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a v a i l a b l e  to the p u b l i c  a f i n a l  j u s t i f i c a t i o n  of n e e d  c o n c e r n i n g  the 

r e g u l a t i o n  or o r d e r  of repeal. T he f i n a l  j u s t i f i c a t i o n  s h a l l  i n c l u d e

(1) the c o m p l e t e  text of a r e g u l a t i o n  t hat is a d o p t e d  or  

a m e n d e d  and a list of r e g u l a t i o n s  r e p e a l e d ;

(2) a s u m m a r y  of e a c h  c o m m e n t  or  o b j e c t i o n  r e c e i v e d  a n d  an 

e x p l a n a t i o n  of c h a n g e s  m a d e  to the p r o p o s e d  r e g u l a t i o n  in r e s p o n s e  to 

the i n f o r m a t i o n  or the r e a s o n s  f or r e j e c t i n g  th e  c o m m e n t  or  o b j e c t i o n ;  

and

(3) the r e a s o n s  for r e j e c t i n g  p r o p o s e d  alternative.*.

(c) A n  a g e n c y  is not r e q u i r e d  to p r e p a r e  an i n i t i a l  or  final 

j u s t i f i c a t i o n  of n e e d  for a r e g u l a t i o n  that i n t e r p r e t s ,  i m p l e m e n t s ,  or 

make.: c l e a r  a l aw if the a g e n c y  has not p r e v i o u s l y  a d o p t e d  a r e g u l a­

tio n  u n d e r  that law.

Sec. 5. AS  4 4 . 6 2 . 2 1 0  is a m e n d e d  by a d d i n g  n e w  s u b s e c t i o n s  to read:

(c) If at least 10 i n t e r e s t e d  p e r s o n s  s u b m i t  a w r i t t e n  r e q u e s t  

for a p u b l i c  h e a r i n g  at least 10 d a y s  b e f o r e  the e nd of the i n i t i a l  

co m ment p e r i o d ,  a s t a t e  a g e n c y  s h a l l  h o l d  a p u b l i c  h e a r i n g  o n  the 

p r o p o s e d  action.

(d) A  s t a t e  a g e n c y  m a y  no t  ad d  d o c u m e n t s  to the r e c o r d  of a 

r e g u l a t i o n - m a k i n g  p r o c e d u r e  a f t e r  the e nd of the p u b l i c  c o m m e n t  p e r i o d  

u n l e s s  the a g e n c y  p r o v i d e s  an a d e q u a t e  o p p o r t u n i t y  f or p u b l i c  c o m m e n t  

on the a d d e d  d o c u m e n t s .

Sec. 6. AS 4 4 . 6 2 . 2 3 0  is a m e n d e d  to read:

Sec. 4 4 . 6 2 . 2 3 0 .  P R O C E D U R E  O N  P E T I T I O N .  U p o n  r e c e i p t  of a 

p e t i t i o n  r e q u e s t i n g  the a d o p t i o n ,  a m e n d m e n t ^  or r e p e a l  of a r e g u l a t i o n  

u n d e r  A S  4 4 . 6 2 . 1 8 0  - 4 4 . 6 2 . 2 9 0 ,  a s t a t e  a g e n c y  shall, w i t h i n  30 days, 

d e n y  the p e t i t i o n  i n  w r i t i n g , i n c l u d i n g  t he r e a s o n s  f or the d e n i a l ,  or 

s c h e d u l e  the m a t t e r  f o r  p u b l i c  h e a r i n g  u n d e r  A S  4 4 . 6 2 . 1 9 0  - 4 4 . 6 2 . 2 1 0 .  

Ho w e v e r ,  if the p e t i t i o n  is f or a n  e m e r g e n c y  r e g u l a t i o n  [,]
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a nd the a g e n c y  f i n d s  that a n  e m e r g e n c y  exists, the r e q u i r e m e n t s  of 

A S  4 4 . 6 2 . 1 9 0  - 4 4 . 6 2 . 2 1 0  do not apply, a n d  t he a g e n c y  m a y  subm i t  the 

r e g u l a t i o n  to the l i e u t e n a n t  g o v e r n o r  i m m e d i a t e l y  a f t e r  m a k i n g  the 

f i n d i n g  of e m e r g e n c y  a nd p u t t i n g  the r e g u l a t i o n  into p r o p e r  form.

*  Sec. 7. A S  4 4 . 6 2  is a m e n d e d  b y  a d d i n g  a n e w  s e c t i o n  to read:

Sec. 4 4 . 6 2 . 2 7 5 .  R E C O R D S  OF P R O P O S E D  A C T I O N S .  (a) A  s t ate 

a g e n c y  s h a l l  m a i n t a i n  a fil e  of the p r o c e e d i n g s  c o n c e r n i n g  the a d o p­

tion, a m e n d m e n t ,  o r  r e p e a l  of a r e g u l a t i o n .  T h e  file s h a l l  i n c l u d e

(1) p e t i t i o n s  r e c e i v e d  u n d e r  A S  4 4 . 6 2 . 2 2 0 ;

(2) p u b l i s h e d  n o t i c e s  of p r o p o s e d  a c t i o n  u n d e r  A S  4 4 . 62.-

190;

(3) j u s t i f i c a t i o n s  of  n e e d  r e q u i r e d  by  A S  4 4 . 6 2 . 2 0 5 ;

(4) f i s c a l  i n f o r m a t i o n  and f i n a n c i a l  e s t i m a t e s  u n d e r  

A S  4 4 . 6 2 . 1 9 5 ;

(5) e a c h  d o c u m e n t  s u b m i t t e d  in c o n n e c t i o n  w i t h  the p r o p o s e d

action;

(6) e a c h  d o c u m e n t  u p o n  w h i c h  t he a g e n c y  is r e l y i n g  for the 

p r o p o s e d  action;

(7) a t r a n s c r i p t ,  r e c o r d i n g ,  or m i n u t e s  of e a c h  p u b l i c  

h e a r i n g  c o n n e c t e d  w i t h  the p r o p o s e d  a c t i o n ;  and

I
(8) o t h e r  i n f o r m a t i o n  that the s t a t e  a g e n c y  is r e q u i r e d  by 

law to c o n s i d e r  o r  p r e p a r e  in  c o n n e c t i o n  w i t h  the p r o p o s e d  action.

(b) T h e  a g e n c y  s h a l l  m a i n t a i n  a log t hat i d e n t i f i e s  e a c h  i t e m  

c o n t a i n e d  in  t he f i l e  a nd the d a t e  o n  w h i c h  the i t e m  w a s  received. 

T h e  file s h a l l  i n c l u d e  an  a f f i d a v i t  b y  the e m p l o y e e  r e s p o n s i b l e  for 

m a i n t a i n i n g  the f i l e  s t a t i n g  that t h e  file c o n t a i n s  a ll of t he d o c u­

m e n t s  r e q u i r e d  by thi s  s e c t i o n  a n d  th e  d a t e  the f i l e  w a s  co m p l e t e d .

(c) T h e  file is a p u b l i c  record.

* Sec. 8. A S  4 4 . 6 2 . 3 0 0  is a m e n d e d  to read:
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1 Sec. 4 4 . 6 2 . 3 0 0 .  C O U R T  R E V I E W .  A n  i n t e r e s t e d  p e r s o n  m a y  get a

2 j u d i c i a l  d e c l a r a t i o n  o n  t he v a l i d i t y  of a r e g u l a t i o n  by b r i n g i n g  an

3 a c t i o n  f o r  d e c l a r a t o r y  r e l i e f  in the s u p e r i o r  court. I n  a d d i t i o n  to

4 a n y  o t h e r  g r o u n d  the court m a y  d e c l a r e  the r e g u l a t i o n  i n v a l i d

5 (1) for a s u b s t a n t i a l  f a i l u r e  to c o m p l y  w i t h  A S  4 4 . 6 2 . 0 1 0  -

6 4 4 . 6 2 . 3 2 0 ^  [, OR]

7 (2) in  the cas e  of an e m e r g e n c y  r e g u l a t i o n  or  o r d e r  of

8 r e p e a l ,  u p o n  the g r o u n d  t h a t  th e  facts r e c i t e d  in the s t a t e m e n t  do not

9 c o n s t i t u t e  an  e m e r g e n c y  u n d e r  A S  4 4 . 6 2 . 2 5 0 ; or

10 (3) in  the case of a r e g u l a t i o n  s u b j e c t  to AS  4 4 . 6 2 . 2 0 5 ( a )

11 a n d  (b), f or f a i l u r e  to c o m p l y  w i t h  AS  4 4 . 6 2 . 2 0 5 ,  or  if the j u s t i f i c a -

12 t i o n  of  n e e d  f a ils to p r e s e n t  s u f f i c i e n t  f a cts to e s t a b l i s h  b y  a

13 p r e p o n d e r a n c e  of the e v i d e n c e  the n e e d  f or the r e g u l a t i o n .

14 * Sec. 9. AS  4 4 . 6 2 . 6 4 0 ( a )  is a m e n d e d  by a d d i n g  a n e w  p a r a g r a p h  to read:

15 (5) " d o c u m e n t "  m e a n s  a w r i t t e n  or  e l e c t r o n i c  c o m m u n i c a t i o n

16 of a ny k i nd, e x c e p t  a t e l e p h o n e  c o m m u n i c a t i o n ,  s u b m i t t e d  to an a g e n c y

17 fo r  c o n s i d e r a t i o n  d u r i n g  t he a d o p t i o n ,  a m e n d m e n t ,  or  r e p e a l  of a

18 r e g u l a t i o n .

19 *  Sec. 10. AS 4 4 . 6 2 . 1 9 0  as e n a c t e d  by  sec. 1 of t his Act ,  A S  4 4 . 6 2 . -

20 2 0 5 ( b )  a nd 4 4 . 6 2 . 2 0 5 ( c )  as e n a c t e d  b y  sec. 4 of thi s  Act, a n d  the a m end-

21 m e n t s  m a d e  b y  secs. 5 and 9 of this A c t  a p p l y  to p r o p o s e d  r e g u l a t i o n s ,

22 a m e n d m e n t s ,  a n d  o r d e r s  of r e p e a l  that h a v e  not b e e n  s u b m i t t e d  to t h e  lieu-

23 t e n a n t  g o v e r n o r  for f i l i n g  b e f o r e  the e f f e c t i v e  d a t e  of this Act. Th e

2 4  a m e n d m e n t  m a d e  by sec. 6 of this A ct a p p l i e s  to p e t i t i o n s  tha t  h a v e  n ot

25 b e e n  s c h e d u l e d  f or p u b l i c  h e a r i n g  or  d e n i e d  b e f o r e  t he e f f e c t i v e  d a t e  of

26 t his Act.

27 *  Sec. 11. T he a m e n d m e n t s  m a d e  by  secs. 2, 3, 7, a n d  8 of this Act, a nd

28 A S  4 4 . 6 2 . 2 0 5 ( a )  e n a c t e d  by sec. 4 of this A c t  do no t  a p p l y  to p r o p o s e d

29 r e g u l a t i o n s ,  a m e n d m e n t s ,  or o r d e r s  of  r e p e a l  f or w h i c h  a n o t i c e  of p r o p o s e d
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a c t i o n  h a s  b e e n  p u b l i s h e d  b e f o r e  the e f f e c t i v e  d a t e  of this Act. 

* Sec. 12. T h i s  A c t  t a k e s  e f f e c t  J u l y  1, 1986.
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Cramer

A M E N D M E N T 4

Offered in the By P ignalberi

TO: SSHB 458

Page 1, lines 16 - 23, delete all m a t e r i a l  and insert a n e w  bill section to 

read:

"* Sec. 2. AS 44.62 is amen ded by adding a n e w  section to read:

Sec. 44.62.197. R E G U L A T O R Y  ANALYSIS. (a) An agency shall issue 

a regula t o r y  analysis of a p r o p o s e d  r e g u l a t i o n  if, w i t h i n  20 days 

after publish ing the notice of p r o p o s e d  action, a w r i t t e n  r e quest  is 

submitted to the agency by a legislator,) a n other  agency, a political 

subdivision of the state, the governor, as a u t h o r i z e d  by a vo te of the

A d m i n istr ative Regulatio n R e v i e w  Committee, or by five persons signing

a single request.

(b) Upon receipt of a request u n d e r  (a) of this section, the 

agency shall prepare the r e g u l a t o r y  analysis. The analysis must 

quantif y the data to the ex tent practicable, take into account both 

short-term and long-te rm consequences, and

directly affected by the p r o p o s e d  action, including the classes who 

will bear the costs of the p r o p o s e d  r e g u l a t i o n  and the classes who 

will benefit;

effect of the .proposed regulation, ec onomic or otherwise, on the

'5^-0

(1) describe the classes of persons who p r o b a b l y  w i l l  be

(2) describe the p r o b able quanti t a t i v e  and qualitative
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classes of persons affected;

(3) set out the probable cost to the agency and any other 

agency for implementing and enforcing the p r o p o s e d  regulation and the 

a nticipated  effect on state revenue;

(4) compare the probable cost and benefits of the pr oposed 

regula tion with the probable cost and benefits of inaction;

(5) determine w h ether there are less costly or less i n t r u­

sive methods for achieving the purpose of the proposed regulation.

(c) The person or persons r e q u e s t i n g  the regul a t o r y  analysis 

may, by express statement in the request, w aive  one or m o r e  of the 

requirements of (b) of this section.

(d) A  concise summary of the r e g u l a t o r y  analysis shall be p u b­

lished in the administrati ve j o u r n a l  at least 2'0) days b efore the 

earliest of

(1) the end of the p eriod for m a k i n g  w r i t t e n  comments on 

the proposed regulation;

(2) the end of the p e r i o d  during which  an oral public 

p roce eding m a y  be requested; or

(3) the date of a r e q u i r e d  oral public proceedi ng on the 

propose d regulation.

(e) The p u b l i s h e d  summary must indicate w h e r e  to obtain copies 

of the full text of the analysis and when, where, and h o w  persons may 

comment on the propo s e d  regulation.

(f) If an agency has made a g o o d  faith effort to comply w i t h  the 

requirements of (a) - (c) of this section, the re gul a t i o n  m a y  not be 

i nvalidated  o n .the ground that the contents of the regul a t o r y  analysis
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are i n su f fi c ie nt  or inaccurate."

Page 2, lines 10 - 11, delete "and financial estimate"

Page 2, lines 13 - 14:

Delete: "Exce pt as p r o vided in (c) of this section, when" 

Insert: "When"

Page 2, line 23, delete "each document" and insert "documents"

Page 2, line 27:

Delete: "Except as p r o vided in (c) of this section, when"

Insert: "When"

Page 3, line 5:

Delete: "each comment or objection"

Insert: "the comments and objections"

3  / C>-- '-5 ' }

Page 3, line 7:

Delete: " c o mment or objection"

Insert: " c o m ments or objections"

Page 3, line 14:

Delete: " n e w  subsec t i o n s "

Insert: "a n e w  subsection"
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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." insert:

"The agency may extend the comment p e r i o d  if n e c e s s a r y  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 r e g u l a t o r y  analysis, if r e q u i r e d  under AS 44.62.-

197;"

R e n u mber r e m a inin g paragraphs.

Page 5, lines 10 - 11, delete:

1 'in the case of a regula t i o n  subject to AS 44.62.205(a) and (b),1'

Page 5, line 16, delete "submit ted to" and insert "considered by"

Page 5, line 17, delete "for con sideration"

Page 5, line 20, delete "and 44.62.205(c)"
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HB 4 5 8 :  P E T E R SO N  MEMO REBU TTA L

In r e s p o n s e  to A r t  Peterson's memorandum, I will 

c o n c e n t r a t e  m y  c o unter arguments to his object ions to: 1) the

financial impact analysis, and, 2) the j u s t i f i c a t i o n  of need 

requirements. T h e s e  two provisions, Section 2 and S e ction  4 

of the Bill respectively, spark the m o s t  h y p e r b o l i c  c o m m e n t a r y  

from the repres e n t a t i v e  of the Departme nt of Law.

Section 2:

S e cti on 2 requires prepar a t i o n  of "a financial estimate 

of t h e  cost or savings that will be incurred b y  indiv iduals 

and enti ties d i r e c t l y  affected b y  the p r o p o s e d  action."

Mr. P e t erson says, "Section 2 is a nightmare. It w o u l d  

b e  v i r t u a l l y  impossible for an a g e n c y  to c o mply w i t h  it." He 

does not b e l i e v e  it w o u l d  b e  p o s sible for an a g e n c y  to 

formulate a r e a s o n a b l e  estimate w i t h o u t  incurring u nrea s o n a b l e  

expenses in terms of time a nd admi nistrative fees.

A s  w e  all know, an estimate is a general c a l c u l a t i o n  of 

size, value, etc. A g e n c y  prepar a t i o n  of estimates is not an 

"impossible" task. N o  r egula t i o n  should be seriously  

c o n s i d e r e d  b e f o r e  investigatio n into its impact on the p e o ple 

of the state. W e ' r e  not running a governmen t for the 

c o n v e n i e n c e  of state agencies and to ignore the public. No 

r e s p o n s i b l e  a g e n c y  h e a d  I k n o w  of w o u l d  deny th at h e  o r  she
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takes into account the effect of p r o p o s e d  r e g u l a t i o n s  on the 

public, b e c a u s e  the fact is that t h e y  do. Mr. P e t e r s o n  gives 

th e  E x e c u t i v e  B r anch too little credit. S e c t i o n  2 m e r e l y  

codif i e s  w h a t  is u s u a l l y  done informally, and r e q u i r e s  it to 

b e  p u b l i c l y  disclosed. The n ew r e q u i r e m e n t  is t h a t  t h e  impact 

be e x p r e s s e d  in financial terms and d i s c l o s e d  to the public.

If an agen cy's r a t i onal e for regula t i o n s  is in error, b e t t e r  

t h a t  the e r ror b e  dealt w i t h  than  p e r s i s t e d  in at the expense  

of p e o p l e  affected.

Mr. P e t e r s o n  complains that, "an a gen cy c a n n o t  antic i p a t e  

i n e f f i c i e n t  operations, intentional waste, and t h e  i nfinite 

v a r i e t y  of situations that will cause  one r e g u l a t e d  individual 

to h a v e  to spend m o r e  t h a n  another." This is n o t  t h e  type of 

a n a l y s i s  involved in p r e p a r i n g  an e s t ima te of "the annual cost 

or savings that a re pres e n t a t i v e  individual or e ntit y w o u l d  

incur in c o m p lying w i t h  the p r o p o s e d  r e g ulati on." Mr.

P e t e r s o n  is t r y i n g  to m a k e  an extreme i n t e r p r e t a t i o n  of 

S e ction 2 b y  s aying  it requires a d e g r e e  of e x a c t i t u d e  that it 

does not, in fact, require. (Old l awy er trick.)

