SE S SIO N

BY

Offered:
R e fe rred :

Sp-isorfs): HOUSE JUDICIARY COMMITTEE

A BILL 

FOR AN ACT ENTITLED 

"An Act relating to brewery and brew pub licensing."

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

* Section 1. AS 04.11.130(c) is am ended to read:

(c) The ho lder o f a brew ery license m ay provide samples of the brewery's 

product, with or without charge, to [PERM IT] a pci son in quantities of 48 ounces 

or less a dav [TO SA M PL E  SM A L L  PO RTIO N S O F T H E  B R E W E R Y 'S  PR O D U CT 

F R E E  O F  C H A R G E] unless prohibited  by AS 04.16.030.

* Sec. 2. AS 04.11.135(a) is am ended to  read:

(a) A brew pub  license authorizes the holder o f  a beverage dispensary license

to

(1) m anufacture on prem ises licensed under the beverage dispensary 

license not m ore than 4 65 .000  [150,000] gallons o f beer in a ca len d ar year;

(2) sell beer m anufactured on prem ises licensed  under the beverage 

d ispensary  license fo r consum ption  on the licensed p rem ises o r o ther licensed 

prem ises o f the beverage d ispensary  licensee that are also licensed  as a beverage

-1- CSIIB 240( )
New T e x t  U n d e r l in e d  [DELETED TEXT BRACKETED]



WORE DRAFT WORK DRAFT 24-LS0734M

dispensary;

(3) sell beer m anufactured on the prem ises licensed  under the beverage 

dispensary license in quantities o f not m ore than five gallons a [PERj day to an 

individual who is present on the licensed prem ises;

(4) provide a small sam ple o f  the brew pub 's beer m anufactured on the 

prem ises free o f charge unless prohibited by AS 04 .16 .030; [AND1

(5) sell beer m anufactured on the p rem ises licensed  under the beverage 

dispensary license to a person licensed as a w holesaler under AS 04.11.160; sales 

under this paragraph m ay not exceed 46,500 [15,000] gallons o r the am ount so ld  under 

this paragraph in calendar year 2001, plus 10 percent, w hichever am ount is greater* 

and
(6) sell not more than 200 barrels a year of beer manufactured on 

the premises to a person who is licensed under this title, or in another state or 
country.

* Sec. 3. AS 04.11.135(d) is am ended to read;

(d) N o 'w ithstand ing  (a) of this section, the ho lder o f a brew pub license who, 

under the provisions o f  AS 04.11 .450(b), form erly held  a brew ery license and a 

restaurant or ea ting  place license and w ho, under the form er brew ery license, 

m anufactured beer at a location other than the prem ises licensed under the form er 

restaurant o r eating  place license may

(1) m anufacture not m ore than 465.000 [150,000] gallons of beer in a 

calendar year on prem ises o ther than the prem ises licensed  under the beverage 

dispensary license;

(2) provide a small sam ple o f the m anufactu red  beer free o f charge at 

the location the b eer is m anufactured unless p roh ib ited  by A S 04.16.030; and

(3) sell the beer authorized to be m anufactured  under this subsection

(A) on the prem ises licensed  under the beverage dispensary 

license or o ther licensed prem ises o f the beverage dispensary  licensee that are 

also license i  as a beverage dispensary;

(B) to a w holesaler licensed under AS 04.11.160; sales under 

this subparagraph m ay not exceed 46.500 [15,000] gallons or the am ount sold

CSHB240( ) -2-
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1 under this subparagraph in calendar year 2001, plus 10 percen t, w hichever

2 am ount is greater; [OR]

3 (C) to an individual w ho is present on the prem ises described

4 under (A) o f this paragraph, o r where the beer is m anufactured, in quantities o f

5 no t m ore than five gallons a [PER] dav: or

6 (D) to a person licensed under this title or in another state

7 or country; sales under this paragraph may not exceed 200 barrels a vear.

8 * Sec. 4. AS 0 4 .1 1.135(e) is amended to read:

9 (e) N otw ithstanding (a) o f  this section, a brew pub license authorizes the

10 holder o f  a restaurant o r eating place license to  (1) m anufacture on p rem ises licensed

11 under the restaurant o r  eating place license not m ore than 465,000 [ 150.0001 gallons of

12 beer in a  ca lendar year; (2) sell beer m anufactured  on prem ises licensed  under the

13 restaurant o r eating  place license fo r consum ption  on the licensed p rem ises; (3) sell

14 beer m anufactu red  on the prem ises licensed under the restaurant o r eating  place

15 license in quantities o f  not more than five gallons a [PERJ day to an individual who is

16 present on the licensed prem ises; and (4) provide a small sam ple of the brew pub's beer

17 m anufactured on the prem ises free o f charge unless prohibited by AS 04.16.030. A

’ 8 person w ho holds a brew pub license under this subsection may not hold  m ore than one

19 brew pub license.

-3- CSHB 240( )
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CS FOR HOUSE BILL NO. 240( )
IN TH E L E G ISLA TU R E O F THE ST A T E  O F A L A SK A  

TW EN TY -FO U R TH  LEG ISLA TU R E - S E C O N D  SE SSIO N

BY

O ffe red :
R eferred :

Sponsor(s): HOUSE JUDICIARY COMMITTEE

A BILL 
FOR AN ACT ENTITLED 

" A n  A ct re la tin g  to b rew e ry  a n d  b re w p u b  licensing ."  

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

* S ection  1. AS 0 4 .1 1.130(b) is am ended to read:

(b) The holder o f a brew ery license may sell beer in quantities o f

(1) n o t m ore  [LESS] than five gallons a  dav  to an individual w ho is 

present on the licensed prem ises fo r  co n su m p tio n  o ff  th e  p rem ise s :

(2) m ore than five gallons a  dav to a person  who is licensed under this 

title, or in another state o r country.

