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JO NT MEETI NG
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SENATE STATE AFFAI RS COWM TTEE
April 06, 2004
9: 04 AM

TAPES
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CALL TO ORDER

Co-Chair Gary WI ken convened the nmeeting at approxinmately 9:04 AM
PRESENT
Fi nance Comm ttee Menbers

Senator Lyda Green, Co-Chair
Senator Gary W/ ken, Co-Chair
Senat or Con Bunde, Vice Chair
Senator Ben Stevens

Senat or Lyman Hof f man
Senat or Donny O son

Senat or Fred Dyson

State Affairs Commttee Menbers

Senator Gary Stevens, Chair
Senat or John Cowdery
Senat or Bert Stedman
Senat or Lyman Hof f man

Al so Attending: MELANIE MLHORN, Director, D vision of Retirenent
and Benefits, Department of Adm nistration; BOB REYNOLDS, Mercer
Human Consulting; GEORGE SULLIVAN, Chair, PERS Board; ANSLEM
STAACK, Chief Financial Oficer, Division of Retirenment and
Benefits, Departnment of Adm nistration;

Attending via Tel econference: There were no teleconference
partici pants.

SUMVARY | NFORVATI ON
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Actuarial Valuation Report
By Bob Reynol ds, Mercer Human Consul ting

Co-Chair WIken introduced forner Anchorage Mayor and current Chair
of the Public Enployees Retirenent (PERS) Board, George Sullivan

MELANIE M LHORN, Director, D vision of Retirenent and Benefits,
Department of Adm nistration, noted that Mercer Human Consulting
has been advising the Division for approximtely 12 years and she
i ntroduced Bob Reynol ds.

BOB REYNOLDS, Mercer Human Consulting, testified that each year an
actuarial of systens is undertaken, which is an eval uation of the
Public Enployees Retirenent System (PERS) and the Teachers
Retirenment System (TRS) to determ ne the anounts necessary to fund
the prograns. He noted the consulting firmanalyzes the liability
of the systens, but is not involved in investnent of the funds, nor
gi ves advice on the investnent of those funds. He stated the Al aska
State Pension |nvestnent Board wundertakes the investnent
activities.

M. Reynolds informed that the actuarial valuation was presented to
the PERS/ TRS board with information current as of June 30, 2003. He
ref erenced a handout prepared by Mercer Human Resource Consulting
for the March 24, 2004 PERS and TRS Board neeting, titled, "State
of Al aska, Public Enployees’ Retirement System and Teachers
Retirenent System Actuarial Valuations as of June 30, 2003" [copy
on file.]
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[ Fl ow chart showi ng that Provisions, Data and Assets, as of
June 30, 2003, and Assunptions and Methods revised in January
2003 are input into the Actuarial Valuation, which produces
Contribution Rate and Fundi ng Ratio.]

M. Reynolds defined the data and assets as the "hard data", to
whi ch the assunptions and nethods are applied. He qualified that
many unknown factors are involved, including investnent returns,
nortality rates, pay raises, etc., and that the consulting firm
makes estimates based on the information available. He expressed
the intent that the program contains adequate funds for each
menber's benefits during that nmenber's working lifetine.

M. Reynolds stated that the funding ratio is a neasure of the

assets conpared to the liabilities of the system The intent is
that the funding ration is 100 percent, i.e. the exact anount of
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assets in the systemnecessary to pay the benefits the nenbership
has earned. The funding ratio is used to calculate the actuari al
contribution rate.

M. Reynolds defined the actuarial contribution rate as the rate
necessary to pay into the systemto arrive at a funding ration of
100 percent after a 25-year period. He listed two conponents of the
contribution rate, one being the rate intended to pay the benefits
that menbers are currently earning. This is referred to as the
normal cost rate. The second conponent is the past service cost,
which is related to the funding ratio. If at any tine the program
is not 100 percent funded, the unfunded liability is anortized with
the intent to pay off in 25 years, simlar to a nortgage.

M . Reynol ds summarized the cost of benefits currently earned and
catch up rate, which is the anortization of the unfunded liability.

Page 3
PERS Key Results

Average Contri bution Rate:

FY 05 24.91%

FY 06 25. 63%
Board Adopted Rate:

FY 05 11. 77%

FY 06 TBD

Fundi ng Rati o:
Non- Medi cal Benefits
June 30, 2002 120.9%
June 30, 2003 121.4%
Total Benefits
June 30, 2002 75. 2%
June 30, 2003 72. 8%

M. Reynolds stated that at June 30 2002, assets were approxi mately
three-quarters of the liability of the system The PERS and TRS
systens provide both retirenent and nedi cal benefits, although many
state systens do not pre-fund for nedical benefits; Al aska' s system
is one of only eight that do, while approximtely 100 systens do
not. Al aska's systens are pre-funded actuarially.

