M NUTES
SENATE FI NANCE COW TTEE
January 26, 2005
9:32 a.m

CALL TO ORDER

Co-Chair Green convened the neeting at approximately 9:32:58 AM

PRESENT

Senator Lyda Green, Co-Chair
Senator Gary W1 ken, Co-Chair
Senat or Con Bunde, Vice-Chair
Senat or Fred Dyson

Senat or Bert Stedman

Senat or Donny O son

Al so Attending: SENATOR GARY STEVENS; REPRESENTATI VE M KE KELLY;
MELANI E M LLHORN, Director, Division of Retirenent and Benefits,
Departnent of Adm nistration;

Attending via Tel econference: From an offnet |ocation: BOB
REYNOLDS, Senior Actuarial Consultant, Mercer Human Resource
Consul ting

SUMVARY | NFORMATI ON

Overvi ew By Departnent of Adm nistration:
Publ i ¢ Enpl oyee's and Teachers Retirenent Systens

AT EASE 9:35:42 AM

MELANIE M LLHORN, Director, Division of Retirenment and Benefits,
Department of Adm nistration, directed her testinony to a handout
titled, "State of Al aska, PERS & TRS, Presentation to the Al aska
Legi slature” [copy on file.]

Ms. MIlhorn indicated the three funding policies that govern the
Public Enployee's Retirement System (PERS) and the Teacher's
Retirenent System (TRS), as denonstrated on page 2 of the overview.
The Al aska State Pension |Investnent Board governs the investnent
policy. The Funding policies are admnistered by the Public
Enpl oyee's Retirenent Board, which also has the authority to set
the enpl oyer contribution rate. The Teacher's Retirenent Board has
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the authority to nake a recommendation to the comm ssioner of the
Department of Adm nistration for the enployer contribution rate.

Ms. MIlhorn noted that over the past several years, the Teacher's
Retirement Board had actually adopted and i npl enented the enpl oyer
contribution rate. This canme to the attention of Comm ssioner Ray
Mat i ashowski, who then rem nded the TRS Board that it did not have
that authority and the practice has ceased.

Ms. MIlhorn informed that sone funding policies governed by the
PERS Board, the TRS Board and t he conmmi ssioner include "experience
studi es” conducted on the boards every four to five years.
Actuarial audits are done approximately every five years. This
information is available on the Internet.

Ms. MIlhorn stressed that the legislature has the "unfettered
right" to determne the benefits policy for the retirenent systens.
In 1978 the State attorney general issued an opinion finding that
retirenment benefits could not be negotiated through the collective
bar gai ni ng process. This decision has not been chall enged.

Senat or Dyson clarified that the | egislature has the authority to
determ ne benefit policy for the future, but could not nmake changes
retroactively.

Ms. MIlhorn affirmed the | egislature could only establish newtier
| evel s.

Ms. M1l horn characterized page 3, "Al aska Public Enpl oyees' and
Teachers' Retirement System Earnings-Actuarial Rate-Health Cost-
Enpl oyer Rates-Funding Rati os" as a summary sheet. The PERS and TRS
systens are defined benefit plans in that the benefits paid are
based on a fornula established in statute. Menbers receive a
lifetinme benefit that is based on years of service, salary and age.
Actuarial evaluation reports are prepared annually on the PERS and
TRS prograns and neasure the assets and the liabilities of the
plan. One primary function of an actuarial evaluation is to
determ ne the annual contribution anmpunt that is expected to
adequate provide for future benefit payouts. There are over 20
separate assunptions that divided into denographi c assunptions and
econom ¢ assunptions. Two of the major econom c assunptions are the
investnment return and the health cost trend. An actuarial
evaluation is essentially a "snapshot in tinme" to denonstrate what
is necessary in the event all benefits nust be paid out at one
point in tinme. She qualified this would never occur, but the
information is necessary to determ ne the solvency of the system

Ms. MIIlhorn noted the neasurenent years of FY 01 through FY 03,
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and enpl oyer rate years of FY 04 through FY 06, |listed on page 3.
The enpl oyer contribution rate is set two years ahead. The actual
investnent return for FY 01 and FY 02 were negative and the return
for FY 03 was a positive rate of 3.69 percent. The system is
projected over a 25-year period at a targeted rate of 8.25 percent.
The shortfall over this three-year period is represented on the
sunmmary as a percentage and as a dol |l ar anount.

