HOUSE FI NANCE COWM TTEE
January 22, 2004
2:26 PM
TAPE HFC 04 - 11, Side A

CALL TO ORDER

Co-Chair WIllians called the House Finance Comm ttee neeting
to order at 2:26 P.M

VEMBERS PRESENT

Representative John Harris, Co-Chair
Representative Bill WIIlians, Co-Chair
Representative Kevin Meyer, Vice-Chair
Representative M ke Chenaul t
Representative Eric Croft
Representative Hugh Fate
Representative Richard Foster
Representati ve M ke Hawker
Representati ve Reggi e Joul e
Representative Carl Moses
Representative Bill Stoltze

MEMBERS ABSENT

None
ALSO PRESENT

Mel anie MIlhorn, Director, Dvision of Retirenent and
Benefits, Departnent of Admi nistration; Ansel m Staack,

Chief Financial Oficer, Departnment of Adm nistration; Ray
Mat i ashowski, Deputy Conmm ssioner, Departnent of

Adm ni stration

PRESENT VI A TELECONFERENCE

Robert Reynol ds, Actuarial Consultant, Mercer

GENERAL SUBJECT(S) :

The followi ng overview was taken in log note format. Tapes
and handouts wll be on file wth the House Finance
Conmittee through the 23rd Legislative Session, contact 465-
2156. After the 23rd Legislative Session they wll be
avail abl e through the Legislative Library at 465-3808.

OVERVI EW | ncreased Costs of PERS AND TRS
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LOG | SPEAKER DI SCUSSI ON
TAPE HFC 04 - 11
SIDE A
000 |Co-Chair Harris Convened the House Finance Conmttee
neeting at 2:26 p. m
I ncreased Costs of PERS and TRS
103 | MELANI E M LLHORN, Introduced the other speakers including
DI RECTOR, RETI REMENT | M. Reynol ds, an actuarial consultant for
and BENEFI TS, Mercer. Explained that an actuarial does
DEPARTMENT OF proj ecti ons based on cost.
ADM NI STRATI ON

205 | ROBERT REYNOLDS, Clarified that an actuari al is an
ACTUARI AL econom ¢ forecaster in specific
CONSULTANT, MERCER Ci rcunst ances.

407 |[Ms. M Il horn Referred to “Public Enployees’ Retirenent
Syst em Teachers’ Ret i r ement Syst enf
publication (copy on file.) Explained
that the discussion would cover the
funding status and the two primary
factors driving it: the increase in
health costs and the |oss of investnent
earni ngs. Di scussion would al so center on
FY 01 through FY 05 Enployer Rates, and
Enpl oyer Contribution Rates from FY 98
through FY 04. A subconmmttee has been
formed to address possible tier redesign:
Tier 1V for PERS and Tier Il for TRS.

0548 |Ms. M1 horn Referred to the 8-page Wite Paper (copy
on file) sumrarizing mmjor concerns.
Explained that both PERS and TRS are
defi ned benefit plans for the State.

656 |Ms. M I I horn Referred to equation on “Background,”
page 2.

750 | Co-Chair Harris Asked the percentage of admnistrative
expenses.

804 |Ms. MIIhorn Replied that adm ni strative expenses
appear on page 2 of 8.

4059 [Co-Chair Harris Asked if there is a maxinum that can be
spent on administrative costs. Ms.
MIllhorn replied no. Al askais currently
at 1.2% for PERS and 0.8%for TRS

830 |Representative Croft |Asked if those figures are close to the
nati onal average.

842 |Ms. M Il horn O fered to research the guestion.

911 |Ms. MIIhorn Referred to page 3 and explained “over
tinme” i's defi ned as a 25-year

anortization schedule for PERS and TRS
whi ch by statute can go up to 40 years.

The FY 05 Enployer Rates are the result
of the nobst recent evaluation for PERS
and TRS on June 30, 2002. The Enpl oyer
Rate setting is two years ahead based on
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eval uation reporting due to the budgeting
process. This is standard for nost public
pensi on pl ans.

1003 | Representative Croft

Noted that there have been dranmatic
changes in the stock market since 2002
and asked the effect of the Enpl oyer Rate
being only as current as June 2002.

1018 | Ms. M 11| horn

Responded that the June 30, 2003 rate is
expected in March 2004 to set rates for
FY 06. The specific tinme period |ags two
years. Agreed with Representative Croft
that there is “snoothing,” and said that
M. Reynolds could address the actuari al
assunpti on.

