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ACTI ON NARRATI VE

CHAI R BRUCE WEYHRAUCH cal | ed the House Special Commttee on \Ways

and Means neeting to order at 9:03:06 AM Represent ati ves
Weyhrauch, Moses, Seaton, and WIson were present at the call to
order. Representati ves Guenberg and Sanuels arrived as the

nmeeti ng was in progress.

OVERVI EW - ALASKA RETI REMENT NMANAGEMENT BQOARD RECOMVENDATI ONS TO
THE LEG SLATURE

[1 ncludes brief nmention of HB 238, HB 278, HB 375 and HB 492.]
9:03: 21 AM

CHAI R WVEYHRAUCH announced that the only order of business would
be an overview provided by the Alaska Retirenent Managenent
Board (ARMB) with its recommendations to the legislature for
addressing the wunfunded Iliability of +the Public Enployees’
Retirement System (PERS) and Teachers' Retirenent System (TRS).
9:04: 08 AM

GAl L SCHUBERT, Chair, Al aska Retirement Managenent Board (ARMB),
as per the request of Chair Weyhrauch, introduced nenbers of the
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of the board to the commttee: Gayl e Harbo representing TRS
Sam Trivette representing PERS; Larry Semmens representing a
muni ci pal governnent; and M chael WIllianms, from Departnent of
Revenue (DOR) in Anchorage, representing PERS. She al so
introduced others present with sone affiliation to the board:
Rob Johnson as outside | egal counsel; Susan Taylor, from DOR, as
staff to the ARVB; Melanie MIlhorn from Departnent of
Adm nistration (DOA); Gary Bader, Chief Investnment Oficer for
the ARMB; and Tom Boutin, Deputy Comm ssioner wth DOR She
noted the three ARMB nenbers not present at today's neeting:
Conmi ssioner WIlliam Corbus wth DOR Conmi ssi oner  Scott
Nordstrand with DOA; and Martin Pihl, the board' s representation
for the public. She added that with the resignation of Bob
Roses of Anchorage, there is now a vacant position on the board.

9:07: 09 AM

M5. SCHUBERT announced that the comrmittee would be hearing a
report from the actuary "that is not good news, unfortunately.”
She rel ayed:

The unf unded l[iability of PERS and TRS is
significantly higher than it was this tine |ast year.
The unfunded liability of PERS is now $4.4 billion and
the unfunded liability of TRS is $2.5 billion. The
conbined total is $6.9 billion. Wien M. Bader
previously testified before the conmmttee, he stated
that the ARMB had asked the actuary to estinmate the
anount of annual suppl enental appropriations required
to retire the unfunded liability using wvarious
anortization periods and capped contribution rates.
We have received that data based upon the fiscal year
2004 (FY 04) valuation reports and expect to receive
data for the FY 05 valuation shortly. One thing that
is clear to the ARMB is that there is an actuarial
cost to failing to address the wunfunded liability.
The board has considered a nunber of strategies to
address the unfunded liability question. Anmong those
strategies are pension obligation bonds which are
addressed in HB 278, past service cost offset accounts
in HB 238, retirenent benefit liability accounts in HB
375 ... and this afternoon the board will also hear a
report on using natural gas royalties.

It's the view of the board that we nust begin to

address the unfunded liability this year. The board
is giving serious discussion to an approach that
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borrows ideas inbedded in sone of the |I|egislation
previously nentioned, and conbines them wth sone
i deas of our own.

M5. SCHUBERT said that the board hopes to be back soon with nore
specific recomendations and that the commttee would now hear
from Larry Semmens on sonme of the concepts being considered by
the ARMB for the TRS system

9:09: 31 AM

LARRY SEMVENS, Board Menber, Al aska Retirement Managenent Board
(ARMB), relayed that he is also the finance director for the
Cty of Kenai. He infornmed the commttee that the ARMB is
considering a proposed solution to the TRS under funding probl em
that is patterned after the School Debt Reinbursenment Program
He explained that this program is one in which the state has
agreed to fund a certain percentage of outstanding school debt,
an amount included every year in the state's budget. For TRS,
an annual allocation to an enployer would be required, he
expl ai ned, that would be "based upon its qualifying payroll for
two years earlier, the past service cost rate, and the anount
appropriated by the state for past service retirenent benefit