Ms. MIllhorn reported that historically enployer and enployee
contributions conprise of 25 percent of the total contributions and
that 75 percent is derived frominvestnent returns on the Fund. The
health care cost is another primary econom c assunption and was 7.5
percent in FY 01l. This assunption was reset beginning in FY 02 to
twel ve percent. The consequence of this was "that it took in
considerable liability to the System by changing that health trend
cost wupward." However it nore accurately reflects the actual
experience that has occurred for the systens over "sone period of
time."

Ms. MIlhorn stated that the total accrued liability from the
"health care percent"” was 30 percent for FY 01 and 40 percent in FY
03. This is fairly significant to the PERS systens. The sane
liability to the TRS systemis 28 percent.

Ms. MIllhorn explained that the average calculated rate is
determ ned by the consultant, Mercer Human Resources Consulting,
and presented to the boards with a recommendation of what the
contribution rate nmust be to fund future benefits for nenbers. The
average calculated rate for the PERS system was 25.63 percent. The
PERS Board is allowed by regulation AAC 35.900 to adopt up to a
five percent increase or decrease in a one-year period. The PERS
Board adopted this regulation in 1991 at the request of the
Muni ci pality of Anchorage for budgetary purposes.

9:45:17 AM

Ms. MIlhorn rem nded that, unlike other pension systens, the PERS
and TRS pl ans pre-fund for nedical benefits. The funding ratio of
the plans calculated w thout nedical costs is 121.4 percent;
calculated with the nmedical liability conmponent, the funding ratio
is 72.8 percent. The states of GChio, Mchigan and Kentucky are the
only other states that pre-fund for nedical benefits.

Senator Stedman asked if the calculation of the funding ratio
excluding the nedical liability included all the assets in the
pl an.

Ms. MIIlhorn answered yes.
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Senator Stedman noted that a portion of the contributions are
"enbedded" for health care costs.

Ms. MIlhorn deferred to Mercer Human Resource Consul ting.

BOB REYNOLDS, Senior Actuarial Consultant, Mercer Human Resource
Consulting, testified via teleconference froman offnet |location to
reaffirm that the 121 percent funding ratio for non-nedical
benefits includes all the assets of the PERS system He also
affirmed Senator Stedman's observation that the ratio is as high as
it is because the systens have been funding to target both nedica
and non-nedi cal benefits over tine. M. Reynolds qualified that if
the contributions had only been targeted to fund non-nedical
benefits, the funding ratio would be considerably | ower.

Senator Stednman clarified that if the systens had never been funded
to pre-fund nedical costs, contribution rates woul d have been nmuch
| ower and the 121 percent funding ratio would al so be | ower.

M . Reynol ds affirned.

Senator Stednman surm sed that Al aska's systens are therefore not
readily conparable to the systens of other states that do not pre-
fund for nedical benefits.

M. Reynol ds agreed; although in terns of conparing the liabilities
and the assets of the systemthis is a good conparison. The funding
ratio is determned by dividing the assets by the non-nedical
liabilities.

Senator Stedman clarified that the Board-adopted contribution rate
for FYO1l was 6.77 percent and was 16. 77 percent for FY 03. He asked
if this increase was "substantially broader” conpared to other
states. He asked if the contribution rates for other states had
been "extrenely | ow'.

M. Reynol ds did not have specific survey data on the matter, but
estimated Senator Stedman's assessnent was correct. The standard
actuarial practice is to calculate a contribution rate that takes
into account the funded status of the system At a tinme when the
funded status of a systemis in excess of 100 percent, the surplus
could be drawn upon to |l ower contribution rates. Many, if not nost,
systens had a perceived surplus during the later 1990s prior to
mar ket | osses and changes in assunptions to reflect health care
experi ence.

Senat or Stedman characterized the over-funding of the Al aska
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pension systens that occurred in 1999 and 2000 as "slight" at
approximately one to five-percent, rather than a nore significant
20 percent.

