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Introduction

Thank you Mr. Chairman and Members of the Committee for this opportunity to submit written testimony regarding Alaska House Concurrent Resolution 27.  By way of background, I am Chief Operating Officer of Conflict Securities Advisory Group, Inc. (CSAG), a Washington, DC-based independent research provider that specializes in identifying and assessing U.S. and foreign publicly traded companies that have business activities in or with Iran, North Korea, Sudan, Syria and Libya.  

To my knowledge, CSAG’s Global Security Risk Monitor (Monitor) online database of public companies with such business ties is the only one of its kind.  Our clients include the U.S. Securities and Exchange Commission (SEC), the Department of Defense and the Department of State as well as dozens of asset management firms, mutual fund providers and universities.  CSAG also provides products and services to prominent public pension systems including the New York City Employees Retirement Systems, the Missouri State Employees Retirement System and the Office of Arizona State Treasurer David Petersen.
Over the past year, investors and state legislatures have increasingly sought to restrict investment in companies with business ties to Sudan and/or other terrorist-sponsoring states.  As a for-profit, impartial research firm, CSAG neither supports nor opposes HCR 27.  Likewise, our firm, as a matter of corporate policy, does not take a position on how our data should be used by clients.  

Rather, CSAG seeks to provide impartial information that allows investors and their asset managers to conduct expanded due diligence in the area of global security risk.
  Recently, CSAG’s research has also been employed by asset management firms to comply with new investment restrictions and by some firms that are offering “Terror-free” or “Sudan-free” products (i.e., mutual funds, indices or similar investment options that screen-out companies with business ties to Sudan or other terrorist-sponsoring states).

I have submitted to the Committee a detailed Product Overview that provides additional background on our firm and describes our research methodology and verification processes.  More information on CSAG as well as a “Free Trial” of our database can be found at www.conflictsecurities.com. 

Testimony Content

CSAG believes that its extensive experience in helping pension systems and asset management firms comply with legislative requirements, investment mandates and corporate governance initiatives will assist the Committee in its deliberations with respect to HCR 27.  At the request of the Committee, I am pleased to offer testimony that will:

1. Address the issue of whether data is available that would allow the Alaska Permanent Fund (APF) and Alaska State Pension Investment Board (ASPIB) to comply with HCR 27;

2. Provide a cost estimate for implementation; and

3. Address the issue of “divestment costs” associated with liquidating the stock of companies with ties to Iran or North Korea. 

Before continuing, I should note that CSAG’s experiences in this field have produced results that differ from those foreshadowed by Ms. Achee during her testimony of February 23.  I hope that Ms. Achee, the Committee and the Alaska Permanent Fund will accept my apology if any of these differences were a result of my inability to articulate properly the capabilities of our firm and CSAG’s pricing models during my call with her of Wednesday, February 21.  

List of Companies

In the event that APF and ASPIB are required to screen out companies with business activities in Iran or North Korea, the question has been raised as to how the Funds could identify the relevant companies.  

I respectfully disagree with APF’s suggestion that the Federal Government via the SEC -- rather than private research firms -- should be looked to as a source to identify and publish a list of companies that have business ties to terrorist-sponsoring states.  Both the SEC and the Treasury Department -- in public statements and in letters to public pension systems -- have made clear that the government cannot, and will not, provide a list of companies that do business in terrorist-sponsoring states.  There are several reasons why the government has been firm on this matter.

Legality of Operations

The USG can (and does) provide investors with a “do not buy” list of companies that have engaged in illegal terrorism-related or sanctions-violating activity.  The vast majority of companies with ties to Iran, North Korea and other terrorist-sponsoring states, however, maintain such operations legally (i.e., these companies are not in violation of U.S. sanctions and are not directly supporting terrorism).   The USG has made clear that it will not provide a list of companies that legally do business in terrorist-sponsoring states.

This is likely why U.S. Treasury Spokesman Taylor Griffen, in response to pension system requests for a government-identified list of these companies, stated in an Associated Press article dated July 8, 2003: “[Divesting from companies with ties to terrorist-sponsoring states is] not a question of regulation, but of policy, and we would leave that for the states to decide.”  (See Attachment 1.)  

Global Security Risk

While pension systems can legally invest in these companies, such investments can still introduce risk to the investor.  In that connection, it is the job of the federal government to ensure that companies disclose via public filings all activities that could negatively affect share value.  

It is not the responsibility of the federal government, however, to provide a list of companies that could be risky investments.  SEC Deputy Director Shelley Parratt said as much in a letter to Nick Maiale, Chairman of the Pennsylvania State Employee’s Retirement System (PSERS) dated July 28, 2004 (see Attachment 2):

“It would be inappropriate for [the SEC] to publish a list of companies whose securities might be deemed to involve terrorism-related investment risk without publishing corresponding lists for every other possible type of investment risk.”

