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CONSEQUENCES

NO, REPRESENTATIVE ROKEBERG, YOU”ILL ON CUTTING THE LEGISLATIVE SESSION DOWN TO 90 DAYS
ISLUOICKGUS UE REALIZE THAT UNDER THE ILLEGAL ANO UNCONSTITUTIONAL WAYS YOU “LIKE TO
OPERATEX, | E “NO PUBLIC HEARINGS, OR CLOSING OFE TELECONFERENCES TO THE PEOPLE" SO THEY
CAN'T PROTEST THIS ILLEGAL ACTION. ANO GETTING YOUR SELF-SEWING LEGISLATION PASSED
“KNOWING THAT IT IS ILLEGAL AND/OR NOT REQUIRING THAT THE DRAFTING ATTORNEY TO "OBEY THE
LAW BY CHECKING BILLS FIRST FOR LEGALITY, AS IN THE CASE OF H.B. 400. WILL "SHORTEN THE

| FGISJ ATURF TINE", BUT, WE ARE HERE TO TELL YOU, "ALASKA IS NOT YET A COMPLETELY FASCIST
GOVERNMENT, NO HATTER HOW HARO YOU LEGISLATORS ARC TRYING TO HAKE IT SO." WE ART HOLDING
YOU LEGALLY ACCOUNTABLE THIS YEAR ANO WILL GET YOU WHERE IT HURTS: EXPOSING YOU TO PUBLIC

SCRUTINY ANO CIVIL RIGHT’S SUIT FOR HONEY DAMAGES.
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Employer Accounts and Average Tax Rates
by Rate Type and Industry

/1996 Employars by flala Typo /

A-Raled B-Rated C-Ralod
% of 560 %Of
Industry No, A-Rated No. B-Rated No C-Rated

Aj»i*;wlfn»n. To* A Tish 20a i m :
Mining ]}8 15 ié
Contract Conet/uction lﬂﬁj. 21 14.
420 3.3 % 61
Tran* ,Common., 6 17iil. 7.3 124 8.0
lu1S 3.% 266 387 _ 21%,

Hnancn. ii** .& nosl Esiaia 775 70 5

SVKC dosd 3 075 1@ 33.0
TWiuAili-iiOitifeilon 125 8].6 “3Tr
Uncusi.fl.id 85 0.7 170 12 3.7

r.ii.d 12.830 100.0 1.880 mo y=>l mo
22

Cnir.mit ill UMnd Toral 85.4 124

Average Employor Tax Ratas

19C7 1960 1589 1990 1991 1992 1993
tl14 3.4 4.27 478 4.05 308 2.54 2.38
Agi.cultu'd, For. &Fich. 366 489 6.21 457 353 2.8 2.72
Milling 371 4.70 538 4.48 331 2.73 271
Cowr.ci Conrt.orciicm 4.20 574 584 5.00 381 3.10 3.05
Manufacturing 300 4.07 3.15 4.40 333 3.70 2.68
Tram., Cownnun., & Uhl. 328 410 4.87 3.08 312 2.53 2.35
Tmill) 3.22 4.10 463 3.00 2.08 2.45 2.28
Fianc», In« .8 thial rCal0  2.03 384 4.30 300 2.76 2.23 2.02
Stnvicai 310 308 4.40 384 200 2.36 2.22
Tul.lic AUTNTitTfa OO 3.58 4.47 6.01 418 3.27 2.72 2.50
UnclaniSvd 380 471 4.83 4.15 312 2.77 2.70

N>, A-iaiml fiimt are thaaa which luvo baon tubjact tu llw Cmplnynan Sacurliy
Act If rui o* more quarter* ana therefore? quality tor a rato
determination baaed on tlioii quititudy payroll experience. Empiojort are
*5*»gno«l 0 i«iu clo«b t/jend on their payroll declino exp<jflo*»r.n a« comparori
to at! other r«t*(?lo employer*. Employor* with a lo* quarfoily payroll
Otcttne receive? morn favor*Mt» i«i«« then thote employor a showing moro
axcoccivo Jvclinee In Qutrurfy payroll f0,r,* <

B-r*(*d firm* rpo thwxo which liamt tmon tubjact to tho Employment Ro«:ailty
Act tor fewer than four quach«f« .mn.mfialnly preceding the compulsion rfat#

and muct pay thu indueliyUX rate.
[ J™iiiod fiimi ata ihoto winch tail lopaycontflpuiioni or filo iapo«l»
I onarmaly banis and mu« pay cofi!fibuli<ai* »l tho highact tala.

\Percontdgo* may rot hihi up |o 100*qdue to rounding.

SvuKe. AncWa nnfwenmant of Labor, Raeaarch and Arnlyrb Section:
fexeMa Wage* Within Si/o of Payroll Codu. Report No. BRT 5500 P.

Unemployment Insurance Actuarial Study and Financial Handbook (1995 Updated Tables)
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Employer Accounts and Average Tax Rates
by Rate Type and Industry
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(lAﬁ Employers by Rale Typo _
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Aueraoo Employor Tax nalds |

A-Rated B-Raied
% ol HOf
No. A-Rated No. B-Ratod
Agriculture, For. A Rth. 204 1.0 32
Mining 147 12 24
Coniitc! Conduction 1,644 12.7 300
Manufacturing 416 33 ei 42
Trane., Cornmun, 4 tNJI. 750 128 i
3.470 | 27.4 i 420 1
32%%(’«_ Int.. & Raal Eauto ei 08 16
f— $arvico» ~ 38, (03 3
Public Adminirtrittiort 128 0 UO
UoclltuT.od 08 A 11 91
|a.a.| . C m 495 1m.0 I1.«3 ].(D.O
Parcoul of Gfand Total 44.9 132
198G 1987 1988 1989 1990
Total a o7 3.4 4.27 4.79 4.05
AgrieullUf*, For. 4 Reft. %% 3.44 4.08 621 4.57
Mining z 4.79 618 é&
Contract Construction 318 88 5.24 544 h
Manufacturing 2jM 1 4.07 6.15 4.40
Trans .Common.. 4 Util. 215 12 4.10 4.07 3.80
Trade 2.44 3 4.10 4.03 3.00
Rnance. In*.. 4 Roal Estate 2-27 2.03 3.64 413 3.00
/Setvtcflt J 2.82 3.10 3.95 4.48 3.44
Public Adminict/atlon 2.78 3j58 4.47 5.01 4.18
Unclassified 107 3.08 4.71 4.49 4.15

Nctoc

A-rated firms art* Ihcraa which ha** been aubroct lo Ui* Employment Security
Acjjar rout or more quartets and Uiarolots qualify lor fl Hie

datrnmination besod on their qua/leriy payroll experisnco. Employers aro
asugnoo a ralo data baaed on their payroll daclina experience at compared
10all olhor ratable omloyors Employers with a low quarterly payroll

daclina receive moto favorebio rataa than Irioso employert snowing moro
atrcosaive declines In quarterly payroll liguroc
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3.31
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2.75
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317
312
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LEGAL SERVICES

DIVISION OF LEGAL AND RESEARCH SERVICES 98PQ2:76 RQVD

LEGISLATIVE AFFAIRS AGENCY
(907) 465-3867 or 465-2450 STATE OF ALASKA

FAX (907) 465-2029
Mail Stop 3101

130 Seward Street, Suite 409
Juneau, Alaska 99801-2105

MEMORANDUM March 25, 1998

SUBJECT:; Does HB 319 violate an employee's right to privacy (Employee's
expectation of privacy in an employer's premises)

T0: Representative Norman Rokeberg
Attn: Janet Seitz

FROM: Teresa B. CramerY P
Legislative Counsel

You have asked whether HB 319 violates the right of privacy clause in the state constitution.
Article 1, sec. 22 of the Constitution of the State of Alaska reads:

The right of the Eeople to priva%is recognized and shall not be infringed.
The legislature shall implement this section.

The bill states that, absent an aPreement to the contrary, an employee has no expectation of
privacy with resFect to an employer's gremwes and equipment and requires the em Ployee t0
permit the employer to have reasonable access to them. The bill allows the employer and
employee to enter into a specific agreement varying this general rule,

The Ian%uag_e of the bill would appear to apply this presumption of no expectation of privacy
even to housing supplied to an employee by an employer. 'As | discussed with Janet on the
telephone, this unintended extension of the bill to a person's living quarters would be hard
to defend against a constitutional c_hallentr}e based on an individual's right to privacy.
Amendment A.3 clarifies that the bill applies only to business premises and this memo

assumes that the bill is so limited in scope.

The bill is intended to permit an employer to control the use of the employer's business
premises, including use of the employer's computer equipment. Sec. 23.10.450 would
preclude an employee from asserting that the empIo%/ee bad an expectation of privacy in
material stored In the employee's work space or on the computer used by the employee at
work. "Employer" is not defined in the bill. This memo assumes that both public and
private employers are covered. It would he clearer for the bill to define the term.

The right to Priv_acy has been litigated in the context of an intrusion by the government into
an individual's life. In the time available to me | have not found a case applying the state's
right to privacy to an interaction between private individuals without state action. The
language of the right to privacy in art. L sec. 22, does not appear to limit its scope 1o



Representative Nonnan Rokeberg
March 25, 1998
Page 2

governmental action. In the absence of a history of court interpretation, | cannot say with
certainty how a court would rule on a challenge from an emﬁloyee that a private employer
had violated the employee's right to privacy. Assuming that the court would apply the same
test that it uses for considering claims to invasion of privacy by the government, | believe
the bill would withstand a constitutional challenge.

In .Tones v. Jennings, 788 P.2d 732, (Alaska 1990), the state supreme court considered
whether the personnel records of two Anchorage police officers v/ere protected from
disclosure to the plaintiff, who had filed a damage action against the officers. The court
upheld the superior court's order that the records b& made available to the plaintiff. In

reaching this decision the court said.

the ALJca Constitution expressly protects the right of privacy for Alaska
citizens. We have discussed previously that one who asserts a right to
privacy must exhibit a subjective expectation of privacy “that society is
prepared to recognize as reasonable.” It is plausible for an employee to
expect that the details contained within his personnel file are confidential and
not subject to public scrutiny. Yet we do not approach this case, and the
officers’ right to privacy, in a vacuum. The right to privacy is not absolute.
Rather, "there must be a ... balancing of conflicting rights and interests."

RL, at 737 - 738 (citations omitted). HB 319 addresses both whether an employee can have
"a subjective expectation of privacy" in the business equipment and premises of his or her
employer and whether "society is prepared to recognize” that expectation as reasonable. Sec.
23.10.450 answers "no" to both questions, unless the employer and employee have a specific
agreement to the contrary. Given the limitation of the bill to business premises (as opposed
to residences supplied by an employer) and given that the bill requires employees to give
employers onIK 'reasonahle” access to the premises and equipment used by the employer,
| believe that the bill would withstand constitutional challenge.

TC:J'dr:Imb
95-192.jdr



COMMITTEE: Subject of meeting:
House Labor & Commerce Standing Committee

DATE: March25,1998 HB'319a:EMPLOYEES:'NOEXPECTATLONOF;-

PRIVACY?
SIGN-IN
DO YOU

ADDRESS EMAILING/ZIP) PHONE  REPRESENTING YA'TT°

ro-"\r- Qv
u5<Sie. VA - L) MO

) :

PLEASE PRINT!
NAME



OFFERED IN THE HOUSE BY REPRESENTATIVE ROKEBERG
T0: HB 319

1 Page 1 line 5, following "specific".

2 Insert "written"
3 Page 1 line 8
4 Delete "an"

5 Insert "a written"



OFFERED IN THE HOUSE BY REPRESENTATIVE ROKEBERG
T0: HB 319

1 Page 1, line 4, following "site.":

2 Insert "(a)"

3 Page 1, following line 11.

4 Insert a new subsection to read:

5 "(b) In this section, "employer" means a person who has one or more
6 employees and includes the state, theUniversity of Alaska, the Alaska Railroad, and
1 political subdivisions and public corporations ofthe state."



10
11

OFFERED IN THE HOUSE
T0: HB 319

Page 1, line 6:
Delete "premises and"
Insert "business premises

Page 1 line 7.

Delete "premises and"

Insert "business premises and business"
Page 1, line 9:

Delete "premises and"

Insert "business premises and husiness"
Page 1, line 10, following "employer's"

Insert "business"

0-LS1211\A.3

Cramer
3/25/98

BY REPRESENTATIVE ROKEBERG
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Headquarters:

217 2nd Street, Suite 201
Juneau, Alaska 99801

(907) 586-2323 FAX 463-5515
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February 27, 1998

Representative Norman Rokeberg
Alaska State Legislature

State Capitol

Juneau, Alaska 99801

Dear Representative Rokeberg:

At a meeting earlier this week, the Legislative Committee of the Alaska State Chamber of Commerce
discussed the four pieces of legislation introduced by you and for which you requested our comments

or position. | am able to respond to you .vith the following:

ASCC supports HB 319, regarding an employer’s right to reasonable access to premises and

equipment supplied by the employer.

We took no position on the other bhills:
HB 433, offering a tax credit to businesses for employing state residents who graduate from
Alaska post-secondary education institutions
HB 435, regarding the definition of consumer price index
HB 458, regarding beer and wine licenses for golf courses

Generally, it is the State Chamber's practice to limit the issues we become active in each year to a
specific few priorities adopted by our membership. Of the sixty-eight issues submitted by the
membership this year for consideration, only twelve were adopted as priorities. The criteria for an
issue to be included in our priorities is that it must be consistent with the mission and purpose of the
State Chamber, and itmust be of significant importance to business statewide. We believe this

concentration of effort increases our effectiveness.

ASCC's Legislative Committee is responsible for monitoring all legislation and determining what
action is necessary should additional issues arise that nay significantly affect business. We do,
therefore, appreciate your efforts tc keep us informed on the issues on which you are working. We
know that you are committed to Strengthening Alaska'seconomy through economic development and
that you are a friend to business. We sincerely thank you for your continuing efforts on our behalf.

Sincerely,

Pamela La Boh
President
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WASEE MINERS ASSQCIMDN, INC,

301 W. Nor|fi*J-n Ugtys.Slye.. Suit* 203. Anchorage, Aiaaka 99501 FAX: (907) 27727997 T<I«pfiorw (S07) 270-03-i7

February 6, t998 FEB - 9 1998

Honorable Norm Rokeberg -
State House of Representatives
Capitol Building I
Juneau, AK 99801

RE: House Bill 319, Privacy on Employer Premises

Dear Representative Rokeberg,

Thank you for the opportunity to comment on House Bill 319 which addresses the issue of employee

privacy on the premises ofan employer and equipment owned by an employer. The Alaska Miners

Association supports HB-319 and wc encourage its passage.

The appropriate relationship between the nghrs of an employee to privacy and therights of an employer
However, with the expanded use of computers and E-mail

has been a topic of discussion formany years.
In the past, business and

the need for clearly defining this relationship has become more important.
product, security could be monitored and controlled by controlling the flow of drawings, specifications,

business conlacls, customers, etc. (also for the mining industry - land status, drill logs and mine plans) all

of which were hard copies of the respective items.

The expanded use of computers and E-mai! has significantly changed this situation. The ability of a

business to safeguard its proprietary information has become more difficult and this legislation will help

answer some of the potential problems that have developed.

Wc urge passage of Ilouse f ill 319. If we can be of further assistance in this matter please contact me.

Sincerely,

Steven C. Borcll, P.E.
Executive Director

02
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ALASKA STATE LEGISLATURE
House of Representatives

COMMITEEASIGNMENTS INTERIM:
716 WEST 4TH AVENUE, SUfTE 6J0

ANCHORAGE, AK 99501
PHONE: (507) 2558191
FAX:  (907)258-2916

LABOR & COMMERCE COMMITTEE, CHAIRMAN

SPECIAL COMMITTEE ON OIL & GAS, MEMBER

JUDICIARY COMMFTTEE, MEMBER

CORRECTIONS BUDGET SUBCOMMITTEE, MEMBER

ADMINISTRATION BUDGET SUBCOMMITTEE .MEMBER SESSION:

HESS BUDGET SUBCOMMITTEE. MEMBER STATE CAPITOL
JUNEAU, AK 99801-1182

PHONE: (907" 1651968
FAX:  (907) 465-2040

Representative Norman Rokeberg

SPONSOR STATEMENT
HOUSE BILL 319
An Act relating to an employee's expectation of privacy in employer premises
By Representative Norman Rokeberg

House Bill 319 addresses a contemporary issue. With the advent of
modern technology and the use of same in office places, many employees are
using employer's equipment to access the Internet and send e-mail messages.
While some employers have policies in place that make the employer's policy on
this use plain, many do not. House Bill 319 would make it clear that, absent an
agreement to the contrary, an employee has no expectation of privacy on an
employer’s premises.

My 1998 House District 11 survey posed tne following question: Should
state law allow an employer the right to regulate all employee use of employer
facilities and equipment? (i.e., internet, computer games, etc.). An overwhelming
majority (341) favored sucn a law while a minority (86) opposed.

A lawsuit involving the University of Alaska at Fairbanks brought this
matter to my attention. An employee should not have the ability to use an
employer's equipment and then not expect the employer to be able to terminate
that employee for improper use of such equipment.

House Bill 319 does permit the employee and employer to negotiate an
agreement regarding access to premises and equipment. Itis a step towards
protecting both the employer and the employee and helping each party
understand the other party's rights in the areas cf workplace privacy and use of
premises and equipment.

lwould urge your support of this legislation.

EDI :3/23/98



ALASKA STATE LEGISLATURE
House of Representatives

INTERIM:

GOMMITTEEASSGNMVENTS

716WEST4TH AVENUE. SUITE WO
LABOR a COMMERCE COMMITTEE. CHAIRMAN ANCHORAGE, AK 99501
SPECIAL COMMITTEE ON OIL A GAS, MEMBER PHONE: (28;)553*215116
JUDICIARY COMMITTEE. MEMBER P
CORRECTIONS BUDGET SUBCOMMITTEE, MEMBER '
ADMINISTRATION BUDGET SUBCOMMITTEE .MEMBER :Ei?IEOc’\‘AplTOL
HESS BUDGET SUBCOMMITTEE, MEMBER e ore162

PHONE: (907)465-4968
FAX:  (907)465*2040

Representative Norman Rokeberg

SECTIONAL ANALYSIS
HOUSE BILL 319
By Representative Norman Rokeberg

Title: An Act relating to an employee’s expectation of privacy in employer
premises.

Section 1.  Adds a new section to AS 23.10. New section provides that there
IS no expectation of privacy in an employment site. Absent a specific agreement
permitting the employee to limit the employer's access to premises and
equipment, an employee shall permit the employer to have access to the
employer’'s premises and equipment. This includes information stored on a

computer or computer network supplied by the employer.

ED1:3/23/98



State Policy Regarding
Personal Use of State O ffice Technologies
(Revised)

It is in the bestinterest ofthe state to encourage Alaska’s state employees to learn to use the new
office technologies that are fundamental to their future success as state employees. Use of

technology that meets ethica' standards and provides exposure, education, or experience is

allowable and encouraged underthis policy.

The office environment has a wide variety oftechnologies such as: digital telephone services
(voice mail, message broadcasting, message ana call forwarding), fax servers, image scanning
and copying (color, reduction, enlargement, binding, collating), shared and stand-alone
computers (fixed, portable), pagers (text and voice), cellular phones, data networks (local,
regional, global), dial-up network facilities, Global Positioning Systems (fixed, portable), VHF

and CB radios (fixed, portable), and wireless dispatched office pick-up/delivery courier services.

Use of office technologies is no different from use ofany other state-provided item in the work
Executive Branch public employees ofthe State of Alaska must conform to applicable

Recognizing the very differentagency missions or division-
Reasonable

place.

A laska statutes, orders, and codes.

specific needs, agencies may adoptmore stringent, specific, or detailed guidelines.

use and common sense must prevail in the work place use of office technologies. All policies

must contain:
Prohibited uses of office technologies (not necessarily limited to the following).

Use for any purposes which violate a United States or State of Alaska law or the Alaska

1.
Administrative Code.

2. Use forany commercial activities, including commercial advertising, unless specific to
the charter, mission, or duties ofthe government agency.

3. Use for access to or distribution of indecent or obscene material or child pornography.

4. Harassing other users, computing systems, and/or damaging or altering the software
components of same.

5. Use for fundraising, political campaign activities, or public relations activities not
specifically related to state government activities.

6. Any activity which adversely affects the availability, confidentiality, or integrity of any
office technology.



The Executive Branch Ethics Act states a public employee may not “use state time, property,
equipment, or other facilities to benefit personal or financial interests” (AS 39.52.120(b)(3)¥.
Further, “ standards o f ethical conduct for members of the executive branch need to distinguish
between those minor and inconsequential conflicts ... and those conflicts of interests that are

substantial and material.” (AS 39.52.110(a)(3))

Applicable Statutes, Administrative Orders, and Codes that you may refer to include, but are not
limited to: AS 39.52, Alaska Executive Branch Ethics Act; Administrative Order #81,
Nondiscrimination and Nonharrassment; Administrative Code 9 AAC 52, Alaska Executive
Branch Code of Ethics; AS 39.25.160, AlaskaLittie Hatch Act; AS 24.60, Legislature Standards

of Conduct.

