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available to the public a final justification of need concerning the
regulation or order of repeal. The final justification shall include

(1) the complete text of a regulation that is adopted or
amended and a list of regulations repealed;

(2) a summary of each comment or objection received and an
explanation of changes made to the proposed regulation in response to
the information or the reasons for rejecting the comment or objection;
and

(3) the reasons for rejecting proposed alternative.*.

(c) An agency is not required to prepare an initial or final
justification of need for a regulation that interprets, implements, or
make.: clear a law if the agency has not previously adopted a regula—
tion under that law.

Sec. 5. AS 44.62.210 is amended by adding new subsections to read:

(c) If at least 10 interested persons submit a written request
for a public hearing at least 10 days before the end of the initial
comment period, a state agency shall hold a public hearing on the
proposed action.

(d) A state agency may not add documents to the record of a
regulation-making procedure after the end of the public comment period
unless the agency provides an adequate opportunity for public comment
on the added documents.

Sec. 6. AS 44.62.230 is amended to read:

Sec. 44.62.230. PROCEDURE ON PETITION. Upon receipt of a
petition requesting the adoption, amendment” or repeal of a regulation
under AS 44.62.180 - 44.62.290, a state agency shall, within 30 days,
deny the petition in writing, including the reasons for the denial, or
schedule the matter for public hearing under AS 44.62.190 - 44.62.210.

However, if the petition 1is for an emergency regulation [.]
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and the agency finds that an emergency exists, the requirements of
AS 44.62.190 - 44.62.210 do not apply, and the agency may submit the
regulation to the lieutenant governor immediately after making the
finding of emergency and putting the regulation into proper form.

Sec. 7. AS 44.62 is amended by adding a new section to read:

Sec. 44.62.275. RECORDS OF PROPOSED ACTIONS. () A state
agency shall maintain a file of the proceedings concerning the adop-—
tion, amendment, or repeal of a regulation. The file shall include

(1) petitions received under AS 44.62.220;

(2) published notices of proposed action wunder AS 44.62.-
190;

(3) justifications of need required by AS 44.62.205;

(©)) fiscal information and financial estimates under
AS 44.62.195;

(5) each document submitted in connection with the proposed
action;

(6) each document upon which the agency is relying for the
proposed action;

(7) a transcript, recording, or minutes of each public
hearing connected with the proposed action; and
! (8) other information that the state agency is required by
law to consider or prepare in connection with the proposed action.

(b) The agency shall maintain a log that identifies each item
contained in the file and the date on which the 1item was received.
The file shall include an affidavit by the -employee responsible for
maintaining the file stating that the file contains all of the docu—
ments required by this section and the date the file was completed.

(c) The file is a public record.

* Sec. 8. AS 44.62.300 is amended to read:
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Sec. 44.62.300. COURT REVIEW. An interested person may get a
judicial declaration on the validity of a regulation by bringing an
action for declaratory relief in the superior court. In addition to
any other ground the court may declare the regulation invalid

(1) for a substantial failure to comply with AS 44.62.010 -
44.62.320" [, OR]

(2) in the case of an emergency regulation or order of
repeal, upon the ground that the facts recited in the statement do not
constitute an emergency under AS 44.62.250; or

(3) in the case of a regulation subject to AS 44.62.205(a)
and (b), for failure to comply with AS 44.62.205, or if the justifica-
tion of need fails to present sufficient facts to establish by a
preponderance of the evidence the need for the regulation.

* Sec. 9. AS 44.62.640(a) is amended by adding a new paragraph to read:

(5) "document"™ means a written or electronic communication
of any kind, except a telephone communication, submitted to an agency
for consideration during the adoption, amendment, or repeal of a
regulation.

* Sec.10. AS 44.62.190 as enacted by sec. 1 of this Act, AS 44.62.-
205(b) and 44.62.205(c) as enacted by sec. 4 of this Act, and the amend-
ments made by secs. 5 and 9 of this Act apply to proposed regulations,
amendments, and orders of repeal that have not been submitted to the lieu-
tenant governor for filing before the effective date of this Act. The
amendment made by sec. 6 of this Act applies to petitions that have not
been scheduled for public hearing or denied before the effective date of

this Act.

* Sec.11. The amendments made by secs. 2, 3, 7, and 8 of this Act, and
AS 44.62.205(a) enacted by sec. 4 of this Act do not apply to proposed

regulations, amendments, or orders of repeal for which a notice of proposed
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action has been published before the effective date of this Act.

* Sec. 12. This Act takes effect July 1, 1986.
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Cramer

AMENDMENT A

Offered in the By Pignalberi

Page

read:

TO: SSHB 458

1, lines 16 - 23, delete all material and insert a new bill section to

"* Sec. 2. AS 44.62 1is amended by adding a new section to read:

Sec. 44.62.197. REGULATORY ANALYSIS. (a) An agency shall issue
a regulatory analysis of a proposed regulation if, within 20 days
after publishing the notice of proposed action, a written request 1is
submitted to the agency by a legislator,) another agency, a political
subdivision of the state, the governor, as authorized by a vote of the
Administrative Regulation Review Committee, or by i?%e persons signing
a single request.

(b) Upon receipt of a request under (a) of this section,
agency shall prepare the regulatory analysis. The analysis must
guantify the data to the extent practicable, take into account both
short-term and long-term consequences, and

(€)) describe the classes of persons who probably will be
directly affected by the proposed action, including the classes who
will bear the costs of the proposed regulation and the classes who
will benefit;

2) describe the probable quantitative and qualitative

effect of the .proposed regulation, -economic or otherwise, on the
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classes of persons affected;

) set out the probable cost to the agency and any other
agency for implementing and enforcing the proposed regulation and the
anticipated effect on state revenue;

(4) compare the probable cost and benefits of the proposed
regulation with the probable cost and benefits of inaction;

(5) determine whether there are less costly or less intru—
sive methods for achieving the purpose of the proposed regulation.

©) The person or persons requesting the regulatory analysis
may, by express statement in the request, waive one or more of the
requirements of (b) of this section.

(d A concise summary of the regulatory analysis shall be pub—
lished in the administrative journal at least 20) days before the
earliest of

(D the end of the period for making written comments on
the proposed regulation;

(2) the end of the period during which an oral public
proceeding may be requested; or

3) the date of a required oral public proceeding on the
proposed regulation.

(e) The published summary must 1indicate where to obtain copies
of the full text of the analysis and when, where, and how persons may
comment on the proposed regulation.

@) IT an agency has made a good faith effort to comply with the
requirements of (a) - (c¢) of this section, the regulation may not be

invalidated on.the ground that the contents of the regulatory analysis
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are

2, lines 10 -

insufficient or

inaccurate."

11, delete

2, lines 13 - 14:

Delete:

Insert:

2, line

2, line
Delete:

Insert:

3, line
Delete:

Insert:

3

3, line
Delete:

Insert:

3, line
Delete:

Insert:

"Except as provided 1in

"When"
23, delete "each document"™ and
27:

"Except as provided

"When"

"each comment or objection™

"the comments and objections”

/C>—- -5 °

"comment or objection”

"comments or objections”

14:
"new subsections™

"a new subsection"

"and financial

in (¢c) of this section,

estimate”

(c) of this section, when"”
insert "documents"
when"
b
3/20/86



Page 3, lirM 15, delete "10" and insert "15"

Page 3, line 17, delete "hold"” and insert "promptly schedule”

Page 3, line 18 after "action." 1insert:

"The agency may extend the comment period if necessary to provide at

least 14 days®" notice of the public hearing.”

Page 3, lines 19 - 22, delete all material.

Page 4, line 13, delete "and financial estimates"”

Page 4, after line 14, insert:

"(5) a regulatory analysis, 1if required under AS 44.62.-

197;"

Renumber remaining paragraphs.

Page 5, lines 10 - 11, delete:

I"in the <case of a regulation subject toAS44.62.205(Ca)and (b),I

Page 5, line 16,delete "submitted to" and insert "considered by"
Page 5, line 17, delete "for consideration”
Page 5, line 20, delete "and 44.62.205(c)"
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HB 458: PETERSON MEMO REBUTTAL

In response to Art Peterson®s memorandum, I will
concentrate my counter arguments to his objections to: 1) the
financial impact analysis, and, 2) the justification of need
requirements. These two provisions, Section 2 and Section 4
of the Bill respectively, spark the most hyperbolic commentary

from the representative of the Department of Law.

Section 2:

Section 2 requires preparation of "a financial estimate
of the cost or savings that will be incurred by individuals

and entities directly affected by the proposed action.™

Mr. Peterson says, "Section 2 is a nightmare. It would
be virtually impossible for an agency to comply with it." He
does not believe it would be possible for an agency to
formulate a reasonable estimate without incurring unreasonable

expenses in terms of time and administrative fees.

As we all know, an estimate is a general calculation of
size, value, etc. Agency preparation of estimates is not an
"impossible™ task. No regulation should be seriously
considered before investigation into its impact on the people
of the state. We"re not running a government for the
convenience of state agencies and to ignore the public. No

responsible agency head I know of would deny that he or she



takes into account the effect of proposed regulations on the
public, because the fact is that they do. Mr. Peterson gives
the Executive Branch too little credit. Section 2 merely
codifies what 1is usually done informally, and requires it to
be publicly disclosed. The new requirement is that the impact
be expressed in financial terms and disclosed to the public.

If an agency®s rationale for regulations 1is 1in error, better
that the error be dealt with than persisted in at the expense

of people affected.

Mr. Peterson complains that, "an agency cannot anticipate
inefficient operations, intentional waste, and the infinite
variety of situations that will cause one regulated individual
to have to spend more than another.™ This is not the type of
analysis involved in preparing an estimate of "the annual cost
or savings that a representative individual or entity would
incur in complying with the proposed regulation.™ Mr.
Peterson is trying to make an extreme interpretation of
Section 2 by saying it requires a degree of exactitude that it

does not, 1in fact, require. (Old lawyer trick.)

Mr. Peterson goes on to voice concern about an agency"s
ability to discern "directly affected” entities. It is my
belief that any executive agency which has authority to
promulgate a regulation should know the territory, 1i.e., who
they are regulating. If the agency doesn®t know, then this

bill will help them find out. Is that so bad? But as a



practical matter, a representative individual and/or entity
who 1s impacted by a proposed regulation will In most cases be

obvious to the promulgating agency.

The fisheries example used by Mr. Peterson i1s not a good
case In point. Regulations relating to fishery openings are
part of an overall area"s management plan. The regulations
are not promulgated by an agency per se, but by the Board of
Fisheries, which is a Section 26 Board established by the
Constitution. Additional regulating authority is delegated to
the Commissioner. In such cases when the Commissioner changes
an opening or closing date he or she does so by Emergency
Order or under emergency regulation. The bill does not apply
to emergency regulations or regulations promulgated by a
Section 26 Board. (Emergency regs. are exempted by Statute in
44.62.250 and Title 26 Boards are exempted by amendments
presented today.)

In an attempt to deliver a rhetorical coup de"grace, Mr.
Peterson points out that the legislature has imposed no
requirement on i1tself to estimate the financial Impact on the
public of legislation we pass. Mr. Peterson ignores the
deliberative essence of a legislative body. How many times,
in committee and on the floor, do we debate impacts, Tfinancial
and otherwise, of legislation under consideration? How often
do we research data for our positions? He ignores the meaning

of being elected officials. The public has recourse on



election day every two years to "annul' unfavorable
legislators. There is no direct method for the public to

strike down an unfavorable regulation.

Section 4:

Section 4. says 'when a state agency files a notice of
proposed action under AS 44.62.920, the agency shall make
available to the public an initial justification of need for

the proposed action.™

Mr. Peterson bases his objection to Section 4. on "‘the
large potential for disagreement aboutthe accuracy of its
contents,” and the potential conflictinvolved iIn applying an

existing regulation to future problemsor situations.

Since when has 1t been state government policy tostifle
informed disagreement from either the public or the private
sector? It is precisely this type of dialogue which should
occur before an agency regulation is adopted. An agency"s
objective should be to take Into consideration as many

perspectives on a given situation as possible before imposing

1ts regulatory authority.

Retroa tive Application of Regs:



As to the question of applying existing regulations to
new problems, that situation exists now. HB 458 wouldn®t
change 1t. It deals with the process of promulgating new
regulations, not interpretation and application of

pre-existing regulations.

In closing, 1 will briefly walk through the amendments

dated 3-10-85 whir™' are before you today.

(AVENDMENTS)

Conclusion:

In many ways HB 458 puts added force behind procedures
which are currently sanctioned but not always practiced by
regulating agencies. Passage of the Bill before you would
ensure consistency of practices within and among agencies.
Indeed, the bill iIncorporates many of the provisions
recommended iIn the 1981 Model State Administrative Procedure
Act to which Mr. Peterson refers on pages 1,4,5,7,and 8 of his
memo. Representative Pignalberi®s bill is not any more
onerous than the section of the Model Act dealing with
regulation, a copy of which iIs attached to this testimony. One
would assume the Model Act is designed for obtaining the
highest standard of procedure for the fifty states.

Representative Pignalberi would have no problems with adopting



the language set forward by the National Conference of
Commissioners On Uniform State Laws iIn the Model Act if that

would meet the Department of Lw"s standards.

The Attorney General does not argue with the intent and
goal of HB 458. He simply argues that "we can"t do i1t." My
rebuttal has attempted to show that his premises for not being
able to fulfill HB 458"s goal are based on misinterpretation,
and 1"m afraid, institutional inertia. Where there®s a will
there 1T a way. The true premise of HB 458 is that this
committee and this legislature have the will to make

regulators account for the impact they have on people®s lives.



STATE ADMINISTRATIVE PROCEDURE (1981) § 3-104

dministratlve bulletin would not in  tice of proposed rule udoptiou to indi-

net provide those persons actual no- cate expressly the right of persons to

V- . demand nn oral proceeding pursuant to
Unlike the 1901 Revised Model Act, Section 3-104. P 9P
his section also requires the initial no-

3-104. [Public Participation]

In' For at lenst [30] days nfter publication of the notice of proposed rule
lop ion, an ngency shall afford persons the opportunity to submit In writing,
Kliment, data, and views on the proposed rule.

(h)(1) An agency shall schedule an oral proceeding on a proposed rule If,
ithIn [20] days after the published notice of proposed rule adoption, a wrlt-
n request for nn oral proceeding Is submitted by |the administrative rules
view committee,1 [the administrative rules counsel,| a political subdivision,
i agency, or [251 persons. Attlint proceeding, persons may present oral ur-
iment, data, and views on the proposed rule.

(2) An oral proceeding on a proposed rule, If required, may not Ik*held ear-
*r than (20) days nfter notice of Its location and time Is published In the
ImInlstratlve bulletin].

(3) The agency, n member of the agency, or another presiding offleer deslg-
ted by the agency, shall preside at a required oral proceeding on a proposed
le. If the agency does not preside, the presiding official shnll prepare u
'uiornndum for considerationby the ngency summarizing the contents of
e presentations made at the oral proceeding. Ornl proceedings must be
en to the public and be recorded by stenographic or other means.

ill Kneh agency shall Issue rules for the conduct of ornl rule-nuiking pro-
".din%s. Those rules may Include provisions calculated to prevent undue
‘ictltlou in the oral proceédings.

§ 3-104 STATE ADMINISTRATIVE PROCEDURE (1981)

Article 1V, Section 4-401(h) mnkeB
them applicable. See Comment to that
section for additional discussion on this

oint.

pIf all of the suggestions for those
who may trigger a required ornl rule-
making “proceeding are enacted, it will
obviously be very easy for persons who

are upset about n proposed rule to in-

voke this requirement. But it seems
unwise to require an oral proceeding in
all cases of rule making. The costB
imposed by such a universal require-

ment would seem to outweigh nny po-

tential benefits.
Subsection (b) (2) adds to the 1961

Revised Model Act provision a require-

ment that notice of the time nnd place
of any ornl proceeding be ﬁubllshed n
%Fecn‘led time before it is held. Note
[

nal notice of proposed rule adoption Bn
indication of the Flace and time of an
oral argumcnt-style proceeding there-
on, rather than waiting for a request

§ 3-105- fRey.latory Analysis]

nt nn ngeucy may substantially com-

press the period necessary for’ adop-

tion of a rule hy mclude in the origi-
e

that would make such n proceeding
mandatory and then pu.bllshlngI advance
notice of the proceeding's place and

time.

Subsection (’k\)ﬂ)(3)-(4) adds to the
1961 Revised Model Act provision an
explicit designation of the persons who
may preside at ornl rule-mnk’ng pro-
ceedings; a requirement that a written
report on those oral proceedings he
propurcd by the presiding officer 1f the
ngency did” not preside; “a requirement
for the mnking of a record of required
oral presentations; and u clear autho-
rization for agencies to keep control
over the oral “proceedings by reason-
able rules issued for that™ purpose.
Nothing in the subsection requires the
agency to transcribe the record, al-
though any member of the public may
do so at his or her own expense. o

Like Section 3-101, ‘this provision
does not preclude an ngency from
aeek’.ig Information from the public on
a formally proposed rule by menns
F}hat. arc in addition to those “specified
erein.