Mr. P e t e r s o n  goes on to voice conc ern about an agency's 

ab i l i t y  to d i scern  "d i r e c t l y  a f f e c t e d " entities. It is my 

be l i e f  that any e x e c utive agency w h i c h  has a u t h o r i t y  to 

p r o m u l g a t e  a r e g u l a t i o n  should k n o w  the  territory, i.e., who 

t h e y  are regulating. If the agenc y d o e sn't know, t h e n  this 

bill w i l l  h e l p  t h e m  find out. Is that so bad? But as a
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practical matter, a representative individual and/or entity 

who is impacted by a proposed regulation will in most cases be 

obvious to the promulgating agency.

The fisheries example used by Mr. Peterson is 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 itself 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, financial 

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
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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 about the accuracy of its

contents," and the potential conflict involved in applying an

existing regulation to future problems or situations.

Since when has it been state government policy to stifle

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 

its regulatory authority.

Retroa tive Application of Regs:
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As to the question of applying existing regulations to 

new problems, that situation exists now. HB 458 wouldn't 

change it. It deals with the process of promulgating new 

regulations, not interpretation and application of 

pre-existing regulations.

In closing, I will briefly walk through the amendments 

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

(AMENDMENTS)

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 incorporates many of the provisions 

recommended in 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 is 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
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the language set forward by the National Conference of 

Commissioners On Uniform State Laws in 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 it." My 

rebuttal has attempted to show that his premises for not being 

able to fulfill HB 458's goal are based on misinterpretation, 

and I'm afraid, institutional inertia. Where there's a will 

there if 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.
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dm in istra tlv e  bulletin  would not in 
net provide those persons ac tu a l no-
IV.

U nlike the 1901 Revised Model A ct, 
his section also  req u ires th e  in itial n o ­

tice of proposed rule udoptiou to ind i­
ca te  expressly the righ t of persons to 
dem and nn oral proceeding p u rsu an t to 
Section 3-104 .

3-104. [P u b lic  P a r t ic ip a t io n ]
In ' F o r a t  le n s t [30] d a y s  n f te r  p u b lic a tio n  o f th e  n o tice  o f p ro p o sed  ru le  
lop ion, an  ngency  sh a ll  a f fo rd  p e rso n s  th e  o p p o r tu n ity  to  su b m it In w rit in g , 
Kliment, d a ta ,  a n d  v iew s on  th e  p ro p o sed  ru le .
(h)(1) An ag en cy  sh a l l  sc h e d u le  a n  o ra l p ro ceed in g  on a  p rop osed  ru le  If, 
i th ln  [20] d a y s  a f t e r  th e  p u b lish ed  n o tice  o f  p ro p o sed  ru le  ad o p tio n , a  w rlt-  
n re q u e s t fo r  n n  o ra l  p ro ceed in g  Is  su b m itte d  b y  |th e  a d m in is tra t iv e  ru le s  
view  c o m m itte e ,1 [ th e  a d m in is t r a t iv e  ru le s  c o u n se l, | a  p o litic a l su b d iv is io n , 
i ag ency , o r  [251 p erso n s. A t t l in t  p roceed in g , p e rso n s  m ay  p re s e n t  o ra l u r-
im ent, d a ta ,  a n d  v iew s on  th e  p ro p o sed  ru le .
(2) An o ra l p ro ce ed in g  on a  p ro p o sed  ru le , If re q u ire d , m a y  n o t Ik* held  e a r- 
*r th a n  (20) d a y s  n f te r  n o tice  o f Its  lo c a tio n  a n d  tim e  Is p u b lish ed  In th e  
Im ln ls tra tlv e  b u lle tin ].
(3) T h e  ag en cy , n m em b er o f th e  ag en cy , o r  a n o th e r  p re s id in g  o f f le e r  d eslg - 
ted  by th e  ag en cy , sh a ll  p re s id e  a t  a  re q u ire d  o ra l  p ro ceed in g  on a  p rop osed  
le. I f  th e  ag en cy  d oes not p re s id e , th e  p re s id in g  o ff ic ia l sh n ll p re p a re  u 
'u io rn n d u m  fo r c o n s id e ra tio n  by th e  ngency  su m m a riz in g  th e  c o n te n ts  o f
e p re s e n ta t io n s  m ade a t  th e  o ra l  p ro ceed in g . O rn l p ro ce ed in g s  m u s t be
en to  th e  pub lic  a n d  be reco rd ed  by s te n o g ra p h ic  o r  o th e r  m eans.
i l l  Kneh agency  sh a ll  Issu e ru le s  fo r  th e  c o n d u c t o f o rn l ru le -n u ik ln g  pro- 
"d in g s. T h o se  ru le s  m ay Include p ro v is io n s  c a lc u la te d  to  p re v e n t  u n d u e  
'ic tltlo u  in th e  o ra l  p roceed ings.

Commissioners’ Comment
■ubsectioua (u) ami (b ) (1 )  a re  mod- 
d nad extended versions of 1091 
vised Model Act, Section 3 ( a ) ( 2 ) .  
lifirun t changes include a speeifien- 
i of n num ber o f d ays w ith in  w hich 
■•'ons have a righ t to  su bm it w ritten  
im e n ts ; use of the term s "ornl pro- 
ling" and "ornl a rg um en t"  for the
0 iunbig:.ous and troublom aking 
•d "h earin g ,"  sec U. S. v. F lorida 
:t C onst R . Co., 410 U.S. 224 
7 3 ); and the addition of a legislu-

com m ittee nnd the adm in is tra tiv e  
s counsel to those who may Induce
1 nn ornl proceeding. T he term s 
1 proceeding" nnd "o ral a rg um en t"  
e it  c lea r th a t there  is no righ t 
•r this s ta tu te  to a tria l-ty p e  lienr- 
bofore nil ngency in the m aking of 
■i. F o r nn explanation  of the un- 
-nhility of any requirem ent for 
■type hearings on m ost rules of 
ral applicability , see H um iltou, 
rc d u re  fo r the Adoption of Rules 
eacral A p p licab ility : T he  Need for 
rdural Innovation  in A dm iuistru-
Rule m aking," 60 C alif. L.Rov.
(1972) ; 2 Recom m endations and

R eports u f the A d m in istra tive  C onfer­
ence o f the U .S. CO (1970-1972), R ec­
om m endation 72-5. See also  Bonfield, 
"T he low n A dm in istra tive Procedure 
A c t : Background, C onstruction , A ppli­
cability , Pub lic  Access to Agency Lnw, 
the R ulem aking  Process,”  60 Iow a L. 
Rev. 731 a t  852-SGO (1975). As 
d rafted , therefore, the s ta tu te  only 
contem plates th a t in  specified s i tu a ­
tions some so rt of an  "orul proceed­
ing” m ust be made availab le in  ru le 
m aking, nnd th a t in most cases the 
proceeding w ill be legislative ra th e r 
thnn  ad jud icative in form. Of course, 
these provisions do not preclude uu 
ngency from exercising its  d iscretion  to 
allow u legislative-type of orul proceed­
ing on the udoption of u ru le in s itu a ­
tions w here i t  is n o t required by th is 
se c tio n ; nor do they preclude an  ugcn- 
cy from allow ing a tria l-typ e  proceed­
ing on the destrnb ility  of adopting a 
rulo if  the agency chooses to do so. 
T o  the ex ten t an o th er s tu tu te  express- 
/;/ requires a p a rtic u la r  class o f ru le 
m akiug to be conducted p u rsu an t to 
the ad jud icative procedures provided in
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th a t would m ake such n proceeding 
m andato ry  and then publishing advance 
notice of the proceeding's place and 
time.

Subsection ( b ) ( 3 ) - ( 4 )  adds to  the 
1961 Revised Model A ct provision an 
explicit designation of the persons who 
m ay preside a t  ornl rule-m nk’ng pro­
ceedings; a requirem ent th a t a w ritten  
report on those oral proceedings he 
propurcd by the presiding officer if the 
ngency did not p reside ; a requirem ent 
for the m nking of a record of required 
o ral p re se n ta tio n s ; and u clear au th o ­
rization  for agencies to keep control 
over the oral proceedings by reason ­
able rules issued for th a t  purpose. 
N othing in the subsection requires the 
agency to tran scrib e  the record, a l­
though any member of the public may 
do so a t  b is o r  her own expense.

Like Section 3-101, th is  provision 
does not preclude an ngency from  
aeek’.ig In form ation from the public on 
a form ally proposed ru le by menns 
th a t  a rc  in addition to those specified 
herein.

(n) An ag en cy  sh a ll  Issu e  a  re g u la to ry  a n a ly s is  o f  a  p roposed  ru le  If, w ith ­
in  [20] (Liya a f t e r  th e  p u b lish ed  n o tice  o f  p ro p o sed  ru le  ad o p tio n , n w r i t te n  re ­
q u e s t fo r  th e  a n a ly s is  Is filed  In th e  o ffic e  o f th e  [s e c re tn ry  o f s tn te l  by  Itlie  
a d m in is tra t iv e  ru le s  rev iew  co m m ittee , th e  g o v ern o r, a  p o litic a l su b d iv is io n , 
n n  ag en cy , o r  [300] p e rso n a  s ig n in g  th e  re q u e s t) . T h e  [se c re ta ry  of s ta te ]  
sh n ll Im m ed ia te ly  fo rw n rd  to th e  ag en cy  a  c e r tif ie d  copy  o f th e  f ile d  req u e s t.

(b) E x c e p t to  th e  e x te n t  t h a t  th e  w r i t te n  re q u e s t e x p re ss ly  w a iv es  o ne  o r  
m o re  o f  th e  fo llo w ing , th e  re g u la to ry  a n a ly s is  m u s t c o n tn ln :

(1) a  d esc rip tio n  o f  th e  c la s se s  o f lie rso n s  w ho p robnlily  w ill lie a ffc e tc d  
by th e  p ro p o sed  ru le , In c lu d in g  c la sses  t l in t  w ill b e a r  th e  co s ts  o f th e  p ro ­
posed  ru le  n nd  c la s se s  th a t  w ill b e n e f it  fro m  th e  p rop osed  rule-;

(2) a  d e sc r ip tio n  o f  th e  p ro b a b le  q u a n t i ta t iv e  a n d  q u n litn tlv e  Im p ac t o f 
th e  p rop osed  ru le , econom ic o r  o th e rw ise , upon  a ffe c te d  c ln sses  o f p e r ­
so ns ;

(3) th e  p ro linb le  co s ts  to  th e  n gency  a n d  to  nny  o th e r  igency  o f th e  Im ­
p le m e n ta tio n  n n d  e n fo rc e m e n t o f  th e  p ro p o sed  ru le  n n d  n n y  a n t ic ip a te d  
e f fe c t on  s tn te  r e v e n u e s ;

(4) a co m p ariso n  o f  th e  p ro b a b le  co s ts  an d  b e n e f its  o f  th e  p ro p o sed  ru le  
to  th e  p rob ab le  c o s ts  m id  b e n e f its  o f In a c t io n ;

(5) a  d e te rm in a tio n  o f  w h e th e r  th e re  n re  le s s  c o s tly  m e th o d s  o r  less In­
t ru s iv e  m e th o d s fo r  a c h ie v in g  th e  p u rp o se  o f  th e  p roposed  r u le ; an d

(6) a  d esc rip tio n  o f nny  a l te rn a t iv e  m e th o d s fo r  ac h iev in g  th e  pnrpoiie 
o f th e  p roposed  ru le  th a t  w e re  se r io u s ly  c o n s id e re d  by th e  ngency an d  th e  
rea so n s  w hy th e y  w e re  re je c te d  In fn v o r o f th e  p roposed  ru le .

(c) E n c h  re g u la to ry  a n a ly s is  m u s t Inc lud e  q u u n tlf lc n tlo n  o f  th e  d n ta  to  th e  
e x te n t  p ra c tic a b le  n n d  m u s t ta k e  a c co u n t o f  b o th  sh o r t- te rm  an d  long-term  
conseq uen ces.

A rticle IV , Section 4—101 ( h) mnkeB 
them applicable. See Com m ent to  th a t 
section fo r add itional d iscussion on th is  
point.

If  all of the suggestions fo r those 
who m ay trigger a required  ornl rule- 
m aking proceeding a re  enacted, it  will 
obviously be very  easy  fo r persons who 
are  upset abou t n proposed ru le  to in­
voke th is  requirem ent. B u t i t  seems 
unw ise to require  an  o ra l proceeding in 
all cases of ru le m aking. T h e  costB 
imposed by such a un iversal req u ire­
m ent would seem to  outw eigh nny  po­
ten tia l benefits.

Subsection (b) (2) adds to the 1961 
Revised Model A ct provision a require­
m ent th a t notice of the tim e nnd place 
of any ornl proceeding be published n 
specified time before i t  is  held. N ote 
tlint nn ngeucy m ay su b s ta n tia lly  com­
press th e  period necessary  fo r adop­
tion  of a ru le by including in th e  orig i­
nal notice of proposed ru le  adoption B n  
ind ication  of th e  place and tim e of an 
o ral argum cnt-sty le  proceeding there­
on, ra th e r  th a n  w aitin g  for a request

§ 3-105- f R e y . la to ry  A n a ly s is ]
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(d) A conc ise  su m m a ry  o f th e  re g u ln to ry  a n a ly s is  m u st Ik* p u b lish ed  In th e  

( a d m in is t ra t iv e  b u lle tin ]  a t  lenut (10) d a y s  b efo re  th e  e a r l ie s t  o f:
(1) th e  en d  o f th e  p erio d  d u r in g  w hich  p e rso n a  m ay  m a k e  w r i t te n  su b ­

m iss io n s  on th e  p ro p o sed  r u l e ;
(2) th e  en d  o f th e  p erio d  d u r in g  w h ich  an  o ra l p ro ce ed in g  m a y  b e  re ­

q u e s te d  ; o r
(3) th e  d a te  o f n n y  re q u ire d  o ra l  p ro ce ed in g  on th e  p rop osed  ru le .

(e) T h e  p u b lish e d  s u m m a ry  o f  th e  re g u ln to ry  a n a ly s is  m u s t a lso  In d ic a te  
w h e re  p e rso n s  m ay  o b tn ln  co pies o f  th e  fu ll te x t  o f th e  re g u ln to ry  a n n ly s ls  
n n d  w h ere , w h en , n n d  how  p e rso n s  m a y  p re s e n t  th e i r  v iew s on th e  p rop osed  
ru le  n nd  d em a n d  nn o ra l  p ro ceed in g  th e reo n  If one Is n o t a lre a d y  p ro v id ed .

(f) I f  th e  ag en cy  h n s  m a d e  n good f a i th  e f f o r t  to  c o m .ly  w ith  th e  r e q u ir e ­
m e n ts  o f su b s e c tio n s  (a) th ro u g h  (c), th e  ru le  m ay  n o t lie n v n lld n tc d  on th e  
g ro u n d  th a t  th e  c o n te n ts  o f i th e  re g u ln to ry  a n a ly s is  a r e  In su if lc lc n t o r  In accu ­
ra te .

Commissioners’ Comment
T h is  section is a very su b s tan tia lly  

modified and extended F lo rid a  Act, 
Section 120.54(2) (a ) .  See nlso Iowa 
Act, Section 1 7 A .4 ( l) (c ) .  T h e  p repa­
ra tio n  of such a regula to ry  analysis is 
clearly  very burdensom e. I t  is also 
hazardous because of the large |iotcn- 
tiul fo r d isagreem ent abou t the accu ra­
cy of its  conten ts. F u rth erm o re , the 
righ t to require  the issuance of such a 
regula tory  an alysis in p a r tic u la r  iu- 
stnncca of ru le m aking could be subject 
to g rea t abuse. In  light of th is, s tn tes 
m ay w an t to require  its  issuance only 
upon dem and by d irectly  elected offi­
cials w ith  general rcsiw nsib ility  for 
s ta te  governm ent. T h e  governor 
a n d /o r  a legislative com m ittee specia l­
ly charged w ith ad m in is tra tiv e  ngency 
oversight ore the most obvious exam ­
ples o f politically  responsible s ta te  of­
ficials of th is type. In  subsection (a) 
the d irectly  politically  responsible s ta te  
offic ials en titled  to mukc the req u ire­
m ent opera tive in a given case of ru le 
m aking arc  bracketed so th a t each 
stn to  m ay determ ine independently  how 
i t  w ants to solve th a t problem . Some 
s ta te s  may uIbo wish to perm it mem­
bers of the public a n d /o r  o th er agen­
cies o r  political subdivisions to invoke 
th is  requirem ent even though there  is 
a d anger th a t such a pow er in the 
hands of those persons m ight be ab­
used. F o r these s ta te s , o th er b rack et­
ed a lte rn a tiv es  a re  included. In  s ta te s  
desiring  to perm it m em bers o f the 
public to invoke th is  requirem en t, con­
sideration  m ight also be given to au ­
thorizing a w aiver of the requirem ent 
in p a rtic u la r  cnseB by the ad m in is tra ­
tive ru les review  com m ittee o r the 
governor once i t  lins been invoked by 
members of the public. A w aiver de­
vice of th is  kind m ight ac t as an  effec­
tive check on invocation of the regula­

tory analysis requirem ent by members 
of the public seeking only to  delay  is­
suance of n clearly  ju s tifiab le  ru le  o r 
to harass tlm issuing ngency.

T he regula tory  analysis is, however, 
an im p ortan t device w ith  which to a s ­
su re sound ngency consideration of the 
desirab ility  of a rule. I t  is also a  use­
ful device to help ossure public su p p o rt 
for, o r opposition to, a rule, to th e  ex­
ten t e ith er Is w arrun ted , based ujion a 
fu lly  public descrip tion of its  p o ten tia l 
costs and  benefits.

The regula to ry  analysis will n o t be 
helpful if, by the tim e i t  is issued, the 
period fo r  public partic ipa tio n  on the 
ru le lias a lready  passed. To naaure 
fu ll u tility  for the unnlyBis, therefore, 
subsection (d ) establishes u m inim um  
period between publication  of a concise 
sum m ary  of the analysis and the tim e 
when th e  public may m ake w ritten  
com m ents on the rule, dem and an  o ra l 
proceeding tbereon, o r  p a rtic ip a te  in 
such an o ra l proceeding if one is held 
on th a t  rule. I f  the  dem and fo r  the 
regula tory  nnalysis comes a t  th e  end of 
the 20 dny period provided fo r in 
subsection (n ), th is  provision w ill have 
tiie effect of ex tending the tim e when 
the conditions specified in subsections
(d) (1 )—(3) may occur according to o th er 
provisions of th is  Act. N ote, however, 
th a t  an agency desiring  to  avoid delays 
in n rule-m nklng proceeding because of 
tiie requirem ents of subsection (d) 
m ay vo lun tarily  issue rucIi on analysis 
a t  the tim e it  publishes tiie notice of 
proposed rule adoption and include the 
sum m ary  th e reo f as p a r t  o f the o rig ­
ina l notice, ra th e r  than  w aiting  fo r a 
subsequent w ritten  request for such an 
analysis.