Senat or Dyson asked the definition of average contribution rate.

M. Reynolds answered this is the percentage of payroll of the
system nmenbership for 25 years.

Senator Dyson clarified this is 25 percent of each enployee's
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paycheck.

M. Reynolds affirned this is necessary to fund the system at 100
percent .

Senat or Dyson asked if this anmount is paid entirely by the enpl oyee
or whether the enployer contributes a portion.

M . Reynol ds responded this pertains to the enployer contribution
as the enployee contribution is already taken into account.

Senator Bunde clarified that the Board had adopted an 11.77 percent
increase to the enployer contribution, although actuaries
reconmended 24.91 percent.

GEORGE SULLI VAN, Chair, PERS Board, replied that the PERS Board is
only authorized to adopt a five percent increase each year. The TRS
Board has no imtation in the anount of authorized increases.

M. Reynolds furthered that the Board increased the contribution a
full five percent, although the anmount remains bel ow the actuari al
rate.

Co-Chair Geen clarified that the five percent limtation is
specified in regulation not in statute. She asked the reason of the
limtation.

Ms. MIhorn affirmed the five percent restriction is contained in
regul ati on. She was unsure the reason for the limtation, which
only applies to PERS contributions. The Board adopts regul ations
for both the PERS and TRS syst ens.

M. Sullivan was new to the Board and requested the Board di scuss
this matter at its neeting later in the week.

Co-Chair Geen wanted clarification that the limtation is a
regul atory requirenent.

Senator Bunde noted the |limtation does not apply to TRS nenbers
and that TRS contributions could be increased to any anount.

Page 4
TRS - Key Results

Total Contribution Rate:
FY 05 35.57%
FY 06 38. 85%
Board Adopted Rate:
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FY 05 16%
FY 06 TBD

Fundi ng Rati o:
Non- Medi cal Benefits:
June 30, 2002 93.2%
June 30, 2003 89.5%
Total Benefits:
June 30, 2002 68.2%
June 30, 2003 64.3%

M. Reynol ds outlined this page.

M. Reynol ds noted the Board considers this information plus other
factors to determne the actual rate.

Page 5

Fundi ng Ratio History

[ Bar Graph showi ng the percentages for PERS and TRS for the
years 1979 through 2003.]

M. Reynolds indicated this graph provides a conparison of the two
systens. In many years, the funding has been bel ow 100 percent. The
last two years has had a significant decline for two primry
reasons. One is a market correction as the result of "soft" market
performance for two years that has decreased the value of
investnments. Also, the cost of nedical care is in significant
excess of the anticipated costs.

Senat or Bunde understood the intent that years in which the system
was funded nore than 100 percent would "average out" the years in
whi ch funding was | ess than 100 percent. However, the system has
been fully funded only eight of the previous 25 years.

Page 11

Mont hly Bl ended Prem um per Retiree for Health Coverage

[ G aph showi ng conparison of the actual prem um anmount to the
assunmed prem um for the years 1995 through 2004.]

M. Reynol ds expl ained this graph shows the history of the costs of
nmedi cal care provided by the system since 1995. The net hodol ogy of
actuarially attenpts to mtigate a portion of the volatility. He
noted the anount of volatility of the annual cost of nedical care
over tinme. It has been difficult to therefore calculate liability.

M. Reynolds pointed out that during the mddle 1990s, the costs of

nmedi cal care appeared to be "under control". However, the trend
appeared to reverse itself with an escal ati ng cost of medical care.
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In the years 2001 and 2002 actuaries have "fallen behind" in
predicting accurate liability. After three years, it has been
determined this is nore than sinple routine volatility, and the
consultants and the Board decided to adjust to the abnornal
increases. This is one factor contributing to the funding ratio.

Page 14

Heal t h Cost Trend Assunption

[ Bar Graph showi ng the percentage of the rates, as revised in
2003, would vary in the years FY 03 through FY 18.]

M. Reynol ds explained this graph shows the current expectation of
costs into the future. Its expected that nedical costs would
increase in "double digits" over the next several years, at
approximately 12 percent per year for FY 04 and FY 05, then
gradually decline over tinme at about one-half percent per year
Inflation is calculated to be 3.5 percent, which is higher than the
current inflation rate. It is anticipated that nedical care costs
woul d "settle into" a rate higher than inflation, which has been
t he trend.

Page 26

Mar ket Return versus Actuarial Return on Assets

[Gaph listing the percentages of: Mrket Return, Actuari al
Return PERS, and Actuarial Return TRS, for the fiscal years
endi ng 1995 t hrough 2003.]