Commissioners’ Comment

mubsectioua (u) ami (b)(1) are mod-
_nad extended versions of 1091
vised Model Act, Section 3(a)(2).
lifirunt changes include a speeifien-
i of n number of days within which
mas have a right to submit written
iments; use of the terms "ornl pro-
ling" and "ornl argument” for the
0 “iunbig:.ous and troublomaking
«d "hearing," sec U. S. v. Florida
t Const R. Co, 410 US. 224
73); and the addition of a legislu-
committee nnd the administrative

s counsel to those who may Induce
1 nn ornl proceeding. The terms
1 proceeding” nnd "oral argument"
e it clear that there is no right
or this statute to a trial-type lienr-
hofore nil ngency in the making of
m For nn explanation of the “un-
-nhility of any requirement for
hearings” on most rules of

ral  applicability, see Humiltou,
rcdure for the ‘Adoption of Rules
eacral Applicability; The Need for
rdural Innovation " in Admiuistru-
Rule makmg," 60 Calif, L.Rov,
(1972) ; 2 Recommendations and

Reports uf the Administrative Confer-
ence of the U.S. CO (1970-1972), Rec-
ommendation 72-5. See also Bonfield,
"The lown Administrative Procedure
Act: Background, Construction, Appli-
cability, Public Access to Abgency Lnw,
the Rulemaking Process,” 60 lowa L.
Rev. 731 at 852-SGO (1975). As
drafted, therefore, the statute only
contemplates that in specified situa-
tions some sort of an “orul proceed-
ing” must be made available in rule
making, nnd that in most cases the
Proceedmg.wul be legislative rather
hnn adjudicative in form. Of course,
these provisions do not preclude uu
ngiency from exercising its discretion to
allow “u legislative-type of orul proceed-
ing on the udoption of u rule in situa-
tions where it is not required by this
section; nor do they preclude an”ugcn-
cy from allowing a trial-type proceed-
|n? on the destrnbility of adopting a
rulo if the agency chooses to doso.
To the extent another stutute express-
I;/ requires a particular class of rule
makiug to be conducted pursuant to
the adjudicative procedures provided in

(n) An agency shall Issue a regulatory analysis of a proposed rule If, with-
in [20] (Liya after the published notice of proposed rule adoption, n written re-
quest for the analysis Is filed In the office of the [secretnry of stntel by Itlie
administrative rules review committee, the governor, a political subdivision,
nn agency, or [300] persona signing the request). The [secretary of state]
shnll Immediately forwnrd to the agency a certified copy of the filed request.

(b) Except to the extent that the written request expressly waives one or
more of the following, the regulatory analysis must contnin:

(1) a description of the classes of liersons who probnlily will lie affcetcd
by the proposed rule, Including classes tlint will bear the costs of the pro-
posed rule nnd classes that will benefit from the proposed rule-;

(2) a description of the probable quantitative and qunlitntlve Impact of
the proposed rule, economic or otherwise, upon affected clnsses of per-
sons;

(3) the prolinble costs to the ngency and to nny other igency of the Im-
plementation nnd enforcement of the proposed rule nnd nny anticipated
effect on stnte revenues;

(4) a comparison of the probable costs and benefits of the proposed rule
to the probable costs mid benefits of Inaction;

(5) a determination of whether there nre less costly methods or less In-
trusive methods for achieving the purpose of the proposed rule; and

(6) a description of nny alternative methods for achieving the pnrpoiie
of the proposed rule that were seriously considered by the ngency and the
reasons why they were rejected In fnvor of the proposed rule.

(c) Ench regulatory analysis must Include quuntiflcntlon of the dnta to the
extent practicable nnd must take account of both short-term and long-term
consequences.



STATE ADMINISTRATIVE PKOCEDURE (1981) § 3" 1U5

(d) A concise summary of the regulntory analysis must Ik*published In the
(administrative bulletin] at lenut (10) days before the earliest of:
(1) the end of the period during which persona may make written sub-
missions on the proposed rule;
(2) the end of the period during which an oral proceeding may be re-
quested ; or
(3) the date of nny required oral proceeding on the proposed rule.

(6) The published summary of the regulntory analysis must also Indicate
where persons may obtnln copies of the full text of the regulntory annlysls
nnd where, when, nnd how persons may present their views on the proposed
rule nnd demand nn oral proceeding thereon If one Is not already provided.

(f) 1f the agency hns made n good faith effort to com.ly with the require-
ments of subsections (a) through (c), the rule may not lie nvnlldntcd on the
gr?und that the contents ofithe regulntory analysis are Insuiflclent or Inaccu-
rate.

Commissioners’ Comment

This section is a very substantially  tory analysis requirement by members
modified and extended” Florida Act,  of the public seeking only to delay is-
Section 1.20.5452/2 (az. See nlso lowa  suance of n clearly justifiable rulye or
Act, Section 17A.4(l)(c). The prepa- to harass tim issuing n?enpy..
ration of such a regulatory analysis is The regulatory analysis is, however,
clearly very burdensome. ~ It s also  an important dévice with which to as-
hazardous because of the large |iotcn-  sure sound ngency consideration of the
tiul for disagreement about the accura-  desirability o? a fule. 1t is also a use-
cy of its contents. Furthermore, the ful device to help ossure public support

3 4 Vvel/ 0 A lka kd

As a result, subsection (f) generally
removes the sufficiency nnd nccurncy
of the contents of such a required reg-
ulatory annlvsis from the judicial re-
view process relying, instend, on the
political muscle ‘of the administrative
rules review commit'% and the gover-
nor to assure adequate compliance with
this requirement when either of them
makea 1t aiplicnble to the proceeding
in question. If judicial review of the
adequacy of the contents of the regula-
tory nnalysiB were permitted as a basis
upon which to nttnck the validity of a
rule, it could bo used as a means of
harassmq agencies and unduly dcinyiug
their rule-making efforts. "But note
that if tiie agency fails to make n
"good faith" effort"to comply with the
requwements of subsections {n)-(e), or
fails to live up ‘o the_ requirements re-
garding the  analysis imposed by

subsections  (d)-(c), that may
grounds for judicial ‘Invalidation of t
rule.  Since subsection (f) provii
tlirt n “good faith effort to com)
'th the “requirements of subscctit
(j)-(c)" entirely precludes invn'idati
ot the rule "on the ground tlint |
contents of the regulatory analysis i
insufficient or inaccurate,” *“
faith” must be ascertained for t
purpose without any judicial evalunt
of the actual sufficiency or accuracy
the contents of that regulntory nnr
sis. To ascertain “good faith" for t
purpose, therefore, a court should o
determine if the annlysls was nctui
issued, and if on its face it actuall
drcsae’ in _some manner nil of
points specific', in subsections (b)-i
If so, the sufficiency or accuracy of
contents ure not subject to judicial
view.

§ 3—106. [TImo and Manner of Rula Adoption]
(@) An ngency may not adopt a rule until the period for making writ

right to require the issuance of such a
regulatory analysis in particular iu-
stnncca of rule making could be subject
to great abuse. In_ light of this, stntes
may want to require its issuance only
upon demand by directly elected offi-
clals with general rcsiwnsibility for
state government. ~ The governor
and/or a legislative committee special-
ly charged with administrative ngenc
over5|?ht ore the most obvious exam-
ples of politically resronsmle state of-
ficials of this type. In subsection (a)
the directly politically responsible state
officials entitled to ‘mukc the require-
ment operative in a given case of rule
making arc bracketed so that -each
stnto may determine independently how
it wants” to solve that problem, ~Some
states may umo wish to permit mem-
bers of the public and/or other agen-
cies or political subdivisions to invoke
this requirement even though there is
a danger that such a power in the
hands of those persons might be ab-
used. For these states, other bracket-
ed alternatives are_included. In states
desiring to permit members of the
public to invoke this requirement, con-
sideration might also be given to au-
thorizing a waiver of the requirement
in particular cnseB by the administra-
tive rules review committee or the
governor once it lins been invoked by
members of the public. A waiver de-
vice of this kind might act as an effec-
tive check on invocation of the regula-

28

for, or opposition to, a rule, to the ex-
tent either Is warrunted, based ujion a
fully public description of its potential
costs and benefits. o

The regulatory analysis will not be
helpful if, by the timeit is_issued, the
period for public participation on the
rule lias already passed. ~To naaure
full utility for the unnlyBis, therefore,
subsection” (d) establishes u minimum
period between publication of a concise
summar% of the analysis and the time
when the public may make written
comments on the rule,”demand an oral
proceeding thereon, or participate in
such an oral proceeding If one is held
on that rule. If the demand for the
regulatory nnalysis comes at the end of
the 20 “dny period provided for in
subsection (n), this provision will have
tiie effect of extending the time when
the conditions specified in subsections
(d) . (1)—(3% may occur according to other
provisions of this Act. Note, however,
that an agencY desiring to avoid delays
in n rule-mnking proceeding because of
tiie requirements of subsection (d)
may voluntarily issug rcti_on analysis
at the time it J)ub]lshes tiie notice of
proposed rule adoption and include the
summary thereof as part of the orig-
inal notice, rather than waiting for a
subsequent written request for such an
analysis. o

Obviously, predictions of the type re-
quired by “this section cannot be exe-
cuted with any guaranteed precision.

submissions and ornl presentations has expired.

(b) Within [180] (lays nfter the later of (1) the publication of the notlct
proposed rule adoption, or (I) the end of ornl proceedings thereon, nn age
shall adopt a rule pursuant to the rule-mnking proceeding or terminate
proceeding by publication of n notice to that effect In the [administrative |
letin],

(c) Before the adoption of a rule, nn agency shnll consider the written t
missions, ornl submissions or nny memorandum summarizing oral subi
slotis, nnd nny regulntory analysis, provided for by this Chapter.

(th) Within the scope of Its delegated nuthorlty, nn ngency mny ubc Its ¢
experience, technical competence, specialized knowledge, and Judgment In

adoption of a rule.

Commissioners’ Comment

Subsection (a) mnkcH explicit that means of defusing or circumvent
which provisions of the 1001 Revised ~ widespread public opposition to its
Alodci Act nnd other provisions of this  tion. ~See Bonfield, “The lowu Adi,
Act only imply. istrative Procedure Act: Back?_rm

Subsection {b) is a modified form of Construction, Applicability, Public
lowa Act, Section 17A.4(I)(b). On cess to Agency Law, the Rulcmnl
ocenaion, nr agency baa publialicd no- Process,” 00 lowa L.Rev. 731 at t
tice of proponed adoption of u rule, en- 858 (1075). ) -~
countered a furor which prevented fur- Subsection (c) in a modified f
ther notion at Hint time on the pro- of 1001 Revised Model Act, See
liosed rule, waited n year or two until 3f(a)(2), dropping the words "fully
Eeople forgot nbout the proposed rule ufter the word "consider" on

ecause they assumed it wiib dead, nnd  ground thnt they ure redundant.
then suddénly adopted the proposed Subsection &/I) is a modified forn
rule. This subsection assures that an 1061 Revised Model Act, Section 10
ngency. miy not use undue delae/ be-  Wwhich was applicable only to an a
tween publication of n notice of pro-  cy'a findings of fact In formal ndjud
posed rule adoption and actual adop- tOry proceedings, ."here is no Tei
tion of a rule pursuant thereto os a that the anme explicit deference

29
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BiLL SHEFFIELD, GOVERNOR

DfePUtTMEXT OF LAW ‘SS cSSSSSA

PHONE: 19071 465-3600

OFFICE OF THEATTORNEY GENERAL

April 3, 1986

Honorable Marco Pignalberi
Alaska House of Representatives
?. 0. Box V

Juneau, Alaska 99811

Re: CSSSHB 458(SA) -- adoption
of regulations
Our file: 66-3-86-0343

Dear Marco:

It was my understanding, from the House State Affairs

Committee hearing on March 21, that, during the hearing, you had

agreed to a "good faith™ clause for the justifications of need

requirement (sec. 4 of the bill) 1like the one that your amend—
ments of that date had provided for the regulatory analysis re—
quirement (sec. 2 of the bill). See proposed AS 44.62.197(f), at
page 2 of the committee substitute. Fearing that that additional

amendment might have gotten lost, I reminded the committee staff
person of that point a few days after the hearing and discussed

it with you in the hallway a few days after that. You said that

you would check on it to be sure that it was 1in the committee

substitute.

Despite everybody"s efforts and good intentions, it
appears that that provision indeed got lost. CSSSHB 458(SA),
reported out of committee April 1, does not include that "good
faith” protection for the justifications of need. (Including it
would, of course, require deletion or amendment of the proposed
AS 44.62.300(4) [page 6 of the committee substitute].) Do you
know what happened?

Yours truly,

HAROLD M. BROWN
ATTORNEY*; GENERAL

By: UL/i”b*
Arthur H. Peterson
Assistant Attorney General

AHP :md



Honorable Marco Pignalberi
Alaska House of Representatives

Cc:

Hon. Katie Hurley, Chair
House State Affairs Committee
Alaska State Legislature

Hon. M. Mike Miller, Chair
House Judiciary Committee
Alaska State Legislature

April

3, 1986
Page 2



STATE OF ALASKA 1986 LEG

ISLATIVE SESSION

FISCAL NOTE

FISCAL
Agenc
BgRU Y

REQUEST

Bill/ResolutionNo.: CS SB No. 8
Title - An Act r6l6ting to ««».,
curriculum in schools.

Sdt6ty

Sponsor: HESS

Requestor:

Components:

Revision Date:

DETAIL

Affected: Health & Social
Social Sprvirp<;

Services

Social Services

Date of Request:  4/3/86

EXPENDITURES/REVENUES :

OPERATING FY 86

PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT

LAND & STRUCTURES
GRANTS, CLAIMS
MISCELLANEOUS

TOTAL OPERATING

(Thousands of Dollars)
FY 87 FY 88

CAPITAL

REVENUE

FUNDING :

GENERALFUND
FEDERALFUNDS
OTHER

TOTAL

POSITIONS :

FULDTIME
PART-TIME
TEMPORARY

(Thousands of Dollars)

-ji-
-0-

ANALYSIS :  Attach aseparate page if necessary

NZA

Michael L.

FY 89 FY 90 FY 91

-0-
-0-
. rtir

465-3170

naP = 4/3/86

Family-8Youth Services

Approved by Commissioner:

Agency: Health & Social Serviced £

Date:

Distribution (by Agency preparing fiscal note):
Legislative Finance
Legislative Sponsor
Requestor
Office of Management and Budget

Impacted Agency(ies) page of

10/25/85



STATE OF ALASKA 1986 LEGISLATIVE SESSION
FISCAL NOTE

Revision Date : "arc”

RFQUF.ST _ FISCAL D ETA IL

Bill/Resolution No.:  SSHB 458 Agency Affected: Department of Education
Title: ...adoption of regulations. bru : Executive Administration
Sponsor:  Pignalberi, et al rnmprmpm« == Commissioner®s Office

Requestor - woijsp State. Af.fai rs
Date of Request:  March 27,_ 1986

EXPENDITURES/REVENUES : (Thousands of Dollars)

OPERATING FY 86 FY 87 FY 88 FY 89 FY 90 FY 91
PERSONAL SERVICES 33.6 33,6 33.6 3.3,6 33.6
TRAVEL
CONTRACTUAL 5.0- 5.0 5,0 5.0 5.0
SUPPLIES 5.0 5.0 5.0 5.0 5.0
E%UIPMENT
LAND* STRUCTURES
GRANTS. CLAIMS
MISCELLANEOUS
TOTAL OPERATING 43.6 43.6 43.6 43.6 43.6

CAPITAL

REVENUE

FUNDING :  (Thousands of Dollars)

GENERAL FUND 43.4 43.6 43.6 43.6 43.6
FEDERAL FUNDS

OTHER

TOTAL

POSITIONS :

FULL-TIME 1 1 1 1 1
PART-TIME
TEMPORARY

ANALYSIS :  Attach a separate page if necessary

Costs a”e associated with the activities required by Secs. 2 and 4.

Preparedb y : 465-2800
Division: Commissioner®s Office Date*"""March 27, 1986

Approved by Commissionfet: Date;  March 27, 1986
Agency: Depangnent of Education

Distribution (by Ager>6y preparing fiscal note):
Legislative Finance
Legislative Sponsor
Requestor
Office of Management and Budget
Impacted Agency(ies) page. of

10/25/85



Rep. Marco A. Pignalberi

3-/0-8b
Proposed amendments to SSHB 458

Page 1. Line 17
AS 44.62.195 i1s amended to read:

() The state; agency shall prepare an [financial] estimate
of the annual ccst or savings that will be i1ncurred by a
typical individual [s and entities] or entity directly
affected by the proposed action. The estimate shall include
the aggregate annual cost or savings that would be incurred by
[a] representative individuals [or entity would incur] and
entities i1n complying with the proposed regulation [and the
total annual cost or savings of all iIndividuals and entities
directly affected].

(© This section does not apply to regulations proposed bv
a board that is the head of a principal department or agency
In accordance with Article Ill. Section 26 of the Constitution
of the State of Alaska.