liability program"™ He opined that this would produce a known,
cal cul ated anpbunt every year. He rem nded that conmmttee that
this pertains to TRS only. He then expl ained several benefits
to this solution: it allows the ARMB to set the contribution
rates at levels recomended by the actuary - rates currently
mar kedly | ower than reconmended; it requires non-general revenue
prograns, such as federal programs, to pay the full cost; it

enables the state to provide relief to all non-state enployers
with an unfunded retirenent liability; it allows budgeting to be
done wth ©precision because the calculations would wuse
historical data; it allows the legislature to nake pro-rata
paynents should the legislature be wunable to fully fund the
program and it creates a constituency for the program because
of the statew de benefits it provides the comunities. He then
remarked that a simlar solution is being considered for PERS,
however, he noted that there are difficulties regarding this
systenis allocations. "TRS is sinpler because everyone pays the
sanme rate," he said

9:13: 51 AM
DAVI D  SLI SHI NSKY, Pri nci pal and Consulting Actuary, Buck

Consul tants, acconpanied by the conpany's senior consultant,
M chelle DeLang, inforned the conmttee that an actuarial
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evaluation for TRS and PERS was perforned as of June 30, 2005,
the results of which were presented at yesterday's neeting with
the ARMB and to be presented again today at this neeting. He
began by providing a brief overview of actuarial process,
explaining that a set of actuarial assunptions is used in an
attenpt to predict the future benefit paynent to be paid for
both the pension and healthcare plans. He noted that as the new
actuary for the state, one of Buck Consultants' tasks was to go
t hrough the actuarial evaluation perforned by the state's forner
actuary, [Mercer Human Resource Consulting], with the intent to
replicate those nunbers produced by that actuary in its June
2004 valuation results. Additionally, Buck Consultants revi ewed
t he assunptions and nethods used by the former actuary for both
PERS and TRS, one of which is the "projected unit credit
nmethod.” He clarified that this nmethod is one of six different
actuarial cost nethods approved by the Governnental Accounting
Standards Board (GASB) for purposes of producing actuarial
contribution rates and funded status anmounts. However, he noted
that this nmethod is primarily used in the private versus public
sector because the pattern of costs for nenbers increases from
date of hire until retirement. Most public plans use the "entry
age nethod," he remarked, which produces a nore stable cost
derived from a percentage of pay from the date of hire until
retirement. He said:

W found that the investnent return assunption of 8.25
percent was reasonable given the current asset

allocation policy of the ARM. Payroll growh
assunption ... was a little overstated, but we have
not made any changes to any of the assunptions or the
methods for the 2005 wvaluation. Generally the

denogr aphi ¢ assunptions were reasonable, but we are
going to perform an experience analysis wthin the
next couple of nonths ... to look in detail at the
denographi ¢ assunptions to make sure that they're
reasonable and closely match what the experience has
been for both plans.

9:18: 21 AM

CHAIR WEYHRAUCH inquired as to whether the denographic
assunption includes | ongevity.

MR, SLI SHI NSKY agreed that it does in addition to other factors
such as nortality, life expectancy, retirement patterns,
wi t hdrawal patterns, and disability. He went on to conpare the
former actuary's 2004 evaluation results to those determ ned by
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Buck Consultants, [showmm on slide 17 of the PowerPoint
presentation], and noted that although some mnor differences
were found, none were significant because any increased
liabilities were "washed out" by decreased liabilities. He
noted, however, that significant differences were found wth
regard to the fornmer actuary's valuation of the healthcare
benefits for PERS. Buck Consulting determ ned that the accrued
liability was [actually] 7 percent greater "than what Mercer
reported in 2004." He added that with the higher accrued
liabilities and higher cost rates for PERS, "the contribution
rates that [Buck Consulting] would have conme up with in 2004
woul d have been 30.37 percent of pay and not 28.19 percent of
pay [as valuated by the former actuary]. So, a little bit nore
than 2 percent of pay greater in the PERS system™

MR.  SLI SHI NSKY directed the commttee's attention to the 2005
actuarial valuation results and explained that the sanme process
was used by Buck Consulting, [as was wused for the 2004
determ nations], to see if there were any changes. Furthernore,
he noted that there were no changes to the benefit provisions,
the actuarial assunptions, or any of the nmethodol ogy. Wth
these points in mnd, he read the total actuarial value of
assets for PERS, [listed on slide 21], from June 30, 2004
t hrough June 30, 2005: beginning with $8,030 billion, adding in
the contributions, subtracting any disbursenments nmade, and
finally adding in the expected return on market value based on
8.25 percent. This prelimnary actuarial value of [$8.419]
billion, he explained, is then adjusted by gains and |osses for
that year to equal the amount used for funding purposes: $8, 443
billion. He relayed that over the next four years, future
snoot hi ng anounts of approxinmately $148 million still needs to
be recogni zed.