* Sec. 2. AS 04.11.130 is am ended by adding a new subsection to read:

(e) U nless prohibited by AS 04.16.030, a ho lder o f a brew ery license m ay sell 

not more than 36 ounces a day o f the brewery's product to a person fo r consum ption 

on the prem ises if

(1) the brewery does not allow live entertainm ent, televisions, pool 

tables, or dart gam es in the room  where the consum ption occurs;

(2) the brew ery does not provide seats at the counter o r bar where the

-1- CSHB 240( ) I
New T e x t  U n d e r l in e d  [DELETED TEXT BRACKETED]



WORK DRAFT WORK DRAFT 24-LS0734VP

product is served; and

(3) the room  where the consum ption  occurs is not open before 9.00

a.m. o r after 11:00 p.m .

* Sec. 3, AS 04.11.135(a) is am ended to read:

(a) A brew pub license authorizes the ho lder o f  a beverage d ispensary  license

to

(1) m anufacture on prem ises licensed under the beverage dispensary 

license not m ore than 465,000 [150,000] gallons o f  beer in a calendar year;

(2) sell beer m anufactured on prem ises licensed under the beverage 

dispensary license fo r consum ption on the licensed prem ises o r o ther licensed 

prem ises o f the beverage dispensary licensee that are also licensed as a beverage 

dispensary;

(3) sell beer m anufactured on the prem ises licensed under the beverage 

dispensary license in quantities o f not m ore than five gallons a [PER] day to an 

individual who is present on the licensed prem ises for consumption off the premises;
(4) provide a small sam ple o f  the brew pub's beer m anufactured on the 

prem ises free o f charge unless prohibited by A S 04.16.030; [AND]

(5) sell beer m anufactured on the prem ises licensed under the beverage 

dispensary license to a person licensed as a  w holesaler under AS 04.11.160; sales 

under mis paragraph may not exceed 46,500 gallons in a calendar vear, including 
sales under (6) of this subsection; and

(6) sell not more than 6,200 gallons in a calendar vear of beer 
manufactured on the premises to a person who is licensed under this title, or in 
another state or country, if the premises licensed under the beverage dispensary 
license are located in a community with a population of 75.000 or more [15,000 

GALLONS OR T H E A M O U N T SO LD  U N D ER THIS PA R A G R A PH  IN 

CA LEN D A R Y EA R 2001, PLUS 10 PER C EN T, W H ICH EV ER A M O U N T  IS 

G REA TER].

1 Sec. 4. AS 04.11.135(d) is r  tended  to read:

(d) N otw irhstan • ,*g (a) o f this section, the holder o f  a brew pub license who, 

under the provisions u: AS 0 4 .1 1.450(b), form erly  held a brew ery license and a

CSHB 240( ) -2-
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restauran t o r eating place license and who, under the form er b rew ery  license, 

m anufactu red  beer at a location o ther than the prem ises licensed u n d er the former 

restauran t o r eating  place license m ay

calendar year on prem ises o ther than the prem ises licensed under the beverage 

d ispensary  license;

the location the beer is m anufactured unless prohibited by AS 04.16 .030; and

(3) sell the beer authorized to be m anufactured under th is subsection

(A) on the prem ises licensed under the beverage dispensary 

license o r o ther licensed prem ises o f  the beverage dispensary licensee  that are 

a lso  licensed as a beverage dispensary;

this subparagraph m ay not exceed  46,50€ gallons in a calendar vear 
including sales under (D) of this paragraph; [15,000 GALLONS OR THI 
AMOUNT SOLD UNDER THIS SUBPARAGRAPH IN CALENDAR YEAF 
2001, PLUS 10 PERCENT, WHICHEVER AMOUNT IS GREATER; OR]

under (A) o f  this paragraph, o r w here the beer is m anufactured, in quantities of 

not m ore than five gallons a [PER] day for consumption off the premises: 
and

or country, if the premises where the beer is manufactured are located in 
a community with a population of 75,000 or more: sales under this 
subparagraph may not exceed 6,200 gallons in a calendar year

Sec. 5. AS 0 4 .1 1.135(e) is am ended to read:

(e) N otw ithstanding (a) o f this section, a brew pub license authorizes the 

holder o f  a restaurant or eating place license to (1) m anufacture on prem ises licensed 

under the restaurant or eating place license not more than 465,000 [150,000] gallons of 

beer in a calendar year; (2) sell beer m anufactured on prem ises licensed  under the 

restaurant o r eating place license for consum ption on the licensed prem ises; (3) sell

(1) m anufacture not m ore than 465,000 [150,000] gallons o f  beer in a

(2) provide a small sam ple o f the m anufactured beer free o f  charge at

(B) to a w holesaler licensed under AS 04.11.160; sales under

(D) to a person licensed under this title, or in another state

(C) to an individual who is present on the prem ises described

-3- CSHB 240( )
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1

2

3

4

5

6

beer m anufactured on the prem ises licensed under the restaurant o r eating  place 

license in quantities o f  no t m ore than five gallons a  [PER] day fo r  c o n su m p tio n  o ff  

the  p rem ises to an individual w ho is present on the licensed prem ises; and (4) provide 

a sm all sample o f  the brew pub's beer m anufactured on the prem ises free o f  charge 

unless prohibited by AS 04.16.030. A person who holds a brew pub license under this 

subsection m ay not hold m ore than one brew pub license.