Obviously, predictions of the type re­
quired by th is section cann o t be exe­
cuted  w ith  any  g uaran teed  precision.
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As a resu lt, subsection (f) generally  
removes the sufficiency nnd nccurncy 
of the contents of such  a required reg­
u la to ry  annlvsis from the jud ic ia l re­
view process relying, instend, on the 
political muscle of the ad m in is tra tiv e  
ru les review com m it' ?e and the gover­
nor to assu re  adequate  com pliance w itb 
th is  requirem ent w hen e ith er of them 
makea it  a i plicnble to  th e  proceeding 
in question. I f  ju d ic ia l review  of the 
adequacy of th e  co n ten ts  of the regula­
tory  nnalysiB w ere perm itted  as a basis 
upon which to n ttnck  the valid ity  of a 
ru le , it  could bo used as a m eans of 
h arassing  agencies and unduly  dcinyiug 
th e ir  ru le-m aking  efforts. B u t note 
th a t  if tiie agency fails to m ake n 
"good fa ith "  effo rt to comply w ith  the 
requirem ents of subsections ( n ) - ( e ) ,  o r 
fa ils  to live up ‘o th e  requirem ents re­
garding  the an alysis imposed by
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subsections ( d ) - ( c ) ,  th a t may 
grounds for jud icial Invalidation  of t 
rule. Since subsection (f) provii 
t l i r t  n “good fa ith  e ffo rt to  com) 

'th  th e  req u irem en ts o f subscctit 
( j ) - ( c ) "  en tire ly  precludes invn'.idati 
ot the rule "on the ground tlin t I 
con ten ts of the regula to ry  analysis i 
insuffic ien t o r inaccu ra te ,"  “g< 
fa ith ” m ust be ascertained  fo r t 
purpose w ithout any ju d ic ia l evalunt 
of the ac tu a l sufficiency or accuracy 
the contents of th a t reguln tory  nnr 
sis. To ascerta in  “good fa ith "  for t 
purpose, therefore, a co urt should o 
determ ine if the annlysls w as nctui 
issued, and if on its  face it  ac tually  
drcsae' in some m ann er nil of 
p o in ts specific ', in subsections (b ) - i  
I f  so, the sufficiency o r  accuracy  of 
co n ten ts  ure n o t su b jec t to jud icial 
view.

§ 3—106. [T lm o a n d  M an n er of R u la  A d op tion ]
(a) A n ngency  m ay  n o t a d o p t a  ru le  u n t i l  th e  p e r io d  fo r  m a k in g  w rit 

su b m iss io n s  a n d  o rn l p re s e n ta t io n s  h a s  e x p ire d .
(b) W ith in  [180] (lay s n f te r  th e  l a t e r  o f (1) th e  p u b lic a tio n  o f th e  notlct 

p rop osed  ru le  a d o p tio n , o r  (II) th e  en d  o f o rn l p ro ce ed in g s th e re o n , nn  age 
s h a ll  a d o p t a  ru le  p u r s u a n t  to  th e  ru le -m n k ln g  p ro ceed in g  o r  te rm in a te  
p ro ceed in g  by p u b lic a tio n  o f  n n o tice  to  th a t  e f fe c t  In th e  [a d m in is tra t iv e  I 
le tln ],

(c) B e fo re  th e  ad o p tio n  o f a  ru le , nn  ag en cy  sh n ll  c o n s id e r th e  w r i t te n  t 
m iss ion s, o rn l su b m iss io n s  o r  nny  m e m o ra n d u m  su m m a riz in g  o ra l sub i 
slo tis , nnd  n n y  re g u ln to ry  a n a ly s is ,  p ro v id e d  fo r  by th is  C h a p te r .

(tl) W ith in  th e  scope o f I ts  d e le g a te d  n u th o r l ty ,  nn  ngency  m ny  ubc I ts  c 
ex p e rien c e , te c h n ic a l com petence, sp e c ia liz e d  k now ledge , a n d  Ju d g m e n t In 
ad o p tio n  o f  a  ru le .

Commissioners’ Comment
Subsection (a) mnkcH ex plicit th a t 

which provisions of the 1001 Revised 
Alodci Act nnd o th e r provisions of th is  
A ct only im ply.

Subsection (b) is a modified form of 
Iow a Act, Section 1 7 A .4 ( l) (b ) .  On 
ocenaion, n r  agency baa publialicd no­
tice of proponed adoption  of u rule, en­
countered a  fu ro r w hich prevented fu r­
th e r notion a t  Hint tim e on the pro- 
liosed rule, w aited  n y ear o r  tw o u n til 
people forgot nbout the proposed ru le 
because they assum ed i t  wiib dead, nnd 
then  suddenly adop ted  the proposed 
rule. T h is  subsection assures th a t an 
ngency mny not use undue delay be­
tween publication  of n notice of pro­
posed rule adoption and  ac tu a l adop­
tion of a ru le  p u rsu a n t th e re to  os a

m eans of defusing o r circumvent 
w idespread  public opposition  to  its  
tion. See Bonfield, “T h e  low u Adi. 
is tra tiv e  Procedure A c t:  Backgroi 
C onstruction , A pplicability , Public 
cess to  Agency Law , the Rulcmnl 
Process,” 00 Iow a L .R ev. 731 a t t  
858 (1075).

Subsection  (c) in a  modified f 
of 1001 Revised Model Act, See 
3 ( a ) ( 2 ) ,  d ropping the words "fu lly  
u fte r  the word "consider" on 
ground th n t they ure redundant.

Subsection (d) is a modified forn 
1061 Revised Model A ct, Section 10 
which w as applicable only to an a 
cy'a findings of fac t In form al ndjud 
tory  proceedings, ."here is no rei 
th a t th e  anme explicit deference

2 9
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BiLL SHEFFIELD, GOVERNOR

D f e P U t T M E X T  O F  L A W  •SSHaSSSSS^
P H O N E :  19071 4 6 5 -3 6 0 0

OFFICE OF THE A T T O R N E Y  G E N E R A L

A pril 3, 1986

Honorable Marco Pignalberi 
A l a s k a  House of Representatives 
?. 0. Box V  
Juneau, A l a s k a  99811

Re: CSSSHB 4 5 8 (SA) -- adoption
of regulations 
Our file: 66-3-86-0343

Dear Marco:

It was m y  understanding, from the Hou se State Affairs 
Committee h e a r ing on M a r c h  21, that, during the hearing, you had 
agreed to a "good faith" clause for the justif ications of need 
requirement (sec. 4 of the bill) like the one that your a m e n d­
ments of that date had p r o v i d e d  for the re gulatory analysis r e­
quirement (sec. 2 of the bill). See p r o p o s e d  AS 44.62.197(f), at 
page 2 of the committee substitute. Fearing that that additional 
amendment might  have gotten lost, I r e m in ded the committee staff 
person  of that point a few days after the hearing and discussed 
it w i t h  you in the hallway  a few days after that. Y o u  said that 
you w o u l d  c heck on it to be sure that it was in the committee 
substitute.

Despite  everybody's efforts and g o o d  intentions, it 
appears that that p r o v ision  indeed got lost. CSSSHB 458(SA), 
reporte d out of committee April 1, does not include that "good 
faith" p r o t e c t i o n  for the justifications of need. (Including it 
would, of course, require deletion or amendment of the p r o p osed 
AS 44.62.300(4) [page 6 of the committee substitute].) Do you 
k n o w  w h a t  happened?

Yours truly,

HAROLD M. BROWN 
ATTORNEY*;GENERAL

By: U L / i ^ b '
A r thu r H. Peterson 

Assist ant A t t o r n e y  General

A H P:m d

0 3  -  C 3 2 L H



Honorable Marc o Pignalberi 
A laska House of Re presentatives

April 3, 1986 
Page 2

cc: Hon. Katie Hurley, Chair
House State Affai rs Committee 
A l a s k a  State Legislature

Hon. M. M i k e  Miller, Chair 
House Judici ary Committee 
A l a s k a  State L e gislature



STATE OF ALASKA 1986 LEGISLATIVE SE SSIO N
FISCAL NOTE

Revision Date: ---------------
REQUEST FISCAL DETAIL________________________
Bill/Resolution No.: CS SB No. 8 Agency Affected: Health & Social S e rv ic e s
Title : An Act r6l6ting to ««». .  S d t6 ty  BRU’ Social Sprvirp<;
curriculum in schools.

Sponsor: HESS Components: Social Services
Requestor:__________________________________  ________________________________
Date of Request: 4 /3 /8 6 ___________________ ________________________________

EXPENDITURES/REVENUES : (Thousands of Dollars)
O P E R A T I N G F Y  86 FY  87 F Y  88 F Y  89 F Y  90 F Y  91

PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT
L^N D  &  STRUCTURES
GRANTS, CLAIMS
MISCELLANEOUS

T O T A L  O P E R A T I N G -0- -0- -0- -0- -0-

CAP1TAL - 0 - - 0 - - 0 - . - 0 - .  , -Q-

REVENUE -0- _________ -0 - .  -J .- .. ,

FUNDING : (Thousands of Dollars)
GENERALFUND 
FEDERALFUNDS 
OTHER 
TOTAL -0- . -Or... . -o- .. ,..Q- , -Q-

POSITIONS :
FULDTIME
PART-TIME
T EMPORARY

-0- -0- -0- -0- -0-
-ii- , . -n- - n_ _n_ -0-
-0- -n- -n- -h- . rtlr

ANALYSIS : Attach a separate page if necessary

N/A

Michael L. . 465-3170
 .......    Family •&- Youth Services______ ‘__________  n aiP• 4/3/86

Approved by Commissioner: Date:
Agency: Health & Social S e rv iced £ ______ ?____________ 'Agency:
Distribution (by Agency preparing fiscal note):

Legislative Finance 
Legislative Sponsor 
Requestor
Office of Management and Budget
Impacted Agency(ies) page_____  o f _____ 10/25/85
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STATE OF ALASKA 1986 LEG ISLATIVE SESSION  
FISCAL NOTE

Revision Date : ^ a r c ^
RFQU F.ST__________________________________ _  FISC A L D E T A I L _____________________

Bill/Resolution N o .: SSHB 4 5 8  __________  Agency Affected: Department o f  Education
T itle: ...adoption of regulations. b r u  : Executive Administration

Sponsor: Pignalberi, et al rnmprmpm« • Commissioner's Office
Requestor : Hoijsp State._Af.fai rs __________________________________
Date of Request: March 27,_1986_________  ________ __________________________

E X PEN D ITU R E S/R E V EN U ES : (T housands of Dollars)
OPERATING FY 86 FY 87 FY 88 FY 89 FY 90 FY 91

PERSONAL SERVICES 
TRAVEL 
CONTRACTUAL 
SUPPLIES 
EQUIPMENT 
LAND* STRUCTURES 
GRANTS. CLAIMS 
MISCELLANEOUS

3 3 . 6 33,6 33.6 3 . 3 , 6 3 3 .6

5 . 0 - 5.0 5 ,0 5 ,0 5 .0
5.0 5.0 5 .0 5 .0 5 .0

TOTAL OPERATING 4 3 .6 4 3 .6 4 3 .6 4 3 .6 4 3 .6

CAPITAL

REVENUE

FUNDING : (T housands o f D ollars)
GENERAL FUND 
FEDERAL FUNDS 
OTHER 
TOTAL

4 3 .4 4 3 .6 4 3 .6 4 3 .6 4 3 .6

PO SITIO N S :
FULL-TIME
PART-TIME
TEMPORARY

1 1 1 1 1

ANALYSIS : Attach a separate page if necessary

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

4 6 5 -2 8 0 0Prepared b y : _________________
D ivision: Commissioner's Office

Approved by Commissionfet: _______
Agency: Depanqnent of Education

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

Date*'""March 27, 1986

D ate; March 27, 1986

page. of 10/25/85



Proposed amendments to SSHB 458

Rep. Marco A. Pignalberi
3 -  /0-8b

Page 1. Line 17

AS 44.62.195 is amended to read:

(b) The state; agency shall prepare an [financial] estimate 
of the annual ccst or savings that will be incurred 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 in complying with the proposed regulation [and the 
total annual cost or savings of all individuals and entities 
directly affected].

(c) 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 III. 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:

(a) [Except as provided in (c) of this section, when] 
When a state agency files 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 
initial justification shall

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

(2) specify the purpose of the regulation and the 
factual basis for the agency's determination that the 
regulation is reasonably necessary to carry out the purpose;

(3) identify [each] documents upon which the agency is 
relying in proposing the action; and

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

(b) [Except as provided in (c) 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

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



Pignalberi Amendments 
Page Two

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

(3) the reasons for rejecting proposed alternatives.

(c) [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 is the 
head of a principal department or agency in accordance with 
Article III, Section 26 of the Constitution of the State of 
Alaska.

Page 3, Line 14

Sec. 5. AS 44.62.210(c) is amended to read:

(c) If at least [10] 15 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 
promptly schedule [hold] a public hearing on the proposed 
action and shall have authority to extend the comment period 
so that 14 days notice shall be given for the reguired public 
hearing .

Page 5, Line 10

Sec. 44.C2.300 (3) is amended to read:

(3) fin the case of a regulation subject to AS 
44.62.205fa) and fb) . ] for failure to comply with AS 44.62.205. 
or if 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) is amended to read:

(5) "document1' 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

P o u ch  V 
State  C ap ito l  

J u n e a u ,  A lask a  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 am requesting that you calendar the above-referenced 

bill for hearing before your committee.
Attached is 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 is 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 passed 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.

Offic ia l  Business



B T i  IhlM

u

LEGISLATIVE AFFAIRS AGENCY
M E M O R A N D U M  January 31, 1986

PCUCH Y . i l'A fc  CAPITOL 
jUNSAU  ALAS<A 4 5 8 !  t 

P07-A45-jaC0

SUBJECT: Sectional analysis of SSHB 458

TO: Representative Marco Pignalberi

FROM: Teresa B. C r a m e r s ^ ^ j ^
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 p r o­
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 n ew 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 p r o­
vides tor public hearings on regulation adoption. S u b­
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 i n i­
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 is 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) p r o­
vides that the file is a public record. As such, its c o n­
tents would be admissible in proceedings to the extent p e r­
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 is 
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"

S e c . 1 1  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.

If I may be of further assistance, please advise.

T C :mkr 
M2:118



STATE OF ALASKA 1986 LEGISLATIVE SESSION 
FISCAL NOTE

Revision Date: 2/25/86
REQUEST_____________________________  FISCAL DETAIL_____________________________
Bill/Resolution No. : SSHB 458  Agency Affected: Department or Administration

Title: act '■elating 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 o

CONTRACTUAL 0 3.1 3.2 3.3 3.4 3.5

SUPPLIES 0 0 o o o o

EQUIPMENT 0 o 0 0 o 0

LAND 1 STRUCTURES 0 o 0 0 0 0

GRANTS, CLAIMS 0 o 0 0 0 0

MISCELLANEOUS 0 o 0 0 0 0

TOTAL OPERATING 0 10.5 10.3 11.1 11 .4 11.7

CAPITAL i o I o ! o I Q j o j o

REVENUE 0 0 0 I 0 0 1 0

FUNDING: (Thousands of Dollars)
GENERAL FUND 0 10.5 10.3 I 11.1 11.4! 11.7

FEDERAL FUNDS o 0 o i 0 0 0
OTHER 0 0 0 0 0 i 0

TOTAL 0 10.5 10.8 | 11.1 11.4 j 11 .7

POSITIONS:
FULL-TIME 0 0 0 0 0 I 0
PART-TIME 0 1 1 1 1 1 1
TEMPORARY o 0 0 0 0 j 0

ANALYSIS: Attach a separate page if necessary

Attached

Prepared By: Cary m. Bader /*?■ Phone: 465-2277

Division: Administrative Services^*/_______/J ,___________ 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

Section Task Description
Regular 
Change

Requi red 
Hearing

44.62.190(d) Age proposed action .25 hrs

44.62.190 If greater than 1 year, republish in 
accordance with 44.62.190(a) 1.0 hrs

44.62.195(b) Prepare financial estimate of those 
affected

3.0 hrs

44.62.200(a) Prepare summary of initial justification 
of need

2.0 hrs

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 is 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



which do not require a public hearing, 2 X 14 X 15.75 = 441.0 hours per 

y e a r  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 e x a c t e d  regarding regulation changes by the Alaska Public 

Offices C ommission and the Div ision 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 

t we nty -ei ght  regulation changes will thu. require 5 X 5 = 30 hours.

2. 441.0 + 30 = 471.0 emp. hours * 47 weeks = 10.0 emp hrs/wk.

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



CO MPU TAT ION  A P P END AGE  of FISCAL NOTE AN ALYSIS 

FOR SSHB 458

1. Additional Staff Requirements Analysis

a. General Governm ent  Unit (GGU)

Hours per Year 

Annual Leave

1,950 hours per year

Five Days Sick Leave 

Holidays (ten days)

(75)

(37.5)

(75)

Employ ee Annual

Hours Worked 1,762.5 hours per year

1,762.5 hours per y e a r  * 37.5 hours per week = 47 weeks per y e a r

b. S t a f f — one part-time Adm ini st ra t i v e  As sistant I, Range 12

S12.75 per hour X 10 hours per week X 52 weeks = S o ,630.GO

Benefits for less than 1^ hours per w e e’;* 11.16" = S 739.91

Copier per D u p l i c a t i n g — 3294

Assume 28 regulations to be published at two pages each to meet 

criteria as establ ish ed by AS 44.62.200, mailed to 25 int erest­

ed/affe cte d 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 

A d v e r t i s i n g - - $ 2 ,800

Curr ent  charges for the publishing of a dve rtisements in Fairbanks, 

Anchorage, and Juneau average S75 per day for a 2" X 2" a d v e r t i s e­

ment. The size of the a dve rti sem ent  currently required to contain 

the n ecessary information averages 2" X 6" and costs an average of 

$225. The required size w ould  increase due to the required additional 

information (AS 4 4 .6 2.1 90 and AS 44.62.200) and an average regulation 

a dv er tis eme nt w ould  increase to 2" X 10" at an average cost of S325.