The State of Alaska reserves the right to routinely monitor Internet and E-mail use by individuals
and report such use to appropriate supervisors. Contents of state employees’ computers are also

subject to “Public Records” requests.

This policy is to be read and signed by all employees in the presence of their supervisor or
agency human resources staffand filed in each employee's personnel file. The signature of the
employee constitutes acknowledgment of their obligation to abide by the policy. Use of the
Internet and other office technology is a revocable privilege. User accounts and password access
may be withdrawn if a user violates this policy. Violations may also result in possible personnel
action up to and including termination, and depending on the severity, may result in criminal
ﬁrosecution and/or civil ||abi|ity. After reading and signing this policy, state employees have 48
ours after the date signed to clear any material that does not conform with this policy from any

office technology.

Signarure of Employee Signature of Witness

Printed Name of Employee Printed Name of Witness

Department Department

PCN Date PCN Date

Office Technology Policy
Revised October 9. 1996



Fired UAF carpenter says Internet pom browsing was research

Tim Ar.soclninrl Pinss

KAIKIIANKS — A former
.mivcrsily employee testified
lhis week Hint lie surfed (lie
Internet for child pornoRra-
pliy durini! work hours be-
cause lie wonted lo show oth-
ers how ensily ncccssililc the
material was.

"My curiosity look over,"
snid William 'l'utlle, n former
cnrpcuter who was fired this
summer for possession child
pornnnrnphy nl the universi-
ty. "I thouidil, “flood I/ird, it's
only six clicks tiwuy,* "

Tuttle, 17, snid he was re-
scarchinR the topic lo edu-
cate himself nnd two friends,
a librarian nnd a school-
teacher. University or Alaska
police arrested Tuttle in .June
and charged him with four
counts of possession of child
pornoRraphy.

Tulllc's lawyer, Hill Sat-
lcrberR, has chnllciiRcd
whether university police
had the Icrol authority to
search a riliiiR cabinet draw-

Hg:qu seize five computer

Tuttle spent nearly an
hour nn the stand Thursday
cxplniuiiiR  why lie down-
loaded iimiRCS onto a person-
al storaRc device. Me said lie
was IryiiiR to fffttirc out how
Rroups posted the porno-
Rraphic imaRcs. Tilllie said
lie was also IryiiiR to fiRiirc
out how other people jammed
up the sites.

Ile was the final witness to
testify in an evidentiary hear-
ini; that spanned three days.

Tulllc’s ease has sparked a
ICRul'flchalc over privacy ex-

pectations in the public work
sector. Salterbei Rclaims uni-

.versily officials overstepped

their bounds by not RolliuR a
warranl lo search Tutlie’s of-
fice.

University officials claim
they were opcrntiiiR under
the physical plant's
cnmputcr-usc policy, which
slates that any c(]iiipmenl at-
tached lo a university coni-
pulcr is considered universi-
ty properly. They say this ex-
tends lo disks recovered
from the drawer of a filinR

Vv

cabinet where Tuillc kept be-
I0IIRIlIRS.

Tullie said lie never saw
the physical plant’s computer
policy until Ilie second week
in dune, a week after univer-
sity police seized his comput-
er.

District .liklrc Charles
I’eiiRilly said there arc three
key issues in the case.
I'ciiRilly said the first s
whether the university's
computer policy is valid. Aei-
iiiR personnel director Car-
olyn Chapipan testified she

had nn proof llial the policy
was ever reviewed by lhe
university's lcrol staff.

I’ciiRilly said the second
pivotal issue in the case is
whether wuniversity police
needed a warrant to search
Tuttle's drawer. The third
question is whether universi-
ty police needed a warranl to
access the disks from which
the ponioRiaphic imaRcs of
children were allcRcdly re-
covered.

Anoiher oral ai’Rumcut is
scheduled for Nov. I'L
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FriendshiP DaY
held at Alaskaland

International Friendship Dny
| for 1-6 p.m. Snturdny nt llio
kninnd Civic Center. Tho

event, held cnch year Bincc 1986,
ui held nenr the Oct. 24 onnivcr;

snry of ,lhc founding of the
United Notions. '
The free event will feature

about 20 groups cnch performing
nong/ music nnd dnncc for 15
minuted. Th" idea is for people
from n vnricty of countries to be-
como more acquainted with cnch

other.

Among tho performers nro tho
Yupik Eskimo Dnncers, tho Fnir-
bnnks Youth Ordieotrn, Den
Fielson Senior High School, nnd
‘Jlio Silver Spur Dnncers.

For morn informnlion on In-
temntionnl Friendship Dny, coll
452-7340.

Mini-library to opon

SatrquM a n

says

ByALSLAVIN .
Stall Writer .

A former university employee testified
Thursday thnt' he surfed the World'Wide
Web for child pomogrnphy during work
hours, because he wanted to show othchi
how easily accessible the mntcrinl re/Uly
wns.

"My curiosity took over," sttid Willinm
Tuttle, n former carpenter who was fired
Lhii summer for possessing child pornog-
raphy at the university. "I thought. '‘Good
Lord, it's only six clicks away."™

Tuttlo, 47, said he wns researching tho
tonic in order to educnlo himnelf nntl two
otncr friends, a lihrnrinn nnd school-
teacher. University of Alaska police ar-
rested Tuttlo in Juno and charged him
with four counts of possession of child [tor-

nogrnphy.

IZuily News -Mine.”

LOCAL

lie w a s
« Tuttle's lawyer, Dill Snltcrbcrg, has
challenged whether university police had
.the legal authority to oenrclt n filing cab-
inet tirnwer nnd scire five computer discs.

Tuttle spent nearly nn hour on 'the
,6tond Thursday explaining why he down-
loaded images onto a personal sto/agc de-
vice. He said he wns trying to figure out

, how groups posterl the pornographic
images. Tuttle said he was also trying to
figuro out how oilier peoplo jammed up
the sites. '

Ho was tho final witness lo testify in an
evidentiary hearing that spanned three
days. Tuttle snid ho never saw tho physical
plant's computer policy until tho second
week in June, n week after university po-
lico soiled his computer.

"To tell you the truth. | didn't look nt
it," Tuttlo snid. "It wns kind of nltor the
fnct."

Tuttle's case has sparked n legal debate
over.-privacy expectations in tho public
work* nector. Snltcrbcrg claims university
nfficinls overstepped their bounds by not'
getting awnrronl lo search Tuttle’s office.

University officials claim th -v vcro op-
erating under the physical ph it's com-
puter use policy, which slates that any
equipment attached to a university com-
puter is considered university property.
They believe this extends to disks recov-
ered from tho drawer of a filing cabinet
where Tuttle kept belongings

Dislricl Judge Charles I'cngilly identi-
fied three key issues for .Snltcrbcrg and
the prosecutor, Assistant District Attorney
Leslie Dickson. I'cngilly snid the first issue
regards whether the computer policy is
valid nr not.

Sntteilierg questioned the university's

Sectjon

Friday, Octoocr 17, 1997

resp.arc’hin@Jchild o m

acting personnel' director, Carolyn
Chapman, about the 2-ycnr-old policy.
Chapman snid nn employer has a rjght lo
provide n safe environment for employees
nnd to monitor productivity..

Hut she snid employees are not nsked to
waive their right to privaqy. Chapman said
she had no proof that tho policy was ever
reviewed by the university's legal staff.

I’engilly said the second pivotal issue in
the case is whether university police
needed n warrant to search) Tuttle's
drawer. 'Die third and final question will
decide whether university [>olicc needed a
warrant to access the disks from where the
pomogrnphic images nf children were alle-
gedly recovered.

Another oral argument is scheduled for
Nov. 14.

Loggers
await
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Computer questions .

The detection and prosecution of a university em-
ployee who tapped into child pornography sites on the
Internet raises some tough questions about the proper
approach to workplace privacy. The university appears
to have acted reasonably, but putting its actions under
the legal system's very powerful microscope may help
clarify seme Issues.

To star:, District Court Judge Charles Pengilly has
ruled that the searches of a university carpenter's fils
cabinet and the disks found in it were lawful. The inci-
dent began when a physical plant computer manager
was testing a monitoring program and discovered that
the carpenter appeared to be logging onto some porno-
mraphic sites while at work. The search of the cabinet
vas conducted without a warrant by a University of
Alaska Fairbanks security official but with the consent
jf the carpenter’s boss. Child pornography, which is il-
egal to possess, was discovered later on the disks. The
earpenter was charged with the crime. (The propriety
w wisdom c: such censorship of possession, as opposed
opublication, is an another entire issue in itseif).

University policy clearly states that employees have
0 reasonable expectation ct absolute privacy when
tey use the university's computer system. .And when
ley are at work, their supervisors have the right (and
ie obligation to taxpayers) to make sure the employees
-e performing their duties.

However, such simple statements are easily undef-
ined by the ccmpie.xities of the real world. How does
;e meat, for example, computer network use by a fa-
tlty member working at home? Also, despite asserting
right to investigate anything on the system at any
r.e, the central UAF computing center's policy is to
quire a search warrant wherFlaw enforcement offi-
ils ask to look into an individual’s files. There is obvi-
sly a strong sense that some degree of privacy ought
be afforded people.

; mething embarrassing or iliegal, then don't type

While a!) this is being sorted out, maybe 'the best
policy is for people to view computers like they would a
want to

typewriter with carbon paper. If you don'tj
chance a co-worker or supervisor stumbling across so-
it on
carbon paper at work because someone might: find the
copies in the trash can. And think aboutyour electronic
cisk fiies as you wouic paper files—if it's stored in your

office, its privacy can't be guaranteed. 1

Pengiily’s ruling wasn't a total victory for the univer-
sity, though. He did note that the physical plant com-
puter policy contained an overly broad claim, lone that
had university employees in other departments con-
cerned. The policy said that its usage guidelines ap-
plied to "any computing resources connected to or used
directly with the Physical Plant Information Systems."
If applied elsewhere cr. campus, that kind of L'anguage
could potentially describe computers owned personally
by employees who log onto their university-supplied In-
ternet accounts from home.

A computing policy group at UAF is talking about
some of these Issues and has a draft policy oul for dis-
cussion. It can be read atwww.uaf.edu/ua-oolicy.

v | K f S
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Electronic Monitoring

Is monitoring e-maii or phone conversations an
invasion of worker privacy or a business necessi-
ty? The answer to this question is not cut and
dry, and technological advances in electronic
mail systems and Internet access are further
muddying the waters.

Traditionally, some employers have monitored
employees’ telephone conversations, citing a
business need to maintain or improve standards
of customer service and employee performance.

Now, employers have also begun setting guide-
lines on the use of electronic mail systems, justi-
fying their right to regulate the form and content
of e-mail by citing their ownership of the equip-
ment used to transmit messages and their desire
to minimize legal liability for inappropriate com-
munications. Telephone voice-mail systems and
Internet activities are other relatively new areas
where employers have asserted their right to
monitor worker activity.

“New technology presents new threats to pri-
vacy," according to Robert Belair, an attorney in
Washington, D.C., specializing in workplace pri-
vacy issues. Both employers and employees have
a lot of misconceptions aoout monitoring with
regard to e-mail and other technological ad-

vancements, he added.

Rebecca Locketz, legal director for the Ameri-

can Civil Liberties Union's workplace rights pro-
ject, agreed that as technology increases in the
workplace, so do workers' concerns about being
monitored. “We are getting more and more calls
from people who are beginning to understand
just how invasive this can be," she said.

Put It In Writing

Employers should have written monitoring
policies, management experts suggest. Employ-
ers that do not have monitoring policies and do

not inform employees that they are being moni-

tored can face invasion-of-privacy claims, as well
as wrongful termination lawsuits, according to
management attorney Victor Schachter of the
San Francisco law firm Schachter, KristotT,
Orenstein & Berkowitz.

Schachter stressed the importance of letting
employees know up front whether they are being
monitored and under what circumstances the

monitoring will take place.

5-3-9* Csayrignt o 199T sy Th*j 3urolgm

Individual Employment Rights

“Tell your employees what the rules of the
game are,"” Belair advised. He also recommend-
ed that employers carefully examine their need
to monitor employees to make sure the practice
is driven by business needs and is not gratuitous.

Belair stressed that employers need to be
aware of their legal rights to monitor before
undertaking any type of action.

Federal, State Laws

Federal and state laws address the rights of
employers to conduct, and the rights of employ-
ees to be protected from, telephone and electron-
ic monitoring at work.

In general, state laws either mirror or exceed
federal provisions. Where a state law affords
greater privacy protection, it supersedes federal
law. With regard to telephone monitoring, for
example, federal law permits the “interception”
of communications as long as one of the parties
to the conversation has given consent; however,
11 states require the consent of all participating
parties to make interception clearly lawful. As a
means of avoiding consent problems, employers
sometimes place recordings on incoming lines to
tell callers they might be monitored.

In addition, the Fourth Amendment to the
U.S. Constitution, which prohibits unreasonable
searches and seizures and protects the privacy
rights of public-sector employees, has been held
to apply to instances of employee monitoring in
the public sector.

Despite federal and state laws addressing mon-
itoring, employees who feel they have been im-
properly monitored currently have very little re-
course, Lccketz lamented. The restrictions on
monitoring telephone calls, for example, include
exceptions for business-related calls. The busi-
ness-related exception “basically swallows up the
rule,” she said. The determination of what is a
business call is “a murky area,” Locketz said.

While telephone monitoring presents several
dilemmas for employers and employees, Locketz
said "the tougher cases are the e-mail cases.”

Most employers feel that because they supply
the computers to employees, they have a right to
view any electronic transmissions, Locketz said.
“We would like to see some limits," she said. For
one thing, the ACLU asserts that employees
should be notified in advance about any e-mail
monitoring, Lccketz said.

An employee sending personal e-mail mes-
sages during his lunch break is on his own time
and his communications are “none of the em-
ployer's business, as long as [the employee] is not
improperly using the resources of the employer,”

she added.

A'irz. Inc.. WjsNnijjon 0 C. 2CO3T
1-5130
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DEVELOPMENT: E-mail has hecome almost as common as the telephone
in today’'s workplace, bat the relatively new communication tool has
already offered employers more conundrums that Alexander Graham
Bell's invention ever did. J .

E-mail has been a lightning rod of controversy, with errant, off-color
messages becomin? grist for lawsuits. Employer monitoring of e-mail
systems and the related questions of privacy and free speech rights ha*'e
been ether side effects. The ease of sending and receiving messages has
caused information overload for some workers, while employers worry that
more time is being wasted than saved by electronic messaging.

New add to the mix the issue of protected activity, spurred on by an
NLRB decision last February that may give employers even more cause to
reconsider their stance on company e-mail practices. An employment
attorney warns that employers may be seeing more, instances of nonman-
agement workers— both unionized and nonunion— claiming that their e-

mail activities are protected under federal labor law. .. m
11 T

Timekeeping Systems .

In the NLRB ruling, an employee who was fired after sending electronic
mail messages to co-workers was found to be engaged in activity protected
by the Tait-Hartley Act. Timekeeping Systems Inc., 323 NLRB No. 30,
154 LRRM 1233,

According to the board, the CEQ of a nonunion computer company sent
workers an e-mail message detailing proposed changes in vacation policy
and inviting worker comment. He said the changes would give workeTs
more vacation days per year. An employee responded via e-mail, disputing
the CEQ's assertions and claiming that not only would the new policy
result in workers getting the same number of annual paid days off, but that
workers would lose flexibility in when they could take days off. After a co-.
worker praised the proposed vacation policy, me employee sent another
message to all workers-that called the CEQ’s assertions “false.” Y.

Claiming that the employee's conduct was disappointing and “inappropri- ¢
ate,” the executive ordered him to write a public policy or face termination.
When the employee refused to apologize, he was flred.

The INLRC held that the employee's e-mail messages constituted con-,
certed activity protected by Section 7 of the statute. He was trying to clear

up any confusion over the vacation proposal and enlist the aid of co-
reserving a vacation policy he felt would better serve the

workers in ﬁ _
workplace, the board found. Although the employee’s e-mail messages had

6 ->0-97 Labor Relations Reporter
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intolerable as to forfeit statutory

“arrogant overtones,” they were not so
reinstated with back pay.

protection, the board concluded, ordering him
New Twist On Protected Activity? e \ 73 xR

activities for'the' purpose of collective
 No union.need be involved,
to initiate,

Section '7 protects “concerted
bargaining or other mutual aid or protection.
and activity by a single employee may be protected” if it seeks
induce, or prepare for sroup action. Prill v.'NLRB'(Meyers’Industries),
835 F.2g 1481, 127 LRR M 2415 (CA DC 1987),'certi denied, 487 U.S.
1205, 128 LRR M 2664 (1988). In evaluating the legality of an employer’s
response to concerted activity, it is the effect of the employer’s action, not

that is important. NLRB v. Bv.rnup & Sims Inc.},

the employer’s' motive,
supporters was

379 U.S. 21, 57 LRRM 2385 (1964) (discharge of'union
unlawful even if employer honestly believed they had sthreatened to
dynamite plant). But concerted activity may be carried on in such a way as
to forfeit the-protection of the act. NLRB v;IBEW Local 1219 (Jefferson
464, 33 LRRM 2183 (1953). ;

is that the employee
a

Standard Broadcasting Co.), 346 U.S.

The unique twist to Timekeeping Systems, supra,

used the company's e-mail system — rather than posting a notice on

bulletin board or soeakina out at a meeting— to communicate this disoleas-

ure'with a company policy. According to Victor Schachter, a management

Kristoff, Orenstein-and Berkowitz in San Fran-

attorney with Schachter,
types-of

cisco, with the growing attention
cases— involving the wuse of e-mail for protected
prevalent'. "I't’s"“the 21st century’s version

being given e-mail issues, these
activity-— likely will
become more of protected
activit}/.” Schachter said.
eThe NLRB typically is lenient to employees when drawing the line

between protected activity and insubordination, Schachter said, noting

be quite- abusive when voicing opinions and still be

that employees can

protected under the statute.
According to management attorney John Fox, the NLRB ruling is in

keeping with the statutory definition' of concerted activity. “It’s simply
board laws to the specific and "unique-context of-

applying traditional
orotected, concerted activity accomplished through
he said. The NLRB correctly did not allow' the employee’s choice of e-mail
as his medium to affect its ruling', Fox said. “However an employee
protected, concerted-activity is irrelevant to the protection

the vehicle of e-mail,”

accomplishes

the statute affords,” he said.
Fox noted that if an employee’s message that disparages corporate-

policy is sent only to management, “then it seems really clear that the

employee is protected.”- Fox, who is with the'law firm Fenwick & West in

Palo Alto, Calif., explained that such a message represents no direct threat

to the employer’s maintenance of order in the'workplace.
to the entire workforce, it

. But when an employee sends such a message
Fox said. The

difficult dilemma tor the employer,

IEYOTISOIC3

presents a more
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employer might have grounds for discipline if the message was threatening

or inflammatory, he contended. If, however, the message is nothing more

than griping about a management decision,
Fox said.- While the employer may

the e-mail message is really no
he added.

the employer would have no

right to take action against the worker,

not appreciate the employee’ sentiments,

different from a complaint posted on a company bulletin board,

Free Speech, Privacy Rights
expert says the NLRB ruling could have broader

A workplace rights
just those involving concerted activity, noting that it

implications than
least some free speech and

could be a step toward granting employees at
right to privacy when they send messages over company e-mail systems.

According to Rebecca Locketz, legal director for the American Civil

\ Liberties Union’s workplace rights project, the NLRB decision might be
into the currently nonexistent privacy rights for employ-
she allowed that this case

employees have no privacy

creating a wedge

ees using company
is not about privacy. “As

e-mail systems, although
it stands now,

really

rights with respect to their e-mail,” she said. But with Timekeeping

Systems, Locketz said, “there’s at least an opening to creating seme
' [ 0 =

[privacy] rights for the employee.”
“be

Locketz agreed with the NLRB’s decision, saying employees should

latitude” in what they send over e-mail if the message pertains

to employment'matters. If the employee was sending political messages
ever the company’s e-mail system, she said, “that’s a whole other matter.”
the emolover wouid have arounds for termination, Lccketz

’ W

A given more

In such a case,

said. / ¢

Best Defense: E-Mail Policy

to minimize the chance that

Is there anything employers can do

N employees will blast them via e-mail and
Hartley Act? Having a policy regulating employees’ use of the company e-

mail system and uniformly enforcing it might have changed the outcome of

retain the protection of the Taft-

.Timekeeping Systems, Schachter suggested.

to other corporate communications

president and CEO of the
Va. A well-communicated
in the same way

“W hatever company policy applies
should apply to e-mail,” said Victor Paira,
Electronic Messaging Association in Arlington,

* policy should get employees to think of e-mail messages
they think of memos sent out on company letterhead, he said.