Page 2. Line 13
Sec. 44.62.205. JUSTIFICATIONS OF NEED is amended to read:

@ [Except as provided in (©) of this section, when]
When a state agency TfTiles a notice of proposed action under AS
44.62.190, the agency shall make available to the public an
initial justification of need for the proposed action. The
inttial justification shall

(O describe the problem, condition, or circumstance
the regulation is intended to address;

(@ specify the purpose of the regulation and the
factual basis for the agency®s determination that the
regulation iIs reasonably necessary to carry out the purpose;

(@ i1dentify [each] documents upon which the agency is
relying iIn proposing the action; and

(4 describe practical and reasonable alternatives to
the proposed action.

(®) [Except as provided In (©) of this section, when]
When a state agency submits a regulation or order of repeal for
filing with the lieutenant governor under AS 44.62.040, the
agency shall make available to the public a final justification
of need concerning the regulation or order of repeal, the
final justification shall include

(@)) the complete text of a regulation that is adopced

or amended and a list of regulations repealed;



Pignalberi Amendments
Page Two

(@ a summary of [each] the comment s and [or]
objections received and an explanation of changes made to the
proposed regulation iIn response to the information or the
reasons for rejecting the comments or objections; and

(@ the reasons for rejecting proposed alternatives.

© [An agency is not required to prepare an initial or

final justification of need for a regulation that interprets,
implements, or makes clear a law If the agency has not
previously adopted a regulation under the law.] This section
does not apply to regulations proposed bv a board that i1s the
head of a principal department or agency in accordance with
ﬁlrtilt(:le 111, Section 26 of the Constitution of the State of

aska.

Page 3, Line 14
Sec. 5. AS 44.62.210(c) 1is amended to read:

© IT at least [10] 15 iInterested persons submit a
written request for a public hearing at least 10 days before
the end of the iInitial comment period, a state agency shall
promptly schedule [hold] a public hearing on the proposed
action and shall have authority to extend the comment period
ﬁo that 14 days notice shall be given for the reguired public

earing

Page 5, Line 10
Sec. 44.C2.300 (@) is amended to read:

(©)) fin the case of a regulation subject to AS
44 .62 .205fa) and fb) .] for failure to comply with AS 44.62.205.
or 1f the justification of need fails to present sufficient
facts to establish bv a preponderance of the evidence the need
for the regulation.
Page 5. Line 15
Sec. 9, AS 44.62.640(a)(5) 1s amended to read:

""documentT means a written or electronic
communication of any kind, except a telephone communication,
[submitted to an agency for consideration] considered bv the
agency during the adoption, amendment, or repeal of a
regulation.

Page 5, Line 20

delete "and 44.62.205(c)"



Alaska State Legislature

House

Official Business Pouch V
State Capitol

Juneau, Alaska 99811
February 10, 1986

Representative Katie Hurley, Chairwoman
House State Affairs Committee

Capitol, Rm 102

P.O. Box V

Juneau, AK 99811

RE: HB458 (SSHB458)

Dear Katie:

I an requesting that you calendar the above-referenced
bill for hearing before your committee.

Attached 1s a copy of SSHB458, an act relating to adoption
of regulations, along with a copy of the sectional analysis of
this bill. The sponsor substitute iIs a more comprehensive
bill than the original. It relates to the procedures required
for adoption of regulations. Initially, my original bill
(also attached for your reference) required that justification
of need be given in the adoption process so that people would
have a better understanding of why the proposed regulation was
needed.

After receiving input from others, we have developed a
revised bill which not only requires justification of need,
but also includes the following:

1. Puts time limits on adoption of regulations,

2. Requires a financial estimate of cost or savings that

will be incurred by those directly affected,

3. Requires a hearing If at least 10 persons make a

request for one,

4. Requires that records be kept of all written or

electronic testimony that is received.

I fee.l this is a good bill since, all too often,
regulations are ?assed without the people understanding why or
without the people being assured that their testimony has even
been seen or considered. ) ) ) ) )

I would appreciate your consideration in hearing this.
Thank you.

Yours/truly,

Pignalberi
Representative
MAP mep
enc.
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LEGISLATIVE AFFAIRS AGENCY

MEMORANDUM January 31, 1986

SUBJECT: Sectional analysis of SSHB 458
TO: Representative Marco Pignalberi

FROM: Teresa B. Cramers”~™jn
Legislative Counsel

You have requested a sectional analysis of SSHB 458. The
sponsor substitute as drafted contains a number of changes
from the information provided in your work request. Please
let me know if the draft needs to be rewritten.

Section 1 amends AS 44.62.190, which requires publication of
notices of proposed actions in a variety of forms, to pro-—
hibit an agency from adopting a regulation if more than one
year has elapsed since the first publication of the notice.

Section 2 adds a new subsection to AS 44.62.195, which
requires that agencies prepare fiscal notes on regulations,
to also require financial estimates of the impact of the
regulation on individuals and entities.

Section 3 amends AS 44.62.200, which requires certain infor—
mation to be included in the notices of proposed action, to
also require summaries of the initial statement of reasons
(provided for in section 4 of the draft) and financial esti—
mates .

Section 4 requires an agency prepare an initial
justification of need when it files a notice of proposed
action for a regulation and a final justification of need
when it submits a regulation to the lieutenant governor for
filing. Subsection (c) limits the requirement for
justifications by exempting regulations on laws for which
the agency has not previously adopted a regulation.

Section 5 adds new subsections to AS 44.62.210, which pro—
vides tor public hearings on regulation adoption. Sub—
section (c) requires an agency to hold a public hearing if



Representative Pignalberi
Page 2
January 31, 1986

one is requested at least 10 days before the end of the ini—
tial comment period by at least 10 persons. Subsection (d)
prohibits an agency from adding documents to the record of a
proceeding after the end of the public comment period unless
an opportunity for further comment 1is provided.

Section 6 requires an agency to explain its reasons for
denying a petition for a regulation.

Section 7 requires agencies to maintain complete files on
regulation-making proceedings and to also maintain a log of
the items that are part of the file. Subsection (c) pro—
vides that the file is a public record. As such, 1its con—
tents would be admissible in proceedings to the extent per—
mitted by rules of evidence applicable to the proceeding.

Section 8 permits a court to invalidate a regulation if the
agency has not prepared a justification of need when
required or if the justification fails to present sufficient
facts. It does not distinguish between initial and final
justifications of need.

Section 9 defines "document."

Section 10 addresses when the sections of the bill apply to
regulations that have not been submitted to the lieutenant
governor for filing. The sections that apply to pending
proceedings are

AS 44.62.190, requiring republication of a notice of
proposed action after one year

AS 44.62.205(b) and (c), requiring an agency to prepare
a final statement of reasons when a regulation Iis
submitted for filing

AS 44.62.210(c) and (d), requiring public hearings on
request and limiting addition of documents to the
record

AS 44.62.640(a), defining "document™”

Sec.11 precludes application of sections of the bill to
regulations for which a notice of proposed action has been
published before July 1, 1986. Those sections are



Representative Pignalberi
Page 3
January 31, 1986

AS 44.62.195(b), requiring the agency to prepare a
financial estimate

AS 44.62.200(a) requiring publication of the financial
estimate and the initial statement of reasons

AS 44.62.205(a) requiring an agency to prepare an
initial statement of reasons

AS 44.62.275, requiring an agency to maintain a file of
the regulation proceedings

AS 44.62.300, concerning court review
Section 12 makes the Act effective July 1, 1986.

IT 1 may be of further assistance, please advise.

TC mkr
M2:118



STATE OF ALASKA 1986 LEGISLATIVE SESSION
FISCAL NOTE

Revision Date: 2/25/86

REQUEST FISCAL DETAIL
Bill/Resolution NoO.: sSSHB 458 Agency Affected: Department or Administration
Title: act "melating to the adoption of BRU: Administrative Services
regulations; and providing for an effective
date.
Sponsor: Pignaiberi, Cato, Marrou & Shultz Components :
Requestor:

Date of Request:

EXPENDITURES/REVEMUES:  (Thousands of Dollars)

FY 86 Fy 87 Fy 88 FY 89 Fy 90 Fy 91
OPERATING
PERSONAL SERVICES 0 7.4 7.6 7.3 8.0 3.2
TRAVEL 0 0 o 0 o 0
CONTRACTUAL 0 3.1 3.2 3.3 3.4 3.5
SUPPLIES 0 0 o 0 o 0
EQUIPMENT 0 o 0 0 0 0
LAND 1 STRUCTURES 0 0 0 0 0 0
GRANTS, CLAINS 0 0 0 0 0 0
MISCELLANEOUS 0 o 0 0 0 0
TOTAL OPERATING 0 10.5 10.3 11.1 1.4 11.7
CAPITAL i o | o ! I ] 0 j 0
REVENUE 0 0 0 1 0 0 1 0

FUNDING:  (Thousands of Dollars)

GENERAL FUND 0 10.5 10.3 1 11.1 11.41 11.7
FEDERAL FUNDS 0 0 o i 0 0 0
OTHER 0 0 0 0 0 i 0
TOTAL 0 10.5 10.8 | 11.1 11.4j u.7
POSITIONS:

FULL-TINME 0 0 0 I

PART-TIME 0 1 L 1 11 1
TEMPORARY o 0 0 0 j 0
ANALYSIS: Attach a separate page if necessary

Attached

Prepared By: cary m. Bader /om Phone: 465-2277

Division: Administrative Services”*/ /3J Date: February

Approved by Commissioner: Eleanor Andrews Date:

Agency:__ Department of Administration

Distribution (by Agency preparing fiscal note):
Legislative Finance
Legislative Sponsor
Requestor
Office of Management and Budget
Impacted Agency(ies) Page J_ of
15/1D2/0225-10/1



CONTINUATION of FISCAL NOTE ANALYSIS
For Sponsor Substitute for House Bill 458

ANALYSIS:
A. Assumptions

1. Enactment of Sponsor Substitute for House Bill No. 458 would®" amend AS 44.62
as It pertains to regulations. In addition to current regulatory
procedures, this bill would require the completion of new tasks. The
estimates which follow are based on the existence of fourteen chapters of
regulations of the Department of Administration in the Alaska
Administrative Code and the assumptions of at least two changes per year
per chapter and five public hearings.

2. Listing of Activities
Regular Requi red

Section Task Description Change  Hearing
44.62.190(d) Age proposed action .25 hrs
44.62.190 IT greater than 1 year, republish in

accordance with 44.62.190(a) 1.0 hrs
44.62.195(b) Prepare financial estimate of those 3.0 hrs

affected
44.62.200(a) Prepare summary of initial justification 2.0 hrs

of need
44.62.205 Prepare final justification of need 3.0 hrs
44.62.210(c) Public Hearing 4.0 hrs
44.62.230 Written reason of denial 5 hrs
44.62.275(a) Maintain file of proposed actions 5.0 hrs
44 .62.275(b) Log of filed items 1.0 hrs
44 .62.300 Court review as specified by AS 44.62.205 2.0 hrs

15.75 hrs 6.0 hrs

3. Inflation is estimated at three percent per year.
B. Staff Requirements

1. Each regulation change 1is estimated to require 15.75 hours per year. |If
each chapter of the Department of Administration changes two regulations

15/1D2/0225-10/2 Page 2 of 4



2.

which do not require a public hearing, 2 X 14 X 15.75 = 441.0 hours per
year of additional processing are required by House Bill 458. Pending
legislation provides the basis for the assumption that at least five public
hearings can be exacted regarding regulation changes by the Alaska Public

Offices Commission and the Division of General Services & Supply. A
proposed regulation requiring a public hearing requires an additional six
hours of additional tasks, as required by this Bill. Five of these

twenty-eight regulation changes will thu. require 5 X 5 = 30 hours.

441.0 + 30 = 471.0 emp. hours * 47 weeks = 10.0 emp hrs/wk.

15/1D2/0225-10/3 Page 3 of 4



COMPUTATION APPENDAGE of FISCAL NOTE ANALYSIS
FOR SSHB 458

1. Additional Staff Requirements Analysis
a. General Government Unit (GGU)
Hours per Year 1,950 hours per year
Annual Leave (75)
Five Days Sick Leave (37.5)
Holidays (ten days) (75)
Employee Annual
Hours Worked 1,762.5 hours per year
1,762.5 hours per year * 37.5 hours per week = 47 weeks per year
b. Staff- one part-time Administrative Assistant 1, Range 12
§12.75 per hour X 10 hours per week X 52 weeks = S$0,630.G0
Benefits for less than 1~ hours per wee 3 11.16" = S 739.91
TOTAL: $7,369.91

2. Other Costs Analysis
Contractual Total: $3,094
Copier per Duplicating- 3294

Assume 28 regulations to be published at two pages each to meet
criteria as established by AS 44.62.200, mailed to 25 interest—
ed/affected parties in addition to the Legislature as required by
law (AS 44.62.190)

28 regulations X 2 pages X 150 parties X $.035 = $294
Advertising--%$2,800

Current charges for the publishing of advertisements in Fairbanks,
Anchorage, and Juneau average S75 per day for a 2" X 2" advertise—
ment. The size of the advertisement currently required to contain

the necessary information averages 2" X 6" and costs an average of
$225. The required size would increase due to the required additional
information (AS 44.62.190 and AS 44.62.200) and an average regulation
advertisement would 1increase to 2" X 10" at an average cost of S325.

28 regulations X (S325 increased size - S225 current size) = $2,800

14/1D1/0225-02/1 Page 4 of 4



inio /\Jmjnist/ative Assistant |
1line Sijlus Silt Months

Part-time 3.2

Type n( l:spendiinre
1

SuLLX- 6.630Q
[U*IICHIIS 739
Oilier
Tolal Personal Services
Travel
Contractual
f uininndiiies
iiii[>nienl
tliiier
Tcual Cost
Receipt Code piiiiiliny; Soiiiee
IVileial Keceinls |IHP
fl. P Mairh Kim
Oeneral lunds lont
l-A Recelgs 005
I'rijMioi Receipts 1028
ClI* Receipts 1061
Oilier
For 11&M - Use Only

Key Numlier _
14/1D1/0225-01/1

Request For oy
New Position

Component

No. of Positions  Kan Lo mit— (iny. 11S.1pp

RP Nurber LILMIiII] IiIcctiEn Disilat W
Juneau
liislilicuiinn
AdHmm Duties ivould include, but not be limited to:
3

a) maintenance of file of proposed action;
b) log of filed items;
c) preparation of financial estimate;
d) preparation ofinitial justification of need;
e) preparation of final justification ofneed;
f) preparation of reason of denials; and
7.369 g) publishing in accordance with AS A¥.62.190.

JL
3,094

10,463

10.463

Oppartinent of Administration I*V 87

Administrative Services LU

Revised Dale



STATE OF ALASKA 1986 LEGISLATIVE SESSION

FISCAL NOTE
Revision Date : 2~27~86
REQUEST FISCAL DETAIL
Bill/Resolution No.: ~ SSHB A58 Agency Affected: of Taw
Title : "An Act relating to the adopfion B?zu:y Legal SDeer%(r:gnépnt

of regulations; and providing for an
effective date."

Sponsor: Repr. Pignalberi Components : Legal Services Operation
Requestor: Rppr. tHgnalhpri

Date of Request, Fphr=iary 25, 1986.

EXPENDITURES/REVENUES : (Thousands of Dollars)

OPERATING FY 86 FY 87 FY 88 FY 89 FY 90 FY 91

PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPVENT

LAND & STRUCTURES
GRANTS, CLAIMS
MISCELLANEOUS

TOTAL OPERATING 0- 0- 0- 0- 0-

CAPITAL

REVENUE

FUNDING : (Thousands of Dollars)

GENERALFUND -0- -0- -0- -0- -0-
FEDERAL FUNDS

OTHER

TOTAL

POSITIONS

FULLTIME 0- 0- 0- 0- 20-
PART-TIVE
TEMPORARY

ANALYSIS : Attach aseparate page if necessary

Please see attached analysis.

5-ry-
Prepared by: . Richard I. Pegues .(/Director_ phnnff . A65-3672
Division- AdministrEtive Services l)ivis:yon naPs  2-27-86

Approved by commissioner 7 “ar®id M.UBrown, Attorney General g)ate. 2-27-86
Agency:__Departmeat-af. Law

Distribution (by Agency preparing fiscal note):
Legislative Finance
Legislative Sponsor
Requestor

Office of Management and Budget : -
Impacted Agency(ies) page of 10/25/85




CONTINUATION of FISCAL NOTE ANALYSIS
For Bill/Resolution No. SSHB i__

Although the sponsor substitute adds new sections that will have
substantial fiscal 1mpact on other departments, we still cannot
say that it will have a fiscal Impact on the Department of Law,
because the department adopts few regulations of 1ts own. The
department does, however, review all regulations prior to their
adoption, and It sometimes assists other departments iIn drafting
their regulations. To the extent that we are requested to advise
other agencies about the sufficiency of their efforts to conform
to the provisions iIn this bill, we can expect innumerable re-
quests for advice. These requests will probably result iIn our
regulations and legislative drafting staff becoming more swamped
than they already are.