CSHB 240( ) -4-
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JMouse of f̂opresentatUies
H o u s e  J u d ic ia r y  C o m m it te e

State Capitol, Room 120 Juneau, Alaska 9C301-1182 
(907)466-4990

S p o n s o r  S t a t e m e n t  H B  2 4 0  
“An Act relating to brewery and brew pub licensing”

The B rew ers G uild  o f A laska represents six brew eries and five brew pubs operating in the 
state o f A laska. W e are a grow ing industry that em ploys hundreds o f  Alaskans. The 
B rew ers G uild  is united in this bill in an effort to foster m ore equitable com petition with 
brew eries and brew pubs from  outside o f A laska, while not harm ing sm all brew eries in 
A laska. In the S tate o f  Ala: ka, brew pubs and brew ery licenses are exclusive licenses 
w ith d ifferen t com petitive  m arkets, although the regular citizen sees no difference in 
these entities. B oth B rew pubs and B rew ery Licensees benefit from  liiis bill, but if any o f 
the core content is changed, then there will be an inequitable com petitive landscape for 
either the brew eries or the brew pubs.

B rew pubs are legally restricted  to sell to consum ers for consum ption on their licensed 
prem ises and, w ith lim itations, to consum ers for off-prem ise consum ption and to all other 
licensees through a  distributor. Breweries are legally restricted to sell their product for 
off-site consum ption  w hether to consum ers, wholesalers or other licensees; brew eries are 
also a llow ed to provide free sam ples o f their product. The proposed legislation is a 
com prom ise betw een these licensees in order to im prove the com petitive environm ents o f 
brew pubs and brew eries, while not creating a significant im pact on the com petitive 
environm ents o f o ther interested licensees, such as d ispensary license ow ners and 
distributors.

This legislation increases the am ount o f  beer a brew pub can produce (often referred to as 
the “production cap ”) from  150,000 gallons to 465,000 gallons. This cap  is based upon 
the typical industry definition o f  the top level o f production o f  a “m icrobrew ery.” In 
addition, th is legislation increases the am ount o f beer a brew pub can sell to a licensed 
w holesaler from  15,000 gallons to 46,500 gallons. Outside brew pubs do  not have a cap 
on the am ount o f beer they can sell in Alaska.

C urren t law  allows brew eries to provide free sam ples o f their products. This legislation 
allow s brew eries to also charge for sam ples as is now com m on in tasting room s in other 
states. A lthough there have been concerns voiced that this allow s brew eries to act as 
“ taverns” , this legislation includes restrictions that will differentiate the tasting room s 
from the “tavern” concept, such as lim ited on-prem ise sales o f only their beer, restricted 
hours of operation and a w ell-defined environm ent. The sale o f sam ples allow s brew eries 
to help defray  the cosis o f  on-prem ise sam pling while still providing the prom otional and 
educational aspects o f  product sam pling.



Finally , this legislation allow s brew pubs in A nchorage and Fairbanks to se lf-d istnbu te  up 
to 200  barrels o f  beer per year. U nder current law , brew pubs are required  to use  a 
w holesaler to  d istribute any beer off-prem ise. H ow ever, .a le s  at this level are not 
necessarily  p rofitab le  for the w holesaler, so it is difficult for a brew pob to  in itially  get its 
product to the m arket. T his change could potentially  elim inate a com petitive  advantage to 
brew eries in sm aller com m unities in our state, thus the lim itation o f  a population o f 
75,000 has been put in p lace to not harm the sm allest o f breweries.

The B rew ers G uild  is in support o f  this bill in its entirety.



C ra ig  J o h n s o n

crom:
Sent:

Ben Millstein/KODIAK ISLAND BREWING CO [bmills@ak.net] 
Tuesday, March 28, 2006 2:00 PM 
Craig Johnson

Subject: HB 240

Greetings to all interested persons,

As a member of the Brewer's Guild of Alaska running the Kodiak Island Brewing Company, 
LLC. I would like to express my support for HB240. The Guild has worked long and hard to 
arrive at a bill that we can all support, and that we believe addresses the concerns of 
businesses outside our guild. What we propose is in no way unusual when other state laws 
are examined. Please support this bill, and feel free to call me if you have any 
questions about it.

Thank you,

Ben Millstein 
Manager,
Kodiak Island Brewing Co. LLC

1
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KODIAK ISLAND BREWING CO, LLC 
338 SIIELJKOF AVE. 
KODIAK, AK. 99615 

vcprcscnlativc Tom Anderson, Chair 
House Labor and Commerce Committee 
Alaska State House

Greetings,

Kodiak Island Brewing Company is a small production brewery which got started in 2003. I am the manager, 
brewer, accountant, and everything else including an owner, along with many other silent partners. I have a couple 
part lime employees 30 far, and hope to grow to a level that allows me to hire them full time within the next couple 
years.

"Ve make fresh, unfiltered beer for local consumption. We do not bottle or ship off island. Our market is small, 
ju t over time I hope to gain enough o fa  share o f  that market to make a profitable business. Many people comment 
to me about the addod value o f Kodiak as a home or destination with a brewery.

The bill we, the Alaska Brew er's Guild, present will make the regulatory climate a little more friendly by unifying 
the licensing for breweries and brewpubs. Tor our brewery it will allow us to sell full size kegs for weddings and 
other large events. It will also allow us to sell open pints ut the brewery along with the tastes we can now only 
give away. I enjoy running a brewery, and hope never to have to make it more complicated to make it profitable, 
but this bill makes other options easier to consider. I f  I decide to open a  restaurant, this bill would aiiow me to do 
so without demanding a frill bar type liquor license.

I believe that we all want to make small business and entrepreneurship available and proiiiable. Simplified 
regulations are a good start toward that goal.

Thark  You,

--Ben M illstein
486-2537 
bm illa(&pk-n<?t

cc:
Representative Kott 
Representative LcDoux 
,vepTesentativc Lynn 
Representative Rokcberg 
Representative Crawford 
Representative Guuenberg

8Ib2£9W.06T:Ci :W0aj d0T.‘T0 S002-T-adt<
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Prows Brothers, LLC 
737 W est 6*1 Avenue, Anchorage Alaska 99501

April 4 . 20C3

Representative Tom Anderson 
House Labor and Commerce Committee 
Alaska State House

RE:HB 240

Dear Representative A, Klerson,

We are writing to you in iMDport of HB 240, a bill initiated by the Brewers Guild o f Alaska, of 
which we are a member. This bill is our attempt to 'level the playing field" for those in the 
brewing industry and for those v> k> wish to enter the market in the ftiture. HB 240 is the first 
and only piece o f legislation the Brewers Guild of Alaska has supported unanimously.