M. Reynolds cited the consultant's evaluation reports finding that
the funding statuses not significantly in excess of 100 percent.
One reason is the use of "snmoothing practices" in valuing the
assets of the systemto mtigate sone of the volatility inherent in
the investnent market. Actual funding status relative to the
mar ket val ue of the assets would have denonstrated a hi gher over-
fundi ng of between 115 and 120 percent. The adjusted fundi ng status
factoring the snmoothing practices cal culates the funding status at
bet ween 101 and 106 percent.

Senat or Stednman asked for explanation of how the snoothing practice
operates: its benefits as well as the possibility of "skew ng"
results.

M. Reynol ds remarked that snoothing is a standard actuarial tool

It is done in an attenpt to help the State and the boards to budget
for the contributions to the plans. The contribution requirenments
are a function of the funded status of the systenms, which is the
di fference between the liabilities and the assets of the systens.
The assets are diversely invested in the marketplace by the Al aska
State Pension |Investnent Board, according to investnent policy, and
i ncl ude stocks, bonds and real estate. Those investnents neasured
over short tine periods of one year can be volatile. The theory of
snoot hing nethods is to help mtigate that volatility to allow for
"a nore orderly" funding process. Over longer tine periods, this
theory is successful. However, the situation was different in
recent years because of several consecutive years of significantly
hi gher than expected rates of returns foll owed by three successive
years with significantly |lower rates of returns than expectations.

Senat or Bunde noted that the average calculated rate for the PERS
and TRS plans were significantly higher than the contribution rates
adopt ed by the boards.

Ms. MIllhorn defined the average calculated rate as the
contribution rate reconmended by the consultant to the boards as
necessary to fully fund the plans. She expl ained that the adopted
rates are | ower because the PERS board is limted by regulation to
a five percent annual increase or decrease. The TRS Board is not
limted by such a cap, and coul d have adopted a hi gher percentage
rate increase.

Senat or Bunde understood that the PERS Board adopted the maxi num
i ncrease allowed, and the TRS Board could have adopted a higher
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rate increase, but chose not to.

Ms. MIIlhorn affirned.

Senat or Bunde commented to this action of "not facing reality".
Ms. MIlhorn indicated this would be di scussed.

Ms. M I I horn spoke of the consequences of the boards' adoption of
rates lower than the recomended average calculated rates. The
systens incur additional liability for the next 25-year period.
This represents an additional liability of 1.4 percent for PERS and
1.1 percent to the enployer contribution rate.

Senat or Bunde was interested in why the boards failed to adopt the
reconmended rate. He surmsed this "nakes the problem worse not
better."

Ms. M1l horn agreed. She acknowl edged the "flip side" from the
enpl oyers' perspective of the amount of increases an enpl oyer coul d
budget for in any one year.

Ms. MIlhorn continued with her presentation noting the information
listed for the PERS plan is also listed for the TRS plan on page 3.
The situation of TRSis simlar to that for PERS. The projected
investment return is 8.25 percent, although the actual returns were
3.68 percent for FY 03, conpared to 3.67 percent for the PERS pl an.
The cunul ative shortfall for TRS during the three-year period of FY
01 through FY 03 is 34 percent and represents a shortfall to the
systemof $2.1 billion.

Ms. MIlhorn noted the cunulative health care trend was changed
during this tinme period and represents 28 percent in accrued
liabilities to the TRS plan and 40 percent to the PERS plan. The
benefit is higher for TRS nmenbers at approxi mately $2,500 per nonth
per nenber conpared to the average benefit of approximately $1, 500
for PERS nenbers.

Ms. MIlhorn reported that the TRS systemis funded at 89.5 percent
excluding the nedical liability. Including the nedical conponent,
the systemis funded at 64.3 percent.

Senat or Stedman requested further information be provided to him
regarding the funding ratio, specifically the inpact of the
snoot hi ng practices.