MR. SLI SHI NSKY then turned the discussion to the history of the
actuarial value, as opposed to the market value, shown in the
graph on slide 22. He highlighted that during the 1990's, there
was healthy growth in the assets, both in the actuarial and
mar ket values. He also provided information about the 2005 data
being used in the evaluation [shown on the chart on slide 23]:
33,730 active nenbers participating in PERS, conbined with the
fire and police departnments [enployees] and the 20,703 retirees
resulting in a higher total of 73,299 [PERS nenbers]. Mor e of
the data on the chart, he explained, covers the differences in
mar ket value and actuarial value assets, the annual benefit
paynments, and the accunul ated nenber contri butions.
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VR. SLI SHI NSKY noted that in determning the actuarial
contribution [as shown on slide 24], the anobunt of the accrued
liability is calculated and totals $12,845 billion in 2005
conpared to $11,444 billion in 2004. The resulting unfunded
actuarial accrued liability for 2005 he announced, is %$4.4
billion, up from the $3.4 billion the previous year. He al so
listed amounts for the funded ratio at 65.7 percent, the tota
annual actuarial contribution at 39.27 percent, the nenber
contribution anount at approximtely 6.8 percent of pay, and the
enpl oyer required contribution of 32.43 percent - alnost a $100
mllion increase from the previous year. He relayed that slide
25 shows the degree to which the accrued liability and the
normal cost is split between pension and heal t hcare.

9:28: 43 AM

CHAI R WEYHRAUCH, referring to the anount of debt for PERS, TRS
and the total conbined liability of $6.9 billion, inquired as to
how this conpares to the judicial and mlitary retirenent
systens.

MR. SLI SHI NSKY expl ained that the latter systens are small plans
in conparison and their total conmbined liability would "not be

much different than the $6.9 billion." In further response to
Chair Weyhrauch, he said that the chart [on slide 26] shows "the
accrued liability ... [and] does not include the assets.” He
clarified that when calculating the wunfunded liability, the
assets are deducted from the [accrued liability]. This chart,

he said, shows the relative distribution of the accrued
l[iability between pension and healthcare and how it's changed
over tine. He opined that there has been a faster increase in
the value of the accrued liability for the healthcare benefits
versus the pension benefits and that by 2005 the healthcare
benefits are over 40 percent of the total liability of the
benefits. The final slide for PERS, he said, shows the funding
rati o history.

MR.  SLI SHI NSKY announced that he would now provide the commttee
with the results for TRS pension plans and noted that the
actuarial value of assets in the year ending June 30, 2005 was

approxi mately $3.8 billion. Then, adding in the contributions
of $150 million, subtracting out benefit disbursenments of $359
mllion, and adding in the expected return on the narket value
of $314 mllion, results in a prelimnary actuarial value of
al nrost $4 billion, he said. He further noted that with the very
smal | snoothing amount of $9 mllion, the actuarial value is

$3,959 billion, and with the recognized gains at $68 mllion,
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the market value is $4,027 billion. He then highlighted key
points on the TRS data shown in a series of graphs simlar to
those used in featuring PERS data: asset snoot hing conpari sons
of the nmarket and actuarial values; pension and post enploynment
heal thcare figures for nenbers, conpensation, assets, annual
benefit paynents, and the accunul ated nenber contributions up to
an average of approximtely $50, 000. He also noted that the
actuarial accrued liability for TRS in 2005 has increased to

alnost $6.5 billion and that the wunfunded actuarial accrued
liability, follow ng deduction of the actuarial value of assets,
is approximately $2.5 billion. He also listed nunbers for the
funded ratio, the annual [actuarial contribution], rmenber

contributions, and the enployer required contribution at $236
mllion, or 42.14 percent of pay. He interpreted the graphs [on
slides 34-36] noting the simlarities and differences between
the TRS and PERS dat a.