HB 240 will
1. Create one type of license for all breweries in the state.
2. Allow current breweries to own Restaurant Eating Place or Beverage Dispensary 

Licenses as brewpubs can currently.
3. Allow brewpubs to self distribute as brew enes can currently.
4. Allow breweries to sell growlers at their restaurants as brewpubs can currently.
3. Eliminate caps on the amount of beer a brewpub can produce.
6. Allow a brewery to sell a keg of beer to an individual present on their premises.

We feel the current caps limiting production are particularly unfair. There arc no limits on the 
amount o f beer a brewpub located outside of Alaska can sell in the state of Alaska, but current 
state law limits the amount an Alaskan brewpub can sell. Beer made in Alaska is only 11% of 
the Alaska beer market, so we are hardly competing with each other. Last year, Glacier 
BrewHouse met this cap and was forced by the current law to have our beer produced by a 
brewery in Washington and shipped back to Alaska to maintain our existing account*. This 
moves work and money outside of our state and gives out of state brewpubs more rights to sell 
m Alaska than an Alaskan brewpub has. This does not seem fair or in the best interest of the 
state.



w « / v « ^ u v t f  s u n  i o ; « g  r / u itf 002/00*

As you know we operate Glacier BrewHouse and ORSO in Anchorage. Wc employ up to 
240 people, with an annual payroll of nearly $4,000,000. We annually spend approximately 
$3,500,000 on product costs, $500,000 on supplies, and $1,500,000 in contractual expenses. 
We peid $98,500 In Municipal, State and Federal (BA.TJ7.) taxes last year. We have been in business since May of 1996.
I strongly encourage your support of this bill; I look forward to your leadership in this issue and working with you in the passage of this legislation

ISO

Cc: Representative Kott
Representative LeDoux 
Representative Lynn 
Representative Rokebcrg 
Representative Crawford 
Representative GuUenbcrg

Sincerely,



6 Finance Office
3401 Denali St., 202-A 
Anchorage, Alaska Phono: (907)561-2274 

Fax: (907) 361 9354

G ary J . Klopfer
Member Manager/Owner

99503 BREW': COMPANY

M arch 30, 2005

R epresentative Tom  A nderson, C hair 
House Labor and C om m erce C om m ittee  
A laska State House

Re.: H ouse Bill 240

The S leeping Lady B re ' i \g  C om pany is a m em ber o f  the Brew ers G uild  o f A laska (I J A ) , which represent 
a very sm all cottage industry in the state  o f A laska. The BGA is a sm all group, how ever, its im pact on our 
towns and the state o f A laska are ra ther substantial. C om bined the F, \  m em bers directly em ploy hundreds 
o f A laskans, with payrolls in the m illions o f  dollars. Its m em bers fu )  m illions o f dollars in suppbes from  
local vendors, thus creating  m any m ore indirect jobs. As m em bers, wc u v e  spent m illions o f  dollars on new  
construction and rem odeling  u lder buildings for our operations. W e pay tens o f thousands o f dollars in 
property and industry taxes. And, we have done all this without asking for any state assistance o r w ithout 
harm ing any other business o r industry.

We are  proposing to  change the regulations that govern our industry because, quite fra '.k ly , they have 
becom e so convoluted and tw isted  by either infiguting o r pressured from  our ide industrial forces that they 
do not represent the state o f  our industry  today or where we m ight be in the nature. These regulations w ere 
m ainly put into place to restric t our grow th potential, im pede our progress and possibly to protect o ther 
industries. H ow ever, before we address these issues, we w ouid like to look beck to see how we got to where 
we are today.

There w as a “brew pub” law on the books since 1993. U nfortunately, this law did not m ake any econom ic 
sense and as Adam  S m ith 's , “ Invisible H and” dictates, there were no brew pubs in Alaska. In 1995, som e o f  
us in the G uild w anted to m ake beer in A laska and serve food. T he only way to accom plish this was to 
obtain a “ brew ery license” and a “ restaurant or eating place license.” W e got the licenses, preceded ahead 
and before we were even done w ith construcfion, the regulations w eie  changed to make this activity illegal! 
W hy? Because o ther “beverage d ispensary  license holders” thought we had som e kind o f a loop hole and 
that we w ould put them  out o f  business o r make their license L ss valuable. Next, over the course o f  m any 
years, cam e a series o f  quan tity  lim its and who could do what, when and v here regulations ;.nainly brought 
on by ourselves, unfortunately). T hese law s have been repeatedly changed  and m odified based on conjecture 
and fear and not on econom ic fact.



Now, why do we feel that it is necessary to change our regulations? Fortunately, our industry has a ten year 
tract record to look at and see what has transpired during this time. The implied fact that “beverage 
dispensary license holders” would be harmed has proven to be groundless. It takes just as much money, if 
not more 10 operate a “brewery license” and a “restaurant or eatmg place license” than it does to ju st' y a 
“beverage dispensary license '. In fact, many of us have since urchaaed a “beverage dispensary license” 
because we felt >t was in the best interest of our customers. Wc, the Guild members, have looked long and 
hard in the mirror and have realized that it is in our own best interest to compet' openly and fairly with each 
other by removing the artificial barriers and creating a level playing field. Our industry has oad a positive 
impact for our communities and our state. The changes we propose will simplify the regulations which will 
help our industry grow, expand on our “Made in Alaska” products and create more job opportunities for 
Alaskans!