1148 | ANSELM STAACK,

CHI EF FI NANCI AL
OFFI CER, DEPARTMENT
OF ADM NI STRATI ON

Expl ained that for FY 03, the anount of
earnings was 3.7% for the entire fund,
conpared to the actuarial assuned rate of
8. 25%

1321 | Representative Croft

Referred to page 1, Defined Benefits,
that describes an early cash-out with the
enpl oyee receiving only enpl oyee
contri butions and fixed i nterest.
bserved that enployee early cash-outs
| eave a |l ot of nbney in the system

1407 | M. Staack

Responded that the only way to get an
actuarial gain fromearly cash-outs is if
the nenber doesn’'t take his benefit.
Explained that if a mnenber cashes out
their account early and takes the
enpl oyee contributions and 4.5% i nterest
earnings by statute, it is only 20-30% of
the actual value of their benefit.

1507 | Representative Croft

Asserted that it would be in the fund' s
interest, not the individual’s, though
not nmany people cash out early.

1528 | M. Reynol ds

Explained that if a nenber |eaves before
vesti ng, he forfeits t he enpl oyer
contributions made on his behalf during
that tinme period; therefore, the fund
beconmes nore solvent if people |eave
bef ore becom ng vested. Assunptions are
made when doi ng val uati ons about the rate
at which people | eave, but for the system
to beconme nore sol vent, people would need
to leave at a greater rate than is
currently assumed. In TRS, t he
assunption is that 10% will |eave during
the first year.

M. Reynol ds pointed out t hat t he
majority of the systens liabilities are
not attributable to unvested nmenbers, but
rather to retired nenbers, surviving
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spouses, term nated nmenbers who are
al ready vested, and active nenbers who
are already vested. He said that even if
al | non- vest ed liabilities wer e
elimnated, the systens still wouldn’t be
100% funded because non-vested nenbers
represent a snmall portion.

1712

Representati ve Croft

Asked what would happen if a vested
nmenber cashed out his contributions.

1727

M. Staack

Replied that the vested nenber would
receive only the contributions and the
earni ngs on those contributions; the fund
retains the rest. M. Staack stated that
cashing out happens nore often than one
m ght t hi nk.

1834

Representative Croft

Asked if there has ever been an incentive
encouragi ng nenbers to cash out before
becom ng vest ed.

1901

M. Reynol ds

Replied that there has not, and added
that there would be legal constraints

In single enployer corporate plans, for
exanpl e, the enployer can’t discrimnate
or take an action in order to prevent an
enpl oyee from becom ng vest ed.

1947

Representative Croft

Commented that another way to nake the
fund solvent would be to create a bigger
pool of peopl e.

2010

Ms. MIIhorn

Expl ained that the fund |ooks at a 25-
year peri od, Wi th st ock mar ket
performance playing a large role. The
objective over tinme is to regain the
funding status at the targeted rate.

2114

Ms. MIIhorn

Not ed that the next valuation report wll
be conpleted by the end of March 2004

The PERS, TRS, and Al aska State Pension
I nvestment Board will discuss the results
of the valuation report of June 30, 2003
and adopt the actuari al assunpti ons
underlying the Enployer Rates. In April

2004, PERS and TRS will neet separately
to determne the Enployer Rates for FY
06.

2215

Ms. MIIhorn

Referred to page 4, “System Funding
Goal s,” and di scussed the four points.

2325

Vi ce- Chair Meyer

Asked how Al aska conpares to other state
pension systenms and targeted funding
rati os.

2402

M. Reynol ds

Responded that it is difficult to conpare
PERS and TRS with other systens because
PERS and TRS fund to a much higher
tar get, including pre-funding retiree
medi cal benefits whereas nost systens
treat nedical benefits as a pay-as-you-go
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expense. The funding ratios of Al aska
conpare well with other states, as
nei t her the hi ghest nor the | owest.

2500 | Representative Asked M. Reynolds the risks of setting a
Hawker funding ratio of less than 100% with a
covered enployee base that is stable or

declining over tine.

2557 | M. Reynol ds Explained that wth a less than 100%
funding target over a 25-year nedian
period, the funding of the systens woul d
pass beyond the current workforce to a
future generation. Wth a declining
wor kforce, the state would accept the
risk of not being able to ever fully fund
t he systens.

2812 |Ms. M| horn Referred to page 5, “Data, Assunptions

and Methods” and pointed out that al
reports are available online with the
Division of Retirenent & Benefits.
The current issues challenging the
syst ens are t he financi al mar ket
performance and the rising cost of
nedi cal care, page 6.