"Employers should make it clear that e-mail is for business purposes only

policy, said employment attorney Sally D. Garr.
transmissions over e-mail while
into trouble, said Garr, who

and evenly enforce, the

Employers that allow certain nonbusiness

restricting others will find themselves running
N is in the Washington, D.C., office of the San
& Sutro. For example, if an employer allows e-mail

Francisco-based law firm

Pillsburv, Madison
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messages from employees trying io rent out their beach houses, it cannot

then turn around and not allow messages about the company’s vacation
policy, she said. .

But if the employer has a policy clearly stating
it would be able to take action against an

corporate pro-

that e-mail can be used

only for business purposes,

employee who, for example,
it for union organizing purposes, according to Garr. W here

sends messages lambasting

grams or uses
employers get into hot water is when they do not enforce the policy evenly,

requires the employer to be vigilant,” she said. '

she added. “It really
e Garr allowed that defining what can and cannot be sent on a company’s
e-mail system can be difficult. “It’s hard to draw the line,” she said, noting

that an e-mail complaint sent directly to a manager might be'acceptable

but-that employers do not want the entire staff spending naif their days

discussing company policy over electronic transmissions.

Business-only e-mail policies are making inroads in some quarters. A
year ago. Xerox Corp. had no specific policy pertaining to e-mail, instead
rules of responsibility and decorum to govern

relvina on aeneral coroorate

the messaging system. But
purposes-only policy and reserves the
explained corporate spokesman Brent Laymon. According to
the policy when it switched to an e-mail system with

recently, the company instituted.a Dusiness-

right to monitor employee messages,
Laymon,

Xerox implemented
much broader access to outside transmissions. “Suddenly, the universe was

much larger and seemed like 1 less secure place than it once did,"”” he said.

R.eining In An E-Mail Policy

W hile experts agree that e-mail
potential headaches for employers,
Draconian policy may do more harm than good.

~ Gii Gordon, principal of Gil Gordon Associates, a telecommuting consulting
firm in Monmouth Junction, N.J., said e-mail policies can be compared to dress
codes in that a dress code that tells employees exactl>{ what they can and cannot
wear to work becomes overbearing and might actually dispose some employees
toward wanting to defy the policy. Likewise, with e-mail policies, employers are
better off %wm% employees basic guidelines on what is a?proprlate use or the
svstem rather than having a “ threatening or punitive" policy.

policies can help stave off a number of
a consultant warns than an overly

Gordon suggests that in cases in which employees use e-mail as a means

to complain about company policies and practices, managers should “look

these kinds of things as symptoms of problems
themselves.” Rather than stifling the information flow by banning certain

e-mai! transmissions, employers'might be better off accepting that e-rna
has many advantages and some downsides, Gordon said. "That’s just

something we have to live with,” he added.

— Bv Simon J. Nedel with additional reporting by Susan Lightner

at rather than as problems

6-30-97
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ALASKA EMPLOYMENT LAW LETTER

This case highlights the multitude or problems
that arise when individuals thought to be indepen-
dent contractors are found to be employees. Under
these circumstances, the employer may be held liable
for back taxes and withholdings (plus any applicable
penalties), overtime pay (plus liquidated damages),
and unemployment compensation. Additionally, not
only will the mislabeled individuals be eligible to par-
ticipate in employee benefit plans and programs, but
the past failure to include or count them may jeopar-
dize the tax exempt or qualified status of those plans.
Accordingly, it is always advisable to closely examine
your work force to ensure that your freelancers or
independent contractors are bona fide and not really

employees in disguise.

Vizcaino v. Microsoft Corporation. 1996 U.S.
Apo. (LEXIS) 26021 (October 3. 1996. 9th CirJ.

E-mailand Voice Mail:
liability Waiting to Happen?

Tiie use of E-mail and ocher communication tech-
nology has exploded over the past few vyears. The
E-mail explosion, as well as the widespread use of
voice mail, has orovided manv advantages for busi-
ness communication. Indeed, for many businesses
E-mail and voice mail have become essential systems

to function in the workplace and to compete in the

marketplace.

E-mail and voice mail systems allow employees
and emolovers (0o communicate more efficientiv and
cuickiv. thus saving time and mon.ev. Wich the raoid
Arow-r. or telecommuting, E-mail has become to
many persons an indispensable cool. Maintaining
electronic networks also has allowed employers to
track employee productivity, efficiency, and work
quality. Employers have enjoyed these improvements
in productivity and efficiency and have found that
clients increasingly demand the service advantages
which result from E-mail and voice mail technologies.

Buc use of E-mail and voice mail can pose real
trouble for employers. The improper use of such sys-
tems may waste employers’ resources as well as
expose them to legal liability.

E-mail Monitoring and Potential for Privacy
Claims. -\s use of E-mail has grown, so has employer
monitoring of emolovees' E-mail communication. 8uc
i-mail monitoring can result in traps filled with pri-
ea.cv claims against ihe unwaiv emolover.

Many states and courts have recognized that citi-
zens have a nghc of privacy. .Although the courts have
generally sided with the employer and dismissed those
E-marl lawsuits, the expenses of defending such litiga-

tion can he high.

A former employee of the Pillsbury Company
recently filed a lawsuit in federal courc in Penn-
sylvania over his claim of wrongful interception of his
E-mail communication by Pillsbury. The employee
received messages from his supervisor over Pills-
burv's E-mail system on his computer at home. The
employee responded, exchanging personal E-mail
messages with his supervisor. The employee's E-mail
messages concerned sales management and con-
tained threats to “kill the backscabbing bastards" and
referred to a planned company party as the “Jim
Jones Koolaid affair." After intercepting the em -
ployee's E-mail. Pillsbury decided to terminate him
for transmitting what it deemed to he inappropriate
and unprofessional comments over the company's
E-mail system.

The employee, believing that his privacy had
been violated, turned to the federal court for relief.
He sued the Pillsbury Company, claiming chat his
termination was in violation of public policy, which
precluded the company from terminating him in vio-
lation of his right to privacy. The courc. after evaluat-
ing Pennsylvania's privacy law, decided chat the
employee did not have a valid claim under the cir-
cumstances. The court determined chut the employee
did not have a reasonable expectation of privacy in
the E-mail communication voluntarily made by him
to his supervisor over Pillsbury's E-mail system. The
voluntary nature of the comments, as -well as the face
that no personal information about the employee was
disclosed, led to aconclusion that no privacy interests
were violated. Although Pillsburv was successful in
defending against cne lawait. the dispute probably
could have been avoided.

Ac least part of the reason for the lawsuit was the
fact chat die employee believed his E-mail messages
were private. Pillsbury apparently did not have any
written policies concerning the use of its E-maii sys-
tem. Moreover, it had assured its employees in an
informal manner chat E-mail could not he Intercepted
and would be kept confidential and privileged. In
short, the company's failure to establish a written and
consistent E-mail policy contributed to the problem.

Pillsbury is not alone. Lack of a written E-mail pol-
icy is an all too common oversight by many employ-
ers. A survey by Mac World, a national computer
magazine, revealed in 1993 that most companies that
monitor E-mail conceal doing so and that very few
haw a written policy on electronic monitoring. You're

asking for trouble if you do the same.

Watch Out for Voice Mail, Too! A recent case
involving an office romance chat was uncovered and
revealed to an employee's jilted spouse shows why it
is important to reduce employees' expectations of
privacy and implement proper procedures for moni-
toring such communications. The emnlovee sued
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McDonald's for -eavesdropping' on voice mail mes-
Sages he(f| for his lover a%voﬂ(.

The employee found himself in hot water when a
McDonald's franchisee discovered die steamy messages
and lIsegan playing diem back for the employee's wife.
The employee claimed that his privacy rights were
violated by die surreptitious review and replay of the
messages. The employee said he had been cold that
the cede to retrieve messages from his voice mail box
was unknown to anyone else, and he had assumed
the contents would be kept private and confidential.

The case settled, but the lesson is still clean draft
and implement a written policy for your electronic
communications systems now, including voice mail,
before you find yourself in court defending a lawsuit.

A Written Policy Is a Must. The message from
these cases is that it is important to diminish employ-
ees' expectations of privacy regarding E-mail and
voice mail and to avoid incidents of questionable
monitoring of such communication. Employers must
control die privacy expectations of their employees
from die very beginning by creating an explicit elec-
tronic communication policy which is explained to die

employees.

When implementing an electronic communica-
tion policy, be sure to consider some essential
points. First, make sure the nature of the E-maiJ and
voice mail systems is described and that all of the
employees are told that such systems are to be used
for legitimate business purposes and business com-
munication only. Second, employees must be in-
formed that the employer reserves the right to access
and disclose contents of all E-mail and voice mail
messages in accordance with applicable law or when
a legitimate business need arises. Finally, the policy
should provide that all access without (he consent
of tie sender or recipient of the message can be
done only after obtaining executive or management
approv.il. There may be other issues unique to an
employer's business, existing communication system,
or work fc.'ce that need to be considered when draft-
ing an electronic communication policy.

The rr.os important aspect of any electronic com-
munication policy is to state the employer's proce-
dures and e tpectations as clearly as possible. Some
examples in Icicle:

- E-mail is n written and electronic means of
corwm nicarion. The company's E-mail system
consists or ideso.be company's E-mail capabili-
ties, including whether the system consists
of nn internal E-mail system, E-mail through
proprietary gateways to third parties, and/or
Internet E-maill. An employee should not trans-

i.mit anything in an E-mail message, whether

or external, that he or she would not e«

be comfortable writing in a letter or memoran-
dum tising company letterhead.

e All E-mail and voice mail capabilities are pro-
vided to employees at the company's expense
to assise internally in the conduct of company
business and (if applicable) externally in com-
municating for legitimate business purposes.

e The company will not monitor E-mail and

voice mail messages as a routine matter and
will not tolerate the unauthorized access or use
of them. However, the company reserves die
right to access E-mail and voice mail messages
and to disclose them to others. This policy also
applies to password-protected messages. Any
access without the consent of the sender or
recipient must be done with executive or man-
agement approval.

e E-mail and voice mail may not be used for any
messages that reasonably may be considered
offensive, discriminatory, defnmntoiy. disparag-
ing. or threatening to any employee or any
other person or entity. The company's policies
against sexual or other harassment apply fully
to die use of E-mail nnd voice mail.

e The E-mail nnd voice mail systems are provid-
ed to facilitate the company's business commu-
nications. The use of such systems for outside
business ventures, to leak confidential or privi-
leged information, or for personal, political, or
religious causes is grohibiced. Tiie excessive or
inaopropriate use of such systems for personal
business also is prohibited.

* By using the company's E-mail and voice
mail systems, employees consent to this pol-
icy' and the company's right to monitor and
access E-mail and voice mail communication.

e« Employees who misuse or abuse the E-mail
and voice mail systems or policies set forth
above may be subject to discipline up to, and

including, discharge.

Those employers who implement a written pol-
io- and make sure their employees know about it
help provide themselves with a basis for legal pro-
tection and. in the process, maintain good employee
relations. Indeed, at least one recent study has shown
that there was far greater acceptance of message
monitoring among employees when they were noti-
fied about (hat possibility up front by (heir employer.

US. Supreme CourttoDecide
Numerous Workplace Issues

When the U.S. Supreme Court opened its new
term on October 7 of this year, it had already granted

December 1996
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U A F w ins initial ’
round in seizure
of com puter dis ks

3y AL SLAVIN
Star? Writer

The university’s right to mo-
nitor a worker's pericrnritr.ee
outweighs the worker’s right to
privacy when It comes to the casa
of a university of Alaska Fair-
banks employee accused of pos-
sessing caiJd pornography at
work.

Fairbanks District Judge
Charles Pengiily ruled Wed-
nesday that computer disks were
properly seized from William
Tuttle's filing cabinet in UAF's
physical piant and can bs used at
his criminal trial.

3ut Pengiily conceded thet the
issue is far from over.

"It's a critical issue of first im-

pression and it needs to be de-
cided by the appellate court
before it can go to trial." said
Pengiily, noting a lack of existing
Alaska case law about computer
privacy.

Tuttle also war.ta the issue re-
solved before his criminal trial oa
tour counts of possessing'child
pornography. His attorney had
trred to block the d-'eki from
being used as evidence, claiming
they were taken during an illegal
search.

Ahis has to be apoeaied be-
cause it affects jo many mare
people than me," Tuttle said. "I
jus: don't like being tied :o the
front of the train.”

Che Governor

Pet jiily called Tuttle's case
tha most interesting one he had
come across since he began prac-
ticing law. Ke said existing case
law required him to strike a bal-
ance bacween Tuttla’j right to
privacy ana UAF’3 right to mon-
itor workplace performance.

Pengiily struck down the phys-
ical plant’s existing computer
policy, which claims ownership of
any item attached to a university
computer. "The policy is simply*
r.c. sufficient @ justify the
searches here." he said.

But the judge < lid the physical
plant’s computer system man-
ager, Dean Tabor, was within his
right to monitor Internet travels
that departed from Tuttle’s work

station. /

Tuttle, 47, was arrested in
July, a month after university po-
lice seized computer disks con-
taining child pornography from
his office filing cabinet. He was
subsequently fired from his car-
penter's position in the school’s
physical plant. He claimed he was
researching the sites so he could
inform others how easily it could
be eccessed.

Turtle said he is in arbitration
with the university over his
firing. Ha said university ofndels
offered to remove the incident
from his record and let him re-
sign in order to ovoid any more
time in the spotlight.

He Salg unlver5|ty employees
have, offered calls of’supportand
Prowded him with at least So,000
0 offset legal expenses,

Tuttle's tto ney, 3ill Saner-
berr, descrine Penzmys eci-
sion so 4 death knell or employee
orva% y In the WorkE ace. yaclar-

e leves univer |ty p0|ICE |n-
vaded is clien de L wvacy
the searche ca |net
h|ch doubled

ubtle 51( cflice,
as a break room for plant em-
cleyee.s.

Fairbanks,

907 <153 2197« 4
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m  tedpj'ticiiuiii cyoerjoace_has Winf.-m
futtle |n184egal mana atlll u|1cer cmjtruc*

- Souvemrs recovered from iTuttle's com-
puter and disks etthe University cf Alaska
r sircsnks Hots t*tafacing crnssisl chargss
o f possessing child pornography. He bzs lost

Is $f12 (j30 a-year Job at the UAF physical

But -just hew police obtalned the keep-
sakes—electronic images o: young girls a.
lewd acta—has surfaced as a core issue in
the cast against the employee o: 25 ysars.

A- supervisor'! search of Tuttle's com-
puter system and personal disks may test

"the bounds of wecriplaca privacy law as it

relates to public employers sr.d computer

technology.

Tuttle's lawyer want; evidence thrown
out,'.saying tha university needed court per-
‘miaaion to search the work station and per-

sonal

computer

disks. A hearing is

scheduled Monday before District Judge
Charles Pengdiy.

T .

O g .

[EEN

“There is a serious question
regarding the legality of going
into scmeane'a private belong-
ingr at work," said Tuttle's la-
wy«r, Bill Satterberg. "The issue
coming up Monday is abcut the
right to search somebody's per-
sor.ai belongings. What are™ the
rights of the employee st work?”

Tha university amsidars the
computer, ar.d anything attached
to it, to be university property. It
claims a super.dacr icentinea an
illegal use and turned it ever to
police.

Tuttle, who faces up to a year
in jail, pleaded innccer.t July 15
to four counts of possessing child
pornography. He was fired four
mdays later.

"Obviously these two things
are very inier-rvlatec,” wid
Patty Kastelic, UAJs human re-
sources director.

Tuttle, a 47-year-ota UAF gra-
duate, had worked at tha urirer-
sity for 25 years. Kis union has
appealed the firing. 3ut Kastelic
said the univrrrity stands firm.

| J
Office of the Governor

debate

"It was certainly inappro-
priate use c: university equip-
ment on University time,"”
Kastelic said. “To my knowledge,
there has never been a case like

this."

A legal search?

Tuttle's world started to
crumble in eariy June when phy-
deal plant network manager
Dean Tabor installed a software
program culled OM-Technology's
On-Guard Internet Siia Manager.
It eilcwed Taasr to monitor his
employees' Internet trips.

Court files show Tabor’s re-
view indicated scmeor.e had ac-
cessed questionable sites over
Tunis's terminal Tabor said the
sites' content involved “underage
moomagraohy ar.d male homosex-
imis. "

Tabor checked Tuttla'3 com-
puter tea following cay 2nd
fcur.d someone had intentionally
erased the scroll, which retains
the addresses of sites visited on
tha "World V/ide tvab.

On June 4, Tabor again looked
ai Tuttle's computer. This time
ha copied hies horn the com-
puter’s hard drive. The images
reportedly shewed juvenile fe-
males engaged in sexual activity.

Tuttla's computer was seized
along with 10 disco from a ca-
binet in his cmca. Images had
elso been edownloaded onto the
computer dlsa.

Tabor gave the information to
the UAF Pciicc Department and
then testified 'whan police ob-
tained a search wextbuCto enter
Tuttle's home. Police went

looking for computer printouts
but came aw ay with pictures of«
young female with balloons
under her shirt and an inventory
of IQ pcmograc hie videotapes.

Tabor also identified Tuttle as
the computer's primary user.
Setterberg, however, said the
computer was soared by several
pecplo and that Tuttle’s com-
puter password was taped to the
terminal.

Fairbanks,
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COMPUTER
em ployee

For the attorney-, the lame
reeks.of G-acrga Orwell ar.d Big
3rother. Ir. addition to chal-
lenging tha computar and disc
searches, Satterberg also ques-
tiona jwhether Tabor had the
legal; authority to download
them.'

"The;-- want to his ofBce, went
into his locker, took the discs
that He'personally bought at Fred
Meyer ar.d dawrtlceded them,” he
said, “and cn the basis of that
went to obtain their search war-
rant. “

That, he said, is wrong. .Autho-
rities; should have first had a
search warrant to pry unto the
computer ar.d cisca, which he
corneasred to a purse or handbag:
Shcuid an employer be able to
search those without a warrant?

"The issue isn't what you had,
it's how you ilr.d it," he said.

UAF Police Chief Terr/
Vrabec defended the search. He
said his ctncers consulted the
state district attorney's office in
Fairbanks a-.c followed standard
search warrant procedures.

"At this point, i would cay
that we fded everything, to the
beat cf our knowledge, with the

correct procedures," Vrabec said.
"Wa did the best that we ¢« "1
within the guidelines "

W

Those guidelines ; re based on

traditional legal standards, which
arc now being applied to an
evolving fi-ld of computer tech-
nology. The Computer Crime Di-
vision of the U.S. Department of
Justice has created its own set of
uidelines for local agencies to
ollow.

Dave Barisar, a lawyer at the
electronic Privacy Information
Center, recently reviewed them.
Several of his points may relate
to Tuttle’s case:

m Public employees are pro-
tected against unreasonable com-
puter searches under the Fourth
Amendment except for "ncm-in-
vestigatory, wecrk-rdnted intru-
sions" or "suspected work-
related employee misfeasance."

Che Governor

F3K GOVS OFHCE

97

M Incrvldua] employees may
have a right to privacy that
cannot be waived f7 a co-worker
or supervisor in tha same office.

* Search warrants should be
obtained before computers are
searched. Without one, a prose-
cutor should argue that tha user
could not have expected privacy.

Assistant District Attorney
Leslie Dickson claimed, ia her

responae to Sattarberg's motion,

to suppress rdder.ee, that Tuttle
had no expectation of privacy.
Dickson said this was evident be-
cause he downloaded information
onto his own computer discs.
Under university policy, these
dries—or anything else attached

to an employee's work com-
puter—become university pro-
perty.

"If the university had the au-
thority to access the discs, it cer-
tainly had the authority to
decipher the contents,"” Dickson
vrrote briber court filing. One of
these discs contained both work
information sr.d a piece of evi-
dence used to charge Tuttle.

Should Tuttle have expected
privacy within tha university sy-
stem?

Part of the answer may hinge
cn his relationship with his em-
ployer. Many employers new
spell out just what an employee
can anticipate. No one should ex-
pect privacy on their work com-
puter unless it has been cleerly
established beforehand, ac-
cordingto one !sw professor.

"It’s en employer's system so
long aa he has rot crested any ex-
pectations,” said George Trubow,
a professor of t-chr.olory and pri-
vacy law at John Marshall Law
School in Chicago. "Complaints
about It are frequent as em-

ployees are discovering ibmi em- "*3

ploysm are monitoring their e- njgr

mail."

A private uuvsnir/ would not *

face search problems in a situa-
tion similar to UAF and Tuttle,
Trubow said. A private employer
Is free to peruse its computer sy-
stem and turn questionable items
ever to polios.