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

TOTAL: $7,369.91

2. Oth er Costs Analysis

Contractual Total: $3,094

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



inio /\jm jn is t/ative A s s i sta nt I

1 line S i j Ius .Si.il 1 Months RP Number I . I I L M l i l l l l l ilcctinn Disiiat
Part-time 3.2 Juneau 4

l i is l il icuiinn

Type n( I:spcndiinrc
1

 SuLuX-
IU*llCfllS

O ilier
Tolal Personal Services

6 .63Q
739

Travel

For ll&M Use Only
Key Nurnlier _

A  l l l l l l l l l l

3

7.369

JLContractual 3,094
(.'uininndiiies 0
l:i|iii|>nienl 0tliiier 0

Tcual Cost 10,463

Receipt Code piiiiilim; Soiiiee
IVileial Keceinls IIHP
fl. P Mairh Kim
Oeneral lunds | on t 10.463
l-A Receipts 1005
I’riijM.ioi Receipts 10’28
CII* Receipts 1061
Oilier

No. of Positions Kan l l .u i ; Init 
u

(iny.
w

I l l S . I p p

Duties ivould include, but not be limited to:

a) maintenance of file of proposed action;
b) log of filed items;
c) preparation of financial estimate;
d) preparation of initial justification of need;
e) preparation of final justification of need;
f) preparation of reason of denials; and
g) publishing in accordance with AS A1*.62.190.

14/1D1/0225-01/1

Request For 
New Position

Agency

1JRU

C o m p o n e n t

O p partinent of Administration 

A d m i n i s t r a t ive Services
I  *UI*C I I I
Revised Dale

I* V 87



REQUEST

STATE OF ALASKA 1986 LEGISLATIVE SESSION  
FISCAL NOTE

Revision Date : _2~27~86
FISC A L D E TA IL

Bill/Resolution N o . : SSHB A58______________
TitJe : "An Act  r e l a t i n g  t o  t h e  a d o p t i o n  
o f  r e g u l a t i o n s ;  and p r o v i d i n g  f o r  an 
e f f e c t i v e  d a t e . "
S p o n s o r : R e p r .  P i g n a l b e r i  
R eq u es to r : R p p r .  tH g n a  I h p r i  
Date of  R e q u e s t , Fphr'iary 2 5 , 1 9 8 6 .

Agency Affected: D e n a r t m p n t  o f  T.aw
BRU : L e g a l  S e r v i c e s _____________

Components : L eg a l  S e r v i c e s  O p e r a t i o n

EXPENDITURES/REVENUES : (Thousands of Dollars)
OPERATING FY 86 FY 87 FY 88 FY 89 FY 90 FY 91

PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT
LAND & STRUCTURES
GRANTS, CLAIMS
MISCELLANEOUS
TOTAL OPERATING - 0 - - 0 - - 0 - - 0 - - 0 -

CAPITAL

REVENUE

FUNDING : (Thousands of Dollars)
GENERALFUND 
FEDERAL FUNDS 
OTHER 
TOTAL

- 0 - - 0 - - 0 - - 0 - - 0 -

POSITIONS :
FULLTIME
PART-TIME
TEMPORARY

- 0 - - 0 - - 0 - - 0 - - 0 -

ANALYSIS : Attach a separate page if necessary
Please see attached ana lys is .

5-ry-
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C O N T IN U A T IO N  of  FISC A L N O T E  A N A LY SIS

F o r  B i l l / R e s o l u t i o n  N o .  SSHB_ i _ ____

Although the sponsor substitute adds new sections that will have 
substantial fiscal impact 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 its own. The 
department does, however, review all regulations prior to their 
adoption, and it sometimes assists other departments in 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 in this bill, we can expect innumerable re­
quests for advice. These requests will probably result in 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 in 
the future, and the potential for this additional cost should be 
noted while the bill is 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 
question concerning the financial impact as well as other considerations that 
the proposed statutes/regulations will have on tne individual or entity 
represented. I 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 impact statement.

Division of Administrative Services 
Department of Administration

Com
Departir -fit of Administration

Date

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



ROBERT M. ARVIDSON 
Box 258 

Cordova, Alaska 99574
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R C 3 E R T  M .  A R V IC S O N  
3ox  253 

C o r d o v a ,  Alaska 9957A

Jan 17, 1786

S=n. Bettye Fahrenkan?
Chair,  Senate HESS 
Pouch V
Jur.eau, Alaska 99311

?.e: Senate B i l l  251 and Publ ic oppcsit ior .  to  proposed psychology r e g u la t io n s .

Dear Senator Fahrenkamp,

I  have r e c e n t ly  reviewed the public  response to  r eg u la t io n s  proposed by the 
psychology board t h a t  would r e s t r i c t  exemptions to the psychology p r a c t i c e  a c t .  These 
proposed re g u la t io n s  were public  no t iced  Oct. 29, 1925. The pub l ic ,  inc lud ing  
l ic en sed  p sycho log is t s ,  educa to rs ,  s t a t e  o f f i c i a l s  and concerned concerned c i t i z e n s , 
i s  s t ro n g ly  opposed to  the proposed re g u la t io n s .

My count i n d i c a t e s  t h a t  5 i  ( s i x t y  one) l e t t e r s  express opposit ion  to the proposal .  
Many o f  these  l e t t e r s  have m ul t ip le  s igna tu re s  and re p re s e n t  o rgan iza t ions .  Only A ( fo u r  
l e t t e r s  support  the psychology beards '  a t tempt  to req u i re  l ic ensu re  or superv is ion  of 
c u r r e n t l y  exempt agency employees ( I2AAC60.910 re fe renced  to AS C3.c6.l50}.

I  be lieve  t h a t  many of these  l e t t e r s  can be viewed as  support; f o r  S3 251, e i t h e r  
i n d i r e c t l y  or d i r e c t l y .  Tor example, Dr. Kenneth Green, a l i censed  psychologis t  and 
Asst.  P ro fesso r  of Psychology a t  the  U nivers i ty  of Alaska -Fairbanks s t a t e s ,  "Alaska 
has too many mental h e a l th  problems to  unduly r e s t r i c t  the p r a c t i c e  of psychology. I  
t h in k  t h a t  the p resen t  Alaska Psychology Regulations a re  unduly r e s t r i c t i v e  and e l i t i s t ,  
and s e rv e  to pena l i se  the consumer by making therapy ar.d counseling too expensive."

I  am enc los ing  a sample of 15 of  the l e t t e r s  (co p ie s )  opposed to .the r e s t r i c t i v e  
r e g u la t io n s .  I  f e e l  t h a t  these  l e t t e r s  suppor t  the cont inued d e l ive ry  ar.d.development 
of maximum mental s e rv ic e s  in  the s t a t e .

I  am a l s o  enc los ing  a p ropo r t io na l  sample of the l e t t e r s  support ing the psychology 
board 's  r e s t r i c t i v e  proposa l .  This sample c o n s i s t s  of a copy of one l e t t e r .

Looking to  the f u t u r e , I  am sending a copy of the above in formation to the House 
HESS Committee and I  am asking t h a t  they keep i t  on f i l e  f o r  re fe rence  to S3 251.

r e s t  wishes f o r  the se ss io n .

S incere ly  yours,

Robert M. Arvidson

ur.es: As stated

c c : Senator K e r t tu ia
House Hess Committee

f/£SS



BILL SHEFFIELD, GOVERNOR

DEPARTMENT OF COMMERCE & 
ECONOMIC DEVELOPMENT

P O U C H D
JU N E A U , A L A S K A  3 9 3 1 1  

PH O N E: (9 0 7 ) 4 6 5 -2 5 3 4

D I V I S I O N  O F  O C C U P A T I O N A L  L I C E N S I N G

TO:

DATE: December 17, 1985

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 iri this proposal, I have notified several 
persons that I 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. I believe the burden 
of proof is on the board in this regard.



Board cf Psychologist I 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 re gulation have on the available counsel ing  provided to low income 

citizens of the State, e spe cia lly  those wh o wouid have to pay higher 

fees or who would find themselves w itho ut any service at all because the 

appropriate supervision of counselors or teachers was not available?

Co n s i de ri ng  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 u ns uc c e s s­

f u l  so far, it is still, the only w a y  the board will cjearly.have t h e ___

specific "authority to requi re the licensure anc supervision you feel 

neces sar y to protect the health and welf are  of those seeking 

psychological help. The ramification of this proposal, however, appears 

more complex and far reaching than this simple regulation has a dequately 

addressed.

Pl eas e contact me if you have further concerns regarding this or other 

proposed regulations. • ■

KDH/dgl3902D 
121735c

cc: Loren Lounsbury, Commissioner

Richard Long, Ac tin g Director 

Senator Jay Kerttula 

Senator Bettye Fa hrenkamp 

Represent ati ve Vi rginia Collins 

Repre sen tat ive  Max G ruenberg 
K ay  E.M. Gouwens, A ss is tan t A tto rne y General 

All interested parties
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February 14, 1986 F E 5  2 5 1986

Representative Katie Hurley
Alaska State House of Representatives
Pouch V
Juneau, AK 99811

Dear Katie:

The House State Affairs C o m m i t t e e  is the first c o m m i t t e e  
referral for a piece of legislation the Resource 
Developm ent Council strongly supports, SSHB 458.

The goal of this legislation is to force a d m i n i s t r a t i v e  
agencies to fully disclose the impacts of proposed 
regulations to the public. This bill will generate 
better public input for agencies proposing, a m e n d i n g  or 
deleting regulations.

The Resource Development Council has consistently 
supported legislation w h i c h  improves the regulatory 
process. One obvious e l ement  of any such program m u s t  
include a positive and informative process for the 
adoption of new or changed regulations. SSHB 458 speaks 
directly to this issue.

D u r i n g  t h e  l a s t  six m o n t h s  a g r o u p  w i t h i n  R D C  h a s  b e e n  
w o r k i n g  on language w e  think w o u l d  improve the 
A dministrative Procedures Act. Following are the 
significant points of our proposal included in SSHB 458.

1) E s t i m a t e s  of the c o s t s  or s a v i n g s  w h i c h  w i l l  be 
incurred by private persons and entities directly 
a f f e c t e d  as a r e s u l t  of the r e g u l a t o r y  c h a n g e  w i l l  be 
included in the public record. W e  w a n t  to shed l igh t on 
the monetary impacts that seemingly "harmless” 
regulations have on the private sector. W i t h  this 
cost/benefit information, the m erit s of a regulatory 
change can be better evaluated.

2) A n  agency must hold a public hearing on a regulatory 
change if a hearing is specifically requested by at l e a s t  
ten individuals. This will mandate broader public 
involvement in regulatory issues w h e r e  d e m onst rated 
concern exists.

3) Agencies must adopt proposed regulations w i t h i n  one 
year. At present, an agency can promulgate regulations, 
withd r a w  them, and then adopt them years later w i t h o u t  
notice. W e  want to l i m i t  the time b e tween initial 
promulgation and adoption to one year. After a year, 
proposed regulations m u s t  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 w i t h  a statement of reasons for 
the denial.

.,) Every agency must keep a c o m p l e t e  record of all public c o m m e n t  
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, identification of the support material 
on w h i c h  the regulation relies and a description of potential 
alternatives.

7) Any agency must prepare a final statem ent of justification of 
need concerning adopted regulations w h i c h  w o u l d  include the 
complete text of the regulation, a s u m m a r y  of each c o m m e n t  and 
objection and a defense of the adopted regulation against the 
proposed objections or amendments.

W e  are basically attempting to change the A d m i n i s t r a t i v e  Procedures 
Act to insure that regulatory changes are well thought out, 
necessary and defensible. W e  feel this process needs to take place 
w i t h  as m u c h  public oversight as is reasonable. Our goal is not 
necessarily to see fewer regulations g e n e rated— although that may 
be the impact; w e  are interested in seeing better regulations.

The Resource De vel o p m e n t  Council w ould appreciate an opportunity to 
p r e s e n t  t e s t i m o n y  o n  this b i l l  to a h e a r i n g  of the H o u s e  S t a t e  
Affairs C o m m i t t e e  as soon as possible. A  t i m e l y  hearing before 
your c o m m i t t e e  is obviously essential to the success of the ideas 
contained in this bill.

Thank y o u  for your consideration,

COUNCILRESOU 
for

)EVELOPME 
.agfta, Inc.

Paula P. Easley 
Executive Director

cc: Members, House State Affairs C o m m i t t  
Representative Marco Pignalberi 1^*" 
Phil H olds w o r t h
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I, the under'gned, an employee o f the State o f Alaska, do hereby certify 

that the microfilm images on this microform are accurate reproductions 

o f  the original records o f the State o f Alaska as accumulated during the 

regular course o f business, and that it is the established policy and practice 

o f  this State to microfilm its records and to dispose o f the original records 

after microfilm reproductions have been made.

Date

02-519 (REVO/78)





L I S T  OF B A C K -U P  M A T E R IA L S  FO R  HB 4 6 5

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 in 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.



M A J O R I T Y  L E A D E R

REPRESENTATIVE DON CLOCKSIN
Alaska House of  Representatives

1024 WEST SIXTH AVENUE 
ANCHORAGE. ALASKA 09501 

(907) 274-4031

WHILE IN JUNEAU: 
POUCH V 

JUNEAU, ALASKA 99811 
(907) 465-3704

Rep. K at ie  Hurley,  Chair December 30, 1985
House S t a t e  A f f a i r s  Committee 
1024 W. 6th Avenue 
Anchorage,  Alaska 99501

Dear R e p re s e n ta t iv e  Hurley:

When you held  h e a r in g s  in  September on HCR 17, r e l a t i n g  to  s t a t e  
in ves tm en ts  in  South A f r i c a ,  I i n d i c a t e d  I would be f i l i n g  l e g i s l a t i o n  on 
the  i s s u e .  I t  appeared t h a t ,  a l though  HCR 17 c r e a te d  much d i s c u s s i o n ,  i t  
would be ne ces sa ry  to  mandate d i s in v e s tm e n t  by a change in  the law. The 
a t t a c h e d  p r e - f i l e d  b i l l  does t h a t .

The b i l l  takes  s e v e r a l  s t e p s  in  our e f f o r t  toward d i s in v e s tm e n t .

1) I t  r e q u i r e s  w i thdrawal of  s t a t e  funds from companies doing b u s in e s s  in  
South A fr ica  no l a t e r  than December 31, 19S8.

2) During the pe r iod  be fo re  t o t a l  d iv e s tm e n t ,  s t a t e  agenc ies  wi th  South 
A fr ican  inves tm ents  w i l l  vo te  the  s tock  in a manner designed  to 
encourage d i s in v e s tm e n t .

3) A s t a t e  agency may not purchase  p rodu c ts  made in  South A f r i c a  and i s  
encouraged not to do o th e r  ou s in ess  w i th  companies involved  in  South

A f r i c a .

4) S t a t e  agenc ies  and the Governor w i l l  submit  annual r e p o r t s  on the 
p r o g r e s s  made toward d i s in v e s tm e n t .

Cont inuing developments in  South A f r ica  make i t  c l e a r  t h a t  s t ro n g  
a c t i o n  i s  n e ces sa ry .  As Alaskans we have the  r i g h t  to dec ide  our money 
should not be spent to  suppor t  the  r a c i s t  South A fr ican  government.

I am r e q u e s t i n g  t h a t  t h i s  b i l l  be r e f e r r e d  to  you committee.  I  hope
e a r l y  a c t i o n  can be taken on i t .

Thank you very  much f o r  your  suppor t  on t h i s  i s s u e ,  and I hope t h i s
b i l l  ad d re s se s  concerns r a i s e d  in  your  committee.



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

BEFORE THE STATE AFFAIRS COMMITTEE OF THE STATE OF ALSAKA HOUSE 
OF REPRESENTATIVES, FEBRUARY 10, 1986

BY ROBERT B. ZEVIN, ECONOMIST AND SENIOR VICE PRESIDENT

Members of the State Affairs Committee, I am pleased to 
share my knowledge and experience with you by way of this 
written testimony. I hope it will be helpful to you in deciding 
whether and hew you can proceed to achieve implementation of 
divestment of South Africa related businesses frcsn your 
investment portfolios.

My qualifications to address this topic include the 
following. I hold a Ri.D. in econamics from Harvard University. 
I have taught economics and investments at Berkeley, Boston 
University, Columbia and currently at Harvard. I have been a 
professional investment manager since 1967. Frcsn then until 
1975 I was the proprietor of my own registered, investment 
counseling firm. Since 1975, I have been continuously in 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 I, and the firms with which I 
have been associated, have managed funds that were completely 
free of securities of firms doing business in South Africa.
Thus I believe that I and my bank have more experience, managing 
more money, for more years subject to a complete South Africa 
exclusion than any other investment person or firm in the world.

Although U.S. Trust's investment management business has 
grown rapidly, we still manage only about $550 million.
However, we have served on numerous occasions in the past dozen 
years as professional advisors to multi-billion dollar 
portfolios with respect to general Investment policy and 
specific divestment issues. These include the City of New York 
combined Retirement Systems, 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 councils, state legislatures and 
the U.S. Congress.



When I began managing South Africa free portfolios, I told 
my clients that they would have to expect same combination of 
lower return and higher risk as a consequence of their 
divestment decisions. This was and still is the conventional 
wisdom. After all, divestment meant throwing 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 ago, I 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 
purchased securities in the same South Africa free companies for 
both types of accounts. Still, both types outperformed the 
stock market averages and other professional managers by 
substantial margins. And at the same time that they earned 
superior returns, these portfolios shewed less risk than the 
stock market or other professionally 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 portfolios 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 companies that we identified as 
having a role in South Africa. We computed the quarterly 
investment return 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 357) 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 11.5% 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 
this superior performance was reliable enough to forecast into 
the future

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 volatile, did not bounce up and down any more or less, than 
the S&P 500. The portfolio was also well diversified in the 
sense that most of its return over a one or two year period, 
versus a different one or two years, could be explained by the 
change in the comparable return for the S&P 500. It was our 
finding and it has been our experience, that portfolios that are 
entirely South Africa free might do somewhat better or somewhat 
worse than similarly managed unrestricted portfolios for periods 
of a few years; but that the differences disappeared over longer 
intervals.



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 Wil shire 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 Wil shire 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 I 
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.

If 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 America's largest and best knewn companies? The 
divestment results are only a specific example of the general 
finding that stock market movements can be decomposed into six 
to twelve primary components. Some might cedi them names like 
growth, cyclical and resource. Others might discover beta, 
yield and foreign exposure among the components. Everyone 
agrees on their small number. Superior investment management 
consists of an ability to pick and choose among them. The 
availability of thousands of different stocks or eighty 
different standard industries is simply not important.

For example, investors can profit or avoid losses by 
anticipating the price of oil. But, having done so, it is not 
necessary to invest in the industry called "international oil" 
since the industry called "domestic oil" contains many large, 
well-managed companies that are not in Southern Africa and 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 same, superior results for 
these portfolios as for the others that we manage. The only 
strategy that cannot be completely implemented is an 
overweighting of the biggest capitalization stocks. Sometimes, 
as in 1983 or 1972, this is a superior strategy which would not 
be available to the South Africa free manager. However, as a 
long-term strategy, emphasizing the size component 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 unimportant. To 
the extent that investment policy seeks to duplicate the 
performance of a stock market average at mumimum transaction 
cost, divestment has little impact. On the other hard, if your 
managers seek to own a portfolio of very large companies and to 
hold them with very infrequent trading, then a divestment policy 
will certainly have seme impact on initial 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 from 
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 inescapable additional cost.

