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NOTE SUMMARY

	Fiscal Analysis:
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FISCAL SUMMARY

_____________________________________________________________________________

	Fiscal Estimates
	1997-98
	1998-99
	1999-2000
	Future Annual

Rate of Change

	Revenues (+/-)
	
	
	
	

	Expenditures (+/-)
	
	-Indeterminable
	-Indeterminable
	

	Net Effect
	
	-Indeterminable
	-Indeterminable
	


_____________________________________________________________________________

MEASURE'S PURPOSE:  

To establish legal statement of ethics requirements for personnel of the Kentucky Higher Education Student Loan Corporation (SLC); to broaden the definition of educational loan-related services SLC can offer;  to broaden the definition of an eligible borrower; to increase SLC’s cap on total debt outstanding from $553 million to $950 million; to allow SLC to issue bonds in an amount up to 5% of its bond cap without prior authorization of the General Assembly and use the proceeds of those bonds to make educational loans that are not guaranteed by a student loan guarantee agency nor reinsured by the federal Department of Education; to remove the requirement that the Kentucky Higher Education Assistance Authority provide services to SLC and that it deem non-federally secured loans as necessary before they are made by SLC; to remove the requirement that the LRC find that non-federally secured loans are necessary before they are made by SLC.

PROVISION/MECHANICS:  Amends KRS 11A.010 to bring SLC under the Executive Branch ethics statutes.  In amending various sections of KRS 164A it extends the defined powers of SLC to any aspect of  servicing, collecting, or financing educational loans, alone or with others; defines “educational loan” to include insured and non-insured loans; extends definition of “eligible borrower” beyond parents and students to former students (for insured loans) and to “other creditworthy borrowers on behalf of a student”;  removes requirement that the student be a Kentucky resident; increases SLC’s statutory cap on total debt outstanding from $553 million to $950 million; allows SLC to issue bonds in an amount up to 5% of its bond cap ($27.6 million under a $553 million cap and $47.5 under a $950 million cap) and use the proceeds of the bonds to make educational loans that are not federally insured; deletes the provision that the proceeds of non-federally insured loans and federally insured loans not be comingled; replaces requirements that the Governor, the Legislative Research Commission, and the Kentucky Higher Education Assistance Authority all find non-federally insured loans to be necessary to meet the financial needs of Kentucky residents before they can be made by SLC, with a requirement that the Governor and SLC find that the creation of a non-federally insured loan program is necessary before the program can be established; deletes the requirement that other financial aid be subtracted from total costs incurred by the student in calculation of the maximum amount of an non-federally insured student loan.

FISCAL EXPLANATION:  

Previous staff research on the question concluded that there did exist a statistically significant relationship between the interest rate a state was charged on its public purpose debt and the amount and quality of private activity debt issued by state authorities.
  As the total amount of private purpose debt increased, the interest rate on public purpose debt tended to increase.  Also, interest rates on state public purpose bonds tended to increase after defaults and credit rating downgrades of state private activity bonds. 

Thus, there are two ways in which the provisions of HB 485 could have an indirect negative fiscal impact on the state budget.  First is through a substantial increase in the amount of state non-appropriation supported debt outstanding.  Second is through a possible change in the quality of a portion of that outstanding debt.

Increase in Amount of Debt

HB 485 would increase the cap on SLC’s outstanding debt from $553 million to $950 million, an increase of $397 million, or 72%.  Officials of SLC have indicated that the additional bonding capacity will not generally be used to originate new student loans, but will be used primarily to purchase existing student loans from other lenders.  Because of federal limits on the amount of private activity bonds which can be issued on a tax-exempt basis in each state, much of the increase in SLC bonding cap would likely be used for taxable issues.

Additionally, the Governor’s Recommended Budget includes $1.05 billion of new and reauthorized state appropriation supported debt.  Given the large amount of appropriation supported bonds the Commonwealth plans to take to the market, a large increase in the amount of Kentucky private activity bonds in the market at the same time could act to slightly increase the interest rate on all state bonds.  This could occur because bondholders generally seek some geographic diversity in their holdings.  If there is not sufficient existing demand for this large amount of new state bonds from Kentucky, interest rates on the bonds will have to increase to attract bond purchasers.  Therefore, it is concluded that a substantial increase in the amount of bonds issued by SLC could have an indirect negative effect of unknown magnitude on the cost of the Commonwealth’s appropriation supported bonds.

Change in Quality of Debt

 At this time, bonds of SLC generally carry a ‘Aaa’ rating.  This is primarily because 95% of the loan proceeds which back the bonds are guaranteed by the Kentucky Higher Education Assistance Authority and reinsured by the federal government.  However, HB 485 would allow SLC to issue up to $47.5 million in bonds which would be backed by repayments of loans not guaranteed by KHEAA and not reinsured by the federal government.  The bill contains no provisions requiring that these particular bonds be guaranteed by any entity.  Thus, the bonds could carry a significantly higher risk of default than existing SLC bonds.  

Under the bill, the General Assembly would have little oversight of these bonds, which would be issued without its prior authorization.  While the Governor would have to certify that the unsecured loan program is necessary, once that certification is made, there is no continuing requirement to certify that additional unsecured loan volume (and the additional associated debt) is necessary.   Thus, while these SLC bonds would not be backed by the federal government, they would also be issued with little oversight from either the Legislative or Executive Branches.  Both of these factors increase the risk that the credit quality of such a bond could come into question at some point.  

This could have both an indirect and direct fiscal impact.  First, as noted above, previous research has shown that defaults and rating downgrades of state private activity bonds have had a statistically significant effect on increases in the interest costs of subsequent state public purpose bonds.  Thus, an increase in the riskiness of SLC bonds could, indirectly, increase the risk of an increase in interest costs charged to the General Fund, Road Fund and Agency Funds for debt service on appropriation supported bonds.

Second, KRS 164A.160 contains what is commonly known as a “moral obligation” pledge for SLC bonds.  The statute states that, in the event that the reserve fund associated with any SLC bond is insufficient to meet the terms of the bond agreement, SLC is required to formally request that Governor request funds to cure the insufficiency in the next Recommended Budget.  If the next regularly scheduled Session of the General Assembly is more than 6 months away, SLC is directed to request the funds from a contingency fund.  No contingency fund exists that would serve as a potential source of financing.

Because there is no requirement that the Governor actually recommend, or the General Assembly actually make such an appropriation, there is some debate as to whether a moral obligation pledge has any real fiscal importance.  However, the existence of the statutory moral obligation pledge signals to bondholders that the Commonwealth will give strong consideration to using state funds to address a default on any bond issued by SLC.  In the event of a default of an SLC bond, which is nontrivial risk for the bonds issued to make non-federally insured loans,  it is believed likely that bondholders would seek, through legal and political means, to ensure that the Commonwealth honor the “moral obligation” and appropriate state funds to cure the default.
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