Values-Based Investing

Interestingly, HCR 27 speaks to neither the legality of these investments nor the risk factors they involve.  Rather, it reflects the view of a growing number of individual investors and public pension systems that a company’s willing to do business in terrorist sponsoring states runs counter to their personal values or beliefs, or those of their constituencies.  This is commonly referred to as “values-based investing.”  For example, investors routinely avoid investing in companies that promote tobacco, gambling, firearms or alcohol – not because it is illegal or risky to invest in such companies, but because the investor is seeking to align their personal values with their financial goals.

This “values-based investing” issue lies at the heart of HCR 27.  Apparently, some state legislators believe that Alaskans simply do not want to invest in companies with business ties to Iran or North Korea.

It is important to note that this position is perfectly within the rights of the investor or, in this case, the state of Alaska.  In no case, however, will the USG tell an investor whether or not to establish such “values-based” investment restrictions or provide a list of such companies.  In fact, Ms. Parratt goes on to say in the aforementioned letter: “It would also be inappropriate for [the SEC] to engage in any activity that might be construed as providing investment advice.” 

As Mr. Griffen and Ms. Parratt make clear, it is not possible for the government to provide a list of companies that have legal ties to terrorist-sponsoring states.  The USG is likewise restricted from providing a list of companies that may be exposed to global security risk.  This might help explain why the SEC looks, in large part, to CSAG to make these identifications through a subscription to our Monitor product.

Availability of “Divestment Lists”

Finally, the APF has correctly pointed out that companies such as CSAG do not promote the use of their data as a “divestment list.”  This is due to the fact that our database is designed to be a comprehensive research tool that includes information on a variety of corporate ties to Iran and North Korea.  Whether the specific business activities of companies in terrorist-sponsoring states meet Alaska’s threshold for disinvestment should be up to the State and its Funds to determine, not CSAG or the federal government. 

Accordingly, subscribers are welcome to interpret CSAG’s data in any way they deem indicated – including to develop screens or implement a divestment policy.  

Cost of Data

Naturally, there would be modest costs involved should APF and ASPIB decide to identify or screen out companies that do business in Iran and North Korea.  

· A standard subscription to CSAG’s full Monitor database and research is $15,000 per year.  This option is widely used by clients who wish to access our comprehensive data on the activities of publicly traded companies in Iran, North Korea, Sudan, Syria and Libya. 

· If the Committee (or APF and ASPIB) wanted to determine how many APF and ASPIB holdings would be affected by the HCR 27 restrictions, CSAG could provide a “Certification Report,” including sample company profiles, for $3,500.  

HCR 27 Implementation

In the event that APF and ASPIB establish investment restrictions on companies with business ties to Iran and/or North Korea, implementation could be approached in several ways.  For example, the Funds could allow their asset managers to comply independently with state law by purchasing their choice of research products – which is the process being employed by Illinois.  

Based on our understanding of the concerns raised by APF and ASPIB regarding how an Iran and North Korea screen would be configured, CSAG believes a more “top-down” approach of the type described below might yield a higher level of uniformity in the data used by asset managers.  

Specifically, CSAG could work with APF and ASPIB to configure a custom screen for Iran- and North Korea-linked companies that would involve the formulation and maintenance of a “do not buy” list based on CSAG’s research.  This single, statewide list would then be available to asset managers for the consistent application of state law.  For example: 

· The Funds would review CSAG’s data and establish a “do not buy” list of companies that meets Alaska’s specifications. (Please note that such a list could exclude companies that, for example, only have humanitarian ties to these countries.)

· Determine an agreed, discounted price point for CSAG to provide the Alaska custom screen to all APF and ASPIB asset managers, including regular updates of the list.

· Managers that are already subscribers to CSAG’s Monitor product would be able to employ the Alaska screen at no cost.

· The Alaska Funds would have access to the custom screen at no cost to assist the process of overseeing their managers. 

While I cannot provide a firm price point for such a custom screen at this time, I am confident that CSAG would be able to execute this proposed process for substantially less than the APF-estimated price-tag of between $207,000 and $585,000 annually.  

Specifically, I would estimate that CSAG’s custom screen proposal for Alaska would be priced between $2,000-$3,000 annually, per manager.  The exact price point would depend on the number of asset management firms that would require ongoing access to the custom screen.  

Accordingly, I would anticipate the entire set of deliverables described in this implementation scenario to cost Alaska’s asset managers cumulatively less than $100,000 per year.  In the event that Alaska’s asset managers were required to implement a screen, the cost estimates I have provided would likely represent less than one quarter of one percent of the APF’s FY06 budget for asset managers (i.e., based on APF’s estimates, asset managers will collectively receive $46.6 million from Alaska in 2006, while requiring a budget of less than $100,000 to comply with HCR 27).
Finally, the APF stated in its testimony that the costs associated with this type of screen will be passed back from the asset manager to the pension funds.  Again, this has not been our experience.  For example, in the case of Sudan divestment legislation in Oregon and Illinois, it was stipulated that the costs of setting up screens were to be borne by the asset manager.  In working with Illinois asset managers, I have received no indication that these firms planned to charge their pension system clients for minor expenses incurred in establishing a Sudan screen.