M. Reynol ds pointed out that investnment performance in the mddle
and | ate 1990s was very good, then poor in the years 2002 and 2003.
One assunption was that investnments would earn 8.25 percent per
year. However, the earnings were negative eight percent for the
past three years. This translated to a 33 percent |oss to the cost
to the system

Page 23
PERS Reconciliation of Average Contribution Rate for Fiscal
Year 2006
[ Bar graph listing the foll ow ng:
Contribution rate FY 05 24.91%
El i m nati on of 102% 0. 90%
Resetting assuned nedi ca
Prem um 0. 00%
Heal th cost trend 0. 00%
System benefit changes
(1 ncl udi ng PRPA) 0. 00%
Sal ary increases -0.19%
Contri bution shortfall 1.10%
Denogr aphi ¢ experi ence 0. 40%
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| nvest nent experience 0. 31%
Contribution rate FY 06 25. 63%

M. Reynolds inforned this exercise is undertaken each year.
M. Reynolds noted the contribution shortfall of 1.1 percent of the

24.91 percent originally calculated as the anobunt necessary to
contribute to the system Shortfalls result in future liabilities

Page 24
[ Bar graph indicating the foll ow ng:
Contribution rate FY 05 35.57%
Resetti ng assuned nedi cal
Prem um 0. 00%
Heal th cost trend 0. 00%
System benefit changes
(1 ncl udi ng PRPA) 0. 00%
Sal ary increases 0.10%
Contri bution shortfall 1.40%
Denogr aphi ¢ experi ence 1.35%
| nvest nent experience 0.43%
Contribution rate FY 06 38. 85%

M . Reynol ds overvi ewed this graph.

Senat or Bunde noted that shortfalls are anortized over 25 years. He
asked if the significant shortfalls of the last two years would
remai n apparent over 25 years.

M. Reynolds replied that the information presented so far, is an
eval uation of the situation as of June 30, 2003, and that he woul d
begin to address the projection of the systemin the future.

Page 28
Projections at Cal cul ated Rate - Key Assunptions
e Three active popul ati ons scenari os:
= 0%growh
= 1% growh
= 2% grow h
* New entrants brought in to replace nenbers assuned to
die, termnate, retire, or becone disabled
* New entrant profiles based on average new entrant
profiles fromthe prior 3 years
e Future liabilities and asset returns are cal cul ated at
8. 25% except
0 17%investment return for FY 04

e Actuarially calculated contribution rate is adopted
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each year, beginning in FY 06, but rate cannot
i ncrease by nore than 5% per year for PERS.

M . Reynol ds defined growth as nenbershi p.

M. Reynolds noted the 17 percent investnent return for FY 04
reflects the actual rate of return and have exceeded assunpti ons.

Senator Hoffrman asked if the 8.25 percent return on assets
calculation is realistic over the long term

M. Reynolds answered yes based on analysis of capital market
returns and the asset allocation. He told of an investnent-
consulting group that assisted in making this calculation. The
State Pension Investnent Board undertakes a simlar cal cul ation of
expected returns, although those calculations utilize a shorter
timefrane of five years. The projections presented at this hearing
extend 30 to 40 years into the future to determ ne an average over
a long period of tine.

Page 33
PERS Projections at Cal cul ated Rate - Cbservations

e Calculated rates increase under all popul ation scenari os

e Calculated rates begin to decline towards end of the
projection period under the 1% and 2% scenari os

e Over the past 9 years, the average annual popul ation
i ncrease for the PERS has been 1.1%

e Calculated rates increase to above 30% under the 1%
popul ati on increase scenario

» Factors contributing to the projected rate increases are:
o Contributions are |less than the actuarially
calculated rate for the first 5 years of the
proj ection
o0 New entrants enter the System at |ower pay |evels
than the exiting nenbers they are replacing,
generating losses and diluting the pay-off of
unfunded liabilities

e Funding ratios are at |east 96% by the end of the 25-year
period, under all 3 popul ation scenari os

M. Reynolds qualified that the calculated 1.1 percent growth is an
estimate and the actual rate i s unknown.

M. Reynol ds explained that contributions into the systemfor new
enpl oyees hired at a | ower pay are less than the contri butions for
current enployees because contributions are calculated as a
percentage of payroll. Contributions therefore decline over tine.
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Senat or Bunde commented that proposals for early retirenment are
mar keted as positive actions because payroll would be |ower;
however, the retirenent benefit costs are not reduced because a
certain |level of contributions nmust be maintained.

M . Reynol ds agreed.

Page 34
TRS Projections at Cal culated Rate - Cbservations
e Calculated rates increase under all popul ation scenari os
e Calculated rates begin to decline towards the end of the
projection period under the 1% and 2% scenari 0os
e Calculated rates increase to 42% even under the 2%
popul ati on increase scenario
» Factors contribution to the projected rate increases are:
o Contributions are |less than the actuarially
calculated rated for the first 2 years of the
proj ection

o After the first 2 years, there is still a 2-year
lag before calculated rates actually enter the
System

o0 New entrants enter the System at |ower pay |evels
than the exiting nenbers they are replacing,
generating losses and diluting the pay-off of
unfunded liabilities

* Funding ratios are at |east 96% by the end of the 25-year
period, under all 3 population scenarios

M. Reynol ds pointed out that the TRS cal cul ated increase is higher
than that for PERS. He stated that the TRS Board does not have sane
constraint in increasing the contribution percentage.