Because we cannot accurately predict the additional workload that
will occur If this bill becomes law, we are not requesting fiscal
note funds at this time. Such a request may become necessary iIn
the future, and the potential for this additional cost should be
noted while the bill 1s being considered.

pace - of — -



Position Paper
SSHB 458

This bill makes ™<"riad changes to the establishment, abolition, or modifica-
tion of regulat ns under the Administrative Procedures Act. The department
cannot support the bill in its present form because it provides too many
stumbling blocks for the efficient operation of State government. One primary
objection to the bill is the matter of AS 44.62.195(b), which requires that
each agency prepare a financial impact statement on all individuals and
entities who will be affected by the regulations. Although the above citation
allows the maker of regulations to show a typical example of the financial
impact on a single individual or entity, it requires that an estimate be made
with regard to the total impact on all individuals and entities. There
estimates would be unreliable. It should be kept in mind that there is
already a requirement that a fiscal note be prepared regarding the impact on
State. One of the purposes of public input on regulations is to ascertain the
financial impact on those affected. This bill requires that such an assess-
ment be made prior to public notice on public input. Administrative
regulations are similar in nature to statutes in the manner that they are
passed. Both statutes and regulations require a period of public testimony at
which individuals or entities have an opportunity to advise the body in
guestion concerning the financial impact as well as other considerations that
the proposed statutes/regulations will have on tne individual or entity
represented. 1 am unaware of any mandatory statement of financial impact on
the public prior to passage of legislation. The Executive Branch does not
require such statements prior to the amendment or abolition of regulations for
the same reason. The department has no aversion to publishing or otherwise
making available to the public a justification of need for the regulations as
long as that justification does not require a financial iImpact statement.

Division of Administrative Services
Department of Administration

Com Date
Departir -fit of Administration

6/1K1/0225-08 Page 1 of 1



ROBERT M. ARVIDSON
Box 258
Cordova, Alaska 99574
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RC3ERT M. ARVICSON
30x 253
Cordova, Alaska 9957A

Jan 17, 1786

S=n. Bettye Fahrenkan?

Chair, Senate HESS
Pouch V
Jur.eau, Alaska 99311

%.e. Senate Bill 251 and Public oppcsitior. to proposed psychology regulations.

Dear Senator Fahrenkamp,

| have recently reviewed the public response to regulations proposed by the
psychology board that would re_strlct_exemgtlons to the p%/]chology practice act. These
P_roposed regulations were public noticed Oct. 29, 1925. The public, including
licensed i)sychologlsts, educators, state officials and concerned concerned citizens,
Is strongly opposed to the proposed regulations. o

I\/¥ count indicates that 5i (sixty one) letters express opposition to the proposal.
Many of these letters have multiple signatures and represent organizations. Only A (four
letfers support the psychology beards' “attempt to require licensure or supervision of
currently exempt agency employees ( 12AAC60.910 referenced to AS C3.c6.150}.

| believe that many of these letters can be viewed as support; for S3 251, either
indirectly or directly. Tor example, Dr. Kenneth Green, a licensed psychologist and
Asst. Professor of Psychology at the University of Alaska -Fairbanks states, "Alaska
has too many mental health Eroblems to unduly restrict the practice of psychology. |
think that the present Alaska Psychology Regulations are unduly restrictive and elitist,
and serve to penalise the consumer by making therapy ar.d counseling too expensive."

| am enclosin% a sample of 15 of the letters (copies) opposed to .the restrictive
requlations. | feel that these letters support the continued delivery ar.d.development
of “maximum mental services in the state.

| am also enclosing a progo_rtional sample of the letters supporting the psychology
board's restrictive proposal. This sample consists of a copy of one letfer.

Looking to the future, | am sending a copy of the above information to the House
HESS Committee and | am asking that they keep 1t on file for reference to S3 251.

rest wishes for the session.

Sincerely yours,

Robert M Arvidson

ur.es: As stated

cc: Senator Kerttuia .
House Hess Committee

flESS



BILL SHEFFIELD, GOVERNOR

DEPARTMENT OF COMMERCE & POUCHD
ECONOMIC DEVELOPMENT JUNEAU, ALASKA 39311

PHONE: (907) 465-2534

DIVISIONOF OCCUPATIONAL LICENSING

DATE: December 17, 1985

TO: Board of Psychologist and Psychological
Associate Examiners

FROM: Kevin D. Henderson
Regulations Specialist

Proposed regulations 12 AAC 60.910

I have enclosed a c"py of all comments received to date concerning the
proposed adoption of 12 AAC 60.910, PERSONS NOT EXEMPT FROM LICENSURE.
Officially, the period for public comment ended December 13, however,
because of the great interest in this proposal, | have notified several
persons that 1 will be accepting comments through March 3, 1986, three
days prior to your next meeting. The written comment received
following this letter will be periodically mailed to each of you.
Because of the overwhelmingly negative reaction to this proposal, the
board should take no further action to adopt it until the board meets
to discuss it again. Any subsequent proposal of the board should be
renoticed and include a public hearing.

Please read all of these comments carefully before your next meeting.
Many valid concerns and unanswered questions are addressed. It appears
that the board"s authority to promulgate such a regulation is still
questionable in light of AS 44,62.030, which states, "No regulation
adopted is valid or effective unless consistent with the statute and
reasonably necessary to carry out the purpose of the statute" (emphasis
mine). In the opinion of school psychologists and vocational
rehabilitation counselors, licensing or supervision by a licensed
clinical psychologist is completely unnecessary and, considering those
as specialized fields, even inappropriate. If it was the board"s
intent that these professions continue to be exempt from licensure or
supervision, then the proposed regulation is unclear and will need to
be rewritten. The board needs to define work "of a psychological
nature."

Of even greater concern is the fiscal impact such a regulation would
have on public and private agencies alike. Education and social
service agencies are commonly underfunded and the burden of adding a
licensed psychologist to the staff must be adequately considered by the
board. This proposal would have to be "reasonably necessary" despite
the increased cost to the State and the public. | believe the burden
of proof is on the board in this regard.



Board cf Psychologist 1 Psychological
Associate Examiners -2- Decemoer 17, 1935

Finally, several sources have indicated that there is already a shortage
of licensed osychologists available in this State. What er~ect would
this regulation have on the available counseling provided to low income

citizens of the State, especially those who wouid have to pay higher
fees or who would find themselves without any service at all because the
appropriate supervision of counselors or teachers was not available?

Considering the controversial nature of this proposal, a teleconference
public hearing is warranted. I recommend, however, that a hearing be
held only after the board has been able to meet together to evaluate the
Dublic comments received so far and to address the unanswered questions
they raise. Better still would be to drop this proposal and continue to
seek legislative chance to the statute. While that has been unsuccess—
ful so far, it is still, the only way the board will cjearly.have the_
specific "authority to require the licensure anc supervision you feel
necessary to protect the health and welfare of those seeking
psychological help. The ramification of this proposal, however, appears
more complex and far reaching than this simple regulation has adequately
addressed.

Please contact me if you have further concerns regarding this or other
proposed regulations. e m

KDH/dg13902D
121735¢

cc: Loren Lounsbury, Commissioner
Richard Long, Acting Director
Senator Jay Kerttula
Senator Bettye Fahrenkamp
Representative Virginia Collins
Representative Max Gruenberg
Kay E_.M. Gouwens, Assistant Attorney General
AlIl interested parties
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“ _for A|aska, Inc. 807 “8" Street, Suite 200, Aathorajt, Atoka 99501:3440

Bc 100518, Accioraje, Alaska 995100516 - 907/27B0700

EXECUTIVE DIHECTCR
PalﬁaP Easlay February 14, 1986 FE5 2 5 1986
cFWWW%%MNH&&m Representative Katie Hurley
oty Forceskle, Vice ples. Alaska State House of Representatives
Boyd J B d, Secretar
%0 ﬁelbgg&g%ny Tieasurer Pouch V

haron Juneau, AK 99811
ng\y Cé)llms
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w”hg nd Dear Katie:

ﬁ? % 8sw0rth
ﬁwwuhmm The House State Affairs Committee is the first committee
Lo %% referral for a piece of legislation the Resource
ER E%HEN%W Development Council strongly supports, SSHB 458.
&%%H%““m The goal of this legislation is to force administrative
IRECTORS/FOUNDERS* agencies to fully disclose the impacts of proposed
H mag regulations to the public. This bill will generate

n Arsenault - . . - -

WM Beisttme better public input for agencies proposing, amending or
R%Jﬁfﬁﬁ deleting regulations.

?exande%m éefliSSO
Mm§met The Resource Development Council has consistently
A, Dpngen, supported legislation which improves the regulatory
PwéEsmw#y process. One obvious element of any such program must
m&nwﬁmmg include a positive and informative process for the

n R._Fondell adoption of new or changed regulations. SSHB 458 speaks
m%éﬁmN directly to this issue.

|char %ﬁ daII
108 w

E U5|be||| .

Eeverlly 6\/

Je Holleym&aw Ebrwtan

EX-OFFICIQ MEMBERS

Senator Te Eteve
Senator Fran

Govanor Bill Sheffield

MurEowsk|
Con%ressman Don Young

During the last six months a group within RDC has been
working on language we think would improve the
Administrative Procedures Act. Following are the
significant points of our proposal included in SSHB 458.

1) Estimates of the costs or savings which will be
incurred by private persons and entities directly
affected as a result of the regulatory change will be
included in the public record. We want to shed light on
the monetary impacts that seemingly "harmless””
regulations have on the private sector. With this
cost/benefit information, the merits of a regulatory
change can be better evaluated.

2) An agency must hold a public hearing on a regulatory
change if a hearing is specifically requested by at least
ten individuals. This will mandate broader public
involvement in regulatory issues where demonstrated
concern exists.

3) Agencies must adopt proposed regulations within one
year. At present, an agency can promulgate regulations,
withdraw them, and then adopt them years later without
notice. We want to limit the time between initial
promulgation and adoption to one year. After a year,
proposed regulations must be resubmitted for public
review.



Representative Katie Hurley
February 14, 1986
page 2

4) If an agency chooses to deny a petition requesting a regulatory
change it must defend its position with a statement of reasons for
the denial.

.,) Every agency must keep a complete record of all public comment
on regulatory changes. This record will be available to the
public.

6) An agency promulgating a proposed regulatory change must prepare
a statement of the justification of need. This statement must
include a description of the problem the regulation addresses, the
purpose of the regulation, 1identification of the support material
on which the regulation relies and a description of potential
alternatives.

7) Any agency must prepare a final statement of justification of
need concerning adopted regulations which would include the
complete text of the regulation, a summary of each comment and
objection and a defense of the adopted regulation against the
proposed objections or amendments.

We are basically attempting to change the Administrative Procedures
Act to insure that regulatory changes are well thought out,
necessary and defensible. We feel this process needs to take place
with as much public oversight as is reasonable. Our goal 1is not
necessarily to see fewer regulations generated- although that may
be the impact; we are interested in seeing better regulations.

The Resource Development Council would appreciate an opportunity to
present testimony on this bill to a hearing of the House State
Affairs Committee as soon as possible. A timely hearing before
your committee is obviously essential to the success of the ideas
contained 1in this bill.

Thank you for your consideration,

RESOU )EVELOPME COUNCIL
for .agfta, Inc.

Paula P. Easley
Executive Director

cc: Members, House State Affairs Committ
Representative Marco Pignalberi 1/*"
Phil Holdsworth
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|, the under'gned, an employee of the State of Alaska, do hereby certify
that the microfilm images on this microform are accurate reproductions
of the original records of the State of Alaska as accumulated during the
reqular course of business, and that it is the established policy and practice
of this State to microfilm its records and to dispose of the original records

after microfilm reproductions have been made.

Date

02-519 (REV0O/78)






LIST OF BACK-UP MATERIALS FOR HB 465
February 10, 1986
HB 465 - An Act relating to fiscal matters involving the state
and persons doing business In the Republic of South Africa.
Letter from Rep. Don Clocksin, sponsor, dated 12/30/85.

Testimony from Robert B. Zevin, Economist and Senior Vice
President, United States Trust Company of Boston.

Letter and attachments from Commissioner Mary Nordale,
Department of Revenue, dated 12/16/85.

State Restrictions on Public Investments in Companies Doing

Business iIn South Africa, from July 1985 National Conference
of State Legislatures.

American Corporations With Direct Investments in South Africa
(cross checked with State of Alaska, Department of
Administration Vendor List dated 2/3/86).

List of all U.S. corporations that do business in South Africa
and Alaska (from Alaska Permanent Fund).

List of all stocks the Permanent Fund owns in U.S. companies
doing business In South Africa.

South Africa: Questions and Answers on Divestment, from
American Committee on Africa.

South African Fact Sheet.

Press Clippings.



REPRESENTATIVE DON CLOCKSIN
Alaska House of Representatives

1024 WEST SIXTH AVENUE
ANCHORAGE. ALASKA 09501
MAJORITY LEADER (907) 274-4031

WHILE IN JUNEAU:
POUCH V
JUNEAU, ALASKA 99811
(907) 465-3704

Rep. Katie Hurley, Chair December 30, 1985
House State Affairs Committee

1024 W 6th Avenue

Anchorage, Alaska 99501

Dear Representative Hurley:

When you held hearings in September on HOR 17, relatinq to state
investments in South Africa, | indicated | would be filing legislation on
the issue. It appeared that, although HCR 17 created much discussion, it
would be necessary to mandate disinvestment by a change in the law. The
attached pre-filed bill does that.

The bill takes several steps in our effort toward disinvestment.

1) It requires withdrawal of state funds from companies doing business in
South Africa no later than December 31, 19S8.

2) During the period before total divestment, state agencies with South
African investments will vote the stock in a manner designed to
encourage disinvestment.

3) A state agency may not purchase products made in South Africa and is
encouraged not to do other ousiness with companies involved in South

Africa.

4) State agencies and the Governor will submit annual reports on the
progress made toward disinvestment.

~ Continuing developments in South Africa make it clear that strong
action is necessary. As Alaskans we have the right to decide our money
should not be spent to support the racist South African government.

| am requesting that this bill be referred to you committee. | hope
early action can be taken on it.

~ Thank you very much f_ordyo_ur support on this issue,and | hope this
bill addresses concerns raised in your committee.



ON THE CONSEQUENCES OF DIVESTING ALL SEOLRITIES OF FIRVS DOING
BUSINESS IN OR WITH SCUIH AFRICA AND NAMIBIA FRCM LARGE
INVESTMENT PORTFOLIOS

BEFORE THE STATE AHFAIRS COWITTEE OF THE STATE OF ALSAKA HOUSE
OF REPRESENTATIVES, HEBRUARY 10, 1986

BY ROBERT B. ZEVIN, ECONOMIST AND SENIOR VICE PRESIDENT

Members of the State Affairs Caomittee, | am pleased to
share my knowledge and experience with you by way of this
written testimony. 1 hope 1t will be helpful to you In deciding
whether and hew you can proceed to achieve inplementation of
divestiment of South Africa related businesses frcan your
investment portfoliocs.

My qualifications to address this topic include the
folloving. 1 hold a Ri.D. i1n econamics from Harvard University.
I have taught econamics and Investiments at Berkeley, Boston
University, Colunbia and currently at Harvard. 1 have been a
professional Investment manager since 1967. Rt then until
1975 1 was the proprietor of my own registered, investment
counseling firm.  Since 1975, 1 have been continuously iIn charge
of investment policy and until 1980 the chief executive officer
of the Trust Department and Asset Management Division of the
United States Trust Company of Boston.

Throughout the past 19 years 1, and the firms with which |
have been associated, have managed funds that were completely
free of securities of firms doing business iIn South Africa.

Thus 1 believe that 1 and my bank have more experience, managing
more money, Tor more years subject to a camplete South Africa
exclusion than any other Investment person or firm in the world.

Although U.S. Trust™s investment management business has
gromn rapidly, we still manage only about $550 million.
Honvever, we have served on numerous occasions In the past dozen
years as professional advisors to multi-billion dollar
portfolios with respect to gereral Investment policy ad
specific divestment issues. These include the City of New York
corbined Retirement Systens, the States of Connecticut and
Massachusetts, and a major national church. We have also been
invited about 100 times In the past two years to provide expert
testimony to universities, city coucils, state legislatures ad
the U.S. Congress.



When 1 began managing South Africa free portfolics, |1 told
my clients that they would have to expect sare corbination of
lonver retum and higher risk as a consequence of thelr
divestment decisions. This was and still i1s the conventional
wisdom. After all, divestment meant throving away what was then
about half the market value of the Standard & Poor™s 500 Stock
Index. Hew could anyone do as well fighting with one arm tied
behind his or her back?