The Performance Costs of Divestment

On Sunday, February 19, the New York Times ran an article on the Illinois divestment legislation (see Attachment 3).  Despite the fact that the legislation affects some 10 public pension systems with more than $120 billion in assets under management – as well as over 150 asset managers ranging in size from small, local firms to some of the biggest names in the business – the Times article made no mention of any financial losses incurred by Illinois pension systems as a result of this policy.

Practical experience also casts doubt with respect to anticipated losses stemming from divestment of a relatively small number of companies.  Specifically, CSAG’s data is licensed by The Roosevelt Investment Group (Roosevelt), a New York-based asset management firm.  Roosevelt uses CSAG’s database to exclude from of its Bull Moose Growth Fund all companies identified by CSAG as having business ties to any terrorist-sponsoring states.  Not only has Roosevelt been able to avoid “divestment losses” since employing its screen, but it has outperformed the S&P 500 by a substantial margin.

Oregon likewise does not expect to lose money in employing a Sudan screen for its public funds.  According to a recent Socialfunds.com article (see Attachment 4), 

“Oregon law goes a step further than Illinois law, requiring institutional investors' asset managers to prevent negative financial impacts on the portfolio when divesting. ‘What I'm hearing from [asset management firms], though, is that this is not very difficult --they've been able to reposition their portfolios without a lot of adverse impact,’ Ms. Ivy [of Institutional Shareholder Services] concluded.”
Naturally, there may be performance or transitional losses associated with disinvestments from companies with business activities in Iran or North Korea.  However, practical experiences in Illinois, Oregon and elsewhere suggest that it is highly unlikely that Alaska would lose between $19 and $39 million – as predicted in APF’s testimony – were they to implement this type of screen. 

Conclusion

In closing, I would note that Alaska is not alone in considering this issue.  In addition to three states that have already enacted legislation that establishes investment restrictions on companies with business activities in Sudan, published reports indicate that as many as five states are expected to introduce divestment legislation this spring targeting companies that do business in any terrorist-sponsoring state.   

Should Alaska choose to restrict APF and ASPIB from investing in companies with ties to Iran and North Korea, it is my view that CSAG could help the Funds develop and implement such a screen on a cost-effective and relatively non-disruptive basis.  

I would be pleased to discuss this matter further with the Committee and/or Alaska’s Funds.  Also, I would recommend that the Committee look to the following experts and public officials for additional information on those matters raised in my testimony:

1. New York City Comptroller William Thompson:  Comptroller Thompson can be reached via Pat Doherty, 212-669-2651 or pdohert@comptroller.nyc.gov. 
2. Missouri Treasurer Sarah Steelman: Treasurer Steelman can be reached through Mark Mathers (see below).

3. Nell Minow: Expert on Corporate Governance and President of The Corporate Library, nminow@thecorporatelibrary.com.

4. Mark Mathers: Director of Investments for the State of Missouri and Board Member for the Missouri Investment Trust, 573-751-8530 or Mark.Mathers@treasurer.mo.gov.  
5. Steven Schoenfeld**: Chief Investment Strategist for Quantitative Investments for Northern Trust, (212) 339-7102 or ss146@ntrs.com.

6. Tony Malaj: Chief of Staff for Arizona Treasurer David Petersen, 602-604-7809 or tonym@treasury.state.az.us. 

** As noted in the attached New York Times article, Mr. Schoenfeld is responsible for implementing six “Sudan-Free” indices for Northern Trust that already have over $8 billion in assets under management – mainly from Illinois pension systems that are required to divest from companies operating in Sudan.  CSAG has spoken with Mr. Schoenfeld and received no indication that Northern Trust’s “Sudan-Free” indices are experiencing sub-standard performance.

Mr. Schoenfeld is one of the country’s leading thinkers on indexed funds and should be able to shed additional light on whether divestment and/or the development of “Iran- and North Korea-Free” indices would have the negative financial impact predicted by the APF in its testimony.

� CSAG was established following a determination by the SEC in May 2001 that corporate ties to U.S.-sanctioned countries, including U.S. State Department-designated terrorist-sponsoring states, can be material to investors.  This new risk category was termed “global security risk,” or the risk to a company’s share value and corporate reputation stemming from its business activities in or with terrorist-sponsoring states.  The majority of CSAG’s clients use the data to identify portfolio companies that may be exposed to global security risk and to help assess such risks.
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