Ms. MIlhorn would provide this information
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Co-Chair W/l ken noted the funding ratio is calculated as a total
and with the nedi cal benefits excluded. He assuned that the nedica
benefits and non-nedi cal benefits funding ratios would calculate to
the total. He asked the funding ratio of the nedical benefits
excl udi ng the non-nedi cal benefits.

Ms. MIlhorn deferred to M. Reynol ds.

M. Reynolds replied that because all assets have been applied to
the cal cul ati on of non-nedi cal benefits, the nedical benefits would
have zero assets.

Senat or Stednman comrented that the data could be cal cul ated to show
all the assets for either nedical or non-nedical benefits, and
therefore the analysis is neaningless because the assets are
"doubl e- count ed".

Ms. MIlhorn next directed attention to page 4, a press rel ease
from Gal | agher Benefit Services, Inc. titled, "New GASB Rul es for
Public Sector Plans Finalized". This announces that in Novenber
2004, the Governnent Accounting Standards Board (GASB) rel eased a
Technical Bulletin mandating that by the year 2007, enployers
subject to GASB rules account for retiree health benefits in
defined benefit pension plans. Mdst pension systens currently nake
annual appropriations for nedical benefits expenses. This will have
no affect on the Al aska systens because they already pre-fund for
medi cal benefits. It wll have a significant inpact on other
pensi on systens.

Senat or Stedman enphasi zed that the position of Alaska' s pension
plan is different than that of the state of California or other
states that currently do not pre-fund nedical benefits. Al aska's
unfunded liability is considerably "smaller and easier to handle"
t han ot her states.

Ms. M1l horn agreed that because the Al askan plan accounts for
liabilities on pension and nedical benefits on an accrual basis, it
is better prepared than other systens. |In 2007 those other systens
would be required to account for nedical liabilities. This is
significant and could affect the bond ratings for those states.
Oficials are attenpting to "cut those costs any way that they
can."

M. Reynolds had only anecdotal data on the size of the other
states' pension plan nedical liabilities. The new GASB rul es woul d
not require those systens to pre-fund for nedical benefits, only to
account for the liability. However the discount rate on the assuned
rate of return that governnental entities utilize to calculate
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liabilities is supposed to be based on the assets held toward those
liabilities. The PERS and TRS systens utilize a return assunption
of 8.25 percent, based on the investnent policy of the ASPIB board
for pre-funding nmedical benefits. According to the new GASB rul e,
states that do not pre-fund for liabilities nust utilize the
internal rate of return, essentially a cash rate, to val ue those
liabilities. This could be approximately three-percent. Not only
woul d these plans "be booking a liability for the first tinme" but
woul d al so be required to state a liability that is considerably
hi gher than if the nedical benefits had been pre-funded. This is
because a "very |low' discount rate is used to value those
liabilities.

M. Reynolds next addressed pages 5 through 7, which indicate
i nvestnment returns and funded status for the PERS and TRS pl ans.
This information "deals with question: 'How did we get here? " in
listing data for the previous years and anal yzing changes in the
funded status of the systens categorized by source. He outlined the
information on the graphs of pages 5 and 6. He noted that the
funding status increased in sone years and decreased in other
years.

M. Reynolds explained the sources as follows: Non-Health
Assunpti on Changes, includes nortality inprovenents or changes in
retirement rates based on the consultant's analysis of the
experience of the system Health Assunption Changes, the primry
i nstance being the expectation in which nedical costs would
increase in the future; Denographic Experience, determ ned by
analyzing how the population has changed relative to the
assunptions used; Plan Changes, as inprovenents in plan benefits;
Medi cal Experience, how the nmedical costs changed relative to the
expectations regardi ng increases; and |nvestnent Experience, how
i nvestnents perforned relative to the 8.25 percent assunptions. The
charts denonstrate the magnitude of the different sources on
i ncreases and decreases for various years.

Senat or Bunde referenced the inset listing "Declines in funding
status were caused by (in descending order of magnitude)" noting
t hat denographi c experience is the sixth-nost contributing factor
for PERS and the second nost contributing factor for TRS. He asked
the reason for the discrepancy.