Thank you for taking your time to read my letter and please support ŷ B 240.

Sincerely,

Gary J. Klopfer

Cc Represente ve Kott 
Represent^..ve LeDoux 
Representative Lynn 
Representative Rokeberg 
Representative Crawford 
Representative Guttenberg

R E S T A U R A N T
:i yi.’g ■ A

717 West Third Avenue, Anchorage, Alaska 99501 (907) 111 77 7 www.alaskabeers.com

http://www.alaskabeers.com
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T h e L A B O R  A N D  C O M M E R C E  C om m ittee  con sid e red : H B  242

iiO U S E  B IL L  N O . 242 U N E M PL O Y M E N T  IN S U R A N C E  FU N D  &  TA X ES

i  Act re la ting  to  the  deposit of certain penalties collected u n d er the unemployment insurance p ro g ram ; requ iring  an employing un it 
v. u a  a change in  ow nership, management, o r control t?  notify th e  D epartm ent of L abor an d  W orkforce D evelopm ent of the ow nership 
change; reg ard in g  the unemploym ent contribution rate  of an  emplo<mg unit; and defining 'husiness' fo r purposes of statutes setting 
unem ploym ent co n trib u tion  rates; establishing tlie crime of obtaining an unemployment ra te  by deception; and  providing fo r an effective 
date."
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A l a s k a  D e p a r t m e n t  o f  L a b o r  a n d  W o r k f o r c e  D e v e l o p m e n t  

C o m p a r i s o n  o f  S t a t e  P e n a l t i e s  

C S H B  2 4 2 ( F )  

S t a t e  U n e m p l o y m e n t  T a x  A v o i d a n c e

Oregon Penalties
References: Laws o f Oregon (657.430, 657.430 & 657.990)

Passed Legislation Relating to transfer of experience rating for unemployment 
taxes; creating new provisions; and amending ORS 657.430, 657.480 and 
657.990.

SECTION 2. ORS 657.480 is amended to read:
657.480 3)(a) If a person knowingly engages in activity to transfer or acquire, 

or to attempt to transfer or acquire, a trade or business or any portion of a 
trade or business solely or primarily for the purpose of obtaining a lower tax 
rate, the director shall assign the person the highest tax rate designated under 
this chapter for the rate year during which the activity occurred and for the 
next three rate years. However, if the person is already subject to the highest 
tax rate for a year, or if ‘he amount of increase in the person's tax rate would 
be less than two percentage points for the year, the director shall impose an 
additional penalty tax rate of two percentage points added to the calculated tax 
rate.

(b) A person may not advise another person to engage in activity to transfer oi 
acquire, or to attempt to transfer or acquire, a trade or business or any portion 
of a trade or business solely or primarily for the purpose ol obtaining a lower 
tax rate. In. addition to any other penalty provided by law, the director may 
assess a civil penalty rot to exceed $10,000 against a person that knowingly 
advises another person to engage in activity to transfer or acquire, or to 
attempt to transfer or acquire, a trade or business or any portion of a trade or 
business solely or primarily for the purpose of obtaining a lower tax rate.

SECTION 3. ORS 657.990 is amended to read:
(3) Violation of ORS 657.480 (3)(a) or (b) is a Class C felony.

Idaho Penalties
References: Laws o f Idaho: (72-1351A and 18-112)

72-1351 A. FEDERAL CONFORMITY PROVISIONS REGARDING TRANSFERS 
OF EXPERIENCE AND ASSIGNMENT OF RATES. Notwithstanding any other 
provision of this chapter, the following shall apply regarding transfers of 
experience and assignment of rates:

(3) (a) It shall be a violation of this section if a person:

Alaska Department o f Labor and Workforce Development
January 31, 2006

1 o f 8



(i) Makes any false statement to the department when the maker 
knows the statement to be false or acts with deliberate ignorance of 
or reckle js disregard for the truth of the matter or willfully fails
to disclose a material fact to the department in connection with the 
transfer of a trade or business;

(ii) Prepares any false or antedated report, form, book, paper, 
record, written instrument, or other matter or thing in connection 
with the transfer of a trade or business with the intent to submit it 
or allow' it to be submitted to the department as genuine or true;

(iii) Knowingly violates or attempts to violate subsection (1) or (2) 
of this section or any other provision of this chapter related to 
determining the assignment of a contribution rate or an experience 
rate; or

(iv) Knowingly advises another person in a way that results in a 
violation or an attempted violation of subsection (1) or (2) of this 
section or any other provision of this chapter related to determining 
the assignment of a contribution rate or an experience rate.

(b) If a person commits any of the acts described in paragraph (a) of 
this subsection (3), the person shall he subject to the follow'ing 
penalties:

(i) If the p rson is a covered employer, a civil money penalty of 
ten percent (10%) of such person’s taxable wages f)r the four (4) 
completed consecutive quai Lers preceding the violation shall be 
imposed for such year and said penalty shall he deposited in the 
state employment security administrative and reimbursement fund as 
established by section 72-1348, Idaho Code.

(ii) If the person is not a covered employer, such person shall be 
subject to a civil money penalty of not more than five thousand 
dollars ($5,000) for each violation. Any such penalty shall be 
deposited in the state employment security administrative and 
reimbursement fund as established by section 72-1348, Idaho Code.

(4) Every person w'ho know-ingly makes any false statement to the department 
or knowingly fails to disclose a material fact to the department in connection 
w'ith the transfer of a trade or business, or know'ingly prepares any false or 
antedated report, form, book, paper, record, written instrument, or other 
matter or thing in connection with the transfer of a trade or business with the 
intent to submit it or allow' it to be submitted to the department as genuine or 
true, or know'ingly violates or attempts to violate subsection (1) or (2) of this 
section or any other provision of this chapter related to determining the 
assignment of a contribution rate or an experience rate, or knowingly advises 
another person to act in a way that results in a violation or an attempted 
violation of subsection (1) or (2) of this section or any other provision of thi  ̂
chapter related to determining Lhe assignment of a contribution rate or an
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experience rate, shall be guilty of a felony punisha' le as provided in section 18- 
112, Idaho Code.