2930 | Ms. M I I horn Referred to pages 6-7, Enployer Rates in
FY 04 and FY 05 and reviewed the average
enpl oyer contribution rate.

3129 | Representative Croft |[Asked if it is a unified pool with every
enpl oyer having a different rate.

3141 |Ms. M Il horn Responded that is correct.

3150 | Representative Croft |Asked about the advantage and legality of
pool i ng.

3221 | M. Reynol ds Replied that in the TRS system each
enpl oyer shares in the experience of the
whol e system By not pooling the enpl oyer
rates, the enployer assunes the liability
for granted past service.

3327 | Representative Asked if there was a change in nethods or

Hawker actuarial assunptions between FY 04 and
FY 05.

3423 | M. Reynol ds Responded that the primary drivers for
the change in the rates for PERS and TRS
were the investnment performance and the
increases in healthcare costs. These |ed
to revising sone assunptions and net hods.

3634 | M. Reynol ds Continued, that it takes several years to
recognize a trend and draw concl usions,
and it’s normal for investnment experience
to be down in any one year.

3736 | Representative Asked if M. Reynolds could offer any

Stoltze

cautionary advice on the retirenent
| egi sl ati on.
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3758

RAY NMATI ASHOWSKI
DEPUTY COWM SSI ONER
DEPARTMENT OF

ADM NI STRATI ON

Stated that the departnment woul d eval uate
bills on a case- by- case basis. He
observed that they are in an “under
fundi ng” status. He anticipated that the
market would return to the pre-1990
rates. Alaska is one of the few states
that pre-funds nedical liabilities.

3950

Representati ve Croft

Asked the result of funding a target of
| ess than 100% for exanple a target of
98%

4012

M. Reynol ds

Responded that the target of 98% would
not have a l|large effect on calculating
the contribution rate. He cauti oned
that, over tinme, 100% should be the
target; he advised to avoid adopting
rates significantly below the cal cul ated
contribution rates for extended periods
of tine.

4209

Representative Croft

Noted that the up market was snoot hed but
now the down nmarket is not, and he
guestioned the result.

4245

M. Reynol ds

Disagreed wth Representative Croft’s
conclusion. He pointed out that there
were three significant down years, where
it made sense not to continue to snooth.
He mai ntai ned that they would snooth down
years in the future. He clarified that
for the FY 05 evaluation based on FY 02,
mar ket results were not snoothed because
it was felt that it was better to
recogni ze what had occurred.

4416

Representative Croft

Noted that big nmarket years were
snoot hed, but that the FY 05 was taken
straight. He questioned what would have
occurred if it were snoot hed.

4526

M. Reynol ds

bserved that the first two years were
good and the next three were extrenely
bad; if they had snoothed, the valuation
woul d have been |ow. The expectation is
that with an absence of poor performance
the rates woul d be higher.

4633

Representative Croft

Referred to snoot hi ng assunpti ons.

TAPE CHANGE HFC 04-
11, SIDE B

4551

Ms. MIIhorn

Spoke to the result of early retirenent
i n educati on.

4521

Vi ce-Chair Meyer

Questioned if the stock market is the
best place to invest.

4452

Ms. MIIhorn

Coul d not respond to the issue.

4432

Vi ce- Chair Meyer

Stressed the difficulty of budgeting for
school districts when funding levels are
unknown.
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4400

Ms. MIIhorn

Spoke to the PERS results and noted that
wi thout the nmedical portion, 143.7% was
funded in FY 04. The PERS is funded at
120. 9% in FY 05 without nedical expenses.
She continued to review the TRS rates
over tinme. For FY 05, Mercer’s
recommendati on was that the enployer rate
be at 35.57% The Board adopted a 16 %
rate. There is not a cap on TRS.

4153

Ms. MIIhorn

For FY 05, TRS is at 68.2% with total
benefits.

4113

Ms. MIIhorn

Revi ewed enployer rates and savings
contained in “Enployer Savings FY 98-FY
04.” The rate was 12.8% in FY 98. There
was al nost $360 million in savings from
FY 96 - FY 05.

3923

Ms. MIIhorn

Revi ewed the estimated change i n enpl oyer
contributions for FY 05 (copy on file.)

3757

Ms. MIIhorn

Di scussed retiree nedical insurance cost
increases. The nonthly premum in 1977
was $34.75. In Decenber 2003, the cost of
the monthly prem um was $720.00. There
has been a large anmount of volatility.
Health costs for PERS are approximtely
30% TRS is approxinately 20%

3631

Ms. MIIhorn

Not ed that the investnment experience is a
maj or factor. The total investnent | oss
was 5.25% in FY 01; FY 03 was a 3.67%
gai n.