In a study that I authored with SEI Funds Evaluation, Inc. 
for the State of Michigan's $ 5.2 billion stock portfolio, we 
have estimated this initial transaction cost at .35% (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 frequently at higher costs. Again, in our Michigan 
study, we have estimated this as .1% of the proportion of the 
portfolio affected. I have submitted the Micliigan study as an 
exhibit to my testimony.

I have said nothing so far about bonds. 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 the United States government, its 
agencies and numerous sovereign governments and international 
organizations. Moreover, individual bond selection is a less 
important component of bond investment results than individual 
stock selection is of total stock results. Changes in interest 
rates and changes in spreads between different maturities and 
qualities are the overwhelmingly important components of bond 
returns. To that extent, divestment restrictions have 
relatively little impact.
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December 16, 1985

The Honorable Katherine T. Hurley 

Chairman

House State Affairs Committee 

10.24 West Sixth, Suite 200-A 

Anchorage, AK 99801 / F j  r

t  / I x VDear Representative Hurley*

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, I 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. (All 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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exports— particularly strategic metals such as platinum, manganese, chrome, 
etc.— in quantities which far outweigh in economic significance the 
activities of many companies on IRRC's list.

These questions about the scope of economic activity as well as very 
practical information-gathering problems lead to widely divergent rosters 

of corporations involved in South Africa. They vary in number of companies 
from 201 to 6,000. With all the merger, divestiture, buy-out, and raider 

activity going on in today's corporate world, monitoring of South African 
connections necessarily is quite imprecise.

That said, you will note that the enclosed table shows that 40 percent 

of domestic common stock investments, 82 percent of commercial paper, 24 

percent of corporate bonds, and 100 percent of interest-bearing bank 
deposits were invested in firms with operations in South Africa on 

September 30, 1985. It is probable that the percentage for foreign common 
stock investments is higher than domestic, but we do not have any 

information to identify such companies at this time.

The domestic companies in which the State was invested on September 30, 

which were in South Africa, include General Motors, Ford, General Electric, 

Mobil, Xerox, IBM, Kodak, Westinghouse, Dow, DuPont, Gillette, Revlon, 

Johnson & Johnson, John Deere, NCR, Coca-Cola, Pepsico, Sohio, Good Year, 

Boeing, Lilly, Hewlett-Packard, 3M, Bristol-Meyer, Singer, and many other 

household names.

2. What is the risk of losing public funds invested in South Africa? what is 

the degree of non-market risk? What is the risk if we don't divest?

There is almost no risk of loss of public funds. Again, we do not 

invest funds in South Africa. We invest some funds in the stock of U.S. 

and foreign multinational corporations which may or may not do business in 
South Africa.

Those corporations which actually have physical assets in South Africa 

are heavily capitalized. The value of the South African assets is such a 

small portion of their total wealth that loss of the entire value of those 

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

The following 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
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than 1/2 percent o£ 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, in any event. Thus, a corporation dealing, for example, in 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 in 

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. O n e — "South 

African Divestment: The Investment Issues" —  is a research piece that

appeared in the Financial Analysts J o u r n a l . The other two are letters from 

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 be five years unless

extraordinary losses were acceptable. In order to adhere to any extent to

the prudent investor rule, replacement investments must be sought which

will minimize risk. Because the funds would 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 i n d u c e s  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 is 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

FY 87 2,322,770

FY 88 2,961,855

FY 39 ‘ ‘ 3,656,090
FY 90 4,335,010

T otal Increased T u r n o v e r  C o s t s  $15,003,920

O n e - T i m e  D i v e s t m e n t  C osts

Sale 2,190,000

P u r c h a s e  3,300,000

Total Five-Year Trading Costs $20,493,000

In c o n c l u s io n ,  the De partment of R e v e n u e  b e l i e v e s  that there w o u l d  be 

s i g n i f i c a n t  c osts a t t ac h e d  to a S o u t h  A f r i c a n - r e l a t e d  d i v e s t m e n t  p r o gram. In 

a d d i t i o n  to the a p p r o x i m a t e l y  $200 m i l l i o n  in o p p o r t u n i t y  losses and 
t r a n s a c t i o n  costs detailed in this letter, t here w o u l d  be real if 

n o n - q u a n t i f i a b l e  c o s t s  for addi t i o na l  a d m i n i s t r a t i v e  e f f o r t s  to monitor and 
e n s u re  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, d i v e s t m e n t  cannot be viewed in i s o l a t i o n  but must be c o n s i d e r e d  in

light of the over a l l  risk p o st u r e  of S t a t e  investments. Dives t m e n t  w o u l d  

p r e c i p i t a t e  a m ajor restru c t u r in g  of S t a t e  inves t m e n t  po r t f o l i o s  wit h  r e s u l ts  

that w o u l d  be less than certain.

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

MAN/M3/gb

85-125

En c l o s u r e s



STATE OF ALASKA

Employer Percentage

PUBLIC EMPLOYEES' RETIREMENT FUND
Employer Contribution Rates

Fiscal Year 1984 -.

Alaska, State of
Policemen, Firemen 19.50
Inland Boatmen 14!si
All Other Employees 13!20

Alaska Housing Finance Corporation 13.70
Alaska Municipal League 29.79
Alaska State Housing Authority 17!o2
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 School District 15.96
Chatham School District 11.62
Chugach Regional School District 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

Continued

Employer Percentage

PUBLIC EMPLOYEES' RETIREMENT FUND
Employer Contribution Rates

Fiscal Year 1984

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.SC-
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 14.97
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
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STATE OF ALASKA

Continued
Employer Percentage

PUBLIC EMPLOYEES' RETIREMENT FUND
Employer Contribution Rates

Fiscal Year 1984 •

Valdez, City of 11.23
Valdez City Schools 10.91
Wasi11 a , City of 12.03
Wrangell, City of 13.06
Wrangell City Schools 20.11
Yukon Flats School District 8.82
Yukon Koyukuk School District 11.85

-37-



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

Percentage

8.71
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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
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South African Divestment: The 
investment Issues

Divestment restrictions on companies that do business in South Africa may have sub­
stantial impacts on the investment managementactivitiesof largeportfolios. In general, 
they w ill 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.
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M o r e  a n d  m o r e  U . S .  c i t i e s  a n d  s t a t e s  a r e  w e i g h i n g  l e g i s l a t i o n  t h a t  w o u l d  r e s t r i c t  p u b l i c  

p e n s i o n  p l a n s  f r o m  i n v e s t i n g  i n  c o m p a n i e s  t h a t  d o  b u s i n e s s  in  S o u t h  A f r i c a .  D i v e s t m e n t  h a s  

p o t e n t i a l l y  s e r i o u s  i m p l i c a t i o n s  f o r  t h e  i n v e s t m e n t  p o l i c i e s  a n d  p r a c t i c e s  o f  l a r g e  f u n d s .

C o n s i d e r  w h a t  h a p p e n s  i f  e a c h  o f  t h e  1 5 2  S o u t h  A f r i c a n - r e l a t e d  c o m p a n i e s  in  t h e  S t a n d a r d  

&  P o o r ' s  5 0 0  i s  r e p l a c e d  b y  t h e  l a r g e s t  " u n r e s t r i c t e d ” c o m p a n y  in  i t s  i n d u s t n j .  T h e  n e w  

A l t e r n a t i v e  U n i v e r s e  a m o u n t s  t o  l e s s  t h a n  6 2  p e r  c e n t  o f  t h e  c a p i t a l i z a t i o n  v a l u e  o f  t h e  " o l d  "  

S & P  5 0 0 .  L a r g e  m u l t i n a t i o n a l  c o m p a n i e s  a r e  r e p l a c e d  b y  s m a l l e r ,  d o m e s t i c  c o m p a n i e s .  T h e  

c a p i t a l i z a t i o n  i v e i g h t s  o f  s o m e  i n d u s t r i e s  ( i n c l u d i n g  d r u g s ,  m o t o r  v e h i c l e s  a n d  p r o d u c t  

e q u i p m e n t J  a r e  m o r e  t h a n  h a l v e d .  T h e  A l t e r n a t i v e  U n i v e r s e  h a s  S  p e r  c e n t  m o r e  r i s k , us 

m e a s u r e d  In/ b e t a ,  a n d  3  p e r  c e n t  l e s s  d i v e r s i f i c a t i o n  t h a n  t h e  S & P  5 0 0 .

A  p e n s i o n  f u n d  r e s t r i c t e d  t o  t h i s  u n i v e r s e  m a y  e x p e c t  h i g h e r  t r a d i n g  a n d  a d m i n i s t r a t i v e  

c o s t s  i n a s m u c h  a s  i t s  p o r t f o l i o s  -w ill c o n t a i n  s m a l l e r ,  r i s k i e r  a n d  l e s s  l i q u i d  c o m p a n i e s .  T h e  

l a r g e r  t h e  f u n d ,  t h e  m o r e  l i k e l y  i t  w i l l  h a v e  t o  r e s t r u c t u r e  i t s  p l a n  i n v e s t m e n t s  c o m p l e t e l y  in  

o r d e r  t o  a c h i e v e  t a r g e t e d  r i s k / r e t u r n  g o a l s .

A
 C O A L IT IO N ’ O F  RELIGIOUS, political 
a n d  labor  g r o u p s  o p p o s e d  to S o u th  A f­
r ica 's  race policies is p lac ing  in c rea s in g  
p r e s s u re  o n  pub l ic  p e n s io n  fu n d s  to res tr ic t o r  

e l im in a te  in v e s tm e n ts  in c o m p a n ie s  d o in g  b u s i ­
n e ss  in S o u th  Africa. M a ss a c h u se t t s ,  C o n n e c t i ­
cu t  a n d  N e b ra s k a .  N e w  York City . P h i lade lph ia  
a n d  W a s h in g to n .  D.C. h a v e  a l r e a d y  im p o se d  
»uch res tr ic t ions  o n  the ir  p e n s io n  fund  p o r t fo ­
lios. This article  d o e s  no t a t t e m p t  to a d d r e s s  the  
m ora l ,  political o r  e th ica l is sues  in v o lved .  R a th ­
er. it a d d r e s s e s  th e  practical im p lica t ion s  of 
d iv e s tm e n t  for p e n s io n  tu n d  m a n a g e rs .

Severa l  s tu d ie s  h a v e  a rg u e d  th a t  p ro h ib i t io n s  
o n  in v e s tm e n t  in b o u th  A fr ican-re la ted  c o m p a ­
nies  w o u ld  n o t  h a v e  a s ign if ican t im pac t  on  
p e n s io n  lu n d  portfo lios:

T h e  etfect on portfolio ri^k ol excluding the com­
panies operating in bouth Africa . . .  is. contrary to 
intuition, not particularly important.” 1

I Km>lnnU"» appea r at end  o l article.

" . . .  such a restrictive policy really is not all that 
inhibiting."2

"A skilled investment manager should be confi­
dent that exemplary returns can be achieved within 
the guidelines of the proposed legislation."1

A cco rd in g  to  the  o p in io n s  g a th e r e d  for the  
W.’ jh i n g to n ,  D .C. R e t i rem en t  Board, p ro fe s ­
sional in v e s tm e n t  m a n a g e rs  d isag re e .  T he  vast 
m ajo ri ty  of  m a n a g e rs  felt th a t  p e r fo rm a n c e  
w o u ld  be  r ed u c e d .  N in e  o u t  of  10 th o u g h t  
d ivers if ica tion  w o u ld  be h a m p e r e d .  T h re e  o u t * »  
of fou r  th o u g h t  th a t  qua li ty  w o u ld  be  im p a ired .  
H alf  sa id  th e y  w o u ld  refuse  to a cc e p t  fiduciary' 
r e spons ib i l i ty  u n d e r  such  c o n d i t io n s .

The N a tio n a l  A ssociat ion  of  S ta te  in v e s tm e n t  
Officers, c o n c e rn e d  ab o u t  c o m p ro m is in g  f idu-

IVm/iit’ IViiywr is C lucf Investment O fficer ot W ilsh ire  
Associates ‘ Asset Management D iv ision . A llen  Enikiu is 
Senior Associate o f W'ilsliire Associates' Pension C on su lt­
ing D iv is ion . R ichan l L. D ixon is on A na lys t in W ilsh ire  
Associates' Asset Management D ivision .



ctary responsib il i t ie s ,  h as  a d o p te d  a reso lu t io n  
o p p o s in g  law s th a t  force m a n a g e r s  to  m a k e  
in v e s tm e n ts  b a se d  o n  " a n y t h i n g  b u t  the  bes t  
in te re s ts  of p e n s io n  tu n d  m e m b e rs .  ' Sta te  re ­
t i re m e n t  officers a lso  q u e s t io n  w h e th e r  it is 
poss ib le  to im p le m e n t  res tr ic t ions ,  pa r t icu la r ly  
o n  large portfo lios ,  w i th o u t  r e d u c in g  in v e s t ­
m e n t  o p p o r tu n i t ie s  a n d ,  u lt im a te ly ,  in v e s tm e n t  
resu lts .

In v e s tm e n t  officers, a d v o c a te s  of d iv e s tm e n t  
a n d  p re v io u s  s tu d ie s  all a g ree  th a t  d iv e s tm e n t  
re s tn c t io n s  h a v e  m in im al  practica l effects on  
po rtfo l ios  of S50 m illion o r  less. But w h a t  a b o u t  
la rger  f u n d s  th a t  h a v e  bil l ions of  d o l la rs  to i n ­
vest? W ould  they  be able to c on tin u e  the ir  cu rren t  
r i sk - re w ard  s t ra teg ie s  to fu n d  fu tu re  b en e f i ts ,  o r  
w o u ld  radical r e s t ru c tu r in g  be  r e q u ired ?

T h e  S c o p e  o f  t h e  C h a l l e n g e
A list or all c o m p a n ie s  w ith  e m p lo y e e s  in  S o u th  
Africa o r  b u s in e s s  re la t ions  w i th  th e  g o v e r n ­
m e n t  of S o u th  Africa in c lu d es  229 c o m p a n ie s  
w i th  a m a rk e t  cap i ta l iza t ion  o n  D e c e m b e r  31, 
1983 of o v e r  S600 billion. T h is  r e p re s e n t s  o v e r  
ha lf  the  total cap i ta l iza t ion  of th e  S ta n d a rd  & 
C ho i 's  500 (often  c o n s id e re d  to be  the  " o p p o r t u ­
n i ty  se t"  for in s t i tu t io n a l  in v es to rs )  a n d  a lm o s t  
35 p e r  c e n t  of th e  w e ig h t  of all c o m m o n  s tocks  
a s  r e p re s e n te d  by th e  W ilsh ire  5000 ind ex .  I n ­
c lu d e d  a re  31 of  th e  50 la rges t  U .S .  c o m p a n i e s —  
su c h  in s t i tu t io n a l  favori tes  a s  IBM, Exxon, 
M erck  a n d  3M — a n d  49 of  the  100 la rges t .

The  229 c o m p a n ie s  o n  the  list t e n d  to be  
c o n c e n t ra te d  in th o se  in d u s t r ie s  w h o s e  p r o d ­
u c ts  o r  p ro d u c t io n  p rocesses  a re  read i ly  t r a n s ­
p o r tab le  a n d  w h o s e  m a tu r i ty ,  s ize  a n d  p r o d u c t  
a cc ep tan ce  h a v e  led th e m  to w a rd  in te rn a t io n a l  
m a rk e ts .  A s T ab le  I sh o w s ,  c o m p a n ie s  o n  the  
list a cc o u n t  for v ir tu a l ly  all of t h e  cap i ta l iza t ion

w e ig h t  o f  s o m e  S&P 500 in d u s t ry  g r o u p s  a n d  
la rge  p e r c e n ta g e s  of o th e r s .  Utilities, t ruck ing ,  
real e s ta te ,  a n d  o th e r  in d u s t r ie s  th a t  a re  bv 
n a tu r e  d o m e s t ic  a re  n o t  heav ilv  r e p re s e n te d  bv 
th e  c o m p a n ie s  o n  the  iist.

T h e  s ize  of a c o m p a n y  a n d  its in d u s t r y  clearlv 
a tfect th e  p robab i l i ty  of  its b e in g  o n  a d iv e s t ­
m e n t  list. C o m p a n ie s  th a t  a re  too sm all  o r  too  
loca lized  to h a v e  d e v e lo p e d  in te rn a t io n a l  m a r ­
ke ts  a re  n o t  likely to be a t tec ted  bv in v e s tm e n t  
res tr ic t ions .  U n fo r tu n a te ly ,  n e i th e r  a re  th e se  
c o m p a n ie s  likelv to o tte r  th e  re d u c t io n  in risk 
avai lab le  from  th e  size, f inancial s t r e n g th ,  d iv e r ­
s ifica tion of p r o d u c t  line a n d  d is p e rs io n  ot m a r ­
k e ts  e n jo y e d  by  th e  large, in te rn a t io n a l  c o m p a ­
n ie s  th a t  a re  th e  likely c a n d id a te s  to r  a n y  
" p r o h ib i t e d "  list. T h e  c h a l le n g e  t .»r res tr ic ted  
in v e s tm e n t  m a n a g e rs ,  th e n ,  is to  c o n s t ru c t  t rom  
a r e d u c e d  u n iv e r se  of sm al le r ,  g e n e ra l ly  risk ier  
c o m p a n ie s ,  por t to l io s  th a t  o tter ,  a t  c o m p a ra b le  
r isk levels ,  r e tu rn s  c o m p a ra b le  to  th o se  o t te re d  
by in v e s tm e n ts  in large c o m p a n ie s .

To  a n a ly z e  th e  effects ot d iv e s tm e n t  a n d  to 
e x a m in e  th e  practical p ro b le m s  it c rea tes ,  w e 
c o n s t ru c te d  a n  " a l t e rn a t iv e  in v e s tm e n t  u n i ­
v e r s e "  th a t  is tree  ot S o u th  African  in f lu ence .  
W e rep lace d  e ach  p ro h ib i te d  cui y a n v  in th e  
S& P 500 w i th  a n o th e r  c o m p a n y  in th e  sa m e  
in d u s t ry .  In total, 152 c o m p a n ie s  w e re  rep lace d .  
In ail cases ,  th e  su b s t i tu te s  w e re  th e  la rges t  
ava i lab le  A m e r ic a n  c o m p a n ie s  w i t h o u t  S o u th  
A frican  c o n n e c t io n s .

