M NUTES
SENATE FI NANCE COW TTEE
January 27, 2005
9:31 a.m

CALL TO ORDER

Co-Chair Green convened the neeting at approximately 9:31:59 AM

PRESENT

Senator Lyda Green, Co-Chair
Senator Gary W1 ken, Co-Chair
Senat or Con Bunde, Vice-Chair
Senat or Bert Stedman

Senat or Donny d son

Senat or Fred Dyson

Al so Attendi ng: SENATOR GARY STEVENS; BILL CORBUS, Conm ssioner,
Depart ment of Revenue; TOM BOUTIN, Deputy Comm ssioner, Departnent
of Revenue; GARY BADER, Chief Investnent Oficer, Treasury
Division, Departnment of Revenue; MELANIE M LLHORN, Director,
Di vision of Adm nistrative Services, Departnment of Adm nistration

Attendi ng via Tel econference: Fromoffnet |ocations: SENATOR LYMAN
HOFFMAN;, BOB REYNOLDS, Senior Actuarial Consultant, Mercer Human
Resource Consulting

SUMVARY | NFORMATI ON

Depart ment of Revenue: Roles of ASPIB & Treasury Division

The Commttee heard a report from the Departnent of Revenue
Treasury Division's regarding the Al aska State Pension | nvestnent
Board and the Public Enpl oyees Retirenent System and the Teachers
Retirement System

Department of Adm nistration: Tier Redesign Project Report

The Conmittee heard fromthe Departnent of Adm nistration regarding
the Tier Redesign Project.

AN

Departnent of Revenue:
Rol es of ASPIB & Treasury Division
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Co-Chair Green announced that, in order to allow tine for thorough
presentations, Menbers' questions would be entertained foll ow ng
the conclusion of today's presentations. Were it deened necessary,
t he hearing would continue tonorrow.

Bl LL CORBUS, Conm ssioner, Departnent of Revenue, stated that the
presentation would address four issues: the structure of the
Departnent of Revenue Treasury Division; a review of the Division's
i nvestnment funds that have "a role in nmanagi ng" investnents; the
relationship of the Al aska State Pension |Investnent Board' s (ASPI B)
i nvestnment policy to the Public Enpl oyees Retirenent System (PERS)
and the Teachers Retirenent System (TERS) actuarial assunptions;
and the ASPI B i nvest nent process.

Conmi ssioner Corbus stated that the M ssions and Measures of the
Treasury Division specify that it is the Division's responsibility
"to collect and invest the State's noney." This would include cash
managenent functions and insuring that established guidelines are
foll owed. An investnent staff of financial analysts conduct the
"nost difficult and challenging” responsibility which is that of
i nvesting approximately four billion dollars of State funds as wel |
as nmanaging the investnents of ASPIB. The Comm ssioner has
fiduciary responsibly for the State's noney and, as an ASPI B board
menber, has equal responsibility to that of the other seven Board
menbers.

TOM BOUTI N, Deputy Conm ssioner, Treasury Division, Departnent of
Revenue, commented that in 2004, the Treasury D vision managed and
i nvested approxi mately $20.5 billion of State noney as reflected on
the Departnent's handout titled "Conbined Schedule of Invested
Assets at Fair Value Decenber 31, 2004" [copy on file] which
depicts the noney "by fiduciary and within those headings, by
beneficiary group or agency." Updated information could be | ocated
on the Division's website each nonth. The D vi si on manages noney on
behalf of "ASPIB for four defined benefits prograns and two
participant-directed plans.” The Division nanages noney for four
State agencies and 27 other funds that the Comm ssioner has
judiciary responsibility for. Cash flows, cash needs, liquidity and
investnment restrictions associated wth such things as proceeds
fromtax exenpt bonds that vary by fund.