M. Reynolds explained the denographic experience represents
changes in the population that differ fromthe assunptions. This
includes the rate and ages in which nenbers retire, termnation
rates from active nenbership prior to retirenent age, nortality
experience and salary increases. Ordinarily denographi c experience
is a relatively mnor factor because the system experience is
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specifically analyzed in setting assunptions. The assunptions tend
to be good predictors of actual occurrences. Denographi c experience
is a larger contributor for changes to the TRS plan as a result of
a conputer system change in the nethod of reporting teacher
menber shi p. The eval uation date for the systens is June 30 or July
1. The prior systens reported nenbers as ternm nated at the end of
the school year in the spring then re-hired in the fall for the
foll ow ng school year. These nenbers were therefore not included in
the data submtted to the consultant. Those nenbers were then
included in the data after the conmputer system change. This
resulted in aloss to the TRS funding status.

Co- Chair Green asked the year of this conputer system change.
M. Reynolds replied the year was 2001.

Senator Stednman al so noted that health assunptions was the second-
nost contributing factor to the PERS system and the fifth-nost
contributing factor to the TRS system and asked if different
assunptions were used to cal culate funding status for PERS and TRS.

M. Reynol ds responded that health experience is not necessarily
different between the two systens. The heal th assunptions are based
on the rate that health care costs are expected to increase and are
affected by "nore national-type concerns”. Therefore the sane
assunptions are used for both plans. The health assunptions are a
| arger factor in the PERS funding status than the TRS because the
non-medi cal benefits are | ower for PERS nenbers than TRS nenbers on
average. As a result the mnmedical liabilities are a |arger
contributor to the unfunded liability portion of the PERS plan and
changes to the health assunptions nake a greater difference to its
fundi ng status.

Senat or Stedman asked for an explanation of the unbal ance and
whether it relates to the previous funding ratio and the weight
given to the health assunptions.

M. Reynolds replied that the unbal ance had nothing to do wth
funding, rather the legislated benefit |levels of the two systens.
The TRS system has somewhat hi gher non-nedi cal benefit |evels than
the PERS system As a result, a |arger portion of the benefits is
medi cal for PERS nenbers.

Senator Stedman then pointed out that currently investnent
performance is calculated utilizing fair market value. In sone
years, many plans held assets at cost or "book value". He asked
when, if ever, the Al askan plan held assets at cost, or if the
assets have always been held at fair market val ue.
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M. Reynolds responded that the assets of the system are al ways
accounted at fair market value when reported to the consultant on
June 30 of each year. He qualified that assets may have been held
at cost, but if so, it was nmany years prior. A snoothing nethod is
used; however, cost is not a factor in that nethod.

Senator Stednman clarified that the analysis of all the assets,
i ncl udi ng bond packages, during the |ast decade have been market
val ue and not cost.

M. Reynol ds understood this to be so. The data subnmitted to Mercer
Consulting lists the market value of the portfolio as of June 30 of
each year and reflects the amount the portfolio could be sold for
at that date.

Senator Stedman requested the June 30 information provided to
Mercer for the past ten years.

10: 27: 30

Senator Stedman infornmed that he served on a nunicipal assenbly and
that ten years ago he recalled |earning of an unfunded pension
liability at that time. He wanted to assure that was an anomaly and
not enbedded in the anal ysis.

Senator Bunde expressed confusion about the previous conputer
system that did not include all teachers in the TRS system He
questioned the practice of reporting nenbers as term nated then
rehired for each school year. He asked how the plan could be
managed w t hout proper accounting of the nmenbers. He asked how this
coul d have been allowed to occur, as it involved 90 to 95 percent
of the menbership.

M. Reynolds clarified that only approximately five percent of the
menbers were reported in this manner. The consultants do not audit
the accuracy of the data provided to it from the Division of
Retirement and Benefits, although the information is reviewed to
"reasonabl eness”". Because of the mnimal nunber of nenbers
af fected, the discrepancies were not apparent. The conversion to
t he new conputer systemidentified the discrepancy, which resulted
in additional liability.

Senat or Bunde was assured the anobunt was five-percent rather than
95 percent.