Fairbanks,

r

privacy rights

UAF, however, fails ir.to the
"state agency” category and
faces limitations Lmiiiled under
the Constitution. The Fourth
Amendment provides an indivi-
dual with the right to be free
morn unreasonable searches. It
also guarantees tha right to be

"secure in their parsons, houses,
papers ar.d effects” from govern-
ment intrusion.

Where now?

The Tuttle case has prompted
university officials to ,taka a
closer look 2t access cn a system
c: considerable srie—7,500 indi-
viduals access the Internet on 5,-
000 network connections.

"We've just cpene-i up In-
ternet atcass to students’
rooms," said Steve Smith. UAJ’s
computer network .'director.
"We've get another S3 modem
lines coming ir. jo people can d:al
:r. from home."

That pcjes another set of com-
puter search issues. Does the uni-
versity have the right to search a
home computer connected to the
system? Or the home itaeif for
computer discs?

The university's ability to mo-
nitor web site mafic is limited by
the search software, which
cannot search an entire network,
and by a staff too few in number
to track the high volume cf data.

Smith acid the university also
has another reason for not
wanting to monitor Web traffic:
It does not want to be the con-
tent police.

"We treat this along the same
I:r.e3 as the library does with pa-
tron records in that those are
" confidential," hs said. "We don’t
keep a record of what's been
checked out unless it’s necessary
to check the system."

Smith said be didn't think he
would readily turn over such re-
cords to police. "We'd probably
draw the line on that and say
that we h3vs to havs legal justifi-

cation."

Alaska
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tells how evidence
gathered in child
pornography case
SXfrwmer

A computer network manager said Monday that
.two university police officers' men:tored smother

employee's internet travels mem a separate ter-

minal in crcar to catch him viewing child porno-
graphy.

"They were basically waiting in my office at the
monitor for a red flag to come un," said Dean
Tabor, network manager for tine University ci
A maie. FaYbahks physical plant.

Whan the "red flag” didn’t Va o:-
ficors decided to same William Tuttle’s computer

Tuitle was charged with four counts of pos’ee-
sing child pornography. 3ut his attorney, Bill Sat-
terberg, has challenged whetherthe oGcen hau the
right to search Tuttle's crmputer and disks without
awarrant.

Tabor testified for an hour Monday during a
hearing to decide whether the evidence should be
suppressed. He said it was hh job to monitor the ca-
pacity and activity oa the physical plant's computer
system.

Ho used a software program that not cniy
gauged Internet traffic but also identified question-
able sites with a red flag icon. Tabor said he noticed
questionable sites and traced them back to a com-

uter in Tuttle's office.
P S HEARING, Pe< 5-2

and some disks sap: in a filing cabinet.

HEARING : Evidence in child porn case

Corrdrucd fc~cn Pe-ja B-1

“| -dewed a couple of site3 as they
cams by and said this !3 ocviousiy
not work related," Tabor said.

Tabor said one of the sites
contained pornographic images of
underage males and females. He
contacted his superrisor, Joan
Stegno, and they met with Uni-
versity of Alaska Fairbanks Fo-
lic: Chief Te:ry Vrabec, who was

then a sergeant.

Tabor said Vrabec instructed
bum to monitor Tuttle’s com-
puter activity,
mcru images the next day and
gave them to Vrabec. Tabor said
Vrabec wanted to catch Tuttle in
the act. Tabor had the ability to
monitor images seconds after
the;/ appeared on Tuttle's screen.

Office of the

hie downloaded .

Vrabec grew tired of waiting
and seired the equioment from
Tuttle’s office, he 3aid. They later
obtained a search warrant to

Ellslcﬁz%qnn&;( Ier printouts from

Tee disks, Taber said, had
been attached to a university
computer and fere considered uni-
versity property’ under the phy-
sical plant's computer use policy.

Taber crafted that policy two
years ago and initially suggested
that mamnioy-resle-mail should be
considered private. He said plant
manager John Fhiiiips vetoed
that concept and decided that all
communications wire depart-

mental property.
Privacy in the workplace has

become a central issue in Tuttle’3
case.

Governor

" legal

T-.s prosecution has argued in
briefs that Tuttle knew
others coulc monitor the system
and could r.ct have expected pri-
vacy.

Satterberg claim: unr.-ersfty
officials needed a warrant to con-
duct the initial Web search. Ha
does r.ct believe that university
officials cr police had the right to
seise the disks from Tuttle's per-
sonal work space or files from the
computer.

Satzeroerg also challenged
whether police hed the right to
downlead the disks, which con-
tained addits'cmeJ pornographic
images. The-hearing i3 scheduled
to resume Wednesday moming
before Fairbanks District Judge

Charles Pengiily.

Fairbanks, Alaska
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UAF" Court

pengiily called it a "perfectly
appropriate” use of the tracking
system device. Tabor testified
that he was reviewing the ays-
tam‘3 capacity when he noriced
tha: someone at Tuttle' work sta-
tion was visiting questionable
sites.

Taber informed his boss, John
Phillips, the physical plant man-
ager. At one point, Tabor simul-
taneously * monitored Tuttle's
Internet -visits from, another com-
puter. University Police Chief
Terry Vrabec waited alongside
Taber in the hopes that Tuttle
would tap into a questionable
site.

Whan that did not occur,
Vrabec searched Tuttle's work
area with the consent of Tabor
anc Pniilips. Vrabec said he con-
sidered the disks, which were
iat = found to contain porno-
graphic images of children, to bs
university property. Pengiily said
Tcbor's suspicions were rea-
sonable and justified him taking
a closer look a: computer traffic
emanating from Tuttle's work
station.

He elso 3ad Tabor ar.d
Phillips had “the authority to
grant access for a search, a war-
rantless search."

Satterberg questioned the
jucre's ruling and noted that
Phillips never testified at the evi-
dence 8uppre8sion hearings in
October.

He said Tabor’s monitoring vi-
olated federal eavesdropping laws
that prohibit the unauthorised
interception of a communication
and argued that it was she equiv-
alent of a conversation conducted
over a telephone line.

?er.gilly disagreed and ques-
tioned whether accessing inform-
ation cn the Internet was more in
line with opening nr. encyclo-
pedia.

Fairbanks,

907 doo 219-1:- 5
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TWENTIETH LEGISLATURE - SECOND SESSION

BY REPRESENTATIVE ROKEBERG

Introduced: 1/14/9S

' Referred: Labor and Commerce, Judiciary

A BILL
FOR AN ACT ENTITLED

"An Act relating to an employee's expectation of privacy in employer premises."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1. AS 23.10 is amended by adding a new section to article 7 to read:
Sec. 23.10.450. No employee expectation of privacy in employment site.
In the absence of a specific™agreement to the contrary, an employee has no expectation

of Drivacv with resDect to/drcmiscs andieauioment supplied by ;he employer, and an

employer to the employee. In the absence of an agreement permitting the employee
to limit the employer’'s access to premises and equipment, an employee shall permit
the employer to have access to the employer's premises aryl g&v;pment, including

information stored on a computer or computer network ~uppliedjjy i he employer.
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Component: Banking, Securities and Corporations

Department: Commerce and Economic Development
Banking, Securities and Corporations

Sponsor: Rep. Ryan

Requestor: House Labor and Commerce COMPONENT SERIAL NO.

(Thousands of Dollars)
FY 01 FYO02 FY 03 FY 04

Expenditures/Revenues

OPERATING EXPENDITURES FY 99 FYO0O
PERSONAL SERVICES

TRAVEL

CONTRACTUAL

SUPPLIES

EQUIPMENT

LAND & STRUCTURES

GRANTS, CLAIMS

MISCELLANEOUS

TOTAL OPERATING 0,0 0.0

CAPITAL EXPENDITURES 0.0 0.0 0.0 0.0 0.0

CHANGE IN REVENUES 0.0 0.0 0.0 0.0 0.0

FUND SOURCE (Thousands of Dollars)
1002 Federal Receipts

1003 GF Match

1004 General Fund

1005 GF/Program Receipts

1006 GF/Mental Health

Other

TOTAL 0.0 0.0 0.0 0.0 ] 0.0 | 0.0
Estimate of any current year (FY 98) cost: S 0.0

POSITIONS

FULL-TIME

PART-TIME

TEMPORARY

ANALYSIS: (Attach a separate page if necessary)

Prepared by: Willis F. Kirkpatrick, D irector//// Phone: 465-2521
Division: Banking. Securities and Corporations Date: ZI”EEL
Approved by Commissioner: Deborah B. Sedwick UCL Date:

Agency: Commerce and Economic DoveloprpfetH
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The Uniform Prudent Investor Act and
the Future of Trust Investing

John H. Langbcin* R

In recent years, American law has undergone a fundamental revision
of the rules that govern how trustees invest In 1987 the American Law
Institute (ALI) began working on a partial revision of the Restatement of
Trusts devoted exclusively to modifying trust-investment law. The ALI
approved the new Restatement at its annual meeting in 1990 and released
the final text in 1992.1 Working from a preliminary text of the new
Restatement, |Illinois enacted legislation in 1991 embodying the Kkey
Restatement principles.5

In 1991 the Uniform Law Commission* began a three-year drafting
project to codify the revised Restatement principles as a uniform law,
which became the Uniform Prudent Investor Act The Uniform Law
Commission promulgated the final text of the Act in 1994.* The American
Bar Association approved the Act at its February 1995 midyear meeting.®
Already in 1995 seven states enacted the Uniform Prudent Investor Ace

* Chancellor Kent Professor of Law and Legal History, Yale University. This article
expands upon the Tamisiea Lecture presented at the University of lowa, November 2, 1995.
Some themes of this article were sketched earlier in presentations to the 1995 annual meeting
of the American College of Trust and Estate Counsel, Scottsdale, Arizona, March 9-10, 1995.
Although | served as the reporter for the Uniform Prudent Investor Act, | must emphasize
that the views advanced in this article are mine and do not necessarily represent the views of
the Uniform Law Commission. Suggestions from Edward C. Halbarh, Jr., and Roger Ibbotson.
are gratefully acknowledged.

1. Restatement (Third) of Trusts; Prudent Investor Rule (1992). Professor Edward C.
Halbach.Jr., of the University of California at Berkeley served as the reporter and principal
drafter. Ke has discussed the'project in Edward C. Halbach,Jr., Trust Investment Law in the
Third Restatement, 77 lowa L. Rev. 1151 (1992), substantially republished as Edward C
Halbach. Jr., Trust Investment Law in the Third Restatement, 27 Real Prop., Proh. ic Tr.J.
407 (1992); and Edward C Halbach,Jr., Redefining the "Prudent Investor Rule" for Trustees,
129 Tr. t Est 4 (Dec. 3990).

2. 760 ILCS §85/5 (prudent investing), 5/5.1 (delegation) (1992). The principal
drafter has described the Illinois act in Lyman W. Welch, How the Prudent Investor Rule May
Affect Trustees, 130 Tr. fc Est. 15 (Dec. 1991), substantially republished as Lyman W. Welch,
Action Is Needed in Response to Changes in Fidudar vestment Duty, 18 ACTEC Notes 81
(1992).

3. The Commission's profrr name is National Conference of Commissioners on
Uniform Sate Laws (NCCUSL).

4. Unit Prudent Investor Act (1994), 7B U.LA. 16 (Supp. 1995) [hereinafter UPIA].

5. Uniform acts are routinely submined to the American Bar Association (ABA) for
approval. The relevant ABA sections customarily appoint advisors to the Uniform Law
Commission's drafting committees. The ABA advisor for the Uniform Prudent Investor Act
wasJoseph Kartigancr.
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California,’ Colorado, New Mexicg, Oklalioma,” Oregon," Utah,"
and Washington." lire Uniform Act I’ expected to lie wiggly enacted In
the years to Come. In advance of the Uniform Act, several slates enacted
legislation patterned on the 1902 Restatement or on iiie Illinois act
InCluding Kansas," Florida," Maryland," New York," South Dakota,
and Virginia." We thus have a subStantial core of slates, Including some
of the most po?ulous, that have already enacted the Uniform "Act or
something like, It. 1 should also emphasize that the Restatement and the
Uniform Act did not Invent die reforms dial dtey embody, and that several
states, for example, lowa" and Ceorgla,” Tevised their statutes In
aavance or the two nadonal law reform PYOJEC'[S to Incorporate some of the
prlnCW]les that now a ,ﬁear In the Restatement and In the Uniform Act

e Uniform Prident Investor Act Implements a tightly Interconnect-
ed set or reforms, These adjustments to die Ieﬁal reqime Wwere driven hy
profound changes that have occurred across the past generation In our
understanding of die investment function. Tills new léaming ahout the
Investment process is called the theory or efficient markefs, or more
hroadly, Modem Portfolio. Theory d( PT)." Four Nohcl prizes In
economics have dins far lieen awarderl for the academic work dial

Identified and verified the theory of efficient markets," and more will
come. As | cover the main feature$ of the Uniform Prudent Investor Act, |
have the occasion to point out places In which the Influence of MPT Is
much In evidence. | have tried, however, to avoid the forhirldingjargnn of
the efficient market literature. Lawyers and courts can_ understand the
essential fmdmgs of MPT without mastering hctas, capital asset pricing
models, correladon coefficients, and the like.

e e
i
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This Article is meant to serve as a guide lo the, Uniform Pnident
Investor Act, | point to (he main reforms and explain what motivated
them. | also attempt a lgok Into the future, offering some predictions
ahout how (riist-Invesisneiit racélce Is ||keIP/ lo chanlge ?f the principles
embodieq In the Restatement and the Uniform Act take effect. Among the
changes foreseen are greater use of equities; of pooled Investment vehicles,
such as mutual funds; and of relatively unconventional Investments, snli as
foreign iccnriiJes and derivatives, | also speak of die tendency to break tip
trustéeship and allocate Its funcdons among specialized service providers. |
sug?est drat, even though the Uniform Pnident Investor Act Is default law
that the settlor of die tist can alter or oust, die Act Is likely to limit die
settlor's [lower lo Impose manifestly uneconomic Investment rcslricdons. |
also explain why die new tnisl-invesiment_aw Is likely to have unsetding
effects upon dié see,mmqu quite distinct iiiliject of princlpal-and-Incomé
law, that Is, upon die njlcs drat govern the ‘allocations dial frustees are
Cﬂgr%monly obliged to make between current and future beneficiaries of die

. Older Standards op Prudent Investing

fifor canvasFln die Uniform Act. | want lo cast a brier backward

ﬂl]ancg, at the Imst-Invesunent law that descended Into die 1980s—the law
at die ALl nnd the Uniform Law Commission determined to reform.

Hear In mind that the rules of (rust Investment law that we are discussing
re default rules, rules that the settlor can alter by apt language In dié
ust instrument. _

_English law %ot off lo a had start on trust Investing. In 1710
Parliamént authorized trustees to Invest in_shares of die “South Sea
Company. A number of diem did, and when die South Sea hunt
the next'year, share prices declined hy 90 percent, The Chancellor* took
fright and developed a restricted [ist of presumpdve|¥_ proper trust
Investments, Initially government bonds, later well-secured Tirst mortgages.
Lord St Leonard's Act jn 1850 added East Indja stock, and across de
decades, some dribbles of legislation approved various odier Issues. On|,¥, In
1001 wes the English statute amended to allow tmstees, to Invest in ? Ul |e?
ﬁnore enerally, and gver] theP th(f Investmentwassu%ect (O%CEH go
alf thie frust fund.” Tlrat legislation remains In torce, " aldtougn™an
official revision commission has eﬁun to deliberate on reformm? ro

Some American jurisdicdons had a similar history In the nineteendi
and early twendeth centuries, developing so-called légal lists" of court-
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approved or Ieg|s|at|velkl-appr0ved Investment*, which were Initially
restricted to government lionds nnd first mortgages, lintvgrudgingly
expanded In some states to Include selected corporate” Issues. _

The path of the future In American law led away from Ie([qal lists,
however, and was forged In Massachusetts. In 1030, In the celebrated case
0f Howard College V. Amory,” the Supreme Judicial Court adopted what
came_|o lie known as the prudent man rule. _

Trustees, sald the Massachusetts court, should “oliscrve how men of
prudence ... manage their own afTalrs, not n regard to speculation, hut
In regard to the pérmanent disposition of their™fungs, consujeun{q the
prohdnle Income, as well as the probable safety of the capital fo be
Invested.”*" The Massachusetts_ rule represented” a great advance” hy
abandoning die attempt lo specify approved types of Investment. I'rudencé
Is another word for reasonableness, and the prudent man nde echoed the
contemporaneously developed reasonable man rule In the law of
negligence.'r.ie standard of prudent Inves,tmgtvvas the standard of Indust
practice—what other trustees similarly situated were. doing. Investmen
practice under the prudent man nde |éd rapidly lo Judicial aPprovaI of the
use of corporate securities, both equities and bonds, In Intsl accounts. lly
the 1040 man% American states had adthtked bxstatute_ a version of the
Massachusetts fice that the American Hankers Assoclation promoted on
behalf of corporate fiduciaries." The Uniform ['rudcni Investor Act 1s
de5|gPed lo replace that act. _ _ , _

_"The prudent man rule as applied by the courts caim: lo lie cnenisted
with & strong emphasis on avoiding so-Called “speculation,” whatever (hat
meant." (Recall the Iangua?e from Harvard College v. Amoiy, Cautioning
the, trustee %0 Invest "not In. r(f,gard t0 sPecu[; Oon* and 10 freat "
robable safety of the capita” as central)” As late as the 105!
estatement e find the assertion that “the purchase of shares of slock on
margin_or purchase of bonds selling at a great discount because of
uncértainty whether they will lie paid on maturity" is speculative and

TR
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Im;t)rudent" In some Jurisdictions Investlng In junior mortgages, no
matter how well secured, was per_se Imprudent. " The view cryStallized
that an_ Investment In a "new anti untried enterprise*" was Iriherently
speculative and Imprudent Ludicrous Judicial applications of the notion of
speculation continued_ In loingjurlsdlctlons Into recent times."

_ Trustees In the fitsi half of the twentieth century, preoccupied with
avoiding speculation and preserving, capital, were Inclined lo emphasize
long-term ‘'government and cogiorale_ bonds as the characteristic trust
Investment. Experience wills Inflation aftcrWorld War Il taugnt that bonds
placed significant Inflalon risk on the bondholder. Investnents In debt
could therefore experience declings In real value as severe as In equities.
We now know, that, In Inflation-adjusted terms, the long-term real rate or
return on equities has T(\?re_atly exceeded bonds. The Singiiefleld/Iphoison
studies estimate the Inflation-adjusted rate of refurn on stacks since the
19205 at about 9 percent per ){ear, as comﬁared to about 3 percent for
bonds." Fiduciaries have adapted to this knowledge, and through the
second half of the century, have tended lo Increase the proportion of

rust accounts,. at least In those trust accounts that an bear Use

|
Sgeubll r\r}ofatﬁltyo GQUIfIGS.