M. Boutin stated that today's presentation would be limted to the
activities of the Treasury D vision and ASPIB, which was
established by legislation in 1992. The Treasury D vision was
charged with exercising "the investnent, custodial and depository
powers or duties, the Fiduciary of a State fund shall apply the
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prudent investor rule and exercise a fiduciary duty in the sole
financial best interest of the Fund. Treasury further refines the
prudent investor rule to the standards of: 1) an institutiona
investor; 2) a professional; and 3) an investor nmanaging |arge
investnents. Wiile sone funds nmanaged by Treasury and entrusted to
t he Comm ssioner of Revenue are Trust funds, such as the Public
School Trust Fund and the Children's Trust, Treasury uses the sane
i nvestment process and standards for all funds.” In regards to
procedures, "Treasury prepares witten investnent policies and
docunents investnment processes. Each fund has mssions and
objectives that lead to an appropriate asset allocation strategy

and establishnent of specific investnment policy. |nvestnent
managers are selected for each fund to inplenent the investnent
policy."” Approximately four billion dollars of fixed incone

managenment is conducted internally with the balance of the fund
bei ng conducted by external investnment managers. "Performance of
managers is strictly nonitored, evaluated, and docunented" and
ASPIB and the Conm ssioner of Revenue hold formal neetings to
nonitor performance and asset allocations. Results are reported
gquarterly and i ndependent audits are conducted annually.

M. Boutin reported that the Division is allowed by State Statute
to establish investnent pools and benchmarks. Policies are
mai nt ai ned and avail able for viewi ng on the Departnment’'s website.

Formal processes exist for asset allocation and asset classes,

expected returns, risks, tine and tine horizons, risk tol erance and
liquidity, and "the evaluation and hiring and firing of noney
managers”. The fiscal year 2004 Rate of Return on Investnents for
PERS and TRS was 15.08 percent and 15.09, respectfully. These
returns exceeded the actuarial assunptions as well as the nmedi um
return for public funds, as reported by Callan & Associates. He
referenced the Departnent's handout titled "Cumul ative Perfornmance
Rel ative to Target" [copy on file] whose "Cunul ative Returns Actua

vs Target"” chart depicts the Fund's rates of returns experienced
since 1991 to the national actuarial expected returns. The
handout's chart titled "Thirteen Year Annualized Ri sk vs Return”
portrays the Fund's rate of return to a larger wuniverse of
conpar abl e funds.

GARY BADER, Chief Investnent Oficer, Alaska State Pension
I nvestnent Board and Treasury Division, Departnent of Revenue,
poi nted out that State Statutes specify that the PERS and TRS Board
woul d establish their actuarial rates of return after the receipt
of advice from the Division of Retirement and Benefits and the
Actuary. The Actuary, whose investnent horizon is approximately 25
to 30 years, determines the assunptions and then applies the
assunption and devel ops "the estinmated contribution rates required
of the enployers in the system"™ The Actuarial information is
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presented annually, in a joint neeting, to the Boards. The ASPIB
Board is "acutely aware" that PERS/ TRS are anticipating "an 8.25
percent rate of return over a long period of tine." Follow ng the
Actuarial presentation and the PERS/ TRS adoption of their actuari al
rates of return, ASPIB would establish "its target earnings for the
com ng year."

M. Bader continued that the process |eading up to the point of how
ASPI B establishes its earning assunptions each year, including how
to deploy the assets, is further explained in the Departnment's
packet titled "Al aska State Pension Investnent Board Presentation
to the Senate Finance Committee: The Role of ASPIB and the Treasury
Division" [copy on file], dated January 27, 2005. This packet
contai ns an abbrevi ated version of what the Board considers in the
process "of setting its asset allocations.™

M . Bader reviewed the packet's presentation as foll ows.

Page two
Agenda
* Present reasoning behind capital narket projection process
- econom ¢ background
- specific projections
* Discuss inplications generally
Qutline next steps

M. Bader stated that page two outlines the process undertaken by
the Dyvision's financial consultant, Callan Associates Inc.
regarding capital market assunptions as to how the stock market
woul d perform over the next five years for such things as fixed
i ncone and ot her asset allocation classes.

Page four

Callan's Capital Market Projection Process

Econom ¢ Qutl ook Drives Qur Projections

* Evaluate the current environnment and econom c outl ook for
the U.S. and other nmjor industrial countries:

- Business cycles, relative growh, inflation.

* Exam ne the relationships between the econony and asset
cl ass performance patterns.

* Examne recent and long-run trends in asset class
per f or mance.

*Apply mar ket insight:

- Consultant experience - Plan Sponsor, Mnager Search,
Specialty

-l ndustry consensus

-Client Policy Review Committee

* Test the projections for reasonable results.
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M. Bader stated that page four is the first of several pages that
denonstrate the types of evaluations Callan considers in devel opi ng
their assunptions.