M. Reynol ds overviewed the information contai ned on pages 7 and 8,
which is a letter dated January 3, 2005, from hinself to M.
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M Il horn, that details changes in the funded percentages for PERS
and TRS fromJuly 1, 1992 through June 30, 2003. This information
is based solely at fair market value of assets and involves no
snoot hi ng net hods. The data could be different if snoothing nethods
were enployed. The nobst significant factors affecting funding
status for the past three to four years are investnent experience
and health care costs. However, over a |longer tine period,
i nvestment | osses are a snmall contributor to fundi ng status because
the increases in market performance fromthe 1990s is factored in.

M. Reynolds pointed out that |osses due to liabilities of 18.5
percent for PERS and 26.6 percent for TRS are significantly higher
than | osses due to assets of 3.8 percent for PERS and 2.7 percent
for TRS. During the analyzed tine period, investnents perforned
bel ow the 8.25 percent anticipated rate, although "not dramatically
|l ess”. The mgjority of the changes are caused by the liability
"side".

M. Reynolds reiterated the breakdown of the liabilities for both
plans as: health experience, health assunption changes, plan
changes, denographi c experience, and non-heal th assunption changes.
The aforenentioned |etter contains a chart |isting the percentage
i npact on funded status of each factor in addition to the dollar
i npact on the unfunded liability of each factor over the 11-year
time period.

Ms. M Il horn continued the presentation with page 9, a spreadsheet
titled, "Public Enployees'/Teachers' Retirenent System | nformation
Briefing". This delineates PERS and TRS nenbers in the categories
of active, deferred vested, deferred and retired, and into tiers.
The total PERS population is 71,554 nenbers, and the TRS tota
popul ation is 22,098 nmenbers. The spreadsheet al so describes the
medical plans of the different tiers. As of Decenber 2004,
approximately 27,000 nenbers received nedical benefits. This
conbi ned with nenbers' dependent coverage anounts to 52,000 people
wi th nmedical benefits. This nunber is expected to increase in the
future.

Ms. MIIlhorn referenced page 10, "Retiree Medical Insurance", a
table listing the nonthly premiumper retiree for health coverage
for each year between 1977 and 2003, the annual percentage change,
and the average conpounded annual increases. The health trend
cal cul ation was reassessed to 12 percent for approxinmately three
years beginning in 2002, then decreases by one-half percent
thereafter. She denonstrated the volatility of the actual rates by
pointing out that in 1993, the rate decreased by seven percent,
then increased by 37 percent in 1994 and in 1995, increased nine
percent. Because of this volatility, it is difficult to trend
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increases in health care costs. Data for the year 2005 is not
included in the spreadsheet, although the actuarial benefit
consultant has indicated the premi umincrease would be $850, a 5.5
percent increase. The primary factor for this increase is "that it
represents |less than the projected clains costs" and fewer clains
were submitted. This is beneficial for the year 2005; however, the
i npacts for 2006 are unknown.

Senat or Stedman requested additional information on the structure
of the medical insurance benefit. He asked if the State of Al aska
is "stand alone” with the premuns set by the experiences of just
the State, simlar to a self-insured plan, or whether experience
nodel s fromoutside the State systemare utilized.

Ms. MIlhorn replied that the actuarial benefit consultant makes
reconmendations for premum increases to the Division based on
experiences of the State as well as national trends. She woul d
provi de additional detailed information on this matter.

Ms. MIlhorn informed of actions of the Division to address the
i ncreasing nedical costs given the restraints of the benefits
pl ans. These include positive enrollnent requirenments for retiree
and active populations. This is an industry standard and i nvol ves
menbers providing proof that clainmed dependants are qualified as
such through marriage licenses, birth certificates, etc. This
practice would begin in the current year

Ms. MIlhorn told of another other efforts to utilize generic
prescription drugs in place of brand name drugs where possible.
Menber shi p use of generic drugs has increased from 37 percent to 42
percent in the few years this has been facilitated. For each one-
percent change from brand nanme to generic drugs, the plan saves $1
mllion. There is m sunderstanding regarding differences between
generic and brand nane drugs and the Division is providing
education to the nenbership to clarify the matter.