Il. The Uniform prudent Investor Acr

| turn now to the Uniform Prudent Investor Act, with a view to
Identifying and explaining its main reforms. As the title or the Act makes
clear, ‘the” legislation retains the prudence standard.” As did the 1992
Restatement, “the Act takes the opportunlw to unisex the prudent man,
Yvho has now b comF the mdené nvestor. The Act directs the trustee lo
nvest “as.a prudent Investor would ...

in %ng content to the Brudence label, the Act makes three qreat
changes 1n the law. All three were presaged In die 1992 Restatement. First,
the Act arficulates a gready augmented duty to diversify trust Invest-
ments.” Next, In place 0f the old predccupation. Wwills avmdmg
speculation, the Act suhsdtules a requirement of sensitivity to the ris
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toleranc% the particular trust drrectrn% die trustee to Invest Tor 'risk and
return 0 rrectrves reasonablf d to die trust."" Finally, @re A(tt reverse

die much cridclzed ng gatlon rule of former ‘law o'l factua
encourages trustees to elegate Investment responsibilities to profession

als."

gat

A. Diversification

Ji
A dul}r to diversify uust Investments lias been reco%nrzed In American
mist law for' about & century." In recent decades the Importance of
diversification has been Increasingly emphasrzed among . Investment
professronals and accordrngI% the trstee* dul (Y to diversify has become
more acute—for example, In ERISA, the 1974 federal pension Ie Islation, a
fiduciary must drversrfy the Invesunents of partrcrpants and benell cranes 10
minimize risk of loss” unless d orng co Is clearly Img ent " The 1992
revision of the Restatement of Trusts Integrated the Quty lo diversify Into

the ve defln}tron ofﬁgrdent InvesUn g ,
The Uniform I'rudent Investor Act demands that the "trustee thun
diversity the Investments of the tnist unless t]he tnistee reasonabl¥
determines that, because of special crrcumstances t Urposes ot the mis
are b tter served Wrthout drversr ing." lig o mment to the Act
|ent| ies tw? srtua ons |n which rsrs |n |versr |cat|on might ?3
RNopnat Irst, when the, lax cost o se |ng low hasis secuntres wou
? ain from diversification; and”second, when the settlor
manda es that e trust retain a family business. When, however, the trust
Investor starts with cash in hand fajling to diversi IsIncxcHscablc ,
The emphasis on diversirication also untieslies another prominent

feature of the Uniform Act, the portfolio standard ofcare In section 2(n),
which re a\ds “A trustee's Inveftmegt anti man defrsrdns respectin

llic context 0

n

Individual assets must be evaluated not Its 150 tIO ut
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he trust ortfolip as a whole...."" The official Comment says; "An{

vestment ihat mrght be im rudentHandrn alone can hecome Prudentl
alrjsnse rtaﬁen In sensible re at on lo other trust assets, or to other noutrus

fhrfs insistence on tIrvctsrfyIn Investments resp% nds to ope or th
central findin &? of Modern Portf Theorz hat_there are hude an
essentra %/ 0 ess arns ) |versr the partfolio toroug
understand It die ohvlous truth that some. securitiés are
riskier than others nvcslors demand to be paid to bear die Preater rpk.
For example, a start-up computer. software com anP/ In Sificon Valley
entails a far larger risk of disa orntrngi returns or total failure dian does a
seasoned blue chip such as Mobil Oil or Ceneral Electric. If you are a
Silicon Valley entrepreneur who wants me lo Invest in your start-up firm,
you must 0 er me_an expected return (that IS, a combiriation of dividenos
and capital appreciation on (he secuntres& that is higher than Mobil or CE
will par( me In order to Induce me to Invest in your riskier venture. Tills
calculation Is called the risk/relum curve: The hrérher expected return on
the Investment Cérlrsn ensates me for bearing die greater risk of the

Investment being disappointing.
Modern Portolro Theor isolates three disdnct cngonents of the

risk ot ownrng any security: market s, Industry rbk and firm risk. Market
rsk Js.common to all secuntres Itr flects %ener e%onomrc ang polrtrcal
conditions, Interest rates, and so forth. Industry risk, by contrast, Is specific
lo die firms In a particular Industry or an Industry grouprng, Frnalltr firm
risk refers to factors that touch thie fortunes only 0f the Individudl firm.
hus [Twe take die International oils for an examiple, we recall dial all the
|ro ucergnsuﬁg nrededfrom I(rja%drlt?gg a’?tﬁ‘ﬁ Otlro(ﬁnmgregore(art]dAulag anbrlr?t sbrll
P Marc JEHB("( EE) ) ) P

The capital market ‘investigators have actually been able lo compute
'the art)proxrmate werdht of die"three elements Inat comprise the risk of
securities ownership, Tn round numbers, market risk has been reckoned at
0"percent: the risk of industry and odter groupings at 50 percent; and

frrmprbk at 20 percent." These numbers underlie lite Intense preoccup. -
. :
ronr?r%o ru%ﬁﬁ
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(ion wlih diversification as (lie means or reducing (lie risk or Inventing. Ily req%ures a portfolio containing hundreds of issues. ReJatively few Investors,
definition, market rbk cannot lie eliminated ihrougli diversification, Since or Tor our Pélr 0ses, relatively few trust fun ]ahave (hat much money t
market risk b common to all securigies, nut_Industry rok and firm rok can Invest. Accordingly, an Investor who seeks to eliminate die uncompenséte
be reduced 8reatly through diversification, Tn con |nu? with the _exampI% risk of underdiversificadon will usually need lo Invest In some form of
of the oil Indlustry, contrast an Investor who owned only Internaional ol ooled Investment vehicle, such as mdtual funds or bank common trust
shares In 1073 vinth an_Investor whose portfolio was broadly diversified unds.
across many industries. The ol embar?(_) dama?ed the International olls . . _
and Ilie automobile and airline Industries, but It triggered a boom In D. Sensitivity to (lit Risk/Return Curve in
domestic olb, in coal stocks, In syndietic fuels, In the ener% conservation _ Place of the Pan on Speculation _
firms, and In the oilfield equipment industry. We see, Therefore, that The Uniform Prudent Investor Act eliminates the old categoric
Industry risk Is often negatively correlated. Oviming stocks in these other restrictions on particular lypes of Investments, such as the prohibition on
Industries would, In part,have ofiset the damage 10" the Industries harmed Junior mortgages. Secdon 2(e) of (he Act Prowd_es; "A trustee may Invest In
by the embargo. o I any kind o Properl_y_or gpeoflnvestm_en consistent with the standards of
Likewise, wiUtin an Industry, diversification reduces risk. Since | thb [Act].* The official Comment explains:
cannot predict (he Alaskan oil spill, or any odter firm-specific hazard, | can The uni erfe nf Investmept grog‘ucts changes  Incess ntlgs.
lower my exposure_to_such firm-SpecifiC risks by Investing not only In Investments dial were at] ong lime thought too JIS ) S gh
Exxon, but also 1IP, Shell, Mobil, Texaco, and”the others. Indeed, It egU|1t| s or more recently, futures, are now used In fi u?Jar
commonly happens that the performance of firms In the same Industty Is rtrollos. IIY contrast, tne InvestmeBt t a}t] V\%S at gne Iim
negatively correlated—the success of one firm comes at the expense of Ifs oug t idea lforlth?tS,. tpe Iogg-t Im.ond. higs Deen dhopuere
competitors. Efficient market theory Instructs us |hat It b Impossible tn Okl Ortthadevet bO rs tan %/Ofitll Ity—in this case, Intiadotl
OUtsnl@%the' maret J)'rte'd'Ctmﬁ wh|crt1hsecHr|t|es V‘?” ﬁdott_bettler (t)r rTIShe_ dga ﬁ]atngomeeer;&wicdgg are Intrinsically too risky for trust
V“&ﬁﬁewimg?fﬂg Marly SCCLUES Enfiances e chiances 0T OMSEHing 05¢ts ,\r)l\éeTstotrs Cr?"ldetsh vt\ntrghdw _Cﬁnt_ratl _fmdm?s of Moderrll tP%rltfo 10 Thteory.
In the literature of Modem Portfolio Theory, a telling expression has encnes that e TISK INLNSIC 10 any Marketanie Security. IS
been coined to describe what Is wrong it unri%rrii\F/)crslficailon: resumptively already discounted Into the current price of the security.
wi<omf>eivatiil riik. NO one ays the Investor for ownina loo few stocks. ence, on an eXpeCted return hash d|e rbk is Compensated risk. Htus, for
Itecall (hat when | spoke of (e diference between the Sitcon Valley start* example, there s no [eas0n to think that tEe shares of aﬁ_bankrupt
u% anddl\/lloblltls Qil, I%aéd ttt1at th_er hgre_ater {bkflntrénsmthto tfhe _stargu WS 8?5@(?3{1] inariCnfolprlr?gtrilgﬁd'abgute fu%%%grlgf(?fit?b%{it)e/tsthéatreto&gy'seplrcilceen%hl?)}
jetiecteq In I expectoa return, i Investor acec. with 2 cholce beteen Impounds %he future prospects for any firm, everl a bankrupt firm, on an

mallturetﬁlue chips atnd an_ln%periled new ver%ture W|||_pkrefer the bluls/| chips eXbected valle hash

unless the new venture oircts a syperior return, a risk premium. Movin Al y _
ermore, the risk of a_hlgh-rbk Investment can be material

out on the risklretun cunie in flls my, e Toutinely onseive fhat thg reduced dirough diversification. Tlt% IS why sopnlsdcated Investors Whg

Investor who bean Use greater risk b compensated for’It. My contrast, n .
one gompensates the In%estor for having apportfollorfha_t n%lects _toiwlg |ﬂV€.St||fn a(ljlart-u ] ﬁr othenmﬁe fra Ilef fflrlms cofmmonl, ?mPI?X venture
securltufs In_?nou_%h Industries ang firms to achjeve effective divenlfi a&lon. cam%al_ un fs, W |Cf. S re%ﬂt ¢ “3|0. al U(fjelo any s "g ”l acrfossda
Underdlvfsiflcation. entalls needless risk, risk that can be avoided by POftO'O 0T many 1irms. 1Ne same ?9'0 unaeriies so-Cajicd vu Il[”e Itnas
consructing a sufficiently large and representative portfolio. _ hat nvest In. bankrupt or trounled firms. some of the firms will fall, but
Dlventticafion ende o dush the nvestor toward very large portfalios. nmeatnr%vﬂ”ru] tQHVaeh ’é\xBa%lESEOrf tSllJJrCr? securies offers (he likelihood of a high

1 diyenitication can e actieved with a The drafters of the Uni?orm Prudent Investor Act reasoned that 'trust

AIth?u h much of die benefits? /
carefully selected smaller portiolio," optimal diversification probably ben?ﬁcianes are better protected by. .. etnsph sb.on close altendon to
) ; i 6s of

. a
risk/return  objectives... than In“attempts lo idendiy categories o

”Ey% %%%ﬁﬁ%%ﬁ%% o1l iU Oy A
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Investment that are perse pnident or imprudent."" The heart of die Act,
section 2(h), slates ihat the 'trustee's Investment anil management
decisions”. are required to "havfe] risk and return oljcctivci reaSonably
suited to ihejtniil.*" The Act recognises that Investment returns correlaté
strongl with risk. However a tne official Continent explains, “tolerance
for 11K varies ﬂreaty with the financial and other circumstances of the
Investor, or In the cdse of a trust, with (he pumoses of the trust and the
relevant circumstances of the beneficiaries,” lly way of lllustration. the
Comment observes that If the "main purpose ' of the articular trust s 10
Eport an elderly widow of modest means," that trust ‘will have a lower
ris Ittﬁlerance than a trust to accumulate for a young scion of great
wea
Thus, tin; Act aspires to free (nistees from the old preoccupation with
avoiding speculation, Should we expect to see future trust portfolros
slurred with penny stocks, Polish zloty futures, and Czarist Russian bonds?
The answer, Of Course, Is no. For most trusts and trustees, the outer
reaches of the risk/return distribution will he cvcty bit & unsuitable &
before. What has changed Is Ihat the trustee Is now able In examine the
risk tolerance of each particular trust and In tailor that trust's Investment

policy accordingly,

C. Delegation

The last of the great reforms of the Uniform Prudent Investor Act s
lo put the final nails In the coffin of the much criticized former rule that
forbade trustees to delegate investment and management functions.”

I, Tin Received Nondelegaiion Rule

The rule agarnst delegatrng Investment functions wes a hranch of the
ﬂenera nondelegaiion nde_ of trust law, As formulated in"lire 1959
esiatement, die nondeleqanon rule Iaces the trustee "under a duly to
the_beneficiary not lo_delegate to 0 ers the doing of acts which the
trustee can redsongbl ere urre personayto peiform."" The rationale
for the nondele allo n e has Wa been murk The core notion Is t?

P% %P the trustee Is a vital

rotect the se1t I's reliance when th ‘?Versonalr
omponent of the settior's Intention, We can Well Imaging the case In

i m“% 'RJik inJ returr).
il IArQﬂrg&ende’egarronrule.t nagnlrnnrm nO?Hnulrltrl Inllrlcr%
lnvgtr '&%ﬁﬁm HC);) "@I crnuu Rl rrIer lila
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whrﬁ the settlor's decrsrPn to estabh?hatrust Is motivated hy confidence
the good Judgment of the pardcular trustee, especially wrien the trust
bestows”discretion upon the trustee In matters of distribution, Ihat Is, In
allocating shares among beneficiaries. AccordranY we can understand a
rule that says that I thie particular trustee accepts die trust, die trustee
cannot dump it 0ff on someone else—at least ot without following die
rocedures for - trustee resrgnatron and trustee succession Inat” are
ontained in the (rust Instrument or In (he default aw.

The traditional nondelegation rule wes, however, overbroad, Courts
tended 1o read the requiremént (hat the trustee not delegate "acts which
the frustee can reasonably be required. personally lo perform™ as a
prohibition on delegating any function dial looked ‘to be Important The
courts attempted to” distinguish, pedestrian activities, so-called ministerial
functions, which the tnistee_cnidd delegate, from discretionary functions
lhat were nondelegable. The draficrs, of the second estatement
per etuated this standard even while admitting that they could |denti

clear- cut |ne drvrdrng the acts vvhrchatrustee an proper eegate
those, which he carnot Proper eec{rate " "Hie nondelegaiion rue
effectively forced the trustee to conduc personally all major” aspects of
administéring the trust, necessarily Including investment. The second
Restatement Wes crystal Clear about Investing; ‘A trustee cannot properly
delegate to another power to select Investments.**

As die investment function has grown ever more complex, there IS
ever less reason tn believe Ihat nonspeclallsls are fit to conduct Il
Esgecrally when f mrIY members or other amateurs serve as trustees Slrg
need for outside Investment expertise IS often acute.
nondeleguilou nde permitted such trustees to |ake advrce from outsrde
specralrss but requrred the  trustees 1o go through the motions of

Bgearr g E)evauate the derce and lo form an Indepe tJu gment
ether or not In follow It. Often enough, thrsrsute In efacto

delegation, "When the investment advisor "recommends* and the trustee
routingl decr?es to follow the advice, the tnistee In reality is delegating

the selection o

Investment1
Dissatisfaction with the nondelegaiion rule In Investment matters
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became, intense. In recent decades a variety of spemal-?ur[r)ose stajute
reversed die nondelegaiion nde Tor Investment and_other specialize
functions, the Uniform _TrUftees Powers Act In [9G-], },he Uniform
Managiement_ of Institutional Funds Act In 1072* and IItISA," the
federal pension reform law, In 1074" Tiarly In the history of the mutual
fund industry, |l wes feared that a trustee could not properly Invest In
mutual fund’ shares without violating the nondelegailon”rule (on the
theory Ihat die tistee was deleqatlng e Investment choices lo. the' mutual
fund “manager).” The mutual fund Indiisliy responded liy securing
legislation that remains In force in most states expressly authorizing

misters to Invest in mutual funds."

2. Abrogating the Nondelegaiion Hide

The 1002 Restatement achieves a major reform nf the nondelegaiion
nde. . Nominally, the Restatement leaves the general nondelegaiion
principle Intact, hut effectively reduces it lo a sidirtilc of the duly of
prudent administration ami rakes it easy lo overcome, Ilic _new Tule
reatls: ‘A trustee has a duly personally lo perfnnn the responsibilities of

the Inisleeshlp except at a prudent perron might delegute those respongibilities
to others.*" Applying Ihat norm lo the Investment function, the new
Restatement not only” empowers the trustee lo delegate Investment and
management powers; It provides Inat the trustee “mdy sometimes have a
duty... to delegate (Investment) functions... in ‘Such manner as a
prudent investor would delegate under the circumstances.® _

. The_Uniform Act follows the Restatement in rrafting a delegation
regime. Section Oga) empowers the tnistee to ‘delegate investment ami
manatT;em nt functions that a_Prudent trustee nf comparable skills could
Prope ly_delegate under the circumstances. " * As replacement_safe(_fuards,
he Act imposes duties of rare, skill, and camion on trustees jo selecting
agents, In formulating the terms of the delegation, and in reviewing ‘thé

i -
B .'Hlli1|4prodc?a] | mealurel !iljlﬂum(l}gblel ire illicimtit In ljiighcln, supra note
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agent's performance and compliance with die terms of die delegation.
The Act prowd%s Ihat die tnistee who comt%lles with thes%standar 5 “Is ot
liable ... for the decisions or actions 8f e Fg,ent to whom the function
wes delegated.™ Instead, an aq%rleve benefi |ar¥ must ook exclusivel
to the agent, who “owes a duty 10 the trust to exefcise reasonable care t
comp1|_¥]W|th the terms of the delegation™

The official Comment explains the “tension*" Inherent In a
Berm|_ss_|ve delegation rule. “If the trustee delegates effectively, die
eneficiaries obfain the advanta(t;e nf the agent's specialized Investment
skillsor whatever other attributes Induced” the trustee to delegate.*”
However, “If the trustee delegates to a knave or an Incompetent, the
delegation can work harm upop the beneficiaries.” The requirement
that "the trustees use care, Skill, and caution In selecting agents, .In
formulating the terms, and in monitoring compliance 'is designed to srike
the appropriate balance between the “advantages and thé hazards of

delegation.*"

S. Minimuing Com

In connection with delegadon, | conclude this survey or the main
features of the Uniform Act_h%/dwecfln atten}lon t0 aseemln%l unrelated
Erov_lsmn of the Ad, section /, which deals with Investment costs. |t

rovides Ihat “El)n Investing and managmg tru]et assets, a trustee magsggtlg
ncur costs that ‘are appropriate and, réasonable In relation to die assets,
the purposes of the trust, and the skills, of the trustee.*" There Is nodlln%
novel about the trustee's _duIY fo minimize costs in every facet of trust
administration." As die official Comment remarks, “Wastirig beneficiaries
money Is Imﬁrudent, In dewsmg and Im Iementmg strategies for the
Investment and management of trust assets, trustées are” obliged to

minimize costs."

| é% (5):
A %&Protectmg ttr beneficiary tgalntl imrcuonalc delegatior).

B

it animte g

ge\r Ine|e ngn ex'gjj(\ l(J)n [(]Jta¥nea&lﬁel Ut wi recou?g T
%@@ﬁjﬂ%\m et éﬁﬁﬁ]ﬁ%ﬁ% %ﬁdm i

é?: gi|§%|§%ﬁn| (Send) of Tue. | 188 (160,



It HI /oHM LAW IEVIIIW (10001

le Uniform Act foresees (lint practice miller |lic eIMISSive
Ttie Unif t f lint pract [ler llic At

delegathon regime will lie a main ﬂ}) el oraleIeym llc. ur Pm|n|m|ze
cosqu $oﬁ|0|al Cor mer]t o(Pse_ es; “The trustee niust lie aletl to Prot ct
the beneficiary from ‘double dipping.* Ihforexamﬁe,tetfustee eqular
compensation” schedule presupposes that the trustee W||”con uct” the

Investment management function, it should ordinarily follow that the
tnistee will lower lts fee when delegating the mvestment function to an

outside manager.*"
jo

”l The Future op Trust Jnvestinc

What will the future bring under tills new legal regime rfnr trust

Investing? ¢

A. Grenier Use of Equities

_This_Article lias emphasized that (he new Kcslaicmeni nnd the
Uniform Prudent Investor Act are designed to liberate rust investors from
the former preoccupation with ‘avoiding speculation.” lixlrcmcly
conservative Investing will_continue to lie appropriate for trust accounts
(hat cannot hear the’volatility of riskier assets. Hut for frusts that can hear
some_exqosure to the %reater vola_t|llt¥ characteristic of ctpillies, the
superjor “long-term returns will Justity the risk. As a_practical matter,
therefore, the Uniform Act's invitation to frustees to tailor investments to
the risk tolerance of E]he pnrtictdar trust is likelv to result In greater use of
etptilics, a?art from the most risk-averse trusts." , ,

. Charitable trusts nnd foundations_are particularly ||ke|¥ candidates for
mcreasmg their exposure to equities. The Prefatory Note to the Uniform
Act onsetves that although the “Aca Is centrally concerned with the
Investment responsibilities* of private trusts, "the eprudent Investor rule also
hears on charitable* trusts.” Because charitable trusts and foundations

%Omr%t o llic concem wiili double dipping In delegetion
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have exceptiopally lon tim? horizons Il comparison with @te %Jical
ﬁgwate mist, they are L%h!tle sulted to rice out the down-market Cycles

at Inhere Tn stock-market Investing."
It. More Pooling, l.e:* individual Security Selection

My most confident ?red|?t| n is that the future will see trustees
making ever greater use of pooled Investment vehicles, It will be ever less
common for-a trustee lo construct a portfolio .of Individually selected
securities. IncreasmPI , the main work of the fiduciary, Investor will be what
has come to be calleql asset allocation. The trustee viill form a view ¢f die
needs, resources, and risk tolerances of the beneficiaries of the particular
Inisl, The trustee will dicn decide what propordon of [lie portfolio to
Invest .in what classes of assets. These choices. will take die form _(l)f

|
allocating the trust assets among large, diversified portfolios, primari
mutual fgn(E an %ar?ﬁscommon %ust nds, Under (lie Uniform Act, bot

the enhanced duty lo diversify and die portfolio standard of care point us
In that direction.”As | have “previously emphasized, few trusts have die
resources lo achieve thorough diversificadon without using pooled vehicles.

The movement away from Individual slock selection responds to, (he
l\l\ﬁ cent[al gISC Veries 0 od?rn 'orlfqllo The_orY. Onﬁ of these fmFmﬂs
| have already discussed—tne large and es entlalg costless returns 10_fle
had from optimizing diversification. The other great lesson from MIT Is
the understandm? of why individual slock selection is so perilous—'why,
that Ls Investors find it so hard to pick winners and, o avoid losers. For
persons who_arc not familiar wills the remarkable insights or MI'T on (Ids

subject, a brief overview may he useful.