Senat or Dyson questioned the 1.1 percent growh rate cited on page
33, noting the State population is only projected to increase one-
per cent .

M. Reynolds clarified the 1.1 percent figure is rounded fromthe
1.06 estimate projected for the State.

SFC 04 # 71, Side B 09:51 AM

M. Reynol ds added that the growth rate for TRS was approxi mately
0.6 percent, which is actually lower than the PERS grow h rate over
the | ast nine years.
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M. Reynolds continued that the factors that contributed to rate
increases for TRSis simlar to the factors influencing the PERS
rate increases. The funding ratios for the two systens would both
be approximately 96 percent at the end of the 25-year projection
peri od.

Senat or Bunde asked why the funding ratio over the next 25 years
woul d not reach 100 percent.

M. Reynolds replied that contributions into the system are |ess
because new enpl oyees entering the system are earning |ower pay
| evel s than those enpl oyees | eaving the system

M. Sullivan furthered that retired TRS teachers returning to work
under contract are not paying into the TRS system

M. Reynol ds specified this is an influence on what has happened in
the past, and is not included in the cal cul ations.

Page 35

PERS Projections at Cal cul ated Rates

Contri bution Rates

[ Bar graph projecting the Contribution Rate percentage for the
fiscal years 2004 through 2028 for Popul ation Increase 2%
Popul ation Increase 1% and Popul ation Increase 0% ]
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TRS Projections at Cal cul ated Rate

Contri bution Rates

[ Bar graph projecting the Contribution Rate percentage for the
fiscal years 2004 through 2028 for Popul ation Increase 2%
Popul ation I ncrease 1% and Popul ati on I ncrease 0% ]

M. Reynol ds stated these graphs denonstrate the previous point in
detai l .

Page 37

PERS Projections at Cal cul ated Rate

Fundi ng Rati os

[ Bar graph projecting the Funding Rati o percentage on June 30
of the years 2003 through 2028 for Population Increase 0%
Popul ation Increase 1% and Popul ation Increase 2% ]
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TRS Projections at Cal cul ated Rate

Fundi ng Rati os

[ Bar graph projecting the Funding Rati o percentage on June 30
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of the years 2003 through 2028 for Popul ation Increase 0%
Popul ation Increase 1% and Popul ation Increase 2% ]

M . Reynol ds pointed out these graphs indicate the funding ratios
would increase to alnost 100 percent at end of the projection
peri od.

M. Reynolds stressed the "npbst powerful influence" on these
assunptions is the assunption that the boards are adopting the
calculated rate, to the best of their ability, to the naxi num
anount possible. He explained that this assunption assunes that
the actuarial calculated rates are the rates that the boards woul d
be adopting. According to this assunption, the funding ratio
reaches alnost 100 percent at the end of the 25-year period.
However, the rates currently entering the system are not the
actuarial cal cul ated rates.

Page 39
Projections at Current Rate - Key Assunptions
» Three active popul ati on scenari o0s:
= 0%growh
= 1% growh
= 2% grow h
* New entrants brought in to replace nenbers assuned to
die, termnate, retire, or becone disabled
* New entrant profiles based on average new entrant
profiles fromthe prior 3 years
e Future liabilities and asset returns are cal cul ated at
8.25% except:
» 17% investnent return for FY 04
e Adopted contribution rate is maintained at the FY 05
| evel for all future years

M. Reynolds explained the results if current contribution rates
wer e mai ntai ned and not increased.

Page 40
Projections at Current Rate - Cbservations
PERS (bservati ons
e System funding deteriorates under all three population
scenari os
e Actuarially calculated rates escalate wunder al
popul ati on scenari os
e Assuming 1% population growth, actuarially calcul ated
rates increase to nore than 75% while funding ratio
decreases to 20% by the end of the projection period.
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TRS (phservati ons

e System funding deteriorates under all three population
scenari os

e Actuarially calculated rates escalate to 90% or nore,
dependi ng upon the popul ation scenario

e Assuming 1% population growth, actuarially calcul ated
rates increase to nore than 100% while the funding ratio
decreases to 0% by the end of the projection period.

M. Reynol ds outlined this page.

Senat or Bunde asked if the contribution rate were 100 percent,
contributions to the retirenment systemwould be equal to the anmount
of the enployee's sal ary.

Co-Chair WIlken <clarified this wuld occur iif the current
contribution rate were mai nt ai ned.

M. Reynolds conpared this to credit card debt, explaining that if
nont hly paynents were |ess than the interest rate, the debt would
i ncrease over tine.