About 10 years ap, | realized that the results in our Soutn
Africa free portfolios were better than this logic suggested.
Our South Africa free accounts were doing just as well as our
unrestricted accounts. OF course this could be because we
Ezl)rchased seaurities In the sare South Africa free companies for

th types of accounts. Still, both types outperformed the
stock market averages and other professional managers by
substartial margins. And at the same time that they eamed
superior retums, these portfolios shewed less risk than the
stock market or other professional ly managed portfolios by all
of the usual measures of risk

For the entire 19 years our fully-divested, all stock
portfolios have outperformed the stock market by about 4% a year
on a risk-adjusted basis and our balanced portfoliocs have
outperformed balanced funds by about the same margin.

We tested these result by looking at the Standard & Poor™s
500 Stock Average minus 143 campanies that we identified as
having a role i1n South Africa. We computed the quarterly
investment retum of this South Africa free S&P 357 for the ten
years, 1972 through 1981. We found that the 357 outperformed
the 500 (including the same 37) by more than 1.5% a year. That
doesn™t sound like much; but, If you started with $3 billion
dollars and made an average 11.9% a year instead of 10% a year,
the difference at the end of ten years would amount to $1,128
billion. In our study, we found no statistical evidence that
ﬂsﬁs}umperior performance was reliable enough to forecast into

re

We also found that the two most common measures of risk
produced very moderate estimates when applied to the portfolio
of 357 South Africa free stocks. That portfolio was not any
more wolatille, did not bounce up and dowmn any more or less, than
the 8P 500. The portfolio was also well diversified in the
sense that most of Its retum over a one or two year period,
versus a different one or two years, could be explained by the

in the comparable retum for the P 500. It was our
finding and 1t has been our rience, that portfolics that are
entirely South Africa free might do somewhat better or somewhat
worse than similarly managed unrestricted portfolios for periods
of a fe\INyears; but that the differences disappeared over longer
intenals.




There are new numerous academic and practical studies that
confirm our finding and our experience. A large number of
multi-billion dollar investment managers are offering various
South Africa free investment capabilities. All of them report
actual experience as well as theoretical studies identical to
our own. South Africa free index funds are available from
Alliance Capital and Loomis Sayles.

Indeed it is a curious fact that Wilshire Associates and
Trinity Investment Managment each manages retirement funds under
circumstances that would make them named fiduciaries in the
ERISA sense at the same time that their personell have authored
the leading articles questioning the investment prudence of
divestment. I am submitting with my testimony a copy of a
letter from me to the office of California Regent and Lieutenant
Governor Leo McCarthy, dated May 8, 1985. That letter provides
a detailed refutation of the Wilshire Associates article.

I believe that most of the critics of divestment also
believe that the evidence supports the viability of South Africa
free investing; otherwise they would not undertake, as
fiduciaries, to manage funds subject to such conditions. When 1
paraphrased the Wilshire article as suggesting that divestment
was imprudent, its authors objected vehemently that they had
said no such thing. They have also ca-seeded much else in
exchanges with me over the past nine months. But the important
thing is that they themselves manage South Africa free money for
the District of Columbia and have advised the State of
Massachusetts about selecting managers (including us) for South
Africa free investments

A policy of complete divestment still leaves ample roam for
implenventing diverse investment strategies and achieving optimal
combinations of return and risk. While a priori theory suggests
that one might not find the tallest mountain in the United
States after eliminating all the states east of the Mississippi
from the search, the actual lay of the land is such that this
exclusion doesn"t matter. A South Africa exclusion is similarly
inconsequential for the investment problem.

IT the set of South Africa free stocks closely duplicates
the perfromance of all stocks it follows that almost any
invesment style or strategy can be implemented after
divestment. Meaningful strategies involve being undiversified
so as to overweight areas that will provide superior
performance. Since the market is the sum of its ccmponeents it
must be true that virtually all major components are available
among the South Africa free stocks.



Hew can this be with sane 350 Investments excluded including
many of Arerica®s largest and best knewn campanies? The
divestment results are only a specific exarple of the gereral
Tinding that stock market movements can be decomposed INMto Six
to twelve primary components.  Some might cedi them names like
gronth, cyclical and resource. Others might discover beta,
yield and foreign exposure among the camponents. Everyone
agrees on their small nunber.  Superior Investment
consists of an ability to pick and choose among them.  The
availability of thousands of different stocks or eighty
different standard industries is sinply not inmportant.

For exarple, Investors can profit or avoid losses by
anticipating the price of oil. But, having done s0, it is not
to invest In the industry called "intermational oil*’
since the industry called "‘damestic oil'' contains many | .
well-managed companies that are not in Southem Africa which
will respond In the same way to oil price developements.

The real proof of these points is that the three largest
managers of divested portfoilios, Trinity, Wilshire Associates
and my bank, have all achieved the sare, superior results for
these portfolics as for the others that we manage. The only
strategy that cannot be completely implemented iIs an
overweighting of the biggest capitalization stocks. Sometinmes,
as 1In 1983 or 1972, this is a superior strategy which woulld not
be available to the South Africa free manager. Howewver, as a
long-ter strategy, emphasizing the size canponent has been a
surprisingly inferior strategy.

To the extent that Investing adds value by actively choosing
among stocks, bonds and cash and among major categories of
stocks, a South Africa exclusion is relatively unimportanit.  To
the extent that investment policy seeks to duplicate the
performance of a stock market average at mumimum transaction
ocost, divestment has little mmpact. On the other hard, 1T your
managers seek to own a portfolio of very large conpanies and to
hold them with very infrequent trading, then a divestment policy
will certainly have seme 1mpact on inrtial transaction costs and
on the ability to duplicate the characteristics of the original
portfolio in the replacement portfolio.

The attack an the feasibility of divestment has shifted fram
these questions to transactions costs which are said to grw
prohibitive for large portfolios. To the extent that divesment
mandates the sale of stocks that otherwise would not have been
sold and the reinvestment of the proceeds In South Africa free
holdings, tliere will be an 1nescapable additional cost.

In a study that 1 authored with SEI Funds Bvaluation, Inc.
for the State of Michigan®s $ 5.2 billion stock portfolio, we
have estimated this inrtial transaction cost at .3 (sales and
repurchases) of the value of the stocks that would not otherwise
have been divested.



There will also be an addition to annual transaction costs
as a result of investing in smaller companies that will be
traded more freguently at higher costs. Again, In our Michigan
study, we have estimated this as .1% of the proportion of the
portfolio affected. | have submitted the Micliigan study as an
exhibit to my testimony.

I have said nothing so far about bods. Divesting a bond
portfolio is far less problematic than divesting a stock
portfolio and we have seen that the latter is not much of a
problem. Corporate stocks are the entire universe of stocks;
but corporate bonds are only part of the universe of bonds.
There are also the bonds of United States goverment, its
agencies and numerous sovereign govermments and intemational
organizations. Moreover, individual bond selection i1s a less
important canponent of bond Investment results than individual
stock selection is of total stock results. Changes In interest
rates and changes iIn spreads between different maturities and
qualrties are the overwhelmingly Important components of bond
retums. To that extent, divestment restrictions have
relatively little inpect.
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CTAVic rfthic AO A A o BILL SHEFFIELD, GOVERNOR
Diriy A yjif 'L 1w
DKI»AHTME!IVT OF HEVE-VFE

JUNEAU. ALASKA 99311
PHONE: (907) 465-2300

OFFICE OF THE COMMISSIONER

December 16, 1985

The Honorable Katherine T. Hurley
Chairman

House State Affairs Committee
10.24 West Sixth, Suite 200-A
Anchorage, AK 99801 / Fj r

Dear Representative T—Iu/lA)X‘V

I would like to respond to your letter of November 25 concerning the
financial consequences of divestiture of State funds invested in U.S.
corporations doing business in South Africa. I trust this response will
suffice to answer the same questions you asked of Commissioner Eleanor Andrews
in a letter which she has referred to me.

With respect to the Permanent Fund, |1 would like to refer your questions to
the Permanent Fund Corporation so that they may respond to you directly. I
shall answer your questions in the order presented with regard to all other
funds.

1. What is the breakdown of Alaska investments and public funds invested In
South Africa?

Please see the enclosed table which provides amounts as of September 30,
1985 which were invested in banks or corporations with operations in South
Africa. These banks and corporations were identified on the basis of a
January 1985 list of 234 companies published by the Investor Responsibility
Research Center (IRRC).

I would like to stress that no funds are invested by the State in South
Africa, either in the equity or debt securities of South African banks or
corporations, the debt securities of the South African government, or
directly in gold, property, or mortgage loans on property in South Africa.
It is even arguable whether State funds are invested indirectly in South
Africa since in purchasing securities of companies with operations in South
Africa State funds go to the seller of the security, not the company that
issued the security. (AlIl State purchases of corporate securities are in
the secondary market.)

I would like to note that the IRRC list is not necessarily an adequate
or fair measure of the significance of U.S. corporate activity in the South
African economy. Many other corporations without employees in South Africa
sell goods, either directly or through middlemen, or buy South African
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Hurley

exports— particularly strategic metals
in quantities which far outweigh

etc.-

activities of many companies on

These questions about the scope of
information-gathering problems
in South Africa.
the merger,

in today"s corporate world,
is quite

practical
of corporations involved
from 201 to 6,000. With all
activity going on
connections necessarily

That said, you will
of domestic common stock
percent of corporate bonds,
deposits were invested
September 30, 1985. It
stock investments
information to

The domestic companies
which were in South Africa,
Mobil, Xerox, |IBM, Kodak,
Johnson & Johnson, John Deere,
Boeing, Lilly, Hewlett-Packard,
household names.

2. What is the risk of
the degree of non-market risk?

is almost no risk of
in South Africa.

There
invest funds
and foreign multinational
South Africa.

Those corporations which actually have physical
The value of the South African assets
wealth that

are heavily capitalized.
small portion of their total

in which the State was
include General
Westinghouse,
NCR,
3M, Bristol-Meyer,

losing public funds
What

loss of public funds.
We invest some funds
corporations which may or

such as platinum, manganese, chrome,

in economic significance the

IRRC"s list.

economic activity as well as very

lead to widely divergent rosters
They vary in number of companies

divestiture, buy-out, and raider

monitoring of South African

imprecise.

note that the enclosed table shows that 40 percent
investments,
and 100 percent of
in firms with operations
is probable that the percentage for foreign common
is higher than domestic,
identify such companies at this time.

82 percent of commercial paper, 24
interest-bearing bank
in South Africa on

but we do not have any

invested on September 30,
Motors, Ford, General Electric,
Dow, DuPont, Gillette, Revlon,
Coca-Cola, Pepsico, Sohio, Good Year,
Singer, and many other

South Africa? what is
we don"t divest?

invested in
is the risk if

Again, we do not
in the stock of U.S.
may not do business in

in South Africa
is such a
loss of the entire value of those

assets

assets would not have material long-term affect on the value of the shares
of stock held by the retirement funds.

information from the "Statistics of Income Bulletin®®
published by the IRS and covering 1980, the most recent year available,
illustrates how peripheral South African operations are to U.S.
corporations. Assets of South African companies controlled by U.S.
corporations were $5.1 billion, less than 1/2 percent of the $1,457.5
billion in total assets of the 1,474 controlling corporations. The $493
million in taxable income from South African operations was slightly more

The following
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than 1/2 percent of the $77.7 billion in total taxable income for these
corporations and only 1 percent of their total taxaole income from foreign
sources.

Individual corporations which are heavily invested in assets in South
African would not be suitable as investment opportunities in any event.
Given current conditions in south Africa, such stocks would not accord with
the statutorily mandated "prudent investor rule."

A similar question is presented when discussing the stock of
corporations which trade with South African corporations but have no
physical assets located in South Africa. At that point one must examine
the volume of sales or purchases from South Africa-based companies to
determine the relationship to total sales or purchases. A significant
percentage of sales or purchases to total volume would indicate a degree” of
risk to the corporation which should not taken by the retirement funds,
again, 1in any event. Thus, a corporation dealing, for example, 1in South
African metals deemed of industrial or strategic importance would be a high
risk investment which would be inappropriate as an investment vehicle
unless that trading was a minor part of the corporation®s business.

As an illustration of these points, consider General Motors which has
an assembly plant and distribution network in South Africa. The retirement
funds® risk depends on the United States economy, GM"s worldwide sales, and

foreign competition, particularly from the Japanese. Loss of all GM's
assets in South Africa would have negligible effect on share values or
profits.

Non-market risks associated with divestment include the need to
diversify investments and to assure liquidity. Some of the problems 1in
doing so are addressed in articles enclosed with this letter.

3. How would limiting the portfolio to non-South Africa investments affect
performance in the short and long term?

Enclosed is a calculation of the effect on the retirement funds”®
performance estimated over a five-year period. As you can see, the overall
loss is estimated at approximately $178 million. This is not a dollar
outflow but a loss of opportunity. The effect on the retirement funds
would be to increase the required employer contributions.

The retirement fund employer contribution rates are set annually at a
level to fund retirement benefits for current employees as well as to

retire the accumulated unfunded liability over a 25-year period. Both
funds are deemed on an actuarial basis to be funded in excess of 80
percent. We are gradually liquidating the balance to achieve 100 percent

funding. The rate of liquidation of the unfunded liability has been
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accelerated because of the performance of the funds"™ portfolios. However,
were the retirement funds constrained in the scope and quality of their
investments, we might be unable to adhere to the liquidation schedule under
the present contribution rates. If that were to occur, rate increases
would be applied not only to the State but to all of the municipalities and
school districts who are members of the funds. Enclosed are lists of these
other employer members and their contribution rates.

Also enclosed are three documents that provide some background on the
effect of South African divestiture on in-estment performance. One- "South
African Divestment: The Investment Issues" - is a research piece that
appeared in the Financial Analysts Journal. The other two are letters fronm
Trinity Investment Management Corporation to the New Jersey Department of
Treasury that point out some of the very practical problems that divestment
poses for investment performance.

4. What would be the effect of divestment if it were conducted gradually over
a two, six, twelve, or twenty-four month period?

The only prudent time frame for divestment would befive years unless
extraordinary losses were acceptable. In order to adhere to any extent to
the prudent investor rule, replacementinvestments must be sought which
will minimize risk. Because the fundswould be limited to corporations of
lower capitalization, the amounts invested in any one firm would have to be
scaled down. Thus, finding alternatives and achieving a balanced portfolio
would take several years. It could not be accomplished in months if the
prudent investor rule is retained.

5. If the State decided to divest, what would be the actual transaction costs?

The following estimate of trading costs is based on an analysis by
Thomas Loeb as summarized in the "South African Divestment: The Investment
Issues” article. The estimate induces direct broker commission costs,
market-maker spreads, and the impact on price as a result of trading.

The one-time cost of selling South Africa-related stocks would be 1.5
percent, or $2,190,000, of the value of the stocks sold, $146, 100,000 as
of September 30, 1935. If the State V/ece to buy South Africa-free
replacement stocks (which 1is not assumed in the enclosed estimate of
portfolio performance, rather South Africa-related stocks are replaced with
fixed income securities whose acquisition cost would be less than stocks),
the acquisition cost would be $3,300,000 as ci September 30, 1985. These
costs would increase in the future as the State"s stock portfolio grows and
the average size of the State"s position in any one stock increases.

The size of stock holdings in any one company is important because the
greater the size of the holdings, relative to a company"s total market
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capitalization, the greater the impact a trade of that holding has on
market prices. The average position size of the State"s holdings of any
one company on September 30, 1985 was $1,078,000. Interpolation of the
Loeb analysis for a position of this size means that the State would incur
trading costs of 1.5 percent for South Africa-related companies (large blue
chips) as opposed to 2.3 percent for replacement stocks (small
capitalization stocks).

A second trading cost effect would be attributable to divestment
because of the .8 percent higher cost of trading the replacement stocks on
an on-going basis. For the first quarter of FY 86, total domestic common
stock sales and purchases for the retirement systems were $131 million, or
$524 million at an annual rate. Multiplying the September 30, 1985 ratio
of South Africa-related stocks in the retirement system, 40 percent, by the
.8 percent higher trading costs that would be incurred permanently on the
turnover in this portion of the portfolio, and the projected $524 million
turnover for FY 86, one gets an increase in FY 86 trading costs related to
divestment of $1,677,195. Escalating this cost by the projected growth in
the retirement funds stock portfolios (as contained in James Wilson"s
enclosed memo) one would get the following annual and total trading costs
for divestment:

Divestment®"s Effect on Trading Costs

Annual increased Turnover Costs

FY 86 $ 1,677,195
FYy 87 2,322,770
FY 88 2,961,855
FY 39 “= 3,656,090
FY 90 4,335,010
Total Increased Turnover Costs $15,003,920

One-Time Divestment Costs

Sale 2,190,000
Purchase 3,300,000
Total Five-Year Trading Costs $20,493,000

In conclusion, the Department of Revenue believes that there would be
significant costs attached to a South African-related divestment program. In
addition to the approximately $200 million in opportunity losses and
transaction costs detailed in this letter, there would be real if
non-quantifiable costs for additional administrative efforts to monitor and
ensure compliance.
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In the 1970s and early 1980s, corporations of lesser capitalization
out-performed the blue chips which constitute the core of State investment
portfolios. Because of this, there are those who will assert that divestment
would not harm investment performance, even though the record for small
capitalization stocks since 1981 has not been good.