T h e  A l t e r n a t i v e  U n i v e r s e  
At th e  e n d  of th e  first q u a r te r  o f  1984. th e  S&P 
500” w a s  w o r th  o v e r  51.175 million. T h e  152 
c o m p a n ie s  d o in g  b u s in e s s  w i th  S o u th  Africa 
a c c o u n te d  tor  5554 billion of th e  S& P 500’s 
c ap i ta l iz a t io n  va lue .  T h e ir  152 r e p la c e m e n ts
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w e re  w o r th  S107 billion. The A lte rn a t iv e  U n i­
v e rse  th u s  c am e  to S72S billion— iess th a n  o2 p e r  
c en t  ot th e  va lu e  ot th e  S&P 500.

R a te s  o f  R e t u r n
S o m e  re s e a rc h e r s  h a v e  no ted  tha t  th e  av e ra g e  

in v e s tm e n t  r e tu rn  o n  rhose  c o m p a n ie s  th a t  
w o u ld  be  affected bv d iv e s tm e n t  is s ign if ican tly  
lo w e r  t h a n  the  r e tu r n s  o n  c o m p a n ie s  free of 
S o u th  A frican  c o n n e c t io n s .  In d e e d ,  it h a s  b e en  
s u g g e s te d  th a t  i n v e s tm e n t  resu l ts  cou ld  actua l ly  
be im p ro v e d  by a d iv e s tm e n t  policy.

O u r  c o m p u ta t io n s  s h o w  th a t  o n e  do l la r  i n ­
v e s te d  five yea rs  ago  in the  152-stock portfo l io  
of c o m p a n ie s  d o in g  b u s in e s s  in o r  w i th  S o u th  
Africa w o u ld  h a v e  g r o w n  bv n o w  to S I .94, 
in c lu d in g  d iv id e n d s .  A dolla r  in v es ted  in the  
152 r ep lac e m e n t  s tocks  w o u ld  h a v e  g r o w n  to 
S2 .60— a d if fe rence  in a n n u a l  ra te  of r e tu rn  of  
o v e r  7 p e r  cen t .  But w h a t  is the  so u rce  of this  
su b s ta n t ia l  d ifference?

N u m e r o u s  s tu d ie s  h a v e  ind ica ted  th a t  s tocks 
o f  sm all f irm s h a v e  b e en  o u tp e r f o rm in g  th o se  of 
la rge  f irm s by s u b s ta n t ia l  a m o u n t s .4 W ilsh ire  
A ssoc ia tes  e s t im a te s  th a t  the  500 la rg es t  U.S. 
c o m p a n ie s  r e tu rn e d  9 .7  p e r  c en t  p e r  y e a r  o v e r  
th e  last 10 years ,  w h e r e a s  the  se c o n d  la rges t  500 
r e tu r n e d  17.9 p e r  cen t  a n n u a l ly . f  T h e  h ig h e r  
r e tu rn  o n  th e  r e p la c e m e n t  portfolio  m ay  th u s  be 
a reflec tion  of th is  sm all firm effect.

Sm alle r ,  r isk ier  c o m p a n ie s  p ro m ise  h ig h e r  
r e tu rn s  a n d .  in recen t  ye a rs  at least, h a v e  d e l iv ­
e re d  th e m .  But h ig h  r e tu rn s  d o  n o t  a cc rue  
w i th o u t  in c u r r in g  g r e a te r  in v e s tm e n t  risk. In 
th e  d o w n  m a rk e t  trom  Ju ly  of 1983 th r o u g h  Ju n e  
1984, th e  la rges t  500 s tock s  d e c re a s e d  in  v a lu e  
6.6 p e r c e n t ;  the  s e c o n d  larges t 5 0 0 d ec l in e d  15.0 
p e r  cent.

R e t i re m e n t  p la n s  a re  n o t  free to take  u n l im i t ­
ed  risks  in p u r s u i t  of h ig h e r  re tu rn s .  T h e  a p p r o ­
p r ia te  level ot r isk  d e p e n d s  o n  the  ac tuar ia l  
r e q u i r e m e n ts  of  the  p la n ,  its f u n d in g  s ta tu s ,  
legal re s tr ic t io n s  a n d  th e  r e t i rem en t  b o a r d 's  
in te rp re ta t io n  of  f iduc ia ry  respons ib i l i ty .  All 
th e se  fac to rs  affect a t u n d ' s  ability  to b e a r  a d d e d  
risks  in th e  h o p e s  ot h ig h e r ,  b u t  u n c e r ta in ,  
re tu rn s .  R ela tive  ra tes  of r e tu rn  can be ju d g e d  
o n lv  in th e  co n te x t  of risk a s s u m e d .

I n v e s t m e n t  R i s k
A po r tfo l io 's  r isk to le rance  is a p p ro p r ia te ly  

m e a s u r e d  by its b e ta — i.e., its sens i t iv i ty  to 
c h a n g e s  in th e  overal l  m a rk e t .  T h e  m ark e t ,  as  
r e p re s e n te d  by th e  bcscP 500, h a s  a beta  of  1.0. A

portfo l io  w h o s e  be ta  is g re a te r  th a n  o n e  is m o re  
volatile th a n  th e  m a rk e t ,  w h e re a s  o n e  w i th  a 
be ta  of less th a n  o n e  is less volatile. A n o t h e r  
m e a s u re  of  por tfo l io  risk is its R - s q u a re d — its 
d e g re e  of a d iv ers if ica tion  in c o m p a r iso n  to the  
m ark e t  b e n c h m a rk .  T h e  m ark e t ,  as p ro x ied  bv 
th e  S&P 500, h a s  an  R -squared  ot 1.0. A n 
active ly  m a n a g e d  portfo l io  c o n c en t ra te d  in ta- 
v o re d  secu ri t ie s  a n d  sec to rs  w o u ld  be  less d iv e r ­
sified th a n  th e  m a rk e t  a n d  have  an  R -sq u a re d  
b e lo w  th e  1.0 in d ica t in g  perfect d ivers if ica tion .  
M o s t  active  e q u i ty  por tfo l ios  have  an  R -sq u a red  
b e tw e e n  0.S0 a n d  0.92; th e  R -squares  of  ind ex  
fu n d s  a p p r o a c h  1.0.

T h e  A l te rn a t iv e  U n iv erse  is verv  well d iv e r s i ­
fied, h a v in g  a n  R -sq u a red  of  0.968, pa r t lv  b e ­
c au s e  of th e  h ig h  p e rce n ta g e  of c o m m o n  h o ld ­
i n g s  w i t h  t h e  S & P  500 . A l t h o u g h  w e l l  
d iv ers if ied ,  it is r isk ier  th a n  the  m ark e t ,  h a v in g  
a be ta  of 1.08. T h e  A lte rn a t iv e  U n iv erse  will rise 
o r  fall, o n  a v e ra g e ,  by 8 p e r  cen t  to r  e v e ry  1 p e r  
c en t  c h a n g e  in th e  S&P 500.

Uarge f u n d s  th a t  e m p lo y  a m u l t ip le  m a n a g e r  
s t ru c tu re  o f te n  spec ify  a ta rge t  be ta  as  a m e a n s  
of c o n tro l l ing  total por tfo l io  risk. To m e e t  a 
spec if ied  ta rg e t  w i th  securi t ies  se lec ted  f ro m  the  
risk ier  A l te rn a t iv e  U n iv erse ,  m a n a g e r s  m a y  ei­
th e r  have  to  select from a m o n g  th e  leas t  r iskv 
a l te rn a t iv e  s tock s  o r  h o ld  la rger  c ash  p o s i t io n s .

D iv e s tm e n t  m a y  also invo lve  s tra teg ic  risks 
th a t  a re  m o re  difficult to  q u a n t i fy  th a n  in v e s t ­
m e n t  or  d iv ers i f ica tion  risk. For e x am p le ,  d u r ­
ing  late 1983 a n d  early  1984, e n e rg y  w a s  the  
o n ly  sec to r  to  s h o w  pos it ive  price a p p r e c ia t io n . h 
But e n e rg y  s to ck s  w o u ld  h a v e  b een  heav ilv  
affected by  d iv e s tm e n t  res tr ic t ions .  D iv e s tm e n t  
m a y  th u s  le ad  to d iv ers if ica tion  loss b e y o n d  the  
m a n a g e r 's  c on tro l ;  the  f u n d  m u s t  b e a r  th e  risk 
of fo rego ing  p ro f i tab le  in v e s tm e n t  o p p o r t u n i ­
ties.

T o  c o n s t ru c t  th e  A lte rna t ive  U n i1 .rse ,  so m e  
large c o m p a n ie s  in the  S& P 500 w e re  rep lac ed  
by  o th e r ,  sm a l le r  c o m p a n ie s  in th e  s a m e  i n d u s ­
try. T h e  re la t ive  im p o r ta n c e  of  th e se  in d u s t r ie s "  
w a s  th u s  r e d u c e d  in th e  A lte rna tive  U n iv erse ,  
w h ile  in d u s t r ie s  less affected b y  d iv e s tm e n t  
g a in e d  in im p o r ta n c e .  T ab le  II s h o w s  h o w  m - 
d u s t r y  w e ig h t s  o f  the  A l te rn a t iv e  U n iv e rse  d if ­
fer from  Iht w e ig h t s  of th e  S&P 500. N o te  that 
the  in d u s t r ie s  th a t  have  g a in ed  w e ig h t  in the  
A lte rn a t iv e  U n iv e r se  a re  p r im ar i ly  d o m e s t ic  in 
n a tu re .  T h e s e  in d u s t r ie s  a re  th u s  m o re  s u s c e p t i ­
ble to  U.S. e c o n o m ic  risk, w h ich  is no t  offset by  
sa les  a n d  e a r n in g s  from  foreign  c o u n tr ie s .



Tab le II In d u s trv  W eight C han zes

Industry
rr  ol 

S&P w o
7  of 

Allcm .utve 7  DiTcrcmc
Business Mach. 8 .7 3.1 -  ? .o
In ter. O il 8 .0 4 5 - 3 . 5
D rues 6 .2 3.1 - 3 . 1
M oto r Vehic les 4 .0 1.3 _  i  -i
P rod . Equip . 4.1 2 .0 - 2 4
Insurance 2 .2 3 .3 - 1 . 1
Ra ilroads 1.9 3 .0 - 1 . 1
Paper 2 .0 3.1 - 1 . 1
Enerev Exp lor. 3 .5 5.4 - 1 . 9
D em esne O il 6 .6 8 .9 - 2 . 3
Utilities 5 .6 8 .8 - 3 . 2
T e lephone 5.8 9 .2 - 3 . 4

Investment Desirability and Quality
V alue  L ine  p u b l i s h e s  T im e l in e ss  R a tings ,  

w h ic h  m e a s u r e  s tock s '  a n t ic ip a te d  1 2 -m on th  
price p e r to rm a n c e .  a n d  Safety  R a tings ,  w h ic h  
m e asu re  c o m p an ies '  relative financial s t re n g th s . '  
Table 111 c o m p a r e s  th e  S&P 500 a n d  th e  A l t e r n a ­
tive U n iv e r se  o n  th e  basis  of the  d is t r ib u t io n  of  
t im e lin e ss  r a n k s .

T h e  A l te rn a t iv e  U n iv e rse  c o n ta in s  a lm o s t  as  
m a q v  c o m p a n ie s  r a n k e d  in th e  to p  tw o  c a t e g o ­
ries for t im e lin e ss  as  the  S& P 500. H o w e v e r ,  
the ir  c ap i ta l iz a t io n  v a lu e  is su b s ta n t i a l ly  less. 
In s t i tu t io n s  c u r re n t ly  h o ld  S203 billion of th e  to p  
ra ted  s tock s ,  r e p re s e n t in g  41 p e r  c e n t  of  th e  
total in s t i tu t io n a l  h o ld in g s  in S& P 500 stocks .  
D iv e s tm e n t  w o u ld  r e d u c e  in s t i tu t io n a l  h o ld in g s  
o f  top  ra ted  s to ck s  by  SI 10 billion; o n ly  34 p e r  
cen t  of in s t i tu t io n a l  h o ld in g s  w o u ld  be to p  
rated.

T he  effects o f  d iv e s tm e n t  o n  Safetv  R ating  are 
s h o w n  in Table  IV. In te rm s  of  to p  Safe tv  
R atings,  th e  A lte rn a t iv e  U n iv e rse  tails s h o r t  ot 
the  S& P 500 by  42 c o m p a n ie s  a n d  S372 billion in 
m a rk e t  c ap i ta l iza t ion .  C o m p a n ie s  ra ted  h igh lv  
for s a fe ty  r e p re s e n t  59 p e r  c en t  of the  m a rk e t  
cap i ta l iza t ion  of  the  S&P 500 b u t  o n lv  43 p e r  
cen t  o f  th e  A l te rn a t iv e  U n iv erse .  In s t i tu t iona l  
m a n a g e rs  n o w  h a v e  58 p e r  c en t  of the ir  S& P 500 
h o ld in g s  in th e  to p  Safe tv  R atings; o n lv  42 per  
cen t  o f  in s t i tu t io n a l  h o ld in g s  in the  A lte rn a t iv e  
U n iv e r se  a re  to p  ra ted  in safetv .

R estr ic ted  in s t i tu t io n a l  m a n a g e rs  a t t e m p t in g  
to m a in ta in  the- s a m e  s t a n d a r d s  ot portfo lio  
d e s irab i l i ty  a n d  sa fe ty  w o u ld  be forced to  c o m ­
pe te  for th e  sm a l le r  sh a r e  o t  to p  ra ted  A l t e rn a ­
tive U n iv e rse  c o m p a n ie s .  If all in s t i tu t io n a l  
m a n a g e r s  w e re  su b jec t  to th e  sa m e  c o n s t ra in ts ,  
S285 billion of c u r re n t  in v e s tm e n ts  in h ig h  sa fe ­
ty c o m p a n ie s  a n d  5203 billion ot c u r re n t  in v e s t ­
m e n t s  in h ig h  des irab il i ty  c o m p a n ie s  co u ld  be 
forced in to  SI 16 billion w o r th  ot h ig h  safe ty  
c o m p a n ie s  a n d  593 billion w o r th  of  h ig h  d e s i r ­
abili ty  c o m p a n ie s  in  th e  A lte rn a t iv e  U n iv erse .  It 
s e e m s  c lear  th a t  o n ly  sm al le r  t u n d s  co u ld  eas ilv  
m a k e  s u c h  a t ra n s i t io n  w i th o u t  c o m p ro m is in g  
portfo l io  a t t r a c t iv e n e s s  a n d ,  in pa r t icu la r ,  i n ­
v e s tm e n t  safety.

Liquidity and Trading Costs
L iqu id ity  is o n e  of th e  kev a re a s  m w h ic h  

large f u n d s  m a y  e x p e r ien ce  d n t ic u l t ie s  n o t  e n ­
c o u n te r e d  by sm a l le r  fu n d s .  T h o m a s  Loeb  c o n ­
s t ru c te d  a tab le  of actua l  d e a le r  q u o te s  to  s h o w  
h o w  c o m p a n y  size  a n d  tra d e  s ize  aftect t rnnsac-

Tab le  i l l  P rop o rt io n s  o f  S&P 500 in Top Tw o V a lue L ine T im eliness Ranks

In s t itu t io n a l
S u m te r  C ap ita liza tion  '}  o f T o ta l H o ldou ts

U r.itr rse  o f  S lacks {b illions n l d o lla rs /  Ct|>. 'b ill io n s  o i d o lla rs / rr  o l h is t .  H o ld .

S&P 500 137 m  37 203 ’  7 1
A lte rna tive  133 - 216 22 2L5 54
D iffe rence 4 324 7 11(1 ~  =■

Tab le  IV P rop o rt io n s  o f S&P 3IH) in Top Tw o V a lue L ine  Sa fe tv  Ranks

institu tiona l
S u m b rr  Capita lization *r 1 lo ldm ys ,

UlllV t'rsc o' Sti\'ks /b illions o l d o lla r-/ Total C.tt'. 'b illions o l d o lla rs 1 *7 o l ln>t. Ho ld .
S&P 50 0 179 6 8 8 59 285 5.H
A lte rnative 137 31 6 4 3 116 42
D ifference 4 2  37 2 lh 169 16



tion c o s ts . s L o e b 's  cos t  of t r a d in g  in c lu d es  d irec t  
c o m m iss io n  costs ,  m a rk e t -m a k e r  s p r e a d s  a n d  
t ra d in g  im pac t .

A cco rd in g  to  L oeb 's  s t u d y ,  la rg er  t ra d e  s izes 
lead to  h ig h e r  t r a d in g  cos ts .  For e x a m p le ,  the  
cost o f  a cq u ir in g  a S250/ 000 po s i t io n  in a billion 
dol la r  c o m p a n y  is e s t im a te d  to  be 1.6 p e r  cen t ,  
w h e re a s  a t r a d e  of S2.5 m il l ion— 10 t im es  the  
s ize— w o u ld  cos t  3 .9 p e r  c en t ,  o r  m o re  th a n  
d o u b le .  S im ilarly ,  t r a d in g  in sm a l le r  c o m p a n ie s  
is s ign if ican t ly  m o re  e x p e n s iv e  th a n  t r a d in g  in 
la rger  c o m p a n ie s .  A S500.000 t ra d e  in v o lv in g  a 
S100 m illion  c o m p a n y  is m o re  th a n  tw ice  as 
ex p e n s iv e  a s  a S100.000 d o l la r  t ra d e  in v o lv in g  a 
billion do l la r  c o m p a n y  (4.1 p e r  cen t  vs. 2 .0 p e r  
cent).

W e u s e d  L o e b 's  f igu res  to  e s t im a te  t r a n s a c ­
tion cos ts  for a cqu ir ing  (o r  se lling)  S25.000, 
S250.000 a n d  S2,500,000 p o s i t io n s  in each  of  the  
152 c o m p a n ie s  inv o lv ed  in  S o u th  Africa a n d  
the ir  152 rep la c e m e n ts .  T h e s e  th re e  pos i t io n  
s izes im p ly  eq u a l ly  w e ig h te d  por tfo l io s  of S3.8 
million, 538 m illion a n d  S380 m illion. T able  V 
s h o w s  th e  resu l ts .  T h e  r e p la c e m e n t  c o m p a n ie s  
a re  s ign if ican tly  m o re  e x p e n s iv e  to t r a d e  th a n  
the  -* ig ina l  c o m p a n ie s  b e c a u s e  of  c o m p a n y  
size. F u r th e rm o re ,  th e  cost  o f  t r a d in g  inc reases  
a s  fu n d  size inc reases .