Page 41

PERS Projections at Current Rate

Contri bution Rates

[ Bar graph estimating the Contribution Rate percentages for
the fiscal years ending 2004 through 2028 for Popul ation
I ncrease 2% Popul ation Increase 1% and Popul ati on | ncrease
0% ]

M. Reynolds noted this graph assunmes that the contribution rate
i ncreases for FY 05 then renmains the sanme for 25 years.

Page 4

TRS Projections at Current Rate

Contri bution Rates

[ Bar graph estimating the Contribution Rate percentages for
the fiscal years ending 2004 through 2028 for Popul ation
I ncrease 2% Popul ation Increase 1% and Popul ati on | ncrease
0% ]

M. Reynolds pointed out the situation is the same for the TRS
system

Page 43

PERS Projections at Current Rate
Fundi ng Rati os
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[ Bar graph estimating the Funding Ratio percentages for the
fiscal years ending 2004 through 2028 for Popul ation Increase
0% Popul ation Increase 1% and Popul ation Increase 2% ]
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TRS Projections at Current Rate

Fundi ng Rati os

[ Bar graph estimating the Funding Ratio percentages for the
fiscal years ending 2004 through 2028 for Popul ation Increase
0% Popul ation Increase 1% and Popul ation Increase 2% ]

M. Reynolds noted that the decline occurs nuch sooner, and with no
funds to pay benefits nonies nust be appropriated from general
revenues.

Page 45
Projections Under Different Economc Scenarios - Key
Assunpti ons

e Al assunptions and nethods are the same as Section
1.5(a) except:

»* Results are shown only under the 1% popul ation
growm h scenario

» The actuarially calculated contribution rate is
adopted in each year, beginning in FY 06

* |nvestnent returns are assuned as foll ows:
[ Tabl e indicating the Total Portfolio |Investnent
Return Under Each Scenario of each of the fisca
years 2004 through 2010 and beyond, show ng the
Base Case, Gowh, and Prolonged Recession
per cent ages. |

M. Reynol ds outlined this page.

M. Reynolds noted this denonstrates prol onged unfunded liability,
"a. k.a. doubl e-di pped".

Page 46

PERS Econom ¢ Scenarios - Projected Contribution Rates
Annual Popul ati on Increase 1%

[ Li ne Graph showi ng the Contribution Rate percentages of the
fiscal years 1004 through 2028 for Prol onged Recession, Base
Case, and Growt h.]

Page 47

TRS Economi c Scenarios - Projected Contribution Rates

Annual Popul ation I ncrease 1%

[Line graph showing the projected Contribution Rate
percentages of the fiscal years 1004 through 2028 for
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Prol onged Recession, Base Case, and G ow h.]
M . Reynol ds expl ained these results for cal cul ated rates.

Page 48

PERS Econom ¢ Scenarios - Projected Funding Ratios

Annual Popul ation Increase 1%

[ Li ne graph showi ng the projected Funding Rati o percentages of
the fiscal years 2003 through 2028 for Prol onged Recession,
Base Case and G ow h. ]
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TRS Econom ¢ Scenarios - Projected Funding Rati os

Annual Popul ati on Increase 1%

[ Li ne graph showi ng the projected Funding Rati o percentages of
the fiscal years 2003 through 2028 for Prol onged Recession,
Base Case and G owt h. ]

M. Reynolds noted this indicates the results for funding rati os.

M. Reynolds infornmed that a prolonged recession would result in
contribution rates significantly higher than current cal cul ations.
This is an optimstic scenario, but would realize nodest benefits.

M. Reynolds stated the results for the TRS Systemare simlar in
that the projections assunme cal culated rates enter the System and
t he Boards adopt the full rate increase.

M. Sullivan commented that at the request of enployers, the five-
percent annual increase limt was adopted to prevent |arge
i ncreases in any one year.

Senat or Bunde noted that in FY 05 the | egislature would appropriate
$41 million to the education foundation funding fornula to address
the TRS deficit. He asked if a simlar deficit should be expected
for the next 25 years.

M. Reynolds clarified the $40 mllion is necessary to account for
the rate increase from 12 to 16 percent. The 16 percent rate is
still 22 percent |less than the 38 percent necessary to fully fund
the system Five times the $40 mllion amount is required to
elimnate the unfunded liability.

Co-Chair Geen stressed the inportance that the five percent limt
is not statutory, but rather a regulation the Board adopted for
itself.

Co-Chair WIken reiterated this was done at the request of

SFC- 04 (14) 04/ 06/ 04



muni ci palities.

Ms. M1l horn explained the process in which the Board nade the
determ nation of the five percent annual limt. She indicated the
matter woul d be brought back before the Board for reconsideration

Co-Chair Green recommended this be done.