/. Empirical Evidence on Institutional Portfolios

Over the past generation, dozens of researcli projects, mostly
conducted from uniyersity finance depaytments, have produced astonlshlng
empirical data on (lle Investment performance of professional portfoli
managen. The early studies were based on data from Investment
companies, that s, mutual funds, hut subsequent studies have replicated
%he BeSltJHStfor (]g|||e_r tyI S 0f InsU(tjutlon%\_It Q_ortfolhos. t¥h|ese studies have
ound that professionally managed Institutional portfolios as a groy
actually uudgqylcrfgrmedydle brgad slock marketpaverages such a% (ﬂg
Standard and 'oor's 500 stock Index." The funds did not show superior

t of 3 charitable. tra Js.unitex a cuty similar lo thet of llie trustee of a private trust
ﬁ%ﬁ%ﬁgﬁ%&@mﬁ In cheritable portfolios | nJ A
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Judgment cither |n plcklng_ storks nr anﬂm?atmg cncial market
movements, " Further, nn Individual fund oulpcriormcd Tlie market with
a consistency ﬂreater llian die laty of avenges would predict." A fund that
performed well one year wes as likely lo pciform pooily the next year as It
wes to_continue doing well, ,

Similar results continue to_lie reported. For example, across the leu
?/ean ending in 1093, the Mnmingstar mutual fund research organization
ound Ihat™“diversified U.S. slock funds relumed an avela%c 12.8%,
compared with H.9% for the Standard k Poor's 500-stock Index.*" An
mportan%scho(lfrlx examination of pension fund inyestments in common
stocks published 1h 1092 concluded' that “pension fund crpiity manafgers
seem 10 subtract rather than add value relative %0 the performance nf'the
Standard « Poor's 500 Index,"™" The authors of the stuay computed that
managed U.Sv pension equity portfolios underperfnrin ‘the tinmanaged
gvﬁlrgﬂeg yh arallgout 15 percent, which translates to a loss of about {15

I began learning about tills em?lrlcal svork nin securities prices In the
early 10705 as a yourig law teacher at the UnlversmrofChlcago, which was
then a hotbed of efficient market research. | still remember my initial
sense of disheliefahout the findings, because the_Y Were so counterintuitive.
Mow wes it possible. Inat the sophisticated anil experienced |nvestment
professionals managlng) the great institutional portfolios could achieve
results so disappainting? ‘llsese. managers were the best and the brightest,
They worked under compensation arfangements that gave them powerful
incentives lo achieve the best possible results in the portfolios Ihat they
managed. Yet the data showed that they couldn't even lilt the side of the
bam, in éhe sense that they had been unable to match the performance of

the broad market avera’tﬁes. _ _ o

In 1973 lintton Malkicl published his celclualrd popularization of
Modern, Portfolio Theory, titled A kmulom Walk Ifowii Wall Street, @ N0OK
now In its fifth edition, lie taunted the professionals with the claim “that a
blindfolded chimpanzee throwing darts at the [slock tables in the] wm
Street Journal CaN Select a portfolig Inat performs as well as those managfed
hy the experts.*" The bonk caused some resentment, because as Malldc
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later acknov Ied%cil, "financial analysts In pin-striped suits tlo not like being
compared w th hare-assed apes.*"

2. Efficient Mnikels

What exjilalns this astonishing evidence? Wiy have the professional
Investment managers performed S0, poorly? Modem Portfolio Theqry
supplies a crisp answer to that question. In"a nutshell, ihe Insight Is dit
the professional portfolio managers are not Incompetent bun?Iers, Indeed,
Just the opposite. They are so good at what they tlo dial dtey effeccvely
canCﬁl each other r&ut. . . . .

0 un?]erstan why, start with Ihe ?asn%s. The Pr,lce of a ﬁecunty
represents Ine present discounted value of Its future earnings, Further, for
every bu>(er there must be a seller—someone who has formed an opposite
judgmen _abou% the value of Ihat future earm_n%s stream at Ihe secuntg_s
current price. 17 all Investors agreed Inat a particular security wes a bargain
at Its current price, no one who owned Ine security wotdd_sell It at dial
price. Only an Increase In price would Induce sellers’lo sell. This Is why we
can say Ifiat, presumpdvcly, any security Is correctly priced at Its current

trading level. . ,
outperform die market—Ihat Is, conslslendy to Identify

undervalued or overvalued securities In, advance. of othef Investors—an
Investor must predict future earnings with suPerlor Speetl and accuracy
hut here Ine task becomes daunting. New Information about individual
companies is disseminated rapldly & a result of modern communications
systems. ‘lhe securities. laws have alrzgely choked off Inside Information as a
source of agvantage in trading. Economic developments, (echnologlcat
Innovadon, foreign” affairs, political events, social changes—all profqu,nle/
affect the prices of securities, yet these phenomena arc Notoriously difficuft

to fongsee. . . : . :
. Professional securities ana|¥3|s are thus largely limited to Interpreting
information already In the public domain and ‘available to other analysis.
In order to outperform die market Ihe portfolio manager has to be
consistendy better at making such interpretations than die”thousands of
compedng’ professionals who arc Interpreting the same data. The dieory of
efficient markets P,o?ts that everything that'Is known or knowablc atiout
the price of a publicly trailed securty S alreadyfully reflected in it fince, The
securities markets aré so efficient in” discounting I\ﬁformatjon and pricing
Sec nﬂeF that not ev?n (lie pr_ofesswr}als caln consistendy _ identify
undervalued and overvalued' securities before oilier Investors get there.
The Indjfferent perfotmance record of professional_investment managers
Is, therefore, “exactly what we should expect In an efficient matkeL
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Ono response to llie Ieron llial Yon cannot heal alre market Is dint
?on mrﬂhtm e a conslilercil Judgment to qease atte gll especraIIyIf

on can pocket the savings from not t rn(\;l gr orfion ot all
ducrar¥ Investing Is now" conducte rrpssr 69// In so-called Index or
market Tunds. These funds undertake si p licate the performance
of the broad market rndexes* In the mr 703 when market fiinds first
pp ared Uley attracted only a_tew hundred million dollars, most or it
from ihe AT&T ensron funds . Today, hundreds of billions of dollats in

American equrUe are Indexed.

3. IneJicient Maikcts

Not dll markets ar(f efficient. The reason Ihat Malklel's d rt-throwin
chimpanzee can outperform most of the pro essronals IS thatt e chimp

throwing dars al a table of market prices. The chimp Isa free rider, taking
advantagC'of the accuracy of the Information already Impounded’ In the
published prices for publicly trailed securities, Dut some assets do not have
a market price. Two such Classes of assets that are prominent in family
wealth, and hence (end lo show up In trusts, are real estate and clos
corporations. There Is no market price for your house. Your house s
unr ue hence yesterda s trade of'a house nearh does npt apcuratelg
value your d]se Likewise, because there Is no orderly market orc?

c}pqmo ation shares, Ihe chiinp with The darts cannot lilt a market price for

To_conclude: Modern Portfolio Theory has taught us Ihat Ihe Igame of
stock prckrnq Is cosily and finite for most rnvcsots especra}/ small
Investars, while emphasizing the Iarﬁe and essﬁntra qost ess ﬁarns atare
{ 0, be had from m |mrzrn diversitication. These r] tg [p]orntte
ducran{ nvestor—tha f e pnidet Investor—sit U ﬁ eu?eo
ooleql Tnvestment vehlcies that are Jarge enough to a eve gh levels of
Iversification at reasonable cost. The Investment path of the future for
trusts e dpecrally smaller trusts, is Ihe mutual fund or the hank common
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C. International Investing

h/ freeing trustees from slre oltl concernt avoitl speculatjon, anil b¥
relieving thent of the cate orcrestnctron1s fo Irlrllnﬁ arficular sorts, 0
Investments, ghe Itestatfrne t anti the I1Jn| orm Act will ake I eafrer for
llie trust Investor to rncpde In the Rortolro relaterI novel types of assets,
when such assets are_Jikely to ehhance  diversification of 'to Improve
expected return on a risk-adjusted basis.

The best example of tins new openness lo frducran( Investing Is
occunnd In foreign securities. Until Ilie "1080s, Itvrasrelatrveyuncommon
to find Toreign Securities In American trust portfolios” There have been
avanet¥0fqurte legitimate concernsa outInvestr abroad, Hie liquidity
of most foreign markets Is inferior to llial of die American markets
transaction costs on foreign exchanges are higher, Uie re r%;ulator and
accounting standards abroad are ofién less exacting tan | nited
States, and currency risk introduces a further source or volatility.
Nevertheless, Uiese rawbacks pale when contrasted against Uie great

advantages of International jnvesti g
Foreign securities enhance diversification. As of year-end 1094,

Amencan edurtres constrtuted 8.1 percent of lhe capitdlization of die
world sed markets. “To lgnore_non-U.S. markets ls . ignore. (4.0
ercent 0 Pe total global ma et”*Furt ermore, die Words Ieetrrldes
arkets teml to move against each other lather than In alignment, Dack in
llie early 1080s Iticharri ||reate¥ showed “dial a well diversified
International portfolio Is onlr ahou twothrrdsasnskYasadrversrtred
portfolio of U.S. slocks.” #* ltelhms so cuperlor led Drealey to conclude;
You need ave gosrdve reason not lo Invest a significant”propordon of

our slock port er
J fnvestfn ahroad has hoomed. lletween 1973 and 1092, total

International egrurtey u]tual fund assets Increased from £800 miliion to.over
{43 hillion.I' There has been a comparable increase In International

rnvestrng amo g pensron funds, charitable endowments, bank common
trust funds, an ?ther fiduciar vv Investors. Usrn% data from the Nadonal
Association of College and University business Officers, the Neui Yoik Timet
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recentl reﬁorted that 7.5 percent or college anil um\,/ersn%/ endowment!
are now Inverted In fre_gn equities. FOr Yale Umver_W, lie. Tima
reported 12 percent .of dié endowment In fore|%n erpiltles,"™ Forejgn
holdings constituted .7.2 percent of die assets nf United .Stales pension
funds as of 1003 and are projected lo reach 115 percentin 1998, ~
The 1092 Restatement exPresslg endorses trust Investment In foreign
secyrities.The Uniform Act doeS not smgfl_e Qut any asset class for
special approval, hut by emphasizing diversification, die totalportfollo
standard of care, and tfie abrogation 0f cate%on_c restrictions on' types of
Investment, die Uniform Act leaves no doubt that it buttresses International

Investing.I ¢
1 D. Derivative

Derivatives constitute anodter category of unconventional asset
destined to become more prominent In" fiduciary portfolios. Scanda
connected whit the use of derlvadves have been front Page news In recent
monliis. Rogue trailers have inflicted huge losses on the Dalwa Uanic, on
Ihe Common Fund, and on the venerablg Imt now defunct Ratings.Rank.
Companies as sophisUcated as Ceneral Electric ami Proctor & Camlile are
Iitigating about Ia(r:qe_ losses sustained from Investments In- derivatives.
Orange” County, California, Is In- bankruptcy thanks to the county
treasirer's penchant for Investlnﬂ In derivatives.l' From a distance,
therefore, derlvadves seem to he well worth avoiding, especially ifyou are a
tistee charged with Investing pnttlenlly for your beneRdaries:

As Is sb often the case,”however, the Headlines tell only part or lhe
story. The scandals Involve cases In which derivatives were used In a fashion
that Increased portfolio risk enormously. Embarrassed Investors were
effectively placing immense bets on Ihe flture of Interest rales, nr In (ne
case of Rarlngs, on Ihe future price levels of the Japanese slock market.

(2R 77
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Such Investments arc h|gh| unhkelgl fo tgtnllfy In a private trust account

under any formulation Of prudence, because die downside risk IS larger

than ](he fisk tolefr]ance ofalmost an _trustlnvesllfg. .
here are, however, risk-reducing uses of derlvadves. The Uniform

Act's abrogauon of categoric restricdons on types of Investments allows
trustees t0 use derivatives In such cases. Ceorge. Crawford, in [lls
mtngu_lnqu dded article, "A Fiduciary Duly to Use Derivatives?, illustrates
a particuldrly compelling case.™* Crawford posits a situation Involving an
elderly woman whose assets consist dlsspropordonate_ly of a large block of
shares in die Philip Morris Compan%/. he bought dié shares decades ago,
and they have aPPreCIFted hugg!z. S eqoes to {lie local hank and sets qu a
tmst fof herself for lire, with “die remainder to her siblings. Sife, transfers
die Philip Morris shares to Ihe trust, togedier widt her odter holdlngs. The
trust Is seriqusly underdiversinetl; sixty percent of its assets are de UP In
Philip Morris slock. Alas, die hank as trustee faces a difficult problem:
Selling Philip Morris stock would result In a taxable gain, with perhaps SO
percent of die proceeds bemq |ost to taxation. Under die rule dtat allows
Stepped-up hasis at deadt, that |ax liability would be completely avoided If

tie trust retained die stock until the settlgr's deadt. .
( In traéltlonal trust administration, die trustee woultl be faced wldi a

choice between selling die shares, thus Incurring die lax cost; or holding
the shares_and running the risk of underdiversincalon, In' Crawford's
Parable, die tnistee opts to hold anti_remain undertliversifled. Soon
hereafter, Philip Morris plunges from J78 per share, o J52 Per share.I
Crawford suggests that (he tniStee had a Utird alternative, an altemadve so
compelling dtat die trustee might he liable for breach of die duty or
Bru ent Investing for falling to”have taken IL The trustee should have
ought a dervative, a put option on Ph'“P Morris common, dtat would
havé Increased in value In the event that Ihe price or the underlying
« common stock declined, Ihtylng put oFdo_ns can. be cosdy, hut for a
number of large caprtalization sldcks, Including, Philip Morris; low-cost put
options called LEAPS ("long-term equity appreaatlons*z can be purchased,
rawford runs the numbers and shows dftat die advantage lo holqu die
Philip Morris and offsetting die rbk of decline by buying LEAPS Ts so
overwhelming by comparison either with selling Ihe shares and pa)(lng llie
tax bill or doing nodting and risking the |osj from underdlversilicadon
dial Ine 8rud nce standard should compel the use of the derjvadve.
As Crawtord's example_?u ests, | think we can conflde_nt!y J)redlct
that (lle coining. decades will Witness ever %,reater use of rlik-reducdon
strategies employing derivatives In Irusl portfolios.
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E Reduced Deference lo llie Pa/nr Trail

. An mid trail of llie older_mlT,t mvestme_n‘,l_av_\z In deciding whether a
tnistee lias Invested prudently lias lieen die tticllimiioi lo yive (pent weight
fo the Irns*ec's Internal “procedures for Investing anil monitoring
Investments, 1f a corporate tnistce's file recites a plenitude of deliberation
—an_Investment committee, a securities selection committee, nnd a
portfolio manager for. the particular Inisl, all bu5||¥_ pumping quarterly
memoranda, ahout_their due dellheratencss into the Tile—the Courts have
sometimes lieen WI||Ing to treat tills paper trail as pre_sumﬁtlve evidence of
prudence."™ A practitioner treatise’ remarks on ‘this_phenomenon: “In
cases involving the propnetg_ of nvestments, Ihe decision-making process
may he as Important as die decision [tself, at least for purposes of
determining &he trustee's resFonS|b|||ty.*"l _

| suspect that die courts have tended to fall hack on evidence of
seemlngly_ sound internal procedures because die substantive standard of
prudent ‘investing has lieen so Imprecise. [Vocedtirallsin |s a common
retreat in fields in which substantive law provides Ir.adeipiate guidance
—American adminjstrative law IS a prominent example. For thé future,
however, particularly as regards the Intensided duly to tliveislfy under the
new Restatement and the Uniform Act, | ?redlct at the courts will feel
less need to retreat to the procedurallstn of the Baper frail. Nn amount of
Paper trail can excuse Ihe five-bond or leu-stock portfolios still found In
00 many trust accounts. .

'I'té greater olijeclivily and precision of the modern standards for
Erudent Inveang[ manifest’ themselves well beyond the duty to dlvers%
or gxam le, & Trust Investing moves toward ever greater Use of broa
based portfoligs, it will become easier to measure Investment Performance
and to identify substandard returns. Many types of mtiiiial funds and
common trust’ funds are easily comparable.” Most sponsors_ofTer the
chocolate, vanilla, and strawbem/ of “corporate bond Portfollos—short,
intermedjate, and long term. Most offef a comparable array of US:
treasury bond funds. And we are now seeing ever increasing standardiza-

tion of types of %un funds.. , _

Contsider, therefore, a simple _c?se. Sup?ose tha atrpstee detgrpmes
fo Invest rhty percent nf Ine’ Inisl In an Inlcymealate- erp bond tund.
Suppose, urther, that the particular Intermediate bond fund Ihat Ine
frustee chooses persistently _underP_crforms other Intermediate-term fborp]d

funds on account nf drastically llighcr expense ratios. In view of the
trustee's duly to monitor,I" the burden will more easily shift to Ihe
tnistee tn explain why Ihe tnistee chose that particular fund, Under the
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rudence standard, die comparability of Increasingly standardized fund
nes will_ allow trustees (and the ‘courts who oVrsee trustees when
beneficiaries are unhappy) %reater precision, in examining, Invesuuent
Perfonnance. The point'S'nqt that a disappointing fund or“fund year Is
pso facto Imprucent—far from |t The point”Is that die %r,owmg
comparab|||t¥ of fund  types provides a more precise and objective
benchmark Tor evaluating claims that a certain fund Is so manifestly
Inferior to competitors ihat Investing In It, or retaining Il, Is Imprudent.

F Increased Scrutiny of Uneconomic Settlor Instructions

| would also predict dtat die greater clarity of die new trust
Investment law will result in less deference to the wishes of the trust seftlor
In an uncommon but troubling case—the case In. which die seidor
attempts to Impose a manifestly stupid InvesUnent restriction on Ilie trust

‘Take as die starting point the proposidon, strongly endoncd In
section 1(b) of Ihe Uniform Act.I' that almost all trust law Is default law,
rules dial ¥|e|d to the contrary wishes of the settlor, Tmst law presumes
that die seftlor has the best interests of the heneficiaries at heart when the
settlor ImpoFes restrictions on die disposition of (srust propert¥, if, for
example, 1 leave my summer potta?e on lsike Adams In trust for my
children with nstructions Ihat it ngt he sold but kept in he family for
recreadonal use, that Instruction will be honored even If die beneficiaries
would rather not set foot on die shores of Lake Adams ever again."
Under conventional American trust law, Ihe settlor's properly rights are
Indulged.. As settlor, | am entitled th decide what Is best Tor my
beneficiaries, subject only to the rule against pere,etuldes.

There are, "howevér, limitations.” It | " devise roPerIy 0 a trust
dlrecdng |hat the trustee erect equestrian statues of tne In public squares
hi lowa,”(lint provision will be Invalidated. A private trust must be for die
benefit of Qhe beneficiaries; a charitable. trust must sadsfy. standards of
public benefit. 71ie trust to endow lowa with bronze, equestrian Langbeins

achieves neither." _
liven when Ihe setdor's Instruction Is not manifesdy loony, the

glﬁviation doctrine allows a court to alter ?n unwise i,n,vestﬁnent rg_slricdon
|t necessary to carry out Ihe purposes of the trust.""* The leading case
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Involved a %hut set up liy Joseph Pulitzer for his children, hi svhicli he
Coiind The trustees In‘sell"Ihe New York World Uetyspaper. When ihe paper
became unprofitable, Ilie trustees received Judiclal ,apEJrovaI lo sell Il
anyhow. 1t The reasoning In such cases Is that suhseiticnt experience has
revealed a conflict between Ihe settlor's dominant purpose, which Is to
benefit the trust beneficiaries: and the settlor's subsidiary purpgse, which Is
to henefit (oent In_a particular way—In priitier, Ny keéping' the 'New Yak
World In 1he trust. The court Is simply preferring Ihe dominant pmposc, In
order to carry out Ihe settlor's presumed Intent.