9:37:24 AM

MR, SLI SHI NSKY sunmari zed:

There were nodest gains on the market val ue

experienced during the year: the rate of return was
about 8.55 percent or .3 percent greater than what was
assuned. There are still sonme gains that are being
recogni zed from 2003 and 2004 and ... as a result, the
actuarial value return was a little bit greater at 9.1
per cent . So there were asset gains that acted to
reduce the unfunded liability, and we'll see to what
degree that is. There were losses on the liability
due to decr enent al experience, and heal t hcare

experi ence, and changes from the prior actuary
primarily on [the PERS] piece.

CHAIR WEYHRAUCH inquired as to the neaning of "decrenental
experience. "

MR. SLI SHI NSKY explained that it is the difference between what
is expected and what actually happens due to such influences as
life expectancy or deaths, patterns of retirenent, the degree to
whi ch people term nate service, or salary changes. He returned
to summarizing the unfunded liability for the retirenent plans
noting that the majority of |losses and changes are on the
heal thcare side of the plans. He directed the conmttee's
attention to the figures [on slide 38] which show the 2005
unfunded liability at $4,402 billion for PERS and $2,540 billion
for TRS. In conclusion, he reviewed [slide 39] showing the
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requi red enployer contribution rates for PERS and TRS and the
declining funded rati os.

9:42:17 AM

REPRESENTATI VE SEATON, regarding the PERS contribution of $293
mllion shown on slide 21 relative to the norrmal cost of $338
mllion shown on slide 24, sought confirmation to his
understanding that the systemis not contributing the "currently
accruing liabilities" under the existing fundi ng mechani sm

MR. SLI SHI NSKY said this is correct. He added:

That neans that the actual contributions being mde
aren't neeting the actuarial rate. So, there is a
contribution shortfall bet ween what S bei ng
determned for purposes of funding the plan on an
actuarial basis by paying the cost of the accruing
benefits as well as anortizing the unfunded liability.
To the extent that [the wunfunded liability is not

anortized], the liability wll grow It grows wth
interest and it grows with the cost of the accruing
benefits .... to the extent t hat [should an

anortization paynent not be made] on that unfunded
l[iability, it grows nmore and then it increases the
anortization paynent in the next year.

REPRESENTATI VE SEATON, regarding conparable data for TRS on
slides 29 and 32, again sought confirmation to his understanding
that [the state] is nore than paying normal costs and accrued
liabilities than what is being earned in 2005 as opposed to
PERS where "we're still going backwards based on the currently
accruing benefits.™

9:44:58 AM
MR. SLI SHI NSKY provided a nore detailed explanation of the data

noting that the $150 nmillion contribution [for TRS] for the year
endi ng 2005, should be conpared to the 2004 annual contribution

[shown on slide 32] with a normal cost of $117 mllion and an
anortization paynent of $146 mllion. He interpreted that the
$150 million is sufficient to pay for the cost of the accruing
benefits, however, is does not sufficiently anortize the

unfunded liability which is causing [the debt] to grow Wth
PERS, he explained that with the contribution of $293 mllion
and the normal cost of $296, the former anmpunt falls short by $3
mllion of paying the normal cost. He indicated that "in that
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situation over tine, you would expect that the unfunded
liability for the PERS would grow faster than for [TRS]."

CHAIR WEYHRAUCH, in noting the significant increase of the
unfunded liability from $5.7 billion last year to $6.9 billion
this year, asked how the state plans to address the debt.

9:47: 49 AM

GARY BADER, Chi ef | nvestnent O ficer, Treasury Division,
Department of Revenue (DOR), indicated his belief that he is not
in a position to speak for the adm nistration. He offered his
understanding that it's the ARMB s intent to provide the
| egislature with suggestions to address the [unfunded liability
of the state pension plans].

CHAI R WEYHRAUCH t hen asked Ms. Schubert when the ARMB plans to
present its recomendations to the |egislature.

M5. SCHUBERT indicated that the board hopes to report its
reconrmendations to this commttee in two to three weeks.