T he  p ro b le m  m a v  be  e v e n  m o re  s e v e re  th a n  
Table V s u g g e s ts .  B. c au s e  la rge  p o r t io n s  of 
m a n y  of th e  sm a l le r  r e p la c e m e n t  c o m p a n ie s  a re  
held  bv  c o m p a n v  officers a n d  e m p lo v e e s ,  the  
a m o u n t  of  s tock  ac tua l ly  ava i lab le  o n  th e  o p e n  
m a rk e t  is in m a n y  cases  su b s ta n t ia l ly  less th a n  
th e  a p p a r e n t  s u p p ly .  F u r th e rm o re ,  if res tr ic ­
t ions  w e re  im p le m e n te d  at a b o u t  th e  s a m e  tim e, 
large fu n d s '  d e m a n d  for  r e p la c e m e n t  s tocks  
cou ld  ra ise  execu t io n  cos ts  s ign if ican t ly  h ig h e r .  
Finally, th e  h ig h e r  t ra n sa c t io n  cos ts  will p e rs is t  
a f ter  initial por tfo l io  a d ju s tm e n t ,  a s  res tr ic ted

portfo l ios  c o n t in u e  to t r a d e  a m o n g  g e n e ra i lv  
sm a l le r  c o m p a n ie s .

R e s e a r c h  a n d  A d m i n i s t r a t i v e  C o s t s
T h e  la rger  a c o m p a n y  a n d  the  g r e a te r  its 

in s t i tu t ion a l  o w n e r s h ip ,  th e  eas ie r  it is to  o b ta in  
reliable in fo rm a tio n  a b o u t  it. T h e  r e p la c e m e n t  
c o m p a n ie s  in th e  A l te rn a t iv e  U n iv e rse  a re  less 
well k n o w n  th a n  th e ir  c o u n te r p a r t s  a n d  a re  
c u r re n t ly  to l low ed  bv fe w e r  an a ly s ts .  B rok erage  
h o u s e  a n a ly s ts  s u b m i t te d  to  L ynch , [o n es  & 
R y an 's  LB E.S Serv ice  an  a v e ra g e  of 19.9 e s t i ­
m a te s  o n  each  ot the  c o m p a n ie s  in v o lv e d  in 
S o u th  Africa, b u t  o n lv  10.9 e s t im a te s  o n  each  
r ep lac e m e n t  c o m p a n y . ’’ It m a y  be ex p e c ted  tha t  
fu n d s  w o u ld  req u ire  a d d i t io n a l  m a n p o w e r  to 
follow th e  r e p la c e m e n t  c o m p a n ie s .

In a d d i t io n ,  to  th e  e x te n t  th a t  th e  r e p la c e m e n t  
s tocks  a re  r iskier,  h e n c e  su b iec t  to  m o re  rre- 
q u e n t  c h a n g e s  in fo r tu n e ,  h ig h e r  t u r n o v e r —  
ex ec u ted  at h ig h e r  t ran sac t io n  r a t e s — can  be  
ex p ec ted .  M o re  t ra n sa c t io n s  lead  to h ig h e r  c u s ­
todial activity , h e n c e  h ig h e r  a d m in is t ra t iv e  
costs .

I m p l i c a t i o n s  f o r  M a n a g e m e n t  S t y l e  
In the  in v e s tm e n t  e n v i r o n m e n t  ot th e  19,S0s. 
m a n a g e rs  a re  o f ten  r e ta in e d  a s  spec ia lis ts ,  u t i ­
lizing specific  in v e s tm e n t  skills to  a t ta in  p a r t ic u ­
lar in v e s tm e n t  ob |ec t ives .  P lan s p o n s o r s  o t ten  
h ire  a c o m p le m e n ta ry  set o f  m a n a g e r s ,  h o p in g  
to  e m p lo y  d iffe ren t  e x p e r t  m a n a g e r  skills  w i th in  
th e  con tex t  of a n  overall  ob jec tive  a n d  s t ru c tu re .

N o t  all m a n a g e m e n t  s ty le s  w o u ld  be  e q u a l ly  
affected by  res tr ic t ions  o n  S o u th  A frican  c o m p a ­
nies .  A n " e m e r g in g  g r o w th "  m a n a g e r ,  for ex ­
a m p le ,  w o u ld  be  likely to be  less a ffected  th a n  a 
" c o re "  m a n a g e r .  T able  VI g iv es  s o m e  idea  of  
h o w  d i v e s t m e n t  m i g h t  a ffec t  m a n a g e m e n t  
s t ru c tu re .  C o re -o r ie n te d  m a n a g e r s  w o u l d  be

Tab le  V T ransaction Costs
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affected  th e  m o s t ,  b e ca u se  th e y  te n d  to h o ld  the  
" b lu e  c h ip "  in v e s tm e n ts  th a t  a re  m o s t  a tfec ted  
by  d i v e s t m e n t .  G r o w t h - o r i e n t e d  m a n a g e r s  
w o u ld  be  less  affected,  b u t  w o u ld  face h ig h e r  
m a rk e t  r isk (beta) a n d  less  d iv ers if ica tion .

T h e  g r o w th  a n d  r isk -o r ie n te d  por tfo l io s  of 
m o s t  m u i t im a n a q e r  p la n s  r e p re s e n t  a s u b s t a n ­
tially sm a l le r  p a r t  o f  th e  total f u n d  th a n  th e  co re  
p o r t fo l io .  W ith  d i v e s t m e n t ,  c o r e  m a n a q e r s  
w o u ld  be  forced e i th e r  to h o ld  la rg e r  a m u u n t s  of 
sec u r i t ie s  n o t  e l im in a te d  a s  a re s u i t  ot d iv e s t ­
m e n t  o r  to se lect n e w  c o m p a n ie s  from  th e  
A l te rn a t iv e  U n iv e rse  w i th o u t  c h a n g in g  th e  ta r ­
ge t  portfo l io  charac ter is t ics .

If d iv e s tm e n t  m a k e s  it im p o ss ib le  for th e  c o re  
m a n a g e rs  to  h o ld  to ta rg e t  i n v e s tm e n t  c h a ra c ­
teristics.  the  p la n  a d m in i s t r a to r  m a y  h a v e  to 
c o m p e n s a te  by req u ir in g  g r o w th  stock  m a n a q ­
ers  to lo w er  th e ir  r isk - tak ing .  T h is  w o u ld  im p ly  
a c o m p le te  r e s t ru c tu r in g  of p la n  in v e s tm e n ts .  
H o w  a n y  p a r t ic u la r  m a n a g e r  w o u ld  a d ju s t  is 
b e y o n d  o u r  sp e c u la t io n ,  b u t  th e  e v id e n c e  c i ted  
a b o v e  in d ic a te s  th a t  r e s t ru c tu r in g  w o u ld  n o t  be  
s im p le  o r  in e x p e n s iv e .

O n e  o th e r  fac tor  s h o u ld  be  c o n s id e r e d .  M a n y  
in v e s tm e n t  m a n a g e m e n t  a n d  b ro k e ra g e  t i rm s  
a re  p a r t  of o r  affil iated w i th  c o m p a n ie s  o n  th e  
d iv e s tm e n t  list. In p a r t i c u l a r  m o s t  of th e  la rg ­
est.  bes t  cap i ta l ized  a n d  m o s t  t r e q u e n t lv  u s e d  
b ro k e ra g e  a n d  in v e s tm e n t  b a n k in g  f irm s h a v e  
c o n ta c ts  w ith  S o u th  Africa. U se  o t  th e  se rv ices  
of th e se  o rg a n iz a t io n s  w o u ld  p r e s u m a b ly  be 
p ro h ib i te d  u n d e r  a d iv e s tm e n t  poiicv.

F ix e d  I n c o m e  M a n a g e m e n t
T h e  im p lic a t io n s  of d iv e s tm e n t  for tixed i n ­

co m e  po r tfo l ios  a re  s im ila r  to th o s e  for e q u i ty  
p o r t to l io s— a s m a l le r  u n iv e r s e  of c o rp o ra te  is­
su e s  w i th  lo w er  a v e ra g e  q u a l i ty .  At th e  e n d  of 
19S3, th e  a m o u n t  of  o u t s t a n d in g  c o rp o ra te  d e b t  
ra ted  Baa o r  h ig h e r  by  M o o d y 's  a p p r o x im a te d

5300 billion. O f  this, th e  132 S f d ’ W  c o m p a n ie s  
d o in g  b u s in e s s  w ith  S o u th  . \ t r ic a  a c c o u n t e d  tor 
5133 billion, o r  -14 per  cen t .  I h e  132 r e p la c e m e n t  
c o m p a n ie s  h a d  on ly  52S billion in o u t s t a n d in g  
d e b t  a t  th e  e n d  ot lgS3. I h e  tidal a m o u n t  ot 
c o rp o ra te  d e b t  avai lab le  t ro m  th e  A l te rn a t iv e  
U n iv e rse  w a s  3195 billion. H it s  r e p re s e n t s  a 35 
p e r  c en t  r ed u c t io n  in th e  a m o u n t  o t  c o rp o ra te  
d e b t  securi t ies .

F u r th e rm o re ,  th e  c o rp o ra te  d e b t  u n iv e r s e  u n ­
d e r  d iv e s tm e n t  is ot lo w e r  a v e r a g e  q u a l i tv .  I h e  
c o m p a n ie s  th a t  w o u ld  be  e l im in a te d  b v  d iv e s t ­
m e n t  a re  larger,  t inancia llv  s t r o n g e r  a n d  m o re  
d iv ers i f ied  th a n  the  r e p la c e m e n t  c o m p a n ie s .  
Table  VII c o m p a r e s  th e  o r ig in a l  a n d  rep lac e ­
m e n t  c o m p a n ie s  in t e rm s  ot t h e  d i s t r ib u t io n  o f  
c o rp o ra te  d e b t  bv  M o o d y 's  ra t in g s .

N in e tv - tw o  p e r  c en t  ot th e  s e c u r i t ie s  th a t  
w o u ld  be  e l im in a te d  b y  d i v e s t m e n t  a re  r a te d  
Baa or  b e t te r ,  v e r s u s  o n ly  72 p e r  c e n t  o t  th e  d e b t  
secu ri t ie s  ot th e  re p la c e m e n t  c o m p a n i e s .  Fixed 
in c o m e  m a n a g e r s  sub jec t  to d i v e s tm e n t  will 
h a v e  lu b s ta n t i a u v  less c o rp o r a t e  d e b t  o t  in v e s t ­
m e n t  g ra d e  availab le .  T hey  w o u l d  h a v e  to a c ­
c e p t  lo w e r  q u a l i ty  b o n d s  o r  c o m p e t e  fo r  th e  
r e m a in in g  h ig h e r  qu a l i ty  is sues .

T ab le  V II C o rp o ra te  Debt O u tstand ing
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Tab le  V I I I  Effects on Commercial Paper Q uah tv  i f  d i v e s t m e n t  p r o h i b i t s  m a n a g e r s  f r o m  P u r -
----------------------------------  j c h a s in g  certificates of d e p o s i t  f ro m  b a n k s  tha t

5t, ^ , r Vi) lir m a k e  loans  to  S o u th  African  c o m p a n ie s  o r  guv-
M o e a u 's  R e late d  R e i' l ih c n ie m  e rn m e n t  a g en c ies ,  13 ot th e  15 ia rg es t  h a n s s  a n d
•'■‘••••’••'ic______________ Cmmwttei_____________ C i.’|.':,.nm,s 54 sm a l le r  b a n k s  w o u ld  be artec ted .  D iv es tm en t

Prime-1 91 29 w o u ld  th u s  r e d u c e  th e  u n iv e r s e  o t  available
'rlme-3 *3 *il b a n k  t0  0 n *'’ tr0m  s m a ‘le r - less  d iver-

\ o t  Rated _-a- -*• / o 9  s itied b a n k s ,  w h ic h  w o u ld  ca r ry  m o re  d e fau l t
4+e'  i f  2 .  - * * / $ ! .  risk.

T h e  effects of d iv e s tm e n t  o n  fixed in co m e  
m a n a g e rs  a re  so f te n e d ,  h o w e v e r ,  by  th e  large 
s u p p ly  of  g o v e r n m e n t  i s su e s  avai lab le .  A t the  
e n d  of  19S3, g o v e r n m e n t  a n d  c o rp o ra te  b o n d s  
o u t s ta n d in g  a m o u n te d  to a p p ro x im a te ly  S954 
billion, o n ly  12 p e r  c e n t  of w h ic h  w a s  re la ted  to 
S o u th  Africa. W h e n  g o v e r n m e n t  d e b t  is in c lu d ­
ed .  85 p e r  c en t  of th e  d e b t  secu r i t ie s  tree  of 
S o u th  African  in f lu en ce  a re  r a ted  Baa o r  h ig h e r  
by M o o d y 's .  T h e  effects of  d iv e s tm e n t  w o u ld  
th u s  be telt m o s t  by  m a n a g e r s  w h o  take  a d v a n ­
tage ot h ig h e r  y ie ld s  from  c o rp o ra te  i s su e s  a n d  
by m a n a g e rs  w h o  active ly  m o v e  f ro m  in d u s t r y  
to in d u s t ry  to take  a d v a n ta g e  o f  y ie ld  s p r e a d s .

Cash Management
C a sh  m a n a g e m e n t  will be  a tfec ted  if m a n a g ­

ers  a re  n o t  p e r m i t te d  to p u r c h a s e  the  c o m m e r ­
cial p a p e r  of  c o m p a n ie s  d o in g  b u s in e s s  w i th  
S o u th  Atrtca o r  cer t i t icates  of d e p o s i t  of b a n k s  
le n d in g  m o n e y  to S o u th  African  b u s in e s s e s  or  
g o v e r n m e n t  ag en c ies .  P rim e  c o m m erc ia l  p a p e r  
is typ ically  i s su e d  o n  a n  u n s e c u r e d  basis  o n ly  by 
large, f inancially  se cu re ,  d iv ers i f ied  c o r p o r a ­
tions,  su ch  a s  th e  c o m p a n ie s  o n  th e  d iv e s tm e n t  
list. M o st  o th e r  c o m p a n ie s  a re  u n a b le  to is su e  
co m m erc ia l  p a p e r  u n l e s s  it is in s u r e d  o r  g u a r a n ­
teed .  T h u s  d iv e s tm e n t  w o u ld  r e d u c e  th e  u n i ­
verse  o t  c o m p a n ie s  i s su in g  c o m m erc ia l  p a p e r  
a n d  its a v e ra g e  qua li ty .

Table  VIII s h o w s  th e  d is t r ib u t io n  of  M o o d y 's  
co m m erc ia l  p a p e r  ra t in g s  for the  152 c o m p a n ie s  
o n  th e  d i r i m e n t  list a n d  th e i r  re p la c e m e n ts .  
O f  the - f rf»  e l im in a te d  c o m p a n ie s ,  -F*- p e r  c en t  
a re  ra ted  Prim e-1, w h e re a s  o n lv  t r r  p e r  c e n t  ot 
th e  r ep lac e m e n t  c o m p a n ie s  a c h ie v e  th a t  ra t in g .  
M ost im p o r tn n t lv ,  of th e  152 e l im in a te d  c o m p a ­
nies. 75 p e r  c en t  a re  ra ted .  O n lv  2S p e r  c en t  ot 
th e  r e p la c e m e n ts  a re  e v e n  ra te d .  D iv e s tm e n t  
w o u ld  red u ce  su b s ta n t ia l ly  th e  c o m m erc ia l  p a ­
p e r  available  to c a s h -e q u iv a le n t  m a n a g e rs .

Conclusion
D iv e s tm e n t  res tr ic t ions  m av  h a v e  a sub s tan tia l  
im pact o n  th e  in v e s tm e n t  m a n a g e m e n t  ac t iv i­
ties o t  large portto lios .  In g en e ra l ,  the  res tr ic ­
t ions will in c rease  in v e s tm e n t  r s k ,  reu uco  in ­
v e s tm e n t  a n d  d iversifica tion  o p p o r tu n i t ie s ,  a n d  
inc rease  th e  cos ts  ot resea rch ,  t ra d in g  a n d  a d ­
m in is t ra t io n .  A n d  the  la rger  the  tu n d .  the  g re a t ­
e r  th e  im p a c t  will be. H
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Appendix 3

TRINITY INVESTMENT MANAGEMENT CORPORATION
TEN T R E M O N T  STREET. BOSTON, MASSACHUSETTS C2106-22C3 • (617) 742.95:5

SepiemDer 9, 19S^

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/S2 to 3/31/39

S&P 500 + 71.9%
South A frica 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 te ll you—or let vou in fer—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 lim ited South A frica 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 portfo lio could not be translated into 
much larger portfolios, such as the New Jersey portfolio.
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The C ritica l Difference

Market liqu id ity is the c ritica l difference.

For MSU, we run a portfo lio of about 60 issues. That many issues, by the way. :s 
more than most managers would use for a portfo lio with tota l assets of only $9.6 
m illion.

With rare exceptions, when we identify an undervalued issue within the SAF 
Universe that we want to use in the MSU portfo lio, 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 portfo lio—we honestly wouldn't know how to do it and 
s till preserve any selectivity capability.

Remember, Trinity's record with MSU was built on being able to select what we 
fe lt were the 60 most undervalued stocks out of a Universe of *t70 stocks. We used 
virtua lly every stock we fe lt 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 w ill 
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 o ff stocks now held 
in the New Jersey equity fund that includes companies doing business in South 
Africa.

That would mean you are faced w ith finding a new heme for the proceeds from k3 
stocks that you would be forced to sell o ff by the adoption of such a policy. Those 
*#3 now prohibited stocks are equal to 36.8% of your portfo lio or $1.*» billion.

Now, we wave the magic wand, and te ll you to BUY what T rin ity is owning in MSU. 
A fte r all, look at the record on the previous page. A fte r all, those guys at Trin ity 
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 o ff *f3 stocks and you 
have 59 stocks into which to invest the money.

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

o We begin by using two common sense rules:

—trading in any stock w ill be lim ited to 20% of that day's volume
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—no new posi tion in the  New Je r sey  por tfo l io  will De iess tn.an
0.5% of the to ta l  port fo l io ,  nor m ore  than  5.0% and /o r  5.0% of a 
company's  cap i t a l i z a t io n .  (This l a t t e r  ruie  is, in fa c t .  Nev. 
Je rsey 's  own opera t ing  guidel ine.)

Under  those p e r fec t ly  proper  r ea l i t i e s ,  here 's  w h a t  any manager  would face  in 
making the  t rans i t ion:

a .  The minimum number of days i t  would requ i re  to establ ish a full 
posi tion in some stocks  would be 20 days.

The med ian  days requ i red  to  t r a d e  all t h e  s tocks would be 71 days.

For some of the s tocks it would require  more  than  100 cays ,  and for one 
s tock  an impossible M 2 9  days.

b. It would t a k e  27 t rad ing  days (more than  a ca len da r  month)  to co m p le te  
only 50% of the program.

You know by exDerience th a t  how you would rank a s tock  on Day One 
may be a whole lot d i f f e ren t  than  on Day 27. Many s tocks  you s t a r t  out  
to  buy might  well give you second thougn ts  as they run up in pr ice 
and /or  have o the r  problems.

An Unfair Example?