Suppose, however, that the trust Instrument In pniilur Itad foreseen
and recited the danger Ihat the paper might become unprofitable, and
had directed retention of the investment in any event. | have no doubt Ihat
Ine court In putiner woidt| have ordered the trustees to sell the newspaper
despite the settlor's direction to retain it. ‘die settlor's instruction lo retain
Ihe newspager at all cos_ti]would come to resemble my instructiop lo litter
Ine lowa fandscape with equestrian statues. If |he settlor directs an
objectively stupid investment policy, Ine court will direct deviation even
though Yhe settlor anticipates ‘the _circumstance,” ‘llie senior i
presumed to Intend to benefit [he beneficiaries, but if it can lie shown that
a term of the tmst manifestly harms their Interests, the court will order
deviation from It A private trust must he for Ihe benefit of the
beneficiaries. _ _

_Now_consider a type of investment Instruction that Is closer to
reality.” The settlor has worked all his life for, let us say, HIM. Through
slock™ options ami  company sponsored investment " plans, he Has
accumulated a large block of HIM common stock, lie dies, leaving Ihe
block in trust with Instructions not to sell It The bock I the only
substantial asset of 1he trust, and because the settlor's death results |n a
stepped-up basis, selling the block Incurs no lax cost. Suppose, further
Ihat_the settlor leaves a letter explaining lib thinking, "I worked for [IIM
for 35 years, they were wonderful to me, they helped me buY Ihe stock,
and the' stock zoomed In value throughout my career. You Just cannot do

belter
\What_Is happening in lids case Is that the settlor is Imposing his

supposed investment wotinm nn Ihe frust in circumstances In which die
Investment strate?y IS obaectlvely Stuﬁ'?‘ and Imprudent. We now know that
the advantages ot diversifying a’portfolio ot securities are so great Ihat it Is

0 7.03@1>Fulliitr, ZONYS 87 (NY. Sur. Ct 1031, mm, 360NY.S 075 (NY. Aw.
Ic ion{'hc%o%ael %ﬁ&t\wﬁ%ﬁlx 655%@8 (gﬁn#l%ﬂ()%ﬁ “&?ﬁﬁ%”%u“%%%e“ﬁ@
L e et e Tk o J@Qﬁﬁ% it
%r %&%ﬁ%‘lﬁ %\( . .Ojlpp. IIHS); B oF I ¢ it (I:W?;\)/

, USt).

=

ruuxr INVESTING 005

folly not to do Il. | am not saying that you can never have an
underdlversified trust fund, It vlll remain common to place a famjly firm
or a family farm In trust, tiotivilhsiamling that such a trust will often be
underdiversified. There’s nothing wrong With usmg a trFst as Part of die
succession arrangements for a fam||>9 enterprog. | turtner concede,
followmg die official Comment |o The’ Uniform Prudent Investor Act 1
Inat there will remain cases In which Ihe lax cost of diversifying a low-hasls
asset may o_utvve|?h lhe gain.l" When, however, Ihe trust assets are cash
nr cash-equivalent, In lhe'sense Ihat diversification can be achieved at little
cost, | believe that the courts, will come to view (he advantages of
diversification as so. overwhelmmg? (hat die settior's interference with
effective diversification will he Tound In be Inconsistent with Ihe
requirement that a private trust must he for the benefit of Ine beneficiary.

G Fractionation of Trusteeship

Trusteeship entails three relatively distinct functions: Investment
administration, anil distribution. 1wesimtni Includes not only die liddal
selection of securities or other assets, but also die (asks of monitoring Ihe
Investments for condniting suitability, Investing new (finds, and vodng the
shares. Administration Incllides the range of acCounting, reporting, and tax
filing. The responsibility for taking cuStody of securitiés b another branch
of tfust adminbtnitlon. Unusual (fust assets may require other administra-
tive work—maintaining and leasing real estate, Insuring and_ safekeeping
the Picasso and the diamond tiara, and so forth. Distriution is Sometimes
mechanical, but trust Instruments often bestow upon trustees Ihe discretion
to s_%ra%(, sprinkle, Invade, accumulate, terminate, and so forth.
ufion,

d
Distri therefore, requires Interpreting and applying (he sometimes
? ! P (I] and RP%O ngonl Involves

complex lanquage of Ihe™ trust  Instrument; \
contact Wlﬁs%egcurrent eneﬁuarles, In"order to keep abreast of dielr
needs and circumstances, . .

In former centuries, when ancestral land was dig prototypical trust
asset, dtese three functions of trusteeship were _mextrlcablry meriged. The
trustees were gften not much more than nominees—mere, stakeholders
—and (he family diat lived on the land managed it As financial assets have
become the characteristic asset of die mogdem managerial trust, diere is
ever less reason for Ahe_s_ three relatively dbparate furictions—Investment
administration, and dbtiihtition—to remain consolidated In a single Bawo’f
hands. No. e%p connection expts hetween, for example, bein g od nt
working with heneficiaries on_ Ine_dis nbu?on side, and beingexpert at
Investinq trust funds or Pre?arlng fiduciary lax returns.

As"Modern Portfolio Theofy and the modernized pnident Inveftor
norm drive fiduciaries to use ever larger portfolios, there will be ever less
reason to think Ihat family trustees,"ami even small bank trustees, can
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comP_etentIZ conduct Ihe In_vegtment function in-nouse. The delegation
doctring gh t It legitimated tincer llie 1002 jleslalenienl ana die Uniromi
Actl’ facilitates ihe use of nulsitle Inveilment product] anil nuiilde
Inveilment managers. Hank Inut deparUiienia arc making ever greater me
of mutual fundl.'l When the fundi are Internally mana{gg_d, the
nnililule a_cloic alternative lo hank-operated common trust tundi. Whe
he hank ai tnistee Iues externally managed mutual fundi, (he trustee
commonly retains Ihe asset allocation decisions for Ihe particular trust in-
house whiite effectively delegatmag detailed portfolip management to the
outside Investment company, lids is ail Intermediate position between
completely internalized, nvestment management and complete delegadon
of the investment function. _

One c_on_sequence of legitimating the delegation of Investment
functions will likely he a greater willingness on die part of lawyers to serve
8 trustees,” g\l\%ers br,mg% expertise to the interpretatjon of trust
Instryments, and die typical law_ firm exhibits more stable pcnonncl
Practlces llian die perennial revoIV|r11%tlonr dial has been such a troubling
eafure of hank trust departments. Thus, nn the distribution side, lawycis
and law firms have formidable comparative advantages as fiduciaries. II}/
confrast, lawyers have no particular reason to .hé in Ihe investmen
business—at easé It die Investment function entails the work of act|ve|¥
constructing an mamtalnln%_ Rortfollos 3 opﬁ)ose to making. 0
overseeing dsset allocation deciSions among externally managed portfolios,
The delegation doctrine may encourage more lawycis and’ law firms_ to
aceept trusteeships, by keeping distribution work In-house, while facilitating
the delegation of detailed investment and administrative functions t0

specialized providers.

1. Principal awl Income

| conclude my efforts to peer Into the future of trust investing hy
turning to a seemingly quite distinct subject: lira rules governing new
trustees allocate Ihe receipts from trust investments between principal and
income, The new trUft-Inv s%ment_ law Is. underminin |I|?_ ractices dtat
trustees have Io_n(T;_ followe ?r dischar mq their_duly of i ﬁar_t|allt¥_ to
multifile beneficiaries, We ar earmng_[g at the duties df prudent investin
and of Imgartlallq_ have had .a more”intimate connection llian lias. liee
understood. Traditional pnnnpal-anancnme concepts will not survive In

Ing
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Mos}] trusts ,ﬂr vide far multhIe Interests commonl;r, a life estate,
followed hy remainders—for example, to my widow for her |f%, remainger
tom I(?ST"TrTSt Ifaw requires die trusteFI such cases to adnere to what
Is cafled |lie duly o Impartiality. The Itcsinlenicr't version says. Ifatrus‘,ls
created for benéficiaries In successloH, gle tnistee JS Fnde a?dul to lie
successive beneficiaries to act with due regard [o tlielr reSpective
Interests,*I' |n_allocatin _Ftle receipts and expenses of (lie trust, (lie
current _b_ene_ﬁuar}/ "5 entitled lo, and_ only to, {lie net Income*1" of die
ment retums, e_spemaléy,capltal appreciation, accrue to
{

nist. Oilier inves
lie corpus of the_tmst, Tiu Uniform Principal and Income Act" and

compargble_ _liomiiiltnnii  legislation requlate  corporate ~distributions
assigning dividends and interest to Income, while accruing slock splits and
oilier caplla-account fransactions to (lie remainder IntereSL
In former centuries, when agricultural real estate was die typical trust
asset, Uie concept nf net Income had an inturtive, Iarge|¥ self-defining,halls,
which lefl scant discretion In die trustee. The life tenant was entitleq u die
fruits and rents of llie land. DIflkidty In ascertalnmg what was income
arose only at (lie margin, with, ?ravel pits and Umber stands and Uie
like." As (lie portfolio 0f financial assets displaced agricultural Tand from
llie gr_ototy |cfal mod?r_n krust U|? concept of trust Income became vastly
mor mamBuahIe_m lie hands of llie irusiee. o
In. modern circumstances, the trustee's Investment decisions largely
determine Uie income allocation In the current beneficiary. If Ue trustee
loads ihe portfolio with the shares of so-called growth Companies that
retain their profits for internal expansion and pay Hide or no dividends,
conventional Income will he Impaired. lly contrast, were the tnistee to skew
th: portfolio toward high-yielding stocks and bonds, which lend to deliver
most of tlielr return Individends and Interest rather than to experience
much capital appreciation, the mist's investment policy would favor die
torrent peneficiary and |mPa|r the remainder InteresL At either extreme,
or anywhere between, the trustee who has Investment discretion effectively
chooses tin income level b) choosing llie Investments, |11€ dU|?/ of impartiality
constrains the trustee h r_eqwnng “due reg(?_rd" to the Interestf 0
fdiscretion that die du.Yh

f
Prmmpal_ and Income, hut within The fpherio of
mpartiality. permits, trustees commonly make Investment decisions with a

VIew | ag ieving llie desired income level. . .
Investment choices In order to maximjze a particular

Ifé/ Istorti ,
form of return (%vhether Ividends and Interest or capital appremaﬂo_g)y,
conventional trust Investment practices dial are designed to sati
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?rlndpalgrlt_l-lncome concem! coinc Into tension will) Moder I'orifollo formulas, to fiicilihTlc. tolnbrclnm Investm({ [lls unlinjil, null equitable
heory. ‘lini!, for xamFIe, I||? trustee who i adminis erlnlg a mist ilrit r?]alloc Von. The unitrust s thmmon In. the %/vorld (?_f_gpundan ns &H]d
neeas’in achieve a high level nf current Income 1nnﬂ'T obliged to Invest charitable trusts,(and u dax Rlannmg or_Individuals after die
heavily I ftnnds, even though, It Is known dial eipiflics nnipcrrorni hnnds enactment of Chapter M of die Internal“Revenue Coge).l' Under a
across' lie lon)" lenn on a Inial-rcturn hasls, The  convendnnal principal* unitrust, all the investment (I;alns for (lie. accounting period are |nitially
anti-income Tules drive Ihat trustee lo accept a loner total retum’in orger asagned to principal, without regard 10 form (that IS, Whether dividengs,
to obtain a particular fon/i of rcluni—Interest rather than capital Interest, or ‘capital appreciation). Thereafter. a spending formula %for
a_pf()rematlon, lu manﬁtrust portfolios that could prudently tolerate greater examPIe, five percent of principal, or |he Inllatlou r.ilc plus two percent) Is
risk hy holding a higher proportion of etpdtics, the trustees have refialned used lo determine die share fur cmreiU-year dlairlhution. It Is no accident
from Investing ajipropriately In etpdtics because such a portfolio commonly that llir. unitrust has thus far thrived mostly In the tax-exempt world of Ihe
produces less current income. o , IRC { 501(c)(8) organization, where there Is no lax reward for preferring
~The lesson, In the words orJoel Dnhris, is that '_'Investm? should not capital gains over d_|V|d¢nds and Interest, anil no tax penalty for
lie connected with principal and Income allocatign, I' TInstead, Ihe recognlzmg? capital %alns. Hint IS to say, our rules of taxatjon, as well as
trugtee should first invest t maximise total return, anil then, In a separate our Tules_ Yor allocating principal and” Income, can Impede total-rclum
ana sulisetpieiit step, "allocate the return & fairly as possible. I In a Investing for taxable Ir?sls. _ _ _
rominent article published In 19811, Jelfrey Coition ohselvcd that skewing Under a system of equitable reallocation, (he trustee would retain Ihe
the portfolio lo achieve a particular income/principal allocation alsd conventional form-driven-categories as die initial stage of p_rmcIPaI-antl*
impalrs divers ]‘|_cat|tin.I‘ , o _ Income allocation. If, however, Ihe trustee were lo determine that_ llie
_Our traditional notion that (he current beneficiary automatically outcome  achieved for th% éﬁartlcul r mist hy aPpI mg those. form-driven
receives all the “income” has concealed from us the truth [hat the trystee's rules, did. not correctly balance the nerds nf currént and remainder
Investment poll% largely determines how much that Income will be, beneficiaries, the trustee would have the duly to reallocate Ihe relurni in
Accordingly, an MIT-driven re(Inme that would allow the trustee lo Invest order to discharge the duty of Impartiality. =~ . _ _
for the maximum return surtable to the trust, re%ardless or form, and then As 1write, @ Uniform Law Commission drafting committee Is wrestlin
to allocate In income that portion that the Trustee determines lo lie with proposed revisions to the Uniform trindpal and Income Act
appropriate for dlschar?mg the duty of Impartiality, would involve nn Includm? he challenqe of adapting the princlpal-autl-Incoint: rules lo the
fundamental departure from the Inner functional balance nf the present world of total-rclum “Investing under the Uniform I'rudent Investor Act
law. Under either scheme, the trustee decides how much of lhe trust™ The committee considered unlliust solutions hut is presently Inclined to
Investment r?tu_rn EJ devote to the mcome_lnt?rest._ llut W%reater candor recommend a |imited form of equitable reallocation." It rémains lo he
ahout the relationship between mvestmq anil allocating would, allow the seen whether this proposal will sitvive in the draft, and whether the full
trustee to follow investment practices |hat would produce superior retums Commission will endorse It _ ,
for bath current and remainder beneficiaries. L _ |'suspect that some decades will he needed In_harmonize fully the
Two main suggestions have been made for devising allocation present tensions among total return-investing as facilitated hy die prudent
Investor arad|ﬁm, recognition-hased Income taxation, and prindpal-and*
Income faw. The Uniform ['nulcm Investor Act does not even addrcu

129. Jotl 0 Poljilj, Thc roliile Woilil a llie Etl of I New [Tincllial anil these issues, lint hy committing American triist-luvciiment [aw lo Uie main
Income mi In UIIIJHUIII (f fé)”r.l\grop.,ﬂoh E[ﬁ]lr% LLSSC%%&? | Principles of Modgrn I’anfuIIg TheorY, Ine Act has brou%ht awareness of
ouiel hese"tensions onto the agenda that confronts legal policymakers and
' practicing lawyers In trust and estate law, and that Isa glam first step.
al

- chapori/nllo.Tj uol. aptinully tliventnrir 1. : .
hin '{@“- £ g‘@hﬁ%@%ﬁﬁ’%‘u i
(IVL.ULLIT ol hich T (%%IICICE Iuli|a|| el : ane meilft r}ﬁcJ{am
e %‘vﬂ%ﬁﬂe@'ﬁk Ilecfﬂ]a g@ﬂ aQIF %M%sz % el (I Ul mﬁ%%%ﬁ 55& o Ty, ol sy o
. 1005 (iran)

n

%ﬁ%ﬂr%mﬂ jicn Mﬂg ol'ﬂheo para% m kl{l © l.EI ] T
s e e e e
’ . Unif” Pndipal and | 1005 (Iran)

(1997).

unyr



L aw O ffices

Dillon & Findley

Teri leuscher

JUNEAU _ _ _ ANCHORAGE
IV C. Biiley A Professional Corimration RiVR Boan
QurolincOvnna Lore
rad L[\)ll\llol%rd The Ebner Building Knisen D IMifarsmn
DamF?Go\mey 350 North Franklin Street M IKniia Riynd
KIdiarJIIIZ)I\/hkmm Juneau, Alaska 99801 £101. Sireet. SUEE0T
A‘PeteruuKF'utaaiersm Telephgne (907) 586-4000 Ard‘orage,Alésla%H)l

Facsimile (907) 586-3777 Tdeﬂﬂlﬁ‘g

Fecsinile

February 19, 1998

Honorable Norman Rokeberg, Chair

House Labor & Commerce Committee

Alaska State Legislature

Room 24-A, M/S 3100

Juneau, Alaska 99801-1182 HAND DELIVERED

Re: House Bill 321, Uniform Prudent Investor Act

Dear Representative Rokeberg:

| understand that HB 321, proposing enactment of the Uniform Prudent Investor Act, is in
your committee. | support this measure, urge you to schedule it for an early hearing, and urge a

"Do Pass” recommendation from your committee.

You will find enclosed a copy of my January 30, 1998 letter to the sponsor, Representative
Joe Ryan, along with my February 2, 1998 letter to Professor Richard Wellman, the nation's
preeminent authority on the Uniform Probate Code (and a uniform law commissioner from
Georgia). Also attached is Professor Wellman's February 10 reply to me, expressing his
agreement with the modifications that HB 321 makes in the Uniform Probate Code. He also
supports our enactment of the Uniform Prudent Investor Act.

Thanks for considering these comments and the attachments, and | hope that we can get
this bill enacted this year.

Yours truly,

Arthur H Peterson
Uniform Law Commissioner
for Alaska

Enclosures (3)

cc w/Wellman corresp.:
Representative Joe Ryan
Rest of Alaska's ULC Delegation
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February 10, 1998

Reply Address: University o f Georgia

Athens, GA 30602-6012

Arthur H. Peterson, Esq. FEB 1 7 1998
Dillon & Findley
The Ebner Bldg. ‘m iON a FIND) PY

350 North Franklin St.
Juneau, AK 99801

Dear Art,

Your letter of February 2 c~ enclosures yas on my desk when
| returned today following three L .ys in Chicago for a drafting
committee meeting.

| agree that the adjustments in the Probate Code that are
included in the Uniform Prudent Investor Act bill are
appropriate. | am delighted that Alaska appears to be about to
enact the Uniform Prudent Investor Act.

Hope you are fine. We are.

Cheers,

JJen

National Conference o f Commissioners on Uniform Slate Laws
676 North St. Clair Street, Suite 1700, Chicago, Illinois 60611, 312/915-0915, Fax 312/915-0187
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February 2,1998

Professor Richard V. Wellman
University of Georgia

School of Law

Athens, GA 30602

Re: Uniform Prudent Investor Act

Dear Dick:

You will find enclosed a copy of our House Bill 321, proposing enactment of the
Uniform Prudent Investor Act, and my January 30, 1998 letter to the sponsor regarding it
The drafter in our Legislative Affairs Agency added a couple of amendments to the
Uniform Probate Code, which do not appear in the official NCCUSL version. My quick
glance at them indicates that they are okay, as mentioned in my letter to the sponsor.

What do you think?

Arthur H. Peterson
Uniform Law Commissioner

for Alaska

Enclosure

AHP/ph
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= January 30,1998

The Honorable Joe Ryan
House of Representatives
Alaska State Legislature

State Capitol, Room 420
Juneau, Alaska 99811 HAND DELIVERED

Re: House Bill 321, Uniform Prudent Investor Act

Dear Representative Ryan:

You have asked for my comments on HB 321, which proposes enactment of the

Uniform Prudent Investor Act. Itvery closely tracks the “official”version promulgated by
the National Conference of Commissioners on Uniform State Laws. Istrongly support it,

and urge its passage.

The only significant modifications from the official version are the following:

c §'i-icr<>
1. sec.l’s amendment of AS 13.16.350(a) merely picks up, with regard to the
standards applicable to the personal representative of an estate, the standards in

the new statutes, for consistency; A

2. sec. 2’s amendment of AS 13.26.245 does the same thing for the duties of
a conservator; j

3. proposed AS 13.36.265(b) (on page 5 ofthe bill) merely makes the
“application” section specifically applicable to the decisions and actions of personal
representatives and conservators, as dealt with in secs. 1 and 2 of the hill;

~ uvfe. §7 -3 »>1L
4, sec. 4 ofthe bill repeals AS 13.36.075, the current section that sets out a
trustee’s standard of care and performance, again to be consistent with the
amendments made insecs. 1 and 2; the substance of existing AS 13.36.075 is set
out and expanded upon in proposed AS 13.36.205 (at pages 2 and 3 of the bill).



Representative Joe Ryan Page 2

January 30,1998

This bill was promulgated by the National Conference in 1994, has already been
enacted in 19 states, and is pending in at least seven others! (The latest figured that |
have are dated July 1,1997. Iwill try to getyou an update.)

I will slightly paraphrase a purpose statement from the National Conference: This
Act removes much of the common-law restriction upon the investment authority of
trustees and similar fiduciaries. It allows them to use modem portfolio theory to guide
investment decisions. A fiduciary’s performance is measured on the performance of the
whole portfolio, not upon the performance of each single investment. This Act allows the
fiduciary to delegate investment decisions to qualified and supervised agents. It requires
sophisticated risk-retum analysis to guide investment decisions. Thus, this Act expedites
trust management, while assuring both the person creating the trust and the beneficiary
of a trust of a sound set of standards for that management.

I hope that these comments are helpful to you in getting this bill enacted this year.
You might also want to consider the Uniform Principal and Income Act as a companion
bill, or as part of this one. Let me know ifyou have any questions; however, this is
another subject on which Commissioner Jerry Kurtz is more well-versed than I.