18-112. PUNISHMENT FOR FELONY. Except in cases where a different 
punishment is prescribed by this code, every offense declared to be a felony 
is punishable by imprisonment in me state prison not exceeding five (5) 
years, or by fine not exceeding fifty thousand dollars ($50,000), or by both 
such fine and imprisonment.

Nevada Penalties
References: Laws o f Nevada (612.730, 193.130)

Assembly Bill No. 502-Committee on Commerce and Labor 
CHAPTER...........
THE PEOPLE OF THE STATE OF NEVADA, REPRESENTED IN 
SENATE AND ASSEMBLY, DO ENACT AS FOLLOWS:

Section 1. Chapter 612 of NRS is hereby amended by adding thereto a new 
section to read as follows:

1. The Administrator shall adopt regulations establishing procedures to 
identify:

(a) Transactions in which the transfer or acquisition ol a business entity 
is for the sole or primary purpose of obtaining a lower unemployment 
insurance contribution rate; and

(b) Common ownership, management or control between two or more 
business entities, including, without limitation, through the movement of 
workforce between such business entities.

2. If, for any rate year, the Administrator determines that an employer has, 
through deliberate ignorance, reckless disregard, intent to evade, fraud, 
misrepresentation or willful nondisclosure, obtained or attempted to obtain a 
more favorable rate of contribution, the Administrator shall assign to the 
employer the maximum contribution late pius 2 percent for each applicable 
rate year, the current rate year and the subsequent rate year. In addition to 
any penalty imposed pursuant to NRS 612.730, the Administrator shall impose 
on the employer a civil penalty of the greater of:

(a) Five thousand dollars; or
(b) Ten percent of the total amount of any resulting underreporting of 

contributions and any other penalties and interest imposed.

3. If the Administrator determines that a person or business entity knowingly 
advised another person or business entity to violate or attempt to violate any 
provision of this chapter, in addition to any penalty imposed pursuant to NRS 
612.730, the Administrator shall impose on such person or business entity a
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civil penalty of the greater of:
(a) Five thousand dollars; or
(b) Ten percent of the total amount of any resulting underreporting of 

contributions and any other penalties and interest imposed.

Sec. 18. NRS 612.730 is hereby amended to read as follows:
612.730 1. Any employing unit or any officer or agent of an employing unit or 
any other person who makes a false statement or representation knowing it to 
be false, or who knowingly fails to disclose a material fact, to prevent or reduce 
the oayment of benefits to any natural person entitled thereto, or w'ho willfully 
fails or refuses to make any such contributions or other payment or to furnish 
any reports required by this chapter, or to produce oi permit the inspection or 
copying of records as required by this chapter, is guilty of a misdemeanor.

2. Any employing unit, or any officer or agent of an employing unit or any other 
person w'ho knowingly:

(a) Attempts to use a plan or scheme to avoid becoming or remaining 
subject to the provisions of this chapter or to reduce any contribution or other 
payment required pursuant to the provisions of this chapter; or

(b) Advises an employing unit to use a plan or scheme to avoid becoming 
or remaining subject to the provisions of this chapter or to reduce any 
contribution or other payment required pursuant to the provisions of this 
chapter, _is guilty of a category J felony and shall be punished as provided in 
NRS 193.130.

NRS 193.130 Categories and punishment of felonies.
1. Except w'hcn a person is convicted of a category A felony, and except as 

otherwise provided by specific statute, a person convicted of a felony shall be 
sentenced to a minimum term and a maximum term of imprisonment w'hich 
must be within the limits prescribed by the applicable statute, unless the 
statute in force at the time of commission of the felony prescribed a different 
penalty. The minimum term of imprisonment that may be imposed must not 
exceed 40 percent of the maximum term imposed.

2. Except as otherwise provided by specific statute, for each felony 
committed on or after July 1, 1995:

(c) A category C felony is a felony for which a court shall sentence a 
convicted person to imprisonment in the state prison for a minimum term of 
not less than 1 year and a maximum term of not more than 5 years. In addition 
to any other penalty', the court may impose a fine of not more than $10,000, 
unless a greater fine is authorized or required by statute.
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California Penalties
References: Laws o f California (1051, 2117, 2117.5, 2112)

2101.5. It is a violation of this chapter to willfully make a false statement or 
representation or knowingly fail to disclose a material fact for the purpose of 
lowering or avoiding any contribution required of the maker or other person, or 
to avoid becoming or remaining subject tc this division.

2101.6. (a) It is a violation of this chapter for any person to procure, counsel, 
advise, or coerce anyone to willfully make a false statement or representation, 
or to knowingly fail to disclose a material fact in order to lower o’- avoid any 
contribution or to avoid being or remaining subject to this division.

(b) It is a violation of this chapter for any person to willfully aid or assist 
anyone in making a false statement or representation, or in knowingly failing to 
disclose a material fact, in order to lower or avoid any contribution, or to avoid 
being or remaining subject to this division.

2102. (a) It is a violation of this chapter for any person residing in this state to 
willfully make a false statement or representation or knowingly fail to disclose a 
material fact to obtain or increase benefits or payments under the provisions of 
the unemployment insurance law' of any other state.

(b) Nothing in this section shall be construed to preclude the applicability of 
Section 47C of the Penal Code to any acts or omissions which violate this 
section.