Small capitalization stocks are more risky and the returns from them more
volatile. It is widely recognized in the research literature on this issue
that no study has addressed what the returns would be for a South Africa-free
portfolio that is restructured so as to maintain the same level of risk. The
returns might not necessarily be greater than portfolios with South
Africa-related stocks.

The possibility of diminished returns would be compounded in Alaska®s case
because of statutory restrictions on investments that are designed precisely
to avoid greater risk. Such statutory provisions as limiting common stock
investments to companies that have paid dividends in each of the last three
years would be a much more onerous restriction if the field were limited to
small company stocks rather than blue chips.

Thus, divestment cannot be viewed in isolation but must beconsidered in
light of the overall risk posture of State investments. Divestment would
precipitate a major restructuring of State investment portfolios with results
that would be less than certain.

If there is any additional information that the Department canprovide or
if you have additional questions, please let me know.

MAN/M3/gb
85-125

Enclosures



STATE OF ALASKA

PUBLIC EMPLOYEES®" RETIREMENT FUND
Employer Contribution Rates
Fiscal Year 1984 -

Employer Percentage

Alaska, State of

Policemen, Firemen 19.50

Inland Boatmen 141si

All Other Employees 13120
Alaska Housing Finance Corporation 13.70
Alaska Municipal League 29.79
Alaska State Housing Authority 17102
Alaska, University of 12.04
Alaska, University of, Geophysical

Institute 12.04
Aleutian Region School District 8.62
Anchorage, Municipality of 14.83
Anchorage School District 15.29
Annette Island School District 10.10
Barrow, City of 12.60
Bering Straits School District 11.46
Bethel, City of 12.58
Bristol Bay Borough 8.45
Bristol Bay Borough SchoolDistrict 15.96
Chatham School District 11.62
Chugach Regional SchoolDistrict 7.94
Copper River School District 9.08
Cordova, City of 16.23
Cordova Community Hospital 10.10
Cordova Public Schools 16.34
Craig, City of 10.14
Dillingham, City of 10.00
Fairbanks, City of 16.98
Fairbanks Public Utilities 16.98
Fairbanks North Star Borough 11.57
Fairbanks North Star Borough School

District 11.57
Fort Yukon, City of 12.54
Galena, City of 13.28
Galena City Schools 11.93
Haines Borough 13.73
Haines, City of 12.10
Hoonah City Schools 12.26
Hydaburg City School District 12.03
Iditarod Area Schools 10.88
Juneau Borough Schools 13.19
Juneau, City and Borough of 10.89
Kenai, City of 9.88
Kenai Peninsula Borough 14.39
Kenai Peninsula Borough School District 15.42
Ketchikan, City of 23.50
Ketchikan Gateway Borough 11.75

-35-



STATE OF ALASKA

PUBLIC EMPLOYEES®™ RETIREMENT FUND
Employer Contribution Rates
Fiscal Year 1984

Continued
Employer Percentage

Ketchikan Gateway Borough School District 15.72
King Cove, City of 10.30
King Cove City School District 12.46
Kodiak, City of 13.29
Kodiak Island Borough 12.17
Kodiak Island Borough School District 13.35
Kotzebue, City of 11.53
Kuspuk School District 11.17
Lake & Peninsula School District 11.%-
Lower Kuskokwim School District 10.28
Lower Yukon School District 10.54
Matanuska-Susitna Borough 13.42
Matanuska-Susitna Borough School District 13.42
Nenana, City of 1497
Nenana City Public Schools 13.64
Nome, City of 15.66
Nome City Schools 13.39
Nome Joint Utilities 7.41
North Pacific Fisheries Mgt. Council 10.89
North Pole, City of 12.81
North Slope Borough 10.29
North Slope Borough School District 11.01
Northwest Arctic School District 10.06
Palmer, City of 14.98
Petersburg, City of 15.45
Petersburg General Hospital 15.45
Pribilof Region School District 9.70
Railbelt School District 10.42
Saint Paul, City of 9.55
Sand Point, City of 11.29
Sane Point City School District 11.19
Saxman, City of 12.03
Seward, City of 15.21
Sitka, City and Borough of 16.68
Sitka Community Hospital 11.84
Sitka Borough School District 16.68
Skagway, City of 16.97
Soldotna, City of 10.88
Southeast Islands School District 10.13
Southeast Regional Resource Center 11.37
Southwest Region Schools 10.44
Tanana, City of 12.03
Tanana City School District 12.03
Unalakleet, City of 13.89
Unalaska, City of 11.63

-36-



STATE OF ALASKA

PUBLIC EMPLOYEES® RETIREMENT FUND
Employer Contribution Rates

Continued
Employer

Valdez, City of

Valdez City Schools

Wasilla, City of

Wrangell, City of

Wrangell City Schools

Yukon Flats School District
Yukon Koyukuk School District

Fiscal

Year 1984 =

-37-

Percentage

11.23
10.91
12.03
13.06
20.11

8.82
11.85



STATE OF ALASKA
TEACHERS®" RETIREMENT FUND
Employer Contribution Rates

Fiscal Year 1984

Employer

Adak Region School District
Alaska Gateway Schools
Alaska, University of
Alaska, Unviersity of, Geophysical
Institute
Aleutian Region School District
Anchorage School District
Annette Island School District
Association of Alaska School Boards
Bering Straits School District
Bristol Bay Borough School District
Chatham School District
Chugach Regional School District
Copper River School District
Cordova School District
Craig School District
Delta-Greely School District
Department of Education,
State of Alaska
Dillingham School District
Fairbanks North Star Borough School
District
Galena City School District
Haines City Schools
Hoonan City Schools
Hydaburg City School District
Iditarod Area School District
Juneau Borough School District
Kake City Schools
Kenai Peninsula Borough School District
Ketchikan Gateway Borough School District
King Cove City School District
Klawcck City Schools
Kodiak Island Borough School District
Kuspuk Schcol District
Lake i. Peninsula School District
Lower Kuskokwim School District
Lower Yukon School District
Matanuska-Susitna Borough School District
National Education Association
Nenana City Public Schools
Nome City Schools
North Slope Borough School District
Northwest Arctic School District
Pelican School District
Petersburg City Schools

-61-

Percentage

8.71

Ile 1 ales

saakopdu3



STATE OF ALASKA
TEACHERS® RETIREMENT FUND
Employer Contribution Rates
Fiscal Year 1984

Continued
Employer

Pribilof Region School District
Rail belt School District

Sand Point City School District
Sitka Borough School District
Skagway City School District
Southeast Islands School District
Southeast Regional Resource Center
Southwest Region School District
St. Mary"s School District

State Legislature

Tanana School District

Valdez City Schools

Wrangell Public Schools

Yakutat School District

Yukon Flats School District

Yukon Koyukuk School District



hv Wayne H. Wagner, Allen Emkin and Richard L. Dixon

Divestment restrictions on companies that do business in South Africa may have sub-
stantial impacts on the investment managementactivitiesof largeportfolios. In general,
they will increase investment risk, reduce investment and diversification opportunities,
and increase the costs of research, trading and administration. Large funds may have to-
alter their investment targets and restructure their investment process.



by Wavne H. Wagner, Allen Emkin and Richard L. Dixon

M ore and more U.S.

pension plans from

cities and states are weighing legislation

that would restrict public

investing in companies thatdo business in South Africa. Divestment has

potentially serious implications for the investment policies and practices of large funds.

Consider what happens ifeach ofthe 152 South A frican-related companies in the Standard

& Poor's 500 is replaced by the largest

A lternative Universeamounts to less than 62 percentofthe capitalization value of the

S&P 500.

capitalization iveights of some industries

equipmentd are more than halved.

measured

"unrestricted” company in its industnj.

Large multinational companies are replaced by smaller, domestic companies.
(including drugs,
The Alternative

In/ beta, and 3 per cent less diversification than

The new
"old "
The
motor vehicles and product
Universe has S per cent more risk, US

the S&P 500.

A pension fund restricted to this universe may expect higher trading and adm inistrative

costs inasmuch as its portfolios

-will contain smaller,

riskier and less liquid companies. The

larger the fund, the more likely it will have to restructure its plan investments com pletely in

order to achieve targeted risk/return goals.

COALITION’ OF RELIGIOUS, political
and labor groups opposed to South Af-
rica's race policies is placing increasing

" ... such a restrictive policy really is not all that
inhibiting."2
"A skilled investment manager should be confi-

pressure on public pension funds to restrict @ént that exemplary returns can be achieved within

eliminate investments in companies doing busi-
ness in South Africa. Massachusetts, Connecti-
cut and Nebraska. New York City. Philadelphia
and Washington. D.C. have already imposed
»uch restrictions on their pension fund portfo-
lios. This article does not attempt to address the
moral, political or ethical issues involved. Rath-
er. it addresses the practical implications of
divestment for pension tund managers.

Several studies have argued that prohibitions
on investment in bouth African-related compa-
nies would not have a significant impact on
pension lund portfolios:

The etfect on portfolio ri*k ol excluding the com-
panies operating in bouth Africa ... is. contrary to
intuition, not particularly important.”1

| Km>lhnU"» appear at end ol article.

the guidelines of the proposed legislation."1

According to the opinions gathered for the
W.jhington, D.C. Retirement Board, profes-
sional investment managers disagree. The vast
majority of managers felt that performance
would be reduced. Nine out of 10 thought

diversification would be hampered. Three out*»

of four thought that quality would be impaired.
Half said they would refuse to accept fiduciary'
responsibility under such conditions.

The National Association of State investment
Officers, concerned about compromising fidu-

IVviit™ IViiywr is Clucf Investment Officer ot Wilshire
Associates * Asset Management Division. Allen Enikiu is
Senior Associate of W'ilsliire Associates' Pension Consult-
ing Division. Richanl L. Dixon is on Analyst in Wilshire
Associates' Asset Management Division.



ctary responsibilities, has adopted a resolution
opposing laws that force managers to make
investments based on "anything but the best
interests of pension tund members. ' State re-
tirement officers also question whether it is
possible to implement restrictions, particularly
on large portfolios, without reducing invest-
ment opportunities and, ultimately, investment
results.

Investment officers, advocates of divestment
and previous studies all agree that divestment
restnctions have minimal practical effects on
portfolios of S50 million or less. But what about

larger funds that have billions of dollars to in-

vest? Would they be able to continue their current
risk-reward strategies to fund future benefits, or
would radical restructuring be required?

The Scope of the Challenge
A list or all companies with employees in South

Africa or business relations with the govern-

ment of South Africa includes 229 companies
with a market capitalization on December 31,
1983 of over S600 billion. This represents over
half the total capitalization of the Standard &

Choi's 500 (often considered to be the "opportu-

nity set" for institutional investors) and almost
35 per cent of the weight of all common stocks

as represented by the Wilshire 5000 index. In-

cluded are 31 of the 50 largest U.S. companies—
such institutional favorites as IBM, Exxon,
Merck and 3M—and 49 of the 100 largest.

The 229 companies on the list tend to be

concentrated in those industries whose prod-

ucts or production processes are readily trans-
portable and whose maturity, size and product
acceptance have led them toward international
markets. As Table | shows, companies on the
list account for virtually all of the capitalization

weight of some S&P 500 industry groups and
large percentages of others. Utilities, trucking,
real estate, and other industries that are bv
nature domestic are not heavilv represented bv
the companies on the iist.

The size of a company and its industry clearlv
atfect the probability of its being on a divest-
ment list. Companies that are too small or too
localized to have developed international mar-
kets are not likely to be attected bv investment
restrictions. Unfortunately, neither are these
companies likelv to otter the reduction in risk
available from the size, financial strength, diver-
sification of product line and dispersion ot mar-
kets enjoyed by the large, international compa-
nies that are the likely candidates tor any
"prohibited" list. The challenge t.r restricted
investment managers, then, is to construct trom
a reduced universe of smaller, generally riskier
companies, porttolios that otter, at comparable
risk levels, returns comparable to those ottered
by investments in large companies.

To analyze the effects ot divestment and to
examine the practical problems it creates, we
constructed an “alternative investment uni-
verse" that is tree ot South African influence.
We replaced each prohibited cui yanv in the
S&P 500 with another company in the same
industry. In total, 152 companies were replaced.
In ail cases, the substitutes were the largest
available American companies without South
African connections.

The Alternative Universe

At the end of the first quarter of 1984. the S&P
500"was worth over 51.175 million. The 152
companies doing business with South Africa
accounted tor 5554 billion of the S&P 500’s
capitalization value. Their 152 replacements

Table | Industry Weightings and Companies Eliminated by Divestment

0f S&P i00
Cap. Wf Elim-
Industry inated
[ndustrial Equipment V9
Banks ST
Photographic 93
Chemicals &
Dru«s * sr
Connlomerates 86
Tire itRubber 85
Office Equipment 84
Motor Vehicles 8l
International Oils 76

Largest compaill

Lhmmatt'd Replacement Cuntrany
General Electric Dover
Citicorp Texas Communications
Eastman Kodak Xidex
DuPont Diamond Shamrock
American llome Syntex

Prod.

MMM Greyhound
Goodyear Gencorp
[BM Commaodore

General Motors
Exxon

Mack Tracks
Murphy Oil (domestic oil)



were worth S107 billion. The Alternative Uni-
verse thus came to S72S hillion— iess than o2 per
cent ot the value ot the S&P 500.

Rates of Return

Some researchers have noted that the average
investment return on rhose companies that
would be affected bv divestment is significantly
lower than the returns on companies free of
South African connections. Indeed, it has been
suggested that investment results could actually
be improved by a divestment policy.

Our computations show that one dollar in-
vested five years ago in the 152-stock portfolio
of companies doing business in or with South
Africa would have grown bv now to SI.94,
including dividends. A dollar invested in the
152 replacement stocks would have grown to
S2.60—a difference in annual rate of return of
over 7 per cent. But what is the source of this
substantial difference?

Numerous studies have indicated that stocks
of small firms have been outperforming those of
large firms by substantial amounts.4 Wilshire
Associates estimates that the 500 largest U.S.
companies returned 9.7 per cent per year over
the last 10 years, whereas the second largest 500
returned 17.9 per cent annually.f The higher
return on the replacement portfolio may thus be
a reflection of this small firm effect.

Smaller, riskier companies promise higher
returns and. in recent years at least, have deliv-
ered them. But high returns do not accrue
without incurring greater investment risk. In
the down market trom July of 1983 through June
1984, the largest 500 stocks decreased in value
6.6 percent; the second largest 500declined 15.0
per cent.

Retirement plans are not free to take unlimit-
ed risks in pursuit of higher returns. The appro-
priate level ot risk depends on the actuarial
requirements of the plan, its funding status,
legal restrictions and the retirement board's
interpretation of fiduciary responsibility. All
these factors affect a tund's ability to bear added
risks in the hopes ot higher, but uncertain,
returns. Relative rates of return can be judged
onlv in the context of risk assumed.

Investment Risk

A portfolio's risk tolerance is appropriately
measured by its beta—i.e., its sensitivity to
changes in the overall market. The market, as
represented by the bescP 500, has a beta of 1.0. A

portfolio whose beta is greater than one is more
volatile than the market, whereas one with a
beta of less than one is less volatile. Another
measure of portfolio risk is its R-squared—its
degree of a diversification in comparison to the
market benchmark. The market, as proxied bv
the S&P 500, has an R-squared ot 1.0. An
actively managed portfolio concentrated in ta-
vored securities and sectors would bhe less diver-
sified than the market and have an R-squared
below the 1.0 indicating perfect diversification.
Most active equity portfolios have an R-squared
hetween 0.S0 and 0.92; the R-squares of index
funds approach 1.0.

The Alternative Universe is verv well diversi-
fied, having an R-squared of 0.968, partlv be-
cause of the high percentage of common hold-
ings with the S&P 500. Although well
diversified, it is riskier than the market, having
a beta of 1.08. The Alternative Universe will rise
or fall, on average, by 8 per cent tor every 1per
cent change in the S&P 500.

Uarge funds that employ a multiple manager
structure often specify a target beta as a means
of controlling total portfolio risk. To meet a
specified target with securities selected from the
riskier Alternative Universe, managers may ei-
ther have to select from among the least riskv
alternative stocks or hold larger cash positions.

Divestment may also involve strategic risks
that are more difficult to quantify than invest-
ment or diversification risk. For example, dur-
ing late 1983 and early 1984, energy was the
only sector to show positive price appreciation.n
But energy stocks would have been heavilv
affected by divestment restrictions. Divestment
may thus lead to diversification loss beyond the
manager's control; the fund must bear the risk
of foregoing profitable investment opportuni-
ties.

To construct the Alternative Unil .rse, some
large companies in the S&P 500 were replaced
by other, smaller companies in the same indus-
try. The relative importance of these industries”
was thus reduced in the Alternative Universe,
while industries less affected by divestment
gained in importance. Table Il shows how m-
dustry weights of the Alternative Universe dif-
fer from Iht weights of the S&P 500. Note that
the industries that have gained weight in the
Alternative Universe are primarily domestic in
nature. These industries are thus more suscepti-
ble to U.S. economic risk, which is not offset by
sales and earnings from foreign countries.