Ms. MIlhorn expressed that to the Division's "dismay" it was
di scovered the plan was not in conpliance in verifying coverage for
dependants between the ages of 18 and 23. The plan did not include
a requirenment that these dependants provide verification of college
attendance. This om ssion had occurred for approximtely 20 years.
The Division has taken i mredi ate action to renedy the situation in
mailing letters to all nenbers claimng such dependents notifying
them of the new requirement to submt school transcripts proving
full-time attendance. O the 2,600 letters sent, the Division has
received 1,300 replies. As a result the 1,300 dependents who did
not respond have been un-enrolled in the system
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Ms. MIlhorn al so spoke of the annual renegotiations of third party
adm nistrative contract with Aetna. At the |atest session, after
Aetna had submtted a contract for increased fees, the D vision was
successful in negotiating a reduced fee schedule. This has resulted
in an i mredi ate savi ngs of $350,000. The Division also negotiated a
"networ k guarantee" savings of approximately $26 mllion in which
the fee schedule for active and retiree nenbers would be "flat"
with no increase in fees "until and unless they can guarantee to
the State of Al aska through a reconciliation process, that we wll
have a realized savings of $30 million." If this occurs, Aetna
woul d be able to recover some of the fees, up to $470, 000.

Ms. MIlhorn continued to page 11 a spreadsheet titled "Public
Enpl oyees' Retirenent System System Menbership by Status" and a
bar graph titled "Public Enployees' Retirenment System 10-Year
Compari son of Active and Retired Menbers.” This information is
garnered directly fromthe conprehensive annual financial report.
She noted that in 1993, the system had approxi mately 9, 100 nenbers
conpared to 18,400 nenbers in 2003, representing al nost double the
nunber of nenbers in a ten-year tine period. The year 2004 had a
record retirenent of 20,25 nenbers. This has not occurred since the
previous Retirement Incentive Plan (RIP) of 1995.

Ms. MIlhorn noted page 12 provides information on a spreadsheet
titled, "Public Enployees' Retirenent System Expenses by Type
(000's omtted)" and a bar graph titled "Public Enployees

Retirement System 10-Year Conparison of Expenses by Type". In
1995, health <care benefits cost $40 million conpared to
$167, 360, 000 in the year 2004.

Ms. MIlhorn noted identical spreadsheets and bar graphs on pages
13 and 14 utilizing data for the TRS plan. Again the anmount of
retirees has al nost doubled in ten years.

Senator Stedman surm sed fromthe trend that in a few years, the
nunber of retirees would be greater than the nunber of workers. He
asked if this is the forecast.

Ms. MIIlhorn responded that after review ng workforce denographic
information she concluded that a |larger population would be
eligible for retirenment. She has not undertaken any analysis of
this, but offered to cal cul ate the percentages of nenbers who woul d
becone eligible for retirenment in different years.

Senat or Bunde inforned that the Departnment of Labor and Wbrkforce
Devel opnent has denographic information indicating that the | argest
segnent of the population in Alaska is currently between the ages
of 30 and 50. In ten years, this age group would represent the
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smal | est percentage of the population with the |argest segnents
bei ng senior citizens and children under the age of five.

Ms. MIlhorn comented on the increase of health care benefit
expenses for TRS from $18, 264,000 in 1995 to $75, 601, 000 i n 2004.

Ms. MIlhorn continued that page 15 is a spreadsheet titled "Al aska
Public Enployees' and Teacher's Retirement System |nvestnent
Ret urn/ Medi cal Costs - Assunption v. Actual & Mrtality, Enployer
Actuarial Conputed Rates and Board Adopted Rates, Rate Year FY 90 -
FY 06". This summari zes the investnent return assunptions, the
recommendati ons of Mercer Human Resources Consulting and the actual
adopted rates of the PERS and TRS boards.

Senat or Bunde requested future explanation of why the PERS plan is
governed by a regulation limting annual increases in enployer
contributions to five percent and the TRS plan has no such
regul ation. He asked the Division to provide a reconmrendation of
whet her the regul ation shoul d be changed.