Senator Stedman identified two issues: "Were we are today and how
to get out of it", and policy failure. He recommended the 3.5
percent inflation rate nmust be nodified to determne a positive
affect on the under-funding. He furthered that the Board nade
several policy decision, nost of which escal ated the under funding
status. One of those decisions relates to the market |oss and
adjustnents to account for that |oss. He requested future
expl anation of these policy decisions. He indicated | ess concern
with policy decisions relating to liability, as the actuaries could
only provide estimates. The policies relating to managenent of
assets should be examned. The risk levels of the State and
municipalities nmay not be accurately reflected in the actions of
the Board. He intended to review the Board's interactions wth
consul tant actuaries. The conparisons with other states are not
accur ate because nost other states do no pre-fund nedical benefits.
He supported pre-funding nedi cal benefits. The issue of the asset
strategy recommended by the consultant, and that inplenented by the
Board, as well as the levels of risk within those different
strategies is a concern.

M. Reynolds stressed that inflation is only one aspect affecting
actuarial assunptions; other factors include investnent returns,
sal ary increases and nedi cal cost increases. If inflation were |ess
than 3.5 percent, other assunptions would also be reduced by one
percent. Salaries |less than expected and |ower nedical expenses
woul d benefit the systens, but poor investnment returns would
increase the liability of the systens.

Senat or Stedman argued that inflation has historically been 3.1
percent and he predicted that over the next 30 to 40 years,
inflation would average three to 3.1 percent. He noted the cost of
heal t h care shoul d be cal cul ated separately.

M. Reynolds replied that this is considered in the assunptions.
Senat or Stedman commented that if inflation averages 3.5 percent in
the future, the liability of the systens would be greater than

anticipated and the problem would be nore serious than currently
esti mat ed.
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M. Reynol ds responded that 3.5 percent was intended to be the best
estimate at the time of the latest actuarial assunption. The
consulting group formally reviews the assunptions every five years
and results are audited by an independent actuarial firm Wen |ast
preformed and "layered", the expectations arrived at a rate of
return on investnents of approximately 8.6 percent. It is conmon to
factor in conservatives, which was done in this instance and the
resulting rate of return prediction was 8.25 percent. The anobunts
are factored conservatively, partly in the event inflation is |ower
t han anti ci pat ed.

Senat or St edman asked t he percentage of error.

M. Reynolds did not have the information imediately avail abl e,
al t hough the data does exist.

Senator B. Stevens asked how | ong Mercer Human Consul ting has been
the State's advisor.

M. Reynol ds answered 12 years.
Senator B. Stevens asked how the contribution is based.

M. Reynolds replied the fiscal year contribution is based on
cal cul ations of the two previous years.

Senator B. Stevens wanted justification of why the Board chose
reductions from 12.8 percent to six percent. He asked if this was
because the projections indicated the systemwould be fully funded
into the future. He asked why the cal cul ati ons woul d decr ease.

M. Reynol ds explained how projections appear at each point in
time. Projections start with the amount avail able. The contri bution
rate is two parts: the anount required to neet the current need and
t he anobunt necessary to pay debt. At that tine the debt was very
low. The risk factor is borne by the enployer and includes
i nvestnent of assets. The largest contributor to the systemis the
financial market, which is volatile. This is the starting point for
determ ni ng necessary contribution rates.

Senator B. Stevens cited information provided by the Departnent
indicates a projected reduction. He asked if that reduction was
approved at a neeting after the original rate had been approved.

ANSLEM STAACK, Chief Financial Oficer, D vision of Retirenent and
Benefits, Departnent of Admi nistration, testified that the Board
has al ways foll owed the recommendati ons of the actuary in setting
rates. The Board has never taken independent actions in this,
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except in 1997 when adjustnents were nade to offset the first drop
of four percent; however the recommendati on was nade two years
prior.

Senator B. Stevens renarked on the natter that if energency action
could be taken to reduce the contribution rate, is there ability to
take i medi ate action to increase the rate.

M. Staak assuned this could be done if regulation did not prevent
such increases.

Senator B. Stevens asked if any pending |egislation was before the
| egi slature that would enhance the State's ability to manage
pensi ons.

M. Reynol ds responded that this situation is not unique and is due
to national and international factors, investnent returns and cost
of medical care. The funding status of all systens has declined
dramatically over the |last few years. Several other public enpl oyee
retirement systens are attenpting to address the unfunded
liabilities. In sone states, |like Al aska, the invest risk resides
with enployers. Qher prograns are defined as a contribution
program commonly known as a 401k in the private sector, where the
enpl oyee assunes the risks. Sonme states have adopted an enpl oyee
risk method or a hybrid of both.

SFC 04 # 72, Side A 10:39 AM

M. Reynol ds continued that sone states all ow the enpl oyee to nake
a sel ection between prograns. These are policy issues. Many systens
are experiencing these risk challenges for the first time as a
result of poor investnment nmarket returns of the |ast couple of
years. During the 1990s risk was actually a "reward" because
i nvestnment returns were so high.