Table Il Industrv Weight Chanzes
ol 7 of ,

Industry S&P wo  Allcm.utve 7 DiTcreme
Business Mach. 8.7 31 -0
Inter. Oil 8.0 45 -3.5
Drues 6.2 31 -3.1.
Motor Vehicles 40 13 -
Prod. Equip. 4.1 2.0 24
[nsurance 2.2 3.3 -1.1
Railroads 19 3.0 -1.1
Paper 2.0 3.1 -1.1
Enerev Explor. 3.5 5.4 -1.9
Demesne Qil 6.6 8.9 -2.3
Utilities 5.6 8.8 -3.2
Telephone 58 9.2 -3.4

Investment Desirability and Quality

Value Line publishes Timeliness Ratings,
which measure stocks' anticipated 12-month
price pertormance. and Safety Ratings, which
measure companies' relative financial strengths.'
Table Wl compares the S&P 500 and the Alterna-
tive Universe on the basis of the distribution of
timeliness ranks.

The Alternative Universe contains almost as
maqv companies ranked in the top two catego-
ries for timeliness as the S&P 500. However,
their capitalization value is substantially less.
Institutions currently hold S203 billion of the top
rated stocks, representing 41 per cent of the
total institutional holdings in S&P 500 stocks.
Divestment would reduce institutional holdings
of top rated stocks by SI 10 billion; only 34 per
cent of institutional holdings would be top
rated.

The effects of divestment on Safetv Rating are
shown in Table IV. In terms of top Safetv
Ratings, the Alternative Universe tails short ot
the S&P 500 by 42 companies and S372 billion in
market capitalization. Companies rated highlv
for safety represent 59 per cent of the market
capitalization of the S&P 500 but onlv 43 per
cent of the Alternative Universe. Institutional
managers now have 58 per cent of their S&P 500
holdings in the top Safetv Ratings; onlv 42 per
cent of institutional holdings in the Alternative
Universe are top rated in safetv.

Restricted institutional managers attempting
to maintain the- same standards ot portfolio
desirability and safety would be forced to com-
pete for the smaller share ot top rated Alterna-
tive Universe companies. If all institutional
managers were subject to the same constraints,
S285 billion of current investments in high safe-
ty companies and 5203 billion ot current invest-
ments in high desirability companies could be
forced into SI16 billion worth ot high safety
companies and 593 billion worth of high desir-
ability companies in the Alternative Universe. It
seems clear that only smaller tunds could easilv
make such a transition without compromising
portfolio attractiveness and, in particular, in-
vestment safety.

Liquidity and Trading Costs

Liquidity is one of the kev areas m which
large funds may experience dnticulties not en-
countered by smaller funds. Thomas Loeb con-
structed a table of actual dealer quotes to show
how company size and trade size aftect trnnsac-

Table ill  Proportions of S&P 500 in Top Two Value Line Timeliness Ranks
Institutional
Sumter Capitalization '} of Total Holdouts
Ur.itrrse of Slacks {billions nl dollars/ Ct]>. ‘billions oi dollars/ rr ol hist. Hold.
S&P 500 137 m 37 203 ' 71
Alternative 133 - 216 22 2L5 54
Difference 4 324 T ut ~
Table IV Proportions of S&P sy in Top Two Value Line Safetv Ranks
institutional
sumbrr Capitalization T _Lloldmys
UllVETse 0" Sti\'ks Ibillions ol dollar-/ Total c.tr. 'billions ol dollars1 *Tol In>t. Hold.
S&P 500‘ 179 688 59 285 5.H
A!ternanve 137 316 43 116 42
Difference 42 372 lh 169 16



tion costs.s Loeb's cost of trading includes direct
commission costs, market-maker spreads and
trading impact.

According to Loeb's study, larger trade sizes
lead to higher trading costs. For example, the
cost of acquiring a S250/000 position in a billion
dollar company is estimated to be 1.6 per cent,
whereas a trade of S2.5 million—10 times the
size—would cost 3.9 per cent, or more than
double. Similarly, trading in smaller companies
is significantly more expensive than trading in
larger companies. A S500.000 trade involving a
S100 million company is more than twice as
expensive as a $100.000 dollar trade involving a
billion dollar company (4.1 per cent vs. 2.0 per
cent).

We used Loeb's figures to estimate transac-
tion costs for acquiring (or selling) S$25.000,
$250.000 and S2,500,000 positions in each of the
152 companies involved in South Africa and
their 152 replacements. These three position
sizes imply equally weighted portfolios of S3.8
million, 538 million and S380 million. Table V
shows the results. The replacement companies
are significantly more expensive to trade than
the -*iginal companies because of company
size. Furthermore, the cost of trading increases
as fund size increases.

The problem mav be even more severe than
Table V suggests. B. cause large portions of
many of the smaller replacement companies are
held bv companv officers and emplovees, the
amount of stock actually available on the open
market is in many cases substantially less than
the apparent supply. Furthermore, if restric-
tions were implemented at about the same time,
large funds' demand for replacement stocks
could raise execution costs significantly higher.
Finally, the higher transaction costs will persist
after initial portfolio adjustment, as restricted

Table V Transaction Costs
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Under 100 1 1
100-500 19
500-1.000 2 b7
1.000-1.500 20 i
Over 1.500 9 10

South Alrican-Kelated
Average Cost
Reglacement Averace
ost (<

portfolios continue to trade among generailv
smaller companies.

Research and Administrative Costs

The larger a company and the greater its
institutional ownership, the easier it is to obtain
reliable information about it. The replacement
companies in the Alternative Universe are less
well known than their counterparts and are
currently tollowed bv fewer analysts. Brokerage
house analysts submitted to Lynch, [ones &
Ryan's LB E.S Service an average of 19.9 esti-
mates on each ot the companies involved in
South Africa, but onlv 10.9 estimates on each
replacement company.” It may be expected that
funds would require additional manpower to
follow the replacement companies.

In addition, to the extent that the replacement
stocks are riskier, hence subiect to more rre-
quent changes in fortune, higher turnover—
executed at higher transaction rates—can be
expected. More transactions lead to higher cus-
todial activity, hence higher administrative
costs.

Implications for Management Style
In the investment environment ot the 19,S0s.
managers are often retained as specialists, uti-
lizing specific investment skills to attain particu-
lar investment oblectives. Plan sponsors otten
hire a complementary set of managers, hoping
to employ different expert manager skills within
the context of an overall objective and structure.
Not all management styles would be equally
affected by restrictions on South African compa-
nies. An "emerging growth" manager, for ex-
ample, would be likely to be less affected than a
"core" manager. Table VI gives some idea of
how divestment might affect management
structure. Core-oriented managers would be

‘M Tron*acllOn Coil lor l'onlion Bf

\25 000 S150.tr . S2.5iiit.iHin
20 5.0 7.9
11 I.h 4.0
10 I.h 19
1.0 14 11
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1.0 15 17



Table VI Manager Style and Divestment Effeds

- 0f. 1
El:m»hvat i"A"
Paasixe Core T
Active Core 40 097
Yield Defensive 46 0w
Rotator 46 l) 33
Contrarian 26 -V
small Cap 26 0.73
Growth 3 < 36
Aqgaresstve Grow s tl.nK
Combined 3 0.94

affected the most, hecause they tend to hold the
"blue chip" investments that are most atfected
by divestment. Growth-oriented managers
would be less affected, but would face higher
market risk (beta) and less diversification.

The growth and risk-oriented portfolios of
most muitimanager plans represent a substan-
tially smaller part of the total fund than the core
portfolio. With divestment, core manaqgers
would be forced either to hold largeramuunts of
securities not eliminated as a resuit ot divest-
ment or to select new companies from the
Alternative Universe without changing the tar-
get portfolio characteristics.

If divestment makes it impossible for the core
managers to hold to target investment charac-
teristics. the plan administrator may have to
compensate by requiring growth stock manag-
ers to lower their risk-taking. This would imply
a complete restructuring of plan investments.
How any particular manager would adjust is
heyond our speculation, but the evidence cited
above indicates that restructuring would not be
simple or inexpensive.

One other factor should be considered. Many
investment management and brokerage tirms
are part of or affiliated with companies on the
divestment list. In particular most of the larg-
est. best capitalized and most trequentlv used
brokerage and investment banking firms have
contacts with South Africa. Use ot the services
of these organizations would presumably be
prohibited under a divestment poiicv.

Fixed Income Management

The implications of divestment for tixed in-

come portfolios are similar to those for equity
porttolios—a smaller universe of corporate is-
sues with lower average quality. At the end of
19S3, the amount of outstanding corporate debt
rated Baa or higher by Moody's approximated
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5300 billion. Of this, the 132 Sfd” W companies
doing business with South \trica accounted tor
5133 billion, or -14 per cent. Ihe 132 replacement
companies had only 52S billion in outstanding
debt at the end ot 1gS3. Ihe tidal amount ot
corporate debt available trom the Alternative
Universe was 3195 billion. Hits represents a 35
per cent reduction in the amount ot corporate
debt securities.

Furthermore, the corporate debt universe un-
der divestment is ot lower average qualitv. lhe
companies that would be eliminated bv divest-
ment are larger, tinanciallv stronger and more
diversified than the replacement companies.
Table VII compares the original and replace-
ment companies in terms ot the distribution of
corporate debt bv Moody's ratings.

Ninetv-two per cent ot the securities that
would be eliminated by divestment are rated
Baa or better, versus only 72 per cent ot the debt
securities ot the replacement companies. Fixed
income managers subject to divestment will
have lubstantiauv less corporate debt ot invest-
ment grade available. They would have to ac-
cept lower quality bonds or compete for the
remaining higher quality issues.

Table VIl Corporate Debt Outstanding
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Table VI Effects on Commercial Paper Quahtv
j
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The effects of divestment on fixed income
managers are softened, however, by the large
supply of government issues available. At the
end of 19S3, government and corporate bonds
outstanding amounted to approximately S954
billion, only 12 per cent of which was related to
South Africa. When government debt is includ-
ed. 85 per cent of the debt securities tree of
South African influence are rated Baa or higher
by Moody's. The effects of divestment would
thus be telt most by managers who take advan-
tage ot higher yields from corporate issues and
by managers who actively move from industry
to industry to take advantage of yield spreads.

Cash Management

Cash management will be atfected if manag-
ers are not permitted to purchase the commer-
cial paper of companies doing business with
South Atrtca or certiticates of deposit of banks
lending money to South African husinesses or
government agencies. Prime commercial paper
is typically issued on an unsecured basis only by
large, financially secure, diversified corpora-
tions, such as the companies on the divestment
list. Most other companies are unable to issue
commercial paper unless itisinsured or guaran-
teed. Thus divestment would reduce the uni-
verse ot companies issuing commercial paper
and its average quality.

Table VIII shows the distribution of Moody's
commercial paper ratings for the 152 companies
on the diriment list and their replacements.
Of the-frf» eliminated companies, -P- per cent
are rated Prime-1, whereas onlv trr per cent ot
the replacement companies achieve that rating.
Most importnntlv, of the 152 eliminated compa-
nies. 75 per cent are rated. Onlv 2S per cent ot
the replacements are even rated. Divestment
would reduce substantially the commercial pa-
per available to cash-equivalent managers.

if divestment prohibits managers from Pur-
chasing certificates of deposit from banks that
make loans to South African companies or guv-
ernment agencies, 13 ot the 15iargest hanss and
s4 smaller banks would be artected. Divestment
would thus reduce the universe ot available

hank t0 On*” trOm sma‘ler- less diver-
sitied banks, which would carry more default

risk.

Conclusion

Divestment restrictions mav have a substantial
impact on the investment management activi-
ties ot large porttolios. In general, the restric-
tions will increase investment rsk, reuuco in-
vestment and diversification opportunities, and
increase the costs ot research, trading and ad-
ministration. And the larger the tund. the great-
er the impact will be. H
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Appendix 3

TRINITY INVESTMENT MANAGEMENT CORPORATION

TEN TREMONT STREET. BOSTON, MASSACHUSETTS C2106-22C3 » (617) 742.95:5

SepiemDer 9, 195"

Mr. Roland M. Machold
Director

Division of investment
Department of the Treasury
State of New Jersey
Trenton, New Jersey 0S625

Dear Mr. Machold:

Thank you for your request that we share with you some of Trinity's experiences in
managing a portfolio for Michigan State University, whose policy prohibits us from
using common stocks of companies doing business in South Africa. You seem to
have information that we have had good performance, and that our example might
be an endorsement--in investment terms—for tne policy proposed for the State of
New Jersey.

Yes, we won't deny it, we have been very successful with the MSU portfolio using
the investment community's traditional benchmark—the S&P 500. Because our
record is in the public domain, we see no point in not telling you what it has been:

Total Return
Since Inceotion
7/3Q/2 to 3/31/39

S&P 500 + 71.9%
South Africa Free Universe* + 63.7%
INDATA Median Equity Manager + 57.5%
Trinity's MSU Portfolio +105.0%

¢A capitalization-weighted universe of 970 stocks of USA companies not
doing business in South Africa.

Unfortunately, a Misleading Example
We ;.re both proud and pleased that we have been able to serve MSU so well.

But, we would be professionally negligent, if not downright misleading, if we were
to tell you—or let vou infer—that we would have done as well with New Jersey's
$3.5 billion in equities as we have managed to do with MSU's mere $9.6 million.

Quite the contrary—in our judgment based on our day-to-day experience of
identifying undervalued stocks within the limited South Africa Free Universe and
then going into the market to buy them—we are convinced that what we have been
able to do with Michigan State University's portfolio could not be translated into
much larger portfolios, such as the New Jersey portfolio.
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The Critical Difference
Market liquidity is the critical difference.

For MSU, we run a portfolio of about 60 issues. That many issues, by the way. :s
more than most managers would use for a portfolio with total assets of only $9.6
million.

With rare exceptions, when we identify an undervalued issue within the SAF
Universe that we want to use in the MSU portfolio, we can buy that position within
a single day, and without disturbing the market price because we are taking, on
balance, less than 20% of a single day’s volume. On rare occasions we may be in
the market for two days.

But if we had your problem of investing $3.5 billion in equities—that's over 360
times the size of the MSU portfolio—we honestly wouldn't know how to do it and
still preserve any selectivity capability.

Remember, Trinity's record with MSU was built on being able to select what we
felt were the 60 most undervalued stocks out of a Universe of *70 stocks. We used
virtually every stock we felt confident was in fact undervalued—and the 20% of the
SAF Universe we ranked as solid BUYs is a much higher percentage than most
investment processes are willing to rank as solid BUYs.

A Yivid Example

Let's assume we know for sure that the 60 stocks now held in MSU's portfolio will
be as successful over the next year as were the stocks we held one year ago.

Furthermore, assume that the only New Jersey dollars that you want to invest in
those stocks are dollars that would have to be raised by selling off stocks now held
in the New Jersey equity fund that includes companies doing business in South
Africa.

That would mean you are faced with finding a new heme for the proceeds from k3
stocks that you would be forced to sell off by the adoption of such a policy. Those
*#8now prohibited stocks are equal to 36.8% of your portfolio or $L.*» billion.

Now, we wave the magic wand, and tell you to BUY what Trinity is owning in MSU.
After all, look at the record on the previous page. After all, those guys at Trinity
know what they are doing. They have a record to prove it.

It wouldn't be easy:

0 You have some advantage. You only nave to sell off *3 stocks and you
have 59 stocks into which to invest the money.

0 But, because the South Africa Free stocks are smaller, and because
they have much lower average daily trading, it would be an impractical
transition.

0 We begin by using two common sense rules:

—trading in any stock will be limited to 20% of that day's volume
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—no new position in the New Jersey portfolio will pe iess tn.an
0.5% of the total portfolio, nor more than 5.0% and/or 5.0% of a
company's capitalization.  (This latter ruie is, in fact. Nev.
Jersey's own operating guideline.)

Under those perfectly proper realities, here's what any manager would face in
making the transition:

a.  The minimum number of days it would require to establish a full
position in some stocks would be 20 days.

The median days required to trade all the stocks would be 71 days.

For some of the stocks it would require more than 100 cays, and for one
stock an impossible M29 days.

b. It would take 27 trading days (more than a calendar month) to complete
only 50% of the program.

You know by exDerience that how you would rank a stock on Day One
may be a whole lot different than on Day 27. Many stocks you start out
to buy might well give you second thougnts as they run up in price
and/or have other problems.

An Unfair Example?

Perhapsso.  After all, the SAF Universe was designed for MSU's very small
portfolio. To put part of New Jersey's moneyinto those 59 stocks might be rigging
the answer.

Let’s loosen the noose. Let's assume:

0  You can use everv stock on the current New Jersey Approved List
except the 67 that would have to be eliminated by an SAF policy.

This means that there will be absolutely no selectivity whatsoever
involved. You simpiv are goingto take the money you must raise
because of the proposed SAF policy, and invest it in the stocks that
have been carefully identified as a suitable universe from which you are
now ice.ntifving undervalued stocks for the portfolio.