2117. Any person w'ho, w'ith or without intent to evade any requirement of this 
code or any lawiul requirement of the department under this code, fails to file 
any return or report, or to supply any information required by this code or 
w'ho, with or w'ithout like intent, makes, renders, signs, or verifies any false or 
fraudulent return, report, or statement, or supplies any false or fraudulent 
information, is liable for a civil penalty of not more than one thousand dollars 
(v 1,000), and is also guilty of a misdemeanor and shall, upon conviction, be 
fined an amount not to exceed one thousand dollars ($1,000), or be imprisoned 
for not more than one year, or both the fine and imprisonment, at the 
discretion of the court.

2117.5. Any person w'ho, w'ithin the time required by this code, willfully fails to 
file any return or report, or to supply any information w'ith intent to evade anv 
tax imposed by this code, or w’ho, willfully and with like intent, makes, renders, 
signs, or verifies any false or fraudulent return, report, or statement or 
supplies any false or fraudulent information, is punishable by imprisonment in 
the county jail not to exceed one year, or in the state prison, or by a fine of not
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more than twenty thousand dollars ($20,000), or by both the fine and 
imprisonment, at the discretion of the court.

2122. Except as provided in Sections 2117, 2117.5, 2118, and 2118.5, a 
violation of this chapter is punishable by imprisonment in the county jail not to 
exceed one year, or in the state prison, or by a fine of not more than twenty 
thousand dollars ($20,000), or by both the fine and imprisonment, at the 
discretion of the court.

Arizona Penalties
References: Laws o f Ariz a ( 23.733 23.733.01, 13-2310, 13-2311)

23-733.01. Assignments of rates, transfers of experience; violation; civil 
penalty; definitions

C. If an employer or i person know'ingly violates or attempts to violate this 
section for the purpose of obtaining a lower rate of contribution or if a person 
know'ingly advises an employer or a person on evading or defeating a 
contribution or its payment, the person or employer sha’l be subject to the 
follow’ing penalties:

1. If the person is an employer, the person shall be assigned the highest 
rate assignable under this chapter lor the rate year in w'hich the transfer or the 
attempted transfer occurred and for the following three rate years. If the 
person's business is already at the highest rate for any year, or if tne amount of 
increase in rate w'ould be less than two per cent for any year, the co tributiop 
penalty rate of two per cent of taxable w'ages shall be imposed for any such 
year.

2. If the person is not an employer, the department shall assess against 
the person a civil penalty of five thousand dollars. The department shall 
deposit penalties collected pursuant to this paragraph in the penally and 
interest account pursuant to section 23-705.

3. Any person or employer in violation of this section may also be 
prosecuted pursuant to section 13-2310 or 13-231 1. This does not preclude 
prosecution pursuant to section 23-786.

13-2310. Fraudulent schemes and artifices; classification; definition

A. Any person who, pursuant to a scheme or artifice to defraud, know'ingly 
obtains any benefit bv means of false or fraudulent pretenses, representations, 
promises o material omissions is guilty of a class 2 felony.
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B. Reliance on the part of any person shall not be a necessary element of the 
offense described in subsection A of this section.

C. A person who is convicted of a violation of this section that involved a benefit 
w'ith a value of one hundred thousand dollars or more is not eligible for 
suspension of sentence, probation, pardon or release from confinement on any 
basis except pursuant to section 31-233, subsection A or B unt'l the sentence 
imposed by the court has been served, the person is eligible for release 
pursuant to section 41-1604.07 or the sentence is commuted.

D. The state shall apply the aggregation prescribed by section 13-18ul, 
subsection B to violations of this section in determining the applicable 
punishment.

E. As used in this section, "scheme or artifice to defraud" includes a scheme or 
artifice to deprive a person of the intangible right of honest services.

13-2311. Fraudulent schemes and practices; w'illful concealment; classification

A. Notwithstanding any provision of the law' to the contrary, in any matter 
related to the business conducted by any department or agency of this state or 
any political subdivision thereof, any person who, pursuant to a scheme or 
artifice to defraud or deceive, knowingly falsifies, conceals >r covers up a 
material fact by any trick, scheme or device or makes or uses any false writing 
or document knowing such w'riting or document contains any false, fictitious or 
fraudulent statement or entry is guilty of a class 5 felony.

Washington Penalties (additional legislation pending)
References: Laws o f W ashington (RCW 50.29.062, 50.36.010, 50.36.020)

RCW 50.36.010 Violations generally
It shall be unlawful for any person to knowingly give any false information or 
withhold any material information required under the provisions of this title.
Any person w’ho violates any of the provisions of this title w’hich violation is 
declared to be unlawful, and for w'hich no contrary provision is made, shall be 
guilty of a misdemeanor and shall be punished by a fine of not less than twenty 
dollars nor more than tw'o hundred and fifty dollars or by imprisonment in the 
county jail for not more than ninety days: PROVIDED, That any person w'ho 
violates the provisions of RCW 50.40.010 shall be guilty of a gross 
misdemeanor.

Any person w'ho in connection w'ith any compromise or offer of compromise 
willfully conceals from any officer or employee of the state an}' property 
belonging to an employing unit which is liable for contributions, interest, or 
penalties, or receives, destroys, mutilates, or falsifies any book, document, or
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record, or makes under oath any false statement relating to the financial 
condition of the employing unit which is liable for contributions, shall upon 
conviction thereof be fined not more than five thousand dollars or be 
imprisoned for not more than one year, or both.

The penalty prescribed in this section shall not be deemed exclusive, but any 
act which shall constitute a crime under any law of this state may be the basis 
of prosecution under such law notwithstanding that it may also be the basis for 
prosecution under this section.

RCW 50.36.020 Violations by employers
(1) Any person required under this title to collect, account for and pay over any 
contributions imposed by this title, who willfully fails to collect or truthfully 
account for and pay over such contributions, and any person who willfully 
attempts in any manner to evade or defeat any contributions imposed by this 
title 01 the payment thereof, is guilty of a gross misdemeanor and shall, in 
addition to other penalties provided bv law', upon conviction thereof, be fined 
not more than five thousand dollars, or imprisoned for not more than ore year, 
or both, together with the costs of prosecution.