3634

Ms. MIIhorn

If the investnent earnings are |ess than
the 8.25% actuarial earning rate, the
pl an’ s targeted f undi ng ratio is
significantly inpacted.

3454

Ms. MIIhorn

Revi ewed the PERS enployer rate change
for the last five years. She observed
that there are a nunber of variabl es that
i mqpact the recomendations (copy on
file.)

3406

Ms. MIIhorn

Revi ewed the TRS enpl oyer rate change for
the last five years. The TRS rate has
been nore stable than has PERS.

3332

M. Reynol ds

In response to a guestion by
Representati ve Croft, M. Reynol ds
expl ai ned that the assunption is that the
premum wll increase at the assuned
rate. The previous years are conpared to
the assuned rate. Adjustnents are only
made if there is a significant deviation.
In FY 02, the decision was made to use
the actual prem um due to the anount of
vari ation.

3133

Representati ve Croft

Concl uded that the rate had settled down
to 10%
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3111

M. Reynol ds

Agreed, but added that recent experience
shows greater t han 10% I ncreases
escalated in the late 1990’s and beyond.
He enphasi zed t he difficulty of
estimating heal t h care costs. The
assunption is that health care wll
increase at a rate of about 12% over the
next three years.

2943

Representati ve
Hawker

(bserved that changes have manifested in
the nost recent evaluation process. He
guestioned where the decision to reflect
changes i s nade.

2855

M. Reynol ds

Expl ai ned t hat actuaries have
prof essi onal standards, but that the TRS
and PERS Boards have the authority to
adopt the recommendati ons. The Board can
nodify the recomendations during two
steps in the process.

2738

Representative
Hawker

Noted that ~contributions nunbers were
stable until the last year. He questioned
i f recommendations were not followed this
past year.

2698

M. Reynol ds

Expl ai ned that cal cul ated rates were not
substantially different from the adopted
rates.

2622

Representative
Hawker

bserved the change nade between FY 01
and FY 02 from6.77 to 24.9.

2533

M. Reynol ds

Clarified that the nedical and investnent
experiences occurred in FY 02.

2455

M. Reynol ds

Reviewed a summary of benefits paid by
PERS, page 13 (copy on file.) The COLA
was collapsed into the service area in
1997. There was $451 million paid out in
PERS benefits. She gave exanples of
payout rati os.

2234

Ms. MIIhorn

Continued to review the PERS chart (copy
on file.) She noted that there was an
early retirenent option (RIP) from 1997 -
1999.

2137

Ms. MIIhorn

(bserved that a newsletter would be sent
to nmenbers to solicit input regarding
tier redesign.

1951

Representati ve
Hawker

Questioned if input would be solicited
from non-state enpl oyees.

1816

Ms. MIIhorn

Stated that they would be open to nore
i nput; however, there is no intent to
actively solicit recommendati ons outside
of the enpl oyee base.

1725

Ms. MIIhorn

Qbserved that there are only 8 of 123
health care pension plans that pre-fund
health care. Many plans only report
liabilities on a one-year plan.
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1554 | Representative Croft | Questioned the effect of not pre-funding.
1528 | M. Reynol ds bserved that the cal cul ated contribution
rate would be reduced from 25% to 10% -
12% if pre-funding of nedical benefit
were elimnated for PERS. The sane effect
woul d occur in TRS. If medical benefits
had not been pre-funded there would be
fewer assets in the system The systemis
where it is today due to the practice of
pre-fundi ng nedi cal benefits in the past.

1315 [ M. Mati ashowski In response to a guestion by
Representative Stoltze, noted that there
have been two commttees forned to | ook
at redesigning the TRS and PERS systens.

1212 |Ms. M I 1 horn Noted that the survey was created to
start a dialog about the variables
i nvolved in redesigning the tiers.

1142 | M. Reynol ds In response to a guestion by
Representative Hawker, observed that
states that do not pre-fund are paying
for nedical expenses as they occur, from
general revenues. These states are not
| ooking very far into the future to
assess their ability to neet t hat
obl i gati on

954 | Representative bserved that the risk is exposure to a

Hawker nore volatile situation.

929 | M. Reynol ds Agr eed, and added that | ar ge- scal e
denogr aphi ¢ changes, such as the retiring
“baby boomer” popul ation, could result in
exposur e.

ADJ OURNVENT The neeting was adj ourned at 3:54 PM
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