Senator B. Stevens repeated his question regarding any pending
| egi slation to address this matter.

M. Sullivan replied that HB 329 and HB 321, would significantly
i npact the retirenments systens.

M. Reynolds clarified this |egislation would enhance benefits for
certain nenbers of the system The consulting group has conmented
on these bills and the boards have appointed commttees to explore
t he i ssue and nmake recommendati ons.
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Ms. M Il horn detailed nenberships of the boards and the active
pursuit of this matter to obtain information, performanalysis and
make recomrendations for a tier "redesign". This would include
recruitnent and retention issues as well.

Co-Chair WI ken asked when this report woul d be conpl ete.

Ms. MIhorn replied the report is due to be submtted to the
| egi sl ature in February 2005.

Senator B. Stevens asked for «clarification that the pending
| egi sl ation would have a three-percent inpact across the entire
payroll or just the payrolls that involve those individuals.

M. Staak explained that the provisions of HB 91 would change
benefits to police and fire enployees. It would incur an additional
cost per year of approximately $5 million per year to be paid over
time. HB 329 relates to early retirenent incentives and woul d cost
an estimated $5 billion if every enployee who qualified for the
early retirenent chose to retire.

Co-Chair WIlken interjected these bills would have negative inpacts
to the PERS and TRS syst ens.

Senator B. Stevens furthered the |egislation would affect a certain
enpl oyee base, but would inpact all nenbers of the system

M. Reynolds affirmed that a segnent of the nenbers would be
affected.

Senator Dyson appreciated that the Mirkowski Adm nistration is
making an effort to define clear mssions and goals. He assuned
that the mssion of the benefits and retirenents systemis to be
viable and not encounter these issues in the future. Wen the
matter was brought before the Senate Finance budget subconmttee,
the subcommttee was told, "we only manage the fund and others do
[the] actuarial [assessnents]"” He suggested the functions shoul d be
conbi ned.

Senat or Dyson al so wanted discussion of options to inplenment at
tinmes the systemis under-funded, including which portion of the
risk or burden is incurred by the enpl oyees' direct contribution.
He wanted to know the benefits and Iimtations of this.

Ms. M|l horn assured that the Division is dedicated to finding ways

to ensure the solvency of the System The TRS conmittee is
i nvestigating enpl oyee contributions.
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AT EASE 10:49 AM/ 10:49 AM

Senat or Bunde requested the actuarial information relating to HB
91. He then expressed concern about information released by the
Depart ment of Labor and Workforce Devel opnment indicating that the
majority of the current population is of a "working age", but that
in about ten years, the working age segnent woul d decrease by as
much as 50 percent. This would inpact the PERS/ TRS system He asked
if this has been factored into the consultant's assessnents. He
also asked if the variables could be altered and enploynent
i ncreased.

M. Reynolds replied that the G oup has periodically studied the
retirement patterns of the system nenbership. A |large nunber of
enpl oyees in the PERS/ TRS systemwould likely retire in ten to 15
years. Repl acenent enpl oyees would hired be at |ower pay |evels.
This has been factored into the assessnents.

Senator Bunde surm sed that fewer PERS and TRS enpl oyees woul d
i ncrease the "burden" on taxpayers, and that a small er percentage
of the popul ati on woul d be taxpayers carrying that burden.

Senator Stedman remarked, "Portfolios refer to strategy”. An active
managenent strategy is not the only option available. This is a
policy issue with the Board setting the policy for those carrying
the liability. He asked the level of interaction between the
consultant and the Board, as he ascertained the two entities
assessed different funding levels and risk | evels.

M . Reynol ds responded that expectation of higher earnings through
an equity portfolio over longer term has a tradeoff of greater
volatility. The alternative is a nore conservative investnent
policy in bonds, which has less volatility, but incurs a higher
| ong-term cost, because of the | ower returns.

M. Reynol ds agreed the concern regarding the "m snmatch of assets
and liabilities" is common within the private sector, because of
the requirenment that corporations values their liability at current
income investnent rates. As a result, the liabilities have been
driven upward dramatically by decreases in the rates avail able
whil e the value of the assets backing those liabilities have been
reduced because those assets are invested in the stock market. This
is a worldwi de issue. Sonme European conpanies are currently
invested exclusively in bonds to ensure that assets match
liabilities; this has not been done in the United States because
the accounting rules are different.