0 You use only the existing New Jersey guidelines; i.e., at least 0.5%
positions, and no position more than 5.0% and/or 5% of a company's
capitalization.

Here's what you would be faced with:

a.  The minimum number of days it would require to establish a position in
some stocks would be 9. That's less than the 27 to get into the MSU
portfolio, but still a great many days at the minimum.

The median days required would be29—nearly 1.5 calendar months.

The maximum required would be 607—better than 1,29 for the MSU
list, but still a silly number.
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b. It would take 12 trading days to reach 50% of the transfer.

In both cases—using the highly successful MSU list or in using New Jersey's entire
approved list less the restricted stocks—the time at the trading desk woula be very
'-ostly in terms of performance.

There is no way of telling how much damage would be done while you were in there
day after day after day taking 20% of the volume of a stock. But we would be
suspicious of any so-called "expert” who said there wouldn't be a market impact.

You may decide—as an investment decision—to buy a $50 stock. But after you
have been in there steadily for a month buying 20% of the volume, that stock is
likely to move up, and may no longer be undervalued in your investment judgment.

And this problem is a two way street. Getting into any stock that is thinly traded
in the context of a portfolio's needs can be costly. Generally, it is more costly to
get out. When you don't want it any longer, much of the rest of the world feels
the same way and will extract a penalty as you try to unload.

One Final Scenario

Let's assume that you do want to exercise some selectivity, not simply buy
everything on your approved list.

Thus, instead of using your 177 issue approved list, we use the muci. larger universe
of SAF stocks, and then through a selectivity process agree to buy only issues of
above-average quality that are also ranked in the top 3 deciles by Trinity's
Multiplex model. (This is a looser contraiut than we use for MSU, where we limit
BUYs to the top 2 deciles.)

Let’s compare all three possible portfolios:

MSU's New Jersey's Selected
Current Current BUYs From
Portfolio Approved List 67" Stock Universe
if of Issues Avai'able 59 177 136
Average Market Cap. (Billions)$ 1.9 $ 20 $ 15
Days needed to get 50% Done 27 12 18
Median Days to Trade 71 29 59
Minimum Days to Trade 20 9 21
Maximum days to trade 1,929 607 1,231

What drives the trading days—and thus the price pressure up—in all of these cases
is the reality that a SAF policy eliminates from consideration stocks with more
than $300 billion in market capitalization that are the backbone of any large
portfolio such as New Jersey's.

In the current New Jersey portfolio, the average market capitalization is $9.5
billion. But the average market capitalization of the stocks that would have to go
out of the current portfolio is $7.0 billion.

Finding a new place to invest money that comes out of stocks with an average $7.0
billion in market capitalization when you are forced to use stocks whose average



Mr. Roland M. Machold
September 4, 195d

Page 5 Appendix 5

market capitalization is only $2.0 billion, or roughly 72% smaller, is at the heart of
these difficult trading scenarios.

Focus Only on Trading

In this letter we have focused only on the trading problems. We have not discussed
the distorted characteristics of a SAF Universe in other terms.  Virtually entire
Industry Groups are eliminated by a SAF policy, and this means opportunity cost.
Being sealed off from the complete market will create diversification proDlems and
thus non-market risk problems that other managers don't face.

hAnd sdo on. The list is a long, long one and we assume you already know those
azards.

Yes, Trinity's MSU Experience is Meaningless in New Jersey's Terms

Let me conclude by coming back to your basic request. You said in your call that
other "professional investors" had cited our MSU experience as an example that a
SAF policy is manageable without inhibiting investment results.

Trinity does not see it that way. What we did for MSU worked for their $9.6
million dollars—and we hope it continues to work.

But, by first-hand experience, we would be the first to tell you that we haven't the
foggiest idea how to translate our investment process—working in sucn an inhibited
and limited universe—into New Jersey's needs for its $3.5 billion.

To cite Trinity as an example is ridiculoc , It's like some promoter watching his
neighbor's kid make a very succesful sled run down a gentle slope and deciding that
kid is just right for the Olympic bobsledding team. Hungry for business, the
promoter has notning to lose.

But the kic on the sled—who knows his capabilities—has much to lose (and in our
analogy that kid would oe Trinity). ~ More importantly, the parent of the kid,
holding the ultimate responsibility, should know the risks involved and listen to
botn his kid on the sled and his own common sense, before he signs up.  That
parent is perhaps your legislature.

Data Available

You can meet with our Paui Reeder who crunched the summary numbers cited in
this letter. He has pages and pages of computer printout that explore many other
aspects of the challenge you face with a SAF policy. From that wor-k you will find
a great many other cautions over and above the liquidity ones cited in this letter.

Please keep in mind that our comments in this letter are limited to the investment
aspects of the SAF policy.  We are personally very sympathetic with the aims of

such a policy, but as professionals in response to your question, we are willing to
point out the risks being taken in investment terms.

If you have more specific aspects you would It 1 call.

SC:wp
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TRINITY INVESTMENT MANAGEMENT CORPORATION

TEN TREMONT STREET, BOSTON, MASSACHUSETTS 02108-2008 ¢ (617) 742-9525
September 4, 1984

Mr. Roland M. Machold
Director

Division of Investment
Department of the Treasury
State of New Jersey
Trenton, New Jersey 08625

Dear Mr. Machold:

This is my second letter of this date. In our telephone conversation, | mentioned
tongue-in-cheek that the challenge you face with a possible SAF policy is very akin
tn a man going into a poker game with a deck stacked against him.  You asked if |
could be specific.

This letter tries.
Methodology

We first had to relate an individual stock to a particular card.

| don't have to tell you that when you manage billions of dollars in an equity
portfolio it is much more complicated than simply finding undervalued stocks that
are going to outperform the S&P 500.

Under New Jersey's rules you have to buy at least 0.5% positions, but no more than
5% of a company.At the same time, you cannot havemore than 5% of your dollars
in any onecompany. These are common sense rules, widely used. Clearly, even if
both stocks had equal chance of outperforming the S&P 500, there is considerable
difference between the index's largest and smallest stock:

Largest Smallest

IBM Eagle-Picher Ind.
Market Capitalization $ 67,635 mm $ 217 mm
Average Daily Trading $ 154.9 mm $ 01 mm

Thus, to relate stocks from top to bottom, from Aces to Twos, we multiplied the
market capitalization times the daily trading (and then took the square-root for an

easily read figure).

Under such a scheme, IBM would be an Ace. The smallest company, Eagle-Picher,
would be a Two.
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Next, we ranked stocks in your total universe and broke the list into 13 ecual levels
to represent each card in the deck—Two to Ace.

Thus, there were 21 stocks ranked as Aces, 21 ranked as Kings, and so on down to
21 ranked as Twos.

As you might expect, in your actual portfolio, you had many more Aces (19 stocks)
than you did Twos (< stocks). This simply validated the underlying assumotion that
stock size and trading were important considerations beyond simple selectivity.

Impact of SAF Policy

We next looked at the cards (stocks) that would be eliminated by an SAF Policy
from your total Universe.

Here's what we found:

Card Stocks % of Cards
Catgeeorv  Los: Lost
Ace 10 <*7.6%
King 12 60.0%
Queen 9 <29
Jack 9 <29
Tens 3 1<*3
Nines S 38.1
Eights & 33.3
Sevens 1 52.<#
Sixes & 33.3
Fives 3 1<3
Fours 1 33.3
Threes 7 33.3
Twos 3 1<*3
Total 90 32.7%

So there you sit at the table.

0 The other players around the table are getting cards from a 52-card
deck. They have available to them all the Aces, aU the Kings, aU the
Queens, and so on.

0 But you are getting cards from a deck that has been reduced by 17
cards to a total of only 35.

0 And among the 17 missing cards are ones you need desperately in your
$3.5 hillion fund:

2 Aces
2 Kings
2 Queens
2 Clacks

But, take heart, you at least have 3<* Tens and about as many Eights.
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What is The Opportunity Cost?

The casual investment "expert" who is testifying that the SAF policy won't inhibit
performance tends to answer the opportunity question with "...nobody knows for
sure." Tne implication is that because stocks that are SAF do have, on balance,
performance that about equals the normal institutional stocks, there isn't any real
problem. The question of size and Ii(iuidity, the basis for classifying our cards, is
generally ignored and passed over lightly.

But the money at stake is not that of the experts who say there are no investment
implications of working from a list that denies about $<*00 billion in market
capitalization to the portfolio manager.

If it were your money, would you want to sit at the table and be denied 17 critical
cards the other players could use if they wished?

Missing the Point

Jt does not boil down to a comparison of the performance of stocks in an SAF
Universe and those in a non-SAF Universe.

The dimensions of size and trading liquidity are critical to large funds such as New
jersey’s.

What good is it if there are stocks in a SAF Universe that perform as well as the
prohibited stocks, if the portfolio involved is so large it can't practically buy
enough of those better performing stocks.

It is economically costly in terms of research to identify an undervalued stock.
And that cost is not related to size or trading liquidity. If anything, it costs more
to identify the smaller stocks that are thinly traded because so few Street Analysts
are watching such stocks.

So, you wind up paying more to identify a stock you can use under an SAF policy
and then find out you can't buy as much as you would like.  You look around the
table, discover that the other players have identified an Ace at much less cost, and
can buy all they want and need easily.  You could have identified that ,\ce, but
you can't buy it.

Yaiid Analogy?
We can't say for sure, but we suspect it can be tested easily.

The next time an "expert" testifies that dropping $<*00-plus billion in market
capitalizaton isn't going to be costly, invite him to the back room to play a little
poker.

My guess is he wouldn't want to expose say $50,000 of his own capital in a game
where he was being dealt from a deck of only 35 cards and Kou were being dealt
from a full deck. If he doesn't want to play that game in the real world with his
own real money, why is he so generous about going into a much more serious game
with such obvious inhibitions and with billions at stake?

He may be looking for business. He may be using his role as an "expert" to push a
perfectly good social cause he feels strongly about.

In any event, we urge strongly that the situation be explored in real terms, not in
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global terms that can hide the realities of the trading desk where big stocks with
big daily trading are mandatory for multi-billion dollar funds.

Again, let me stress that these views are based purely on investment
pons||dedrat|ons, and are not an expression of any opinion about the social issue
involved.

Stanford Ca>derwood
SC:wp
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Department of Revenue
Fouch S CFAve OF THE COMMISSONR

Juneau, Alaska 99811
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Dear Commissiorrer Nordale:

As you are aware, House State Affairs Committee held a public hearing
on HCR 17 "Relating to Investment of State Assets in Companies Doing
Business with the Republic of South Africa.” At that time, various
questions and concerns were raised regarding the possible affect of
divestment of state funds. The committee hopes you will be able to
provide information, differentiating between the general fund, public
employee retirement fund and the Permanent Fund, which addresses the
following questions:

1. What i1s the breakdown of Alaska investments and public
funds i1nvested in South Africa?

2. What i1s the risk of loosing public funds invested iIn
South Africa? What is the degree of non-market risk?
What 1s the risk if we don"t divest?

3. How would limiting the portfolio to non-South Africa
|nve§tments affect performance iIn the short and long
term”

4. "What would be the effect of divestment if 1t were

conducted gradually over a two, six, twelve, or
twenty-four month period?

5. If the state decided to divest, what would be the
actual transaction costs?

On behalf of the committee, 1 want to express appreciation for pro-
viding this information which will be of great assistance as the
members consider the complex issue of divestment.

Sincerely,

Rep. Katie Hurley, Chair



Combined Retirement Systems”

Investments

Average Assets & Yields During Fiscal Years
($ Millions)
1986 1987 1988 1989
Amount Yield Amount Yield Amount Yield Amount Yield
Common Stocks 716.6 15.00% $1,127.1 15.00%
Industrial Bonds 162.2 12.00 345.4 12.00
Utility Bonds 162.2 12.25 345.4 12.25
Treasury Bonds 727.4 10.90 667.2 10.90
Money Market 162.2 S.20 218.1 9.20
R. E. Equities 202.8 14.00 287.2 14.00
Mortgages 570.5 12.50 645.4 12.50
Total $2,703.9 12.60% $3,635.8 12.83%
Return $340.69 £466. 47
Divestment Effects (Less 47% stocks, 60% industrial bonds, 87% of CD"s, BA's,, S 77%
Common Stock $ 274.6 12.,15% $ 379.8 12. 15% $ 484.0 12.15% $ 597.4 12.15%
Industrial Bonds 39.2 12.,00 64.9 12.00 100.8 12.00 138.2 12.00
Utility Bonds 34.5 12.,25 64.9 12.25 100.8 12.25 138.2 12.25
Treasury Bonds 994.9 10..90 1,258.8 10. 90 1,422.6 10.90 1,611.3 10.90
Money Market 262.4 9,10 162.2 9. 10 188.9 9.10 218.1 9.10.
R. E. Equities 166.0 14..00 202.8 14. 00 242.5 14.00 287.2 14.00
Mortgages 529.5 12..50 570.5 12.50 609.3 12.50 645.4 12.50
Total $2,303.1 11,,48% $2,703.9 11. 60% $3,148.9 11.61% $3,635.8 11.62%
Return $264 .40 $313, 64 £365. 59 £422. 48
Divestment Loss - $19. 11 — £ 405 - $35. 26 - $43.99

1990
Amount Yield
$1,352.6 15.00%

416.2 12.00
416.2 12.25
715.9 10.90
249.7 9.20
333.0 14.00
678.4 12.50
$4,162.0 12.88%
£536. 06
of cml. paper)
$ 717.1 12.15%
166.5 12.00
166.5 12.25
1,850.8 10.90
249.7 9.10
333.0 14.00
678.4 12.50
$4,162.0 11.61%
£483. 58
- $52.48

SFitt-*t
r TrM
Sum*ofj
5 years
m-" TO«
o Ve W=
$2,027,
rl
m*>
£1 .849.69 -
- $177.89

X=



Repurchase Agreements
South African Amount*

Commercial Paper
South African Amount

Interest Bearing Bank Deposits

South African Amount

Alaskan Certifi:ates of Deposit

Government Obligations

Corporate Bonds
South African Amount

Government Agency Obligations

Domestic Corporate Stock
South African Amount

Foreign Corporate Stock
Mortgages & Loans
Real Estate Equities

TOTAL
South African Amount

* The figures shown in parentheses for
Africa. It is likely that a significant portion of foreign corporate stock

However, information 1is not available to

General
Fund

170.0

0.0y

370.0
(295.0)

3.7
3-7)

43.2

1,390.3

—~ N
©

31.8

2,086.4
(298.7)

"South African Amount"

State of Alaska Investment Funds

Public

Employees
Reti rement

Fund

41.4

0.0y

35.0
(35.0)

4
(-4)

486.0

84.0
(18.0)

220.9
(90.0)

49.3
295.1

88.6

1,300.7
(143.4)

Assets as of 9/30/85*
($ Millions)

Teachers Public
Retirement School
Fund Fund

0.0y

25.0
(25.0)

310.6 66.0

56.0 8.2
(12.0) (4.8)
3.0
141.9
(56.1)
31.9
199.9
58.3
842.5 77.2
(93.1) (4.8)

are investments of State funds
investments are

identify those corporations. Mo State funds are

in U.S.
in banks or corporations which do business

invested in banks or corporations domiciled

U of A
Permanent
Fund

6.0

2.3
(1.2)

1.7

10.0
(1.2)

International
Airport

Fund

41.6

41.6

.3.

(36.0)>M; " (.

394.6-AN 8.
G.
id§
81*2y ax" 1.
%I
569.5:.:%,:- 12,
.9 3,
100

(541.2)". (11

banks or corporations which do busineSsHn South
in South Afrii
in South Afric



STATE - "\LAXA
DEPARTM1  OF REVENUE

MEMORANDUM

TO: Milt Barker
Deputy Commissioner

FROM: James R. Wilson
State Investment Officer

DATE: September 9. 1985
RE: South African Divestment Effects

_The proposed divestment of iInvestments in companies doing
business iIn South Africa would have the effect of removing

62% of the 50 largest U.S. companies,
57% of the Fortune 100 companies.

47% of the S&P 500 companies, and
35% of the Wilshire 5000 companies

and would constitute avoiding, to name a few,

91% of international oil companies,
90% of office equipment companies,
8% of drug companies,

88% of chemical companies, and

87% of automobile manufacturers.

The common stock portfolios would have to avoid most of the
large, heavily capitalized, successful, and relatively secure
U.S. companies and would have to concentrate on utility,
transportation, and retail stocks. Because the smaller
companies In which i1nvestments would have to be made are
inherently riskier on a credit basis, they also have more
volatile stock prices and hold a greater chance of losing money
on the iInvestments. The non-South African S&P 265 (what is
left of the 500) has been shown to be 1.84 times more volatile
on the upside but 2.27 times more volatile on the downside.
This translates to a drop of 18.9% iIn the probable rate of
return over long periods of time. For large funds like the
Alaska Retirement Systems, common stock holdings would have to
be excessively diversified into too many small holdings. It
has been demonstrated that common stock portfolios approaching
100 or more stocks have virtually no chance of surpassing the
general stock market"s average performance — ergo, a lower