Perhaps so. A f te r  al l,  the SAF Universe was des igned for  MSU's very small
por tfo l io .  To put  par t  of New Je rsey 's  money  into those 59 s tocks might  be rigging
the answ er .

L e t ’s loosen the  noose. Let 's  assume:

o You can use everv  s tock  on the c u r r e n t  New Je rsey  Approved List
ex ce p t  the 67 t h a t  would have to  be e l im in a te d  by an SAF policy.

This means t h a t  t h e r e  will be abso lu te ly  no s e lec t iv i ty  whatsoever  
involved. You simpiv a re  going to  t a k e  th e  money you must  ra ise
because of t h e  proposed SAF pol icy, and invest  it  in the  s tocks t h a t
have been ca refu l ly  ident i f ied as a su i tab le  un iverse from which you are  
now ice.ntifving undervalued  s tocks for  the  portfo l io .

0  You use only the exi s t ing New Je r s e y  guidel ines;  i .e. ,  a t  l ea s t  0.5% 
posi tions, and no position m ore  th an  5.0% and /o r  5% of a company's  
c a p i ta l i z a t ion .

Here 's  what  you would be faced  with:

a .  The min imum number  o.f days i t  would requ ire  to  es tabl ish a posi tion in 
some stocks  would be 9. That 's  less than  th e  27 to  get  into the MSU 
por tfo l io ,  but  stil l  a  g r e a t  many days a t  the min imum.

The median days required  would be 29—nearly  1.5 ca lenda r  months.

The m axim um  required  would be 607—b e t t e r  t h an  1,^29 for the  MSU
list,  but  sti ll  a silly num ber .
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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 lis t or in using New Jersey's entire 
approved lis t less the restricted stocks—the time at the trading desk woula be very 
'-ostly in terms of performance.

There is no way of te lling how much damage would be done while you were in there 
day a fte r day a fte r 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 fo r 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 w ill 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 selectiv ity 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 lim it 
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 67̂  Stock Universe

if of Issues Avai'able 59 177 136
Average Market Cap. (Billions)$ 1.9 $ 2.0 $ 1.5

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 tha t a SAF policy eliminates from consideration stocks with more 
than $300 billion in market capitalization that are the backbone of any large 
portfo lio 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 portfo lio 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
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m ark e t  ca p i t a l i z a t io n  is only $2.0 billion, or roughly 72% s m a l l e r , is a t  the hea r t  of 
these di ff icu l t  t r ad ing  scenarios .

Focus Only on Trading

In this l e t t e r  we have focused only on the t rad ing  prob lems.  We have not discussed 
the d i s to r ted  c h a ra c t e r i s t i c s  of a SAF Universe in o the r  t e rm s .  Virtually en t i re  
Industry Groups a re  e l im ina ted  by a SAF pol icy, and this means  oppor tun i ty  cost .  
Being se a led  of f  f rom the co m p le t e  m ark e t  will c r e a t e  d ive rs i f i ca t ion  proDlems and 
thus n o n -m a rk e t  risk problems t h a t  o the r  m anagers  don 't  f ace .

And so on. The list  is a long, long one and we assume you already  know those 
hazards .

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

Let  me conc lude  by coming back to  your  basic r eq u es t .  You said in your call  t h a t  
o th e r  "profess iona l  investors"  had c i ted  our MSU e x p e r i en ce  as  an example  t h a t  a 
SAF pol icy is m anageab le  wi thou t  inhibi ting in v e s tm e n t  resu l t s .

Trini ty  does n o t  see it t h a t  way.  What  we did for  MSU worked for their  $9.6 
mil lion dol lar s—and we hope it cont inues  to work.

But , by f i r s t -hand  exper ience ,  we would be the  f i rs t  to  te l l  you th a t  we haven ' t  the 
foggiest  idea how to t r a n s l a te  our inves tm ent  p rocess—working in sucn an inhibi ted 
and l imi ted  u n ive rse—into New Je rsey 's  needs  for i ts  $3.5 billion.

To c i t e  Trini ty  as an example is ridiculoc , It's l ike some p rom o te r  watch ing his 
neighbor 's kid make  a very succesful  sled run down a gen t le  slope and deciding t h a t  
kid is just r ight  for the Olympic bobsledding t e a m .  Hungry for business,  the 
p ro m o te r  has notning to lose.

But the kic on the s led—who knows his c a p a b i l i t i e s—has much to  lose (and in our 
analogy t h a t  kid would oe Trini ty) .  More im p o r t an t ly ,  the  p a ren t  of the kid, 
holding the  u l t im a t e  responsibi l i ty ,  should know the  r isks  involved and l is ten to  
botn his kid on the sled and his own co m mon  sense,  befo re  he signs up. T h a t  
p a ren t  is perhaps your leg is la tu re .

D a ta  Avai lable

You can  m e e t  with our Paui  R e ed e r  who c ru nched  the su m m ary  numbers  c i t ed  in 
this l e t t e r .  He has pages and pages of c o m p u te r  p r in to u t  t h a t  explore many o th e r  
a spe c t s  of the  chal lenge you f a c e  with a SAF policy.  From th a t  wor-k you will find 
a g r e a t  many o the r  caut ions  over  and above  the  liquidity ones c i t e d  in this l e t t e r .

P lease  keep  in mind t h a t  our c o m m e n t s  in this  l e t t e r  a r e  l imi ted  to  the  inves tm ent  
a s p e c t s  of t h e  SAF pol icy. We are  personal ly  very sy m p a th e t i c  with the aims of  
such a policy,  but  as professionals  in response to your quest ion ,  we a r e  willing to  
point  ou t  the risks being taken  in inves tm ent  t e r m s .

If you have m ore  spec if i c  a s pe c t s  you would ltl 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 le tte r of t.his date. In our telephone conversation, I mentioned 
tongue-in-cheek that the challenge you face w ith a possible SAF policy is very akin 
tn a man going into a poker game with a deck stacked against him. You asked if I 
could be specific.

This le tte r tries.

M ethodo logy
We firs t had to relate an individual stock to a particular card.

I don't have to te ll you that when you manage billions of dollars in an equity 
portfo lio i t  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. A t the same time, you cannot have more than 5% of your dollars
in any one company. These are common sense rules, widely used. Clearly, even i f
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 $ 0.1 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 fo r 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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A p p e n d i x  g

Next ,  we ranked  s tocks  in your to ta l  universe and broke the l ist  in to  13 ecual levels 
to  r e p re s e n t  each  ca rd  in the deck—Two to Ace.

Thus, t h e r e  w ere  21 s tocks  ranked as Aces, 21 ranked as Kings,  and so on down to 
21 ranked as Twos.

As you might  e x p e c t ,  in your ac tua l  por tfo l io ,  you had many  m ore  Aces (19 stocks) 
than  you did Twos (<* s tocks) .  This simply va l ida ted  t h e  underlying assumotion th a t  
s to ck  s ize and t rad ing  were  im p o r t a n t  considerat ions  beyond s imple se lect iv i ty .

Impact of SAF Policy

We next  looked a t  the  ca rds (stocks) t h a t  would be e l im in a te d  by an SAF Policy 
f ro m  your to ta l  Universe .

Here 's  w h a t  we found:

Card Stocks % of Cards
C a tg ee o rv Los: Lost

Ace 10 <*7.6%
King 12 60.0%
Queen 9 <*2.9
Jack 9 <*2.9

Tens 3 1 <*.3
Nines S 38.1
Eights <* 33.3
Sevens 11 52.<#

Sixes <* 33.3
Fives 3 1 <*. 3
Fours 7 33.3
Threes 7 33.3

Twos 3 1<*.3

Total 90 32.7%

So th e re  you sit  a t  t h e  tab le .

o The o t h e r  p layers  around th e  t ab le  a r e  g e t t ing  ca rds  from a 52-card 
deck.  They have avai lable  to them  all the Aces,  aU th e  Kings, aU the 
Queens ,  and so on.

o But you a r e  g e t t i n g  ca rds from a deck  t h a t  has been  reduced  by 17
c a rd s  to  a to ta l  of only 35.

o And among  t h e  17 missing cards a r e  ones you need  d esp era te ly  in your
$3.5 billion fund:

2 Aces 
2 Kings 
2 Queens 
2 Clacks

But,  t ake  h e a r t ,  you a t  l e a s t  have 3.<* Tens and about  as many Eights.
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Appendix 8

What is The Opportunity Cost?

The casual  in v e s tm e n t  "exp er t "  who is te s t i fy ing  t h a t  t h e  SAF pol icy won't  inhibit 
p e r fo rm a nc e  tends to  an sw er  th e  opportun i ty  quest ion with " . . .nobody knows for 
sure ." Tne impl ica t ion  is t h a t  because  s tocks t h a t  a r e  SAF do have,  on balance ,  
p e r fo rm a n c e  t h a t  about  equals  t h e  normal  inst i tu t io na l  s tocks ,  t h e r e  isn't any real 
p rob lem. The quest ion of s ize  and l iquidi ty ,  t h e  basis for  c lassifying our cards ,  is 
general ly  ignored and passed ove r  l ightly.

But t h e  money a t  s t a k e  is no t  t h a t  of the  e x p e r t s  who say t h e r e  a re  no inves tment  
implica t ions of working from a  l ist  t h a t  den ies  ab o u t  $<*00 billion in m ark e t  
ca p i t a l i z a t io n  to  th e  port fo l io  m an ag e r .

If it  were  your money,  would you want  to  s i t  a t  t h e  t a b l e  and be denied 17 cr i t ica l  
ca rds  th e  o th e r  p layers  could use if they  wished?

Missing the Point

Jt does not  boil down to  a  compari son  of t h e  p e r fo rm a n c e  of s tocks in an SAF 
Universe and those in a non-SAF Universe.

The dimensions of size and t rad ing  l iquidity a r e  c r i t i ca l  to  la rge  funds such as New 
je r s ey ' s .

What good is i t  if t h e r e  a r e  s tocks in a SAF Universe  t h a t  pe r fo rm  as well as the 
prohib i ted s tocks ,  if t h e  port fo l io  involved is so la rge  i t  can ' t  pract ical ly  buy 
enough of those b e t t e r  p e r fo rm ing  s tocks.

It is econom ic a l ly  cos t ly  in t e r m s  of r e s e a r c h  t o  iden t i fy  an  undervalued s tock .  
And t h a t  cos t  is not  r e l a t e d  to  size or t r ad ing  l iquidity .  If anything,  it costs  more 
to  iden t i fy  t h e  sm al ler  s tocks th a t  a r e  thinly t r a d e d  because  so few St ree t  Analysts  
a re  wa tch ing  such s tocks .

So, you wind up paying m o re  t o  iden t i fy  a  s to ck  you c a n  use under  an SAF policy 
and then  find out  you can ' t  buy as much  as you would l ike .  You look around the 
tab le ,  di scover  t h a t  the  o th e r  p layers  have iden t i f ied  an Ace  a t  much  less c os t ,  and 
can  buy all they  want  and need  easi ly .  You could have  iden t i f ied  tha t  , \ c e ,  but 
you can ' t  buy i t .

Yaiid Analogy?

We can ' t  say for  sure ,  but  we  su sp ec t  i t  can  be t e s t e d  easi ly .

The nex t  t i m e  an "exp er t "  t e s t i f i e s  t h a t  dropping $<*00-plus billion in m ark e t  
ca p i t a l i z a to n  isn' t  going t o  be cost ly ,  invi te  h im to  t h e  back  room to  play a l i t t l e  
poker .

My guess is he wouldn ' t  w an t  t o  expose say $50,000 of his own cap i ta l  in a game 
where he was being d ea l t  f rom a deck  of only 35 ca rds  and you w ere  being deal t  
f rom a full deck .  If he doesn ' t  w an t  t o  play t h a t  gam e  in th e  real world with his 
own rea l  money,  why is he so generous  about  going into a much more  serious game 
with such obvious inhibit ions and with  billions a t  s t a k e ?

He may be looking for business.  He may  be using his ro le  as an  "expert "  to  push a 
p e r fec t ly  good social  cause  he f ee l s  s t rongly  about .

In any even t ,  we urge s t ro ngly  t h a t  t h e  s i tu a t ion  be explored  in rea l  t e r m s ,  not  in



global t e rm s  t h a t  can  hide the  rea l i t i es  of the  t rad ing  desk where  big s tocks with 
big daily t rad ing  are  m an da to ry  for mult i-bi l l ion dol lar funds.

Again, le t  me  s t re ss  t h a t  these  views a re  based purely on investment  
considerat ions ,  and a r e  not  an expression of any opinion about  the  social issue 
involved.

Mr. Roland M. Machold
S ep tem b e r  <*, 19S<* A p o e n d i x  3
Page  <*

Stanford  Ca>derwood
SC:wp
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House of Repr
f
\ 7

Official BosmeM 

November 25, 1985

Commissioner Mary Nordale 
Department of Revenue 
Pouch S
Juneau, Alaska 99811 

-^>7

Dear Commissiorrer Nordale:

Commiifee on S tite  Affairs

R E C E I V E D
ALASKA DEPARTMENT Or REVENUE

D E C  05 1985

OFFIwc OF THE COMMISSIONER

Pouch V 
State Capitol 

Juneau, Alaska 9961

(•07l

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 is the breakdown of Alaska investments and public 
funds invested in South Africa?

2. What is the risk of loosing public funds invested in 
South Africa? What is the degree of non-market risk? 
What is the risk if we don't divest?

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

4. 'What would be the effect of divestment if it 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, I 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



C o m m o n  Stocks 

I n d u s t r i a l Bonds 

U t i l i t y  Bonds 

T r e a s u r y  Bonds 

M o n e y  Market 

R. E. Equities 

M o r t g a g e s  

Total

Re t u r n

C o m b in e d  R e t i r e m e n t  Systems' I nvestments 

A v e r a g e  Assets & Y i e l d s  D u r i n g  Fiscal Years 

($ Millions)

1986 1987 1988 1989 1990

A m o u n t  Yield Amount Yield

716.6 15.00%

162.2 12.00

162.2 12.25

727.4 10.90

162.2 S . 20 

202.8 14.00

570.5 12.50

A m o u n t  Yield

$2,703.9 12.60%

$340.69

D i v e s tm e n t  Effects (Less 47% stocks, 60% i n d u s t r i a l  bonds, 87% of CD's, BA's, S 77% of cml. paper)

C o m m o n  Stock $ 274.6 12.,15% $ 379.8 12. 15% $ 484.0 12.15%

I n d u s t r i a l Bonds 39.2 12.,00 64.9 12. 00 100.8 12.00

Util i t y  Bonds 34.5 12.,25 64.9 12. 25 100.8 12.25

T r e a s u r y  Bonds 994.9 10..90 1,258.8 10. 90 1,422.6 10.90

M o n e y  Market 262.4 9.,10 162.2 9. 10 188.9 9.10

R. E. Equities 166.0 14..00 202.8 14. 00 242.5 14.00

M o r t g a g e s 529.5 12..50 570.5 12. 50 609.3 12.50

T o t a l $2,303.1 11,,48% $2,703.9 11. 60% $3,148.9 11.61%

Return $264 .40 $313, 64 £365. 59

D i v e s t m e n t  Loss - $19. 11 1 ro • 05 - $35. 26

A mount Y ield

$1,127.1 15.00%

345.4 12.00

345.4 12.25

667.2 10.90

218.1 9.20

287.2 14.00

645.4 12.50

$3,635.8 12.83%

£466. 47

CD's, BA's , S 77%

$ 597.4 12.15%

138.2 12.00

138.2 12.25

1,611.3 10.90

218.1 9.10.

287.2 14.00

645.4 12.50

$3,635.8 11.62%

£422. 48

- $43.99

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

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
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R e p u r c h a s e  A g r e e m e n t s  

S o u t h  A f r i c a n  Amount*

C o m m e r c i a l  Paper

S o u t h  Afri c a n Am o u nt

I n t e re s t  Bearing Bank Deposits 

S o u t h  Afric a n  Amount

A l a s k a n  C e r t i f i : a t e s  of Deposit 

G o v e r n m e n t  O b l i g a t i o n s

C o r p o r a t e  Bonds

S o u t h  A f r i c an  Amo u n t

G o v e r n m e n t  Age n c y  O b l i g a t i on s

D o m e s t i c  C o r p o r a t e  Stock 

S o u t h  A f r i c a n  Amount

F o r e i g n  C o r p o r a t e  Stock 

M o r t g a g e s  & Loans 

R e a l  E s t a t e  Equities

T O T A L

S o u t h  A f r i c a n  Amount

General

Fund

170.0

( 0 . 0 )

370.0

(295.0)

3.7

(3.7)

43.2

1,390.3

2.9

( . 0 )

31.8

( . 0 )

74.5

2,086.4

(298.7)

S t a t e  of Alaska Investment Funds 

Assets as of 9/30/85*

($ Millions)

P ublic 

Emp lo y e e s  

Reti rement 

Fund

41.4

( 0 . 0 )

35.0

(35.0)

.4

(.4)

486.0

84.0

(18.0)

220.9

(90.0)

49.3

295.1

8 8 . 6

1,300.7

(143.4)

Teachers

Reti r e m en t

Fund

18.9

( 0 . 0 )

25.0

(25.0)

310.6

56.0

( 1 2 . 0 )

141.9

(56.1)

31.9

199.9

58.3

842.5

(93.1)

Public

School

Fund

6 6 . 0

8.2

(4.8)

3.0

77.2

(4.8)

U of A 

Per ma n e n t  

Fund

6 . 0

2.3

( 1 . 2 )

1.7

10 .0
( 1 . 2 )

■ ■

I n t e rnational

A i r p o r t

Fund

41.6

41.6

• • 1 i(

.• t? . i  .• *

2 ,3 0 0 i1

.3.

( 3 6 . 0 ) > M ;  ' (.

3 9 4 . 6 - ^ ^

( 1 4 6 . 1 )
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8 .
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-

1 4 6 . 9 ^ -

1.12.
3,

4 , 4 5 8 .4  100
( 5 4 1 . 2 ) ^ . (11

* Th e  f i g u r e s  s hown in p a re n t h e s e s  for "South A f r i c a n  Amount" are investments of State funds in U.S. banks or c o r p o r a t i o n s  w h i c h  do b u s i n e S s H n  South 

Africa. It is likely that a s i g n i f i c a n t  p o r t i o n  of f o r e i g n  cor p o r a t e  stock i n v e s tm e n t s  are in banks or c o r p o r a t i o n s  which do b u s i n e s s  in S o u t h  Afrii 

However, i n f o r ma t i o n  is not avai l a b l e  to identify those corporations. Mo S tate funds are i n v ested in banks or c o r p o r a t i o n s  d o m i c i l e d  in S o u t h Afric

• • . s a r



STATE - '\LASKA 
DEPARTM1 OF REVENUE

M E M O R A N D U M

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 investments in companies doing 
business in 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,
89% 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 investments 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 investments. 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% in 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