Hawaii Penalties
References: Laws o f Hawaii (383-66)

Any employing unit who knowingly violates the law will be subject to the 
highest tax rate for the current and following 3 years. If the employing unit is 
already at the highest tax rate or if the amount of the rate increase is less than 
2%, a penalty equal to contributions of 2% of taxable wages will be imposed lor 
the current and following 3 years. Any person who is not an employer w'ho 
knowingly violates or provides SUTA dumping advice may be subject to a civil 
penalty of up to $5,000. In addition, a criminal misdemeanor charge w'ith a fine 
of up to $10,000 may be imposed for each false statement or violation of the 
law and each day may be considered to be a separate offense.
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WORK DRAFT WORK DRAFT WORK DRAFT

24-LS0821VY
Wayne
1/27/06

CS FOR HOUSE BILL NO. 242( )

IN THE LEGISLATURE OF THE STATE OF ALASKA 

TWENTY-FOURTH LEGISLATURE - SECOND SESSION

BY

Offered:
Referred:

I Sponsor(s): REPRESENTATIVE CRAWFORD ,

A BILL 

FOR AN ACT ENTITLED 

"An Act requiring an employing unit with .1 change in ownership, management, or 

control or similar change to notify the Department of Labor and Workforce 

Development of the ownership change; relating to the unemployment contribution rate 

of an employing unit; defining 'business' for purposes of statutes setting unemployment 

contribution rates; establishing the crime of obtaining an unemployment rate by 

deception; and providing for an effective date."

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

* Section 1. AS 23.20 is amended by adding a new section to read:

Sec. 23.20.293. Requirement to notify the department of a business change 

and acquisitions, (a) An employing unit that has a change in ownership, management, 

or control, or that succeeds to or acquires all or part of another employing unit's trade 

or business, shall nr tify the department in writing in accordance with regulations 

adopted by the department.
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(b) For the purposes of this section, "a change in ownership, management, or 

control" means a change of person, '•ntity, or responsible party required by law to pay 

unemployment insurance contributions.

* Sec. 2. AS 23.20.295(d) is amended to read:

(d) This section does not apply to an acquisition, transfer of a trade or 

business, or transfer of an employers' workforce conducting the trade or business 

if the acquisition or transfer is determined by the commissioner

(1) to have been primarily for the purpose of obtaining a more 

favorable rate of contributions under AS 23.20.280 - 23.20.310,

(2) to be inequitable to the parties, [OR]

(3) to be contrary to the public interest, or

(4) to be a violation of 42 U.S.C . 503(k) (SUTA Dumping 

Prevention Act of 2004).

* Sec. 3. AS 23.20 is amended by adding a new section to read:

Sec. 23.20.297. Special standards addressing transfers of experience and 

assignment of rates, (a) The following standards apply regarding assignment of rates 

and transfers of experience. For the purposes of AS 23.20.295(d)(1) and (4),

(1) if an employer transiers its trade or business, its workforce 

conducting the trade or business, or a portion of that trade, business, or workforce, to

another employer and, at the time of the transfer, there is substantially common

ownership, management, ^r control of the two employers, then the unemployment 

experience attributable to the transferred trade, business, or workforce is transferred to 

the employer to whom that trade, business, or workforce is transferred; the rates of 

both employers are recalculated arid made effective immediately upon the date of the 

transfer;

(2) if a person is not an employer at the time the person acquires the 

trade, business, or workforce of an employer, the unemployment experience of the 

acquired trade, business, or workforce may not be transferred to that person if the 

commissioner finds that the person acquired the trade, business, or workforce in order 

to obtain a lower rate of contributions; instead, the person is assigned the applicable 

new employer rate under AS 23.20.170(b).
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(b) An employer who knowingly or recklessly violates or attempts to violate, 

or who advises another employer to violate, (a) of this section or any other provision 

of this chapter related to determining the assignment of a contribution rate, or fails to

to obtain a more favorable rate of contributions, is not eligible for a rate determination 

under AS 23.20.280 - 23.20.310. The employer shall pay one of the following as 

assigned by the department:

highest rate for the rate year of the violation, contributions at the highest rate for t^e 

three succeeding rate years and a cash penalty of two percent of taxable wages for the 

rate year of the violation and three succeeding rate years.

(c) A person who knowingly or recklessly advises another person or employer 

to transfer or acquire a trade, business, or workforce under the provisions of this 

section in order to obtain a more favorable rate of contributions in violation of (a) of 

this section is subject to a civil penalty of not more than $5,000.

(d) The department may interpret and apply this section in such a manner as to 

meet the minimum requirements by the United States Department of Labor.

* Sec. 4. AS 23.20 is amended by adding a new section to read:

Sec. 23.20.299. Obtaining an unemployment contribution rate by 

deception, (a) A person who violates AS 23.20.297(b) or (c) commits the crime of 

obtaining an unemployment contribution rate by deception.

(b) A person commits the crime of obtaining an unemployment contribution 

rate by deception in the first degree if the value of the difference between the rate that 

had been assigned to the trade, business, or workforce and the rate assigned as a result 

of the violation is $25,000 or more. Obtaining an unemployment contribution rate by 

deception in the first degree is a class B felony.

(c) A person commits the crime of obtaining an unemployment contribution 

rate by deception in the second degree if the value of the difference between the rate 

th f had been assigned to the trade, business, or workforce and the rate assigned as a

notify the department of a trade, business, or workforce change or acquisition in order

(1) contributions at the highest rate provided for the rate year of the 

violation and for the three succeeding rate years; or

(2) if the employer's trade, business, or workforce is already at the
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