CHAI R VEYHRAUCH consi dered the [short] anpbunt of tinme remaining
in the session. He then referred to earlier testinony where
"the biggest issue" discussed was an appropriation and that "the
best way to deal with this mght be just sinply cash.” He asked
Ms. Schubert whether this solution had been considered by the
ARMB.

M5. SCHUBERT explained that although this approach has been
consi dered by the ARVB, a consensus has not been reached.

CHAIR WEYHRAUCH, in expressing his wunderstanding that the
board's deliberations were not confidential, he asked what
possi bl e actions have been di scussed by the ARM.

9:49: 50 AM

MR. BADER expressed his belief that the ARVB woul d perhaps first
want to hear the presentation this afternoon, regarding [the
possibility of using] the natural [gas] resource asset, prior to
putting forth recommendations to the |egislature. He opined
that although the suggestions nmade earlier by M. Semens all ow
an approach that has "traction anong board nenbers,” the ARVB
needs nore time to consider the options.

HOUSE WM COW TTEE - 10- March 24, 2006



CHAIR WEYHRAUCH noted that "significant probl ens" wer e
identified regarding the proposed legislation, [HB 492] - the
primary one being the transfer of gas assets to the ARM. He
opined that this legislation may have to be substantially
anended to not only neet constitutional requirenents but to add
value to addressing the unfunded liability. He said, "I was a
pronoter of that bill in concept, so just don't hang your hat
too high on that bill."

9:51: 50 AM

REPRESENTATI VE W LSON expressed that her min concern and
interest pertains to the unfunded liability and should it not be
addressed within the next 10 years, would it become "huge or
smal | ."

MR. BADER said "huge."
9:52:48 AM

TOM BQUTIN, Deputy Conmm ssioner, Treasury Division, Departnent
of Revenue (DOR), expressed his belief that although the
unfunded liability has continued to grow since it was discussed
during the 2002 transition in the admnistration, it is not an
[ unexpected] revelation. Each year, he noted, the actuary tells
the enployers the anpbunt needed to anortize the unfunded
liability over 25 years, and that it is "obvious" to him that
the debt has continued to grow when the recomended enployer
rate has not been paid.

9:54: 55 AM

REPRESENTATI VE  SEATON said it was his understanding that none
of the enployers have seen any contribution rate increases. He
expressed his interest in hearing suggestions from the ARMB on
how to approach the enployers regarding increasing paynents to
reduce the pension debt.

9:56: 13 AM

MR. BOUTIN inforned the committee that the ARMB did adopt higher
contribution rates at its first neeting.

M5. SCHUBERT relayed her belief that the [enployer] rate [the

ARMB] adopted for PERS was 21 percent and 26 percent for TRS
She deferred to M. Semmens for confirmation of this.
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CHAI R VWEYHRAUCH interjected that [the legislature] "would want
[the ARMB] to be as scathingly honest and objective as [it]
possibly can and let political chips fall where they may." He
opined that it is very inportant for the public and the
| egislature to wunderstand the fundanental problem wth the
[state retirenent] system and what neasures are needed to fix
t he problem

M5. SCHUBERT expressed her belief that the ARMB is cogni zant of
this and intends to nmake [any] necessary reconmendati ons.

9:57: 57 AM

MR. SEMMENS rel ayed his belief that both TRS and PERS are in the
third round of rate increases with the first round of 5 percent
taken from the enployers' resources. The second 5 percent, he
said, "cane out with help fromthe state.”" He expressed that he
was "glad to hear ... that there's 10 percent available in the
budget for next year" and conveyed his hope that this anobunt is
approved [by the legislature]. He said that since the state is
expected to have a large budget surplus this year, the ARMVB
recoomends that the legislature nmake contributions to the
systens "in order to increase the funding ratio."

CHAI R VEYHRAUCH opi ned that this was "too qualitative." He then
announced the presence of Conm ssioner WIIiam Corbus, DOR, for
the majority of the neeting.

9:58: 59 AM

REPRESENTATI VE SEATON said he hoped that the ARMB would find a
mechani sm by which those communities that applied last year's 5
percent, of funded enployer contributions, toward retiring their
unfunded liabilities, are recognized for this rather than
penal i zed.

10: 00: 13 AM

ADJ OURNMENT
There being no further business before the commttee, the House

Special Conmmttee on WAays and Means neeting was adjourned at
10: 00 a. m

HOUSE WM COW TTEE -12- March 24, 2006