Ms. MIIlhorn would provide this information

Ms. MIllhorn pointed out that the information on page 16, a
spreadsheet titled "Al aska Public Enployees' Retirenent System -
Teachers' Retirenent System Conposite Enployer Contribution -
| ncrease Amount and Total Contributions, FY 06 - 07 - 08 - 09" was
al so provided to the Conmttee the previous |egislation.

Ms. MIlhorn stated that the spreadsheet on pages 17 through 20,
titled "Public Enployees' Retirenment System (PERS) & Teachers'
Retirement System (TRS), Conposite Enployer Contribution Rate -
Active Enployers, Estimted FY 06 - 07 - 08 - 09 - Change in
Enpl oyer Contri bution” provides a detailed outline of individual
enpl oyers. These cal cul ati ons are based on five-percent increases.

M. Reynol ds proceeded with pages 21 through 24, noting that the
information denonstrates for each of +the systens, Mercer's
expectations of future actuarial calculated rates would be for the
next 25 years under various assunptions. Mst of the assunptions
are catal oged in the valuation reports, although a few are shown in
nore detail on page 21 for PERS and page 23 for TRS. The
assunptions for the two systens are simlar.

10: 49: 55
M. Reynolds directed attention to page 21, a spreadsheet titled,

"1.5(c) Actuarial Projections - Effect of Econom c Scenarios". This
lists future calculated contribution rates assunming that the
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popul ati on of the active nmenbership grows at a rate of one percent.
This rate is reflective of the anal ysis of popul ati on growh of the
past five years. He qualified this "appears reasonable” to the
consul tant, but is "not our opinion based on your denographics as
to how your population wll actually change in the future." The
data on the spreadsheet assunes that the PERS and TRS boards woul d
adopt the actuarial rate in each year. However, the five-percent
annual increase limtation of the PERS board and the |ikelihood
that the TRS board would practice simlar restraint has been
factored. Future investnent returns have al so been factored show ng
the 8.25 percent assunptions as well as a growh or optimstic
scenari o of higher investnment returns over the next few years, and
a pessimstic scenario of a prolonged recession in which investnent
returns are "poor" for the next three years then revert to a
somewhat hi gher level but still |less than 8.25 percent.

M. Reynolds noted that the chart on page 22 denonstrates the
information listed on the spreadsheet on the previous page with the
three investnent return scenarios. Page 23 and 24 contain a simlar
spreadsheet and graph for the TRS system The expectation is that
the PERS rates would increase five percent per year for the next
several years until the contribution rate reaches 27 to 28 percent.
The rates are then expected to continue to gradually increase over
the next 20 years until they reach slightly nore than 30 percent.
At that point, the intention of the funding nmethod is that the
unfunded liability would be elimnated and rates would begin to
decline. The rates would vary in the event of higher investnent
performance or | ower investnent perfornmance.

M. Reynolds listed the contribution rates for the TRS plan. Rates
are expected to continue to increase by five percent per year for
the next several years until rates reach 45 percent or higher.
Rates would continue to nore gradually increase to a | evel between
50 and 55 percent for the longer term The rates would not be
expected to decline until after a 25-year period of paying off the
unfunded liability.

M. Reynolds pointed out that for each scenario the known
i nvestnent returns of 15.08 percent for FY 04 have been factored.

Senat or St edman asked about asset all ocation.

Ms. MIlhorn indicated this subject woul d be addressed at the next
nmeet i ng.

Senator Stednan noted the targeted rate of 8.25 percent, which

"varies your allocation, in other words you set your target rate
and you've got to set your allocation to attain it or visa versa."
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He expressed curiosity on the probability of attaining that target
rate. He also asked the inpact of a lower rate or |oss. These
i ssues woul d be discussed at the next hearing.

Ms. MIlhorn stated that the tinelines for the PERS plan on page 25
and the TRS plan on page 26 show the inpact of significant
| egi slation to systens.

Senat or Bunde requested future discussion on the inpact of
Retirement Incentive Prograns (RIP) on the systens.

Co- Chair G een announced that the di scussion would conti nue at the
foll ow ng neeti ng.

ADJ QURNIVENT

Co- Chair Green adjourned the neeting at 10:57 AM
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