M. Staak furthered that the PERS and TRS boards neet on a regul ar
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basis wth the Al aska State Pension |Investnent Board (ASPIB), and
are aware of the information input to the actuarial valuation.
Regardi ng the structuring of sonme investnents, he noted that over
the past ten years, both boards have not done as well as a single
i nvest mnent category of the State Supplenental Benefits (SBS) plan

The SBS pl an has outperfornmed both the Al aska Permanent Fund and
the ASPIB. This is not a fair conparison because each of the
entities has a different "stream’ of assets and liabilities it is
trying to match. Matching the assets and liabilities of a pension
plan is difficult, because of the regular "stream of expenditures”
for pensions and health care costs, and given the smaller fund
anount. A pension plan always is expected to earn over 8.25
percent. A single negative year has a dramatic affect because of
the additional |oss of the expected earnings as well as the actual
| oss. For exanple a year with a | oss of five percent results in an
actual loss of 13 percent because of the anticipated 8 percent
earnings that were not realized but accounted for.

Senator Stedman agreed with the comments on the difficulty of
mat ching assets and liabilities 100 percent given the ongoing
expendi tures. However, he wanted to know why policy decisions did
not control the risk.

Senat or St edman questioned the policy call of |owering the funding
from 12 percent to less than seven percent. He understood the
political pressures and the nunicipalities' and the State's efforts
to reduce expenses fromthe general funds. However, nost enpl oyees
understand the necessity to save at |least ten percent of their
salary for retirenent. The reduction therefore appeared to be
contrary to general retirenment savings plans. This is wthout
consi dering actuarial assunptions.

M . Reynol ds responded that the cal culated contribution rates are
based on paynent of benefits that the active nenbers are earning,
and paynent on the unfunded liability. The paynent required for
paynment of benefits for each of the systens is approximately 13 to
14 percent for the enployer portion. Including the enployee
contribution, the rate is approximately 22 percent of each nenber's
annual sal ary.

Co-Chair G een pointed out that many of the decisions were nade
through regulations. In the event that other changes are deened
necessary, the boards or the Departnent nust request statutory
changes. No such statutory changes have been recommended to the
| egi sl ati on. She asked how this situation could be renedied.

M. Reynolds listed one option is to deposit the calculated rate
into the systens for the next 25 years. If 39 percent of pay is
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contributed to the TRS system for the next 25 years, the
contributions could revert to the paynent for the active
menber shi ps' benefits, which would be approximtely 14 percent.
This ignores any future volatility within the system which is
projected to be neutral over tine. A second option, which ignores
any potential constraints, is to contribute $5 billion to both
funds imredi ately. This is the anount the two systens are currently
under funded. The contribution rates could then be decreased to 12
percent. Another option would be a reduction in the benefits
provi ded to nenbers. However, courts have ruled that benefits are
contractual and therefore could only be reduced for future
enpl oyees. Any benefits from this option would not be realized
until the future.

Page 26

Mar ket Return versus Actuarial Return on Assets

[Line chart showing the percentages of Market Return,
Actuarial Return PERS, and Actuarial Return TRS for the fiscal
years 1995 t hrough 2003.]

Co-Chair WI ken understood that the inpact of two to three years of
| ow performance has resulted in this situation

M. Staak affirnmed the inplications have been cunul ati ve, because
instead of realizing earnings during those years, earnings went
down. Al though earnings increased sonewhat, only one-third of the
| oss has been recovered. The difference nmust be nade up.

M. Reynol ds gave an exanpl e of a begi nning bal ance of $10 billion
three years prior with an expected annual earning of 8.25 percent.
The projected rate of return after three years would increase the
fund to $12.5 billion. If instead, the fund | ost eight percent, the
bal ance of the fund would be $9.2 billion and the fund woul d be
under funded $3.3 billion.

Co-Chair Wl ken asked why the Systemis in the current situation
gi ven that earnings were higher than expected for 1995 t hough 1999.

M. Reynolds replied that the PERS systemwas funded nore than 100
percent, but not mnuch nore. Sonme savings were passed on to
enpl oyers during that tinme and al so enhancenents were nmade to the
program since that tine.

Page 46

PERS Econom ¢ Scenarios - Projected Contribution Rates
Annual Popul ation I ncrease 1%

[ Li ne Graph showi ng the Contribution Rate percentages of the
fiscal years 1004 through 2028 for Prol onged Recession, Base
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Case, and Grow h.]

Page 47

TRS Economi c Scenarios - Projected Contribution Rates

Annual Popul ation Increase 1%

[Line graph showing the projected Contribution Rate
percentages of the fiscal years 1004 through 2028 for
Prol onged Recession, Base Case, and G ow h.]

Co-Chair WIlken asked if rates must increase from approxi mately
ei ght percent for PERS and 11 percent for TRS to 30 and 40 percent
for the next 25 years.

M. Reynol ds affirned.

Co-Chair WI ken requested a conpilation of the savings returned to
enpl oyers. And an accounting of the amount the State would be
expected to fund each year.

ADJ CQURNIVENT

Co-Chair Gary WI ken adjourned the neeting at 11:17 AM
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