Uniform Law Commissioner
for Alaska

Cc.  Rest ofAlaska’s ULC Delegation:
Deborah E. Behr
W. Grant Callow
Tamara Brandt Cook
L.S. (Jerry) Kurtz, Jr.
Jay A. Rabinowitz

AHP/ph
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COMMITTEE ASSIGNMENTS:

LABOR & COMMERCE
MILITARY & VETERANS AFFAIRS
COMMUNITY a REGIONAL AFFAIRS
OlL 8 GAS SESSION:

STATE CAPITOL

ROOM 420

JUNEAU, AK 99801-1182

N PHONE (907) 465-3875
Representative Joe Ryan

1800-922-3875 http://www.akrépublicans.org

MEMORANDUM

TO Representative Norman Rokeberg, Chairman
Labor & Commerce Committee

FRO M Representative Joe Ryan

RE: HOUSE BILL NO. 321

DATE 16 January 1998

Please schedule a hearing for House Bill No. 321 at your earliest convenience. Thank

you for your consideration.


http://www.akr6publicans.org

A laska 3tatc iLeplaturc
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COMMITTEE ASSIGNMENTS: INTERIM:

71CW. 4THAVE.
LABOR 8 COMMERCE ANCHORAGE, AK 99501
MILITARY & VETERANS AFFAIRS PHONE (907) 258-8161
COMMUNITY & REGIONAL AFFAIRS
olL8eAs SESSION:

STATE CAPITOL
ROOM 420
JUNEAU, AK 99801-1182
. PHONE (907) 465-3875
Representative Joe Ryan

1800-922-3875 hitp;//www.r'-irepublicans.org

SPONSOR STATEMENT

The Uniform Prudent Investor Act reverses common law rules that restrict
the investment powers of trustees. The new act requires atrustee to invest as
apnident investor would, using reasonable care, skill and caution in light of
the objectives and risk tolerance of the individual tmst. Diversification of
assets is an obligation. Trustees can delegate investment responsibilities to
experts. Within the scope of these powers and duties, trustees can choose to
invest in any kind of asset that meets the objective cf the specific tmst.



1i Ryan, Representative Joe ~ (907) 258-6051 & 2/15/98 6:45 PM 3 111
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1050 Beech Lane
Anchorage, Alaska 99501
Phone & fax 907-258-6051
E-mail Isjkj@aol.com
February 15, 1998

Representative Joe Ryan

Alaska Slate Capitol

Room 420 02-7 6-9 5P12:32 RCVD
Juneau, Alaska 99801-1182

Re: House Bill 431, Uniform Prudent Investor Act

Dear Representative Ryan:

It is good to see you sponsoring the Uniform Prudent Investor Act in the
Legislature. As an Alaska appointee to the National Conference of
Commissioners on Uniform State Laws, | participated in Conference floor
debates concerning the Act which was completed 'U 1994. It is well
drafted, and thirteen states already have adopted it.

Alaskans often own property difficult for a trustee or other fiduciary to
handle under traditional common law, which primarily concerns interest
bearing instruments and often is construed to limit investments by a
beneficiary to such instruments. Many fiduciaries find themselves holding
mines, family business, fishing boats, real estate, zero coupon bonds, and
other property which doesn't produce interest, and feel compelled under
common law to liquidate such properties when common sense dictates
otherwise. The Prudent Investor Act makes it clear that a fidiciary must
use good sense rather than rigid guidelines in carrying out fiduciary duties,
and consider the current status of markets, tax consequences of
liquidation, and other factors before taking such action.

| urge adoption of House Bill 431.

Sincerely,


mailto:lsjkj@aol.com

TONY KNOWLES, GOVERNOR

m F M M M

DEPARTMENT OF LAW 0. BOX 110900

JUNEAU. ALASKA 99811-0300
PHONE: (907)465-3600

OFFICE OF THEATTORNEY GENERAL FAX: (907)465-2075

February 12, 1998

The Honorable Joe Ryan

House of Representatives

Alaska State Legislature

State Capitol, Room 420 - e« -58P12f32 Rf.
Juneau, Alaska 99811

Re: HB 321: Uniform Prudent Investor Act

Dear Rep. Ryan:

The Department of Law has reviewed HB 321, which proposes enactment of the
Uniform Prudent Investor Act. We find no legal problems. The bill is an important vehicle to
keep our law current on modern portfolio theory and trust management principles.

Sincerely,

BRUCE M. BOTELHO
ATTORNEY GENERAL

By: Deborah E. Behr
Assistant Attorney General

DEB:ng
H:ALEGIS9SMIILLU’ ILHB UK

cc: Pat Pourchot, Legislative Director
Office of the Governor

Chrystal Smith, Legal Administrator
Dept, of Law

Mary Ellen Beardsley
Assistant Attorney General
Anchorage

Vince Usera

Assistant Attorney General
Juneau

03-C32LH
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Wealth Management Specialists

February 9, 1998

Representative, Joe Ryan
2011 Farmer Place, #4
Anchorage, Alaska 99508

Re: The Prudent Investor Act

Dear Joe:

| have been advised that you would like a brief summary of what the new Prudent
Investor act accomplishes. The Prudent Investor Act is designed to replace the antiquated
“Prudent Person Rule”.

The Prudent Investor Act requires that the trustee, or other fiduciaries, incorporate
a modern portfolio theory in to its investment approach. This requires the trustee, or
other fiduciary, to consider all appropriate factors in implementing a portfolio of

investments.

The major points of the new legislation are to clarify, or allow for. the following:

(1) The standard of prudence applies to the trust as a whole instead of individual
investments.

(2) The overall investment strategy should be based upon the risk and reward objectives

suitable for the trust.

(3) The duty to diversify must be part of the investment strategy, unless the trustee
reasonably determines that it is in the interest of the beneficiaries not to diversify,
taking in to account the purposes, terms, and provisions of the governing document.

(4) No particular investment is inherently prudent or imprudent

(5) No special status is given lo original investments and the trustee must review them

within a reasonable time.

840 Kstreet. suite 204
Anchorage Alaska 99501
Mhono 907-27U 4775 fnr 907-258 1649
tl ‘i > lla'Jrci net



(6) A corporate trustee, or paid professional advisor acting as trustee, is accountable

under a special investment skills standard.

(7) Delegation of investment authority is permitted but the trustee retains liability for the

investment performance of the delegee.

This new statute is designed to raise the level of the trustees responsibility and
duties to the beneficiaries. The overall investment strategy needs to be designed to enable
the trustee to make appropriate present, and future, distributions to the beneficiaries.

When structuring a portfolio the trustee needs to consider the following:

e The size of the portfolio.

e The expected duration of the trust.

< Liquidity and distribution requirements.

= General economic conditions.

< The effect of inflation-or deflation.

« The tax consequences of investment decisions or strategies, and of distributions of
principal or income to the beneficiaries.

e The role that each investment plays v. .thin the overall portfolio.

e The expected total return of the portfolio from both income, and appreciation from
capitol.

= The distribution needs of the beneficiaries.

A version of the Prudent Investor Rule has been approved by over (20) states and
it is anticipated that o\er the next few years, all states will incorporate the Prudent

Imestor Rule standards and requirements.

Please let me know if the above explanation is sufficient. | would be happy to
discuss any further clarification that you may need on this matter.

Sincerely.

Douglas J. Blflitmaehr
President & CEO

DJB/ss






FISCAL NOTE

STATE OF ALASKA BILL NO. HB 32

1998 LEGISLATIVE SESSION

Revision Date: Department Affected: Administration
Title: “An Act relating to credited service in the public employees BRU: Centralized Administrative Services

retirement system." Component: Retirement and Benefits
Sponsor: Representative Brice
Requestor: (H) L&C

COMPONENT SERIAL NO. 2271

3

Expenditures/Revenues: (Thousands of Dollars)

OPERATING EXPENDITURES FY 99 FYOO FY 0oL FY 02 FY 03 FY 04
PERSONAL SERVICES 0 0 0 0] 0] 0]
TRAVEL 0 0 0] 0] 0] 0]
CONTRACTUAL 215.0 0] 0] 0] 0 0
SUPPLIES 0 0] 0] 0] 0] 0]
EQUIPMENT 0 0] 0] 0] 0 0
LAND & STRUCTURES 0 0 0 0] 0 0
GRANTS. CLAIMS 0 0 0] 0 0 0
MISCELLANEOUS 0 0] 0] 0 0 0]
TOTAL OPERATING 215.0 0 0 0 0 0]
CAPITAL EXPENDITURES 0 0] 0] 0] 0] 0
CHANGE IN REVENUES ( ) 0 0 0 0 0 0
FUND SOURCE: (Thousands of Dollars)

1002 Federal Receipts 0 0 0 0 0 0
1003 GF Match 0 0 0 0 0 0
1004 GF 0 0 0 0 0 0
1005 GF/Program Receipts 0 0 0 0 0 0
1037 GF/Mental Health 0 0 0 0 0 0
OTHER 215.0 0 0 0 0 0
TOTAL 215.0 0] 0] 0] 0] 0
Estimate of any currentyear (FY98)cost: S _ O

POSITIONS:

FULL-TIME 0 0] 0] 0] 0] 0
PART-TIME 0 0 0] 0] 0] 0
TEMPORARY 0 0] 0 0] 0

ANALYSIS: (Attach a separate page if necessary.) The $215.0 is needed to hire contractors to
update the division’s computer systems to accommodate the proposed changes. In addition to
contractor time, division staff will dedicate time to make system changes and the impacted school

districts may also need to update their systems.
This change would affect approximately 6,660 current PERS members.

(continued on next page)

Prepared by:  Guv Bell Phone:  465-4470

Division: Retirement and Benefits Date
Approved by Commissioner:  Mark Boyer
Agency: Department of Administration Date: £ /717 /] &

PREPARER TO PROVIDE ALL DISTRIBUTION COPIES TO GOVERNOR'S LEGISLATIVE OFFICE

For further distribution information, call the Governor's Legislative Office
Rev: 2/10/98 Page 1 of

2



FISCALNOTE
STATE OF ALASKA

198 LEGISLATIVE SESSION BILLNO. HB 323

ANALYSIS: (continued)

To fund this increased service credit, the consolidated PERS contribution rate would increase by .58
percent. The State payroll is estimated to be $657,600,000 in FY99 and remain stable each year
thereafter. The University of Alaska (U of A) PERS payroll is estimated to be $83,400,000 in FY 99 and

remain stable each year thereafter.

The State cost of $4,297,700 is calculated as follows:

Estimated FY99 State PERS salaries $657,600,000
The increase in contribution rate X .58%
TOTAL PERS costs $3,814,000
Plus estimated U of A salaries $ 83,400,000
The increase in contribution rate X .58%
TOTAL PERS costs $483,700
$4,297.700

Total FY99 State Costs

In addition *o the State’s costs noted above, political subdivision costs would increase by $3,223,00 in
FY99 based on estimated salaries of $555,700,000. The political subdivision salaries are also
estimated to remain constant each year thereafter.

Estimated FY99 Political subdivision PERS salaries $555,700,000
The increase in contribution rate X .58%

TOTAL PERS costs $3,223,000

Total FY99 Political Subdivision Costs $3,223,000

Since this legislation is prospective, there will be no change on past service liability associated with this

legislation.

Total FY99 Costs $7,520,700

Pago 2 of 2
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HOUSE COMMITTEE REPORT

)
Date Referred to Committee: January 15, 1998 FURTHER REFERRALS: HES

Date of Committee Action:

The LABOR AND COMMERCE Committee considered: HB 323

HOUSE BILL NO. 323 PERS CREDIT FOR NONCERTIFICATED EMPLOYEES

“An Act relating to the calculation of credited service in the public employees' retirement system for noncertificatcd
employees of school districts, regional educational attendance areas, and state boarding schools; and providing for an

effective date.”

recommends it be replaced > \ [ lathe same title
with the following committee substitute C<5>/1 Y I3 J [ new title

[ ] additional referral to Committee

f Jattached amendment(s)

ADOPTS: Letter of Intent

ATTACHES NEW FISCAL NOTEC(s): 400 APPROVES PREVIOUS:

I Hjscal note(s) 2 )0 [ ] fiscal note(s)

[ Jzero fiscal note(s) [ 1 zero fiscal note(s)

SIGNING WITH RECOMMENDATIONS

CHAIR'S SIGNATURE
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Labor and Com merce Comm ittee

MEMORANDUM

TO: Representative John Cowdery
Representative Bill Hudson
Representative Joe Ryan
Representative Jerry Sanders
Representative Tom Brice
Representative Gene Kubina

FROM: Shirley Armstrong, Staff
House Labor & Commerce Coi

DATE: April 21,1998

SUBJECT: Additional Backup For Committee Bill Packet - HB 323
Attached is information that has come to the House Labor and Commerce Committee since our

committee hearing.

Please insert in your HL&C, HB 323 committee packet.

Attachment
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CS FOR HOUSE BILL NO. 323( )
IN THE LEGISLATURE OF THE STATE OF ALASKA

TWENTIETH LEGISLATURE - SECOND SESSION
BY

Offered:
Referred:

Spoasor(s): REPRESENTATIVES BRICE, Kubina
A BILL

FOR AN ACT ENTITLED
"An Act relating to the calculation of employee contributions and credited service
in the public employees' retirement system for noncertificated employees of school
districts, regional educational attendance areas, and state boarding schools; and

providing for an effective date."

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

*Section 1. As 39.35.160 is amended by adding a new subsection to read:

(c) Beginning July 1, 1998, a noncertificated employee of a state boarding
school or of a school district or regional educational attendance area shall pay a
contribution surcharge. The amount of the surcharge is the difference between the
amount the employer would have had to contribute under AS 39.35.250 - 39.35.290
for the employee when treating the employee’s credited service as service earned under
AS 39.35.300(c) or 39.35.310(c) less the amount the employer would have had to
contribute under AS 39.35.250 - 39.35.290 without treating the employee’s credited
service as service earned under AS 39.35.300(c) or AS 39.35.310(c).

-1- CSHB 323( )
New Text Underlined [DELETED TEXT BRACKETED)
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* Sec. 2. AS 39.35.300 is amended by adding a new subsection to read:

(c) In calculating the credited service of a noncertificated employee of a state
boarding school earned on or after July 1, 1998, the employee’s years of service shall
be determined using the table for service on or after July 1, 1969, set out in the
definition of year of service in AS 14.25.220. A noncertificated employee is entitled
to credit for service performed on a part-time basis as set out in that definition.

* Sec. 3. AS 39.35.310 is amended by adding a new sui section to read:

(c) In calculating the credited service of a noncertificated employee of a school
district or regional educational attendance area earned on or after July 1, 1998, the
employee’s years of service shall be determined using the table for service on or after
Jul™ 1, 1969, set cut in the definition of year of service in AS 14.25.220. A
noncertificated employee is entitled to credit for service performed on a part-time basis
as set out in that definition.

* Sec. 4.This Act takes effect July 1, 199S.

CSHB 323( ) -2-
New Text Underlined [DELETED TEXT BRACKETED]
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COVMTTEE ASSIGNVENTS,

LABOR A COMMERCE COMMITTEE, CHAIRMAN
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JUDICIARY COMMITTEE, MEMBER

CORRECTIONS BUDGET SUBCOMMITTEE, MEMBER
ADMINISTRATION BUDGET SUBCOMMITTEE .MEMBER
HESS BUDGET SUBCOMMITTEE, MEMBER

INTERIM:
716 WESTATH AVENUE, SUITE 640
ANCHORAGE, AK 99501

PHONE. (907)251-8191

FAX:  (007)250*2916

SESSION:

STATE CAPITOL
JUNEAU, AK 90801*1182
PHONE: (907)465*8080

rAX:  (007)465*3040

Representative Norman Rokeberg

April 7, 1998

Mr. Steve Kortie
1128 Jackson Drive
Anchorage, AK 99518

Dear Mr. Kortie:

Thank you for your recent message. |am always pleased to know the views of
my constituents.

HB 323 currently lacks the support of Alaska's school districts. However, as
Chairman of the Labor & Commerce, | have sent a letter to the Anchorage
School District to ask if the ASD coul' support the bill, if the employees had the
option to fund the interim period themselves.

| support the concept that employees should enjoy typical retirement benefits by
increasing their own contributions.

| appreciate you taking the time to contact me. If you would like to speak directly
to a staff person, please feel free to give my office a call at 1*800-773*4968 or e*
mail me at: Representative_Norman_Rokeberg@legis.state.ak.us.

Please keep me advised of your concerns.

I . okeberg


mailto:Representative_Norman_Rokeberg@legis.state.ak.us

ANE, Alaska

Affiliated with tite National Education Association

NEA-Alaska Position Paper

HB 323

NEA-Alaska supports House Bill 323.

NEA-Alaska seeks legislation to cause equitable treatment between teachers and school
employees. After twenty years of service in an Alaska school district a teacher receives
twenty years of credit for purposes of retirement. In contrast a school secretary, ajanitor,
or school bus driver working the same 20 years receives only 15 years o f service credit.
For a support employee working a nine month school term it takes 40 years to get 30
years of retirement service credit. It takes the same employee 6.8 years to vest in the

retirement system instead of five.

Legislative changes last year have made it harder for school support staff members to vest
in order to qualify for health insurance at retirement. A newly employed school support
employee working on a nine month contract must work 13.3 years instead o f the 10 year

requirement.

It's not difficult to understand why retirement incentives have not been made available to
school support employees. For a school district to RIP a nine month employee, the
district must pay a twelve month retirement credit and the savings that would accrue are
lost in the purchasing of the extra year. To provide a three year incentive, a school

district would have to purchase four work years.

Meanwhile a support employee has limited opportunities to seek summer employment in
many communities in Alaska. In particularjobs that allow the employee to add to their

PERS time during the summer months are non-existent.

We seek a degree of equity. We realize the importance of the work provided by support
staffwho work shoulder to shoulder with teachers and administrators The pressures
associated with the job are similar for support staff as they are for teachers. Increasing
student enrollment causes increased worked demands on support staff. They work to do
more with less each year. The stress of work is as prevalent with them as with teachers.

In 1997 Alaska schools hired the highest number o f new teachers ever. We do not have
statistics on support staff turn over. Support staff generally represents a more stable work

ANCHORAGE REGIONAL QFFICE « 1840 S. liragaw Street, Suite 103 « Anchorage, Alaska 99508 -é907) 274-0536 « FAX: (907) 274-0551
JUNEAU OFFICE ¢ 114 Second Street « Juneau, Alaska 99801 %07& 586-3090 « FAX: 5907) 586-2744
FAIRBANKS REGIONAL OFFICE * 2118 Cushman Street « Fairbanks, Alaska 99701 « (907) 456-4435 « FAX: (907) 456-21a9



force within schools and communities. But if teacher turn-over statistics are any indicator
of possible support turn-over, we face a developing hiring crisis. Alaska must initiate
efforts now to attract and retain teachers and support staffso that we can maintain

excellent schools for children.

HB 323 is the right step in establishing a degree of equity with other employees and
elected officials of school districts. School board members who participate in PERS
receive a year's credit for attendance and work related to their duties as members o f the
board. Itis only fair to provide the same for school support employees who work more

hours for the school.

School employees have heard others argue that they are treated no differently than
seasonal workers. School support employees are treated different in ways other than
retirement and those listed above. For example, seasonal workers are entitled to
unemployment benefits during non-work time. School support staffare specifical ly
excluded from unemployment benefits during non-work time.

In addition school support employees have seen benefits and hours reduced. In the public
sector, they have become among the lowest paid. They too are required to make ends
meet. The retirement sysiem that school employees currently have punishes those who

can least afford to save for their future.

W e urge the Legislature to pass House Bill 323.
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Labor and Commerce Comm ittee

MEMORANDUM

TO: Representative John Cowdery
Representative Bill Hudson
Representative Joe Ryan
Representative Jerry Sanders
Representative Tom Brice
Representative Gene Kubina

FROM: Representative Norman Rokeberg, Chairman
House Labor & Commerce Committee

DATE: March 7, 1998

SUBJECT: Additional Bill Information -

Attached is information that has come to he House Labor and Commerce Committee since our
committee hearing

Attachments
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2/12/98

To Whom It May Concern:

Please enter into record my testimony to the House Labor and
Commerce Committee concerning HB 323, February 11, 1998.

| support HB 323. for the following reasons:

1. We need equity for ALL school district employees. Certified staff
already receive the full 12 months credit for 9 months of service.
Classified should be treated the same.

2. Unlike other “seasonal” employees, school district employees are
not eligible for unemployment benefits during the summer

months.

3. Elected officials receive 12 months credit. They clearly do NOT
put in as many hours per day that classified employees do, yet
they receive the full credit toward their retirement.

Please, let’s make this equitable.
Thank you for the opportunity to voice our opinions and concerns.

pinrarolw

Cherie Creek

101 Winchester Way
Sitka, AK 99835
907-747-3290
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