Page five

2004 Capital Market Projections

Qui di ng Obj ecti ves

*Qur best thinking regarding the 5-year outl ook, recognizing
our nedian projections represent the mdpoint of a range,
rat her than a specific nunber.

*Results that are readily defensible both for individual asset
cl asses and for total portfolios.

*Conscious of the level of change suggested in strategic
al l ocations for DB, DC and foundati on/ endowrent clients.
*Refl ect conmopn sense and recent market devel opnents.

*Bal ance conflicting goals and conflicting opinions.

M. Bader read the information on page five. The information on
page six is a reflection on recent years' asset returns. In the
year 2000, the Russell 3000's return of a negative 7.46 percent is
an indicator of how the stock market performed in general. In
contrast, the Leman Brothers Aggregate reflected a positive 11.63
percent that year. "This denonstrates one of the basic tenants of
i nvest nent nmanagenent,” which is that of having "a nunber of asset
cl asses that have rates of return that are not necessarily
correlated with one another."™ Wen possible, asset allocations
shoul d be nade according to those principals.

M. Bader stated that page seven depicts global perspectives
considered by Callan Associ ates. Page eight considers information
regarding the United States econony. He highlighted information on
page eight regarding interest rates as follows.

* Interest rates are still extraordinarily |ow

- Treasury bonds yields were at their |owest in 40-years, duet

to
*Aggressive Fed action to lower interest rates
*Investors, afraid of equity, favoring bonds and driving
yi el ds | ower.

M. Bader stated that this information is being factored into the
assunptions about "how conmtted we should be regarding fixed
income in the comng tine period.”

M. Bader continued that page nine addresses expectations. He
hi ghlighted the section on that page as foll ows.
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*Callan's outlook in a nutshell: expect a lowinflation, |ow
interest rate, single digit return environnent.

M . Bader noted that the graph on page ten depicts the historica
relationship between earnings to price and the Standard & Poor
(S&P) 500 returns.

M. Bader expressed that the graph on page eleven depicts the
hi storical relationship between the S& 500 Earnings Yield and the
10- Year Treasury Bond Yield from 1981 through 2003.

M. Bader stated that in regard to Donestic Fixed |Incone, the graph
on page 12 reflects that current yield is an indicator of the
future returns of bonds. "There is relatively close tracking
between the return on bonds fives years out and what their yield to
worst is today."

M. Bader stated that page 13 is a thunbnail explanation of the
rationale for the 2004 capital market assunptions, presented on
page fourteen, that Callan Associates presented to ASPIB. The
Projected Standard Deviation (Risk) factor is a nmeasure of "how
likely that return mght vary fromthe prediction.”

M. Bader noted that page 15 depicts the 2004 Correlation
Coefficient Matrix. He reiterated that the investnment policy
supports holding a variety of different assets classes, studying
their variations, and then determ ning how they nove in relation to
one another. Wre sonmething "to nove in step” with another asset
class, the correlation factor would be one; were it to nove in the
exact opposite direction, such as stocks going up and bonds goi ng
down "in exactly the sanme proportions to one another"” the
correlation factor woul d be m nus one. The correlation factor woul d
be zero were there no correlation at all.

M. Bader stated that pages 16 and 17 provide additional
i nformation that ASPIB woul d be considering at the upconm ng March
nmeeting at which the asset allocation would be established. He
noted that ASPIB and its consultant, Callan Associates, do not work
i ndependently in setting asset allocations, as Statutes require
that ASPIB have an Investnent Advisory Conmttee (1AC), with a
m ni mum of three nenbers. He reviewed the current nenbership and
shared that | AC, during a recent telephonically conducted neeting,
proposed to ASPIB and Call an Associ ates that the asset allocation
target rate of return be 7.84 percent as reflected in the gray
colum depicted on the Efficient Frontier Segment chart on page 19,
with a standard deviation of 11.81 percent over tine.

M. Bader stated that page 20 presents the previous page's
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Efficient Frontier information in graph form "The basic tenant is
that the higher return you expect to get, the nore volatility of
returns" mght be experienced in achieving it. "Volatility is
considered a neasure of risk." He noted that Callan's capital
mar ket target rate of return was 7.60 percent based on a five-year
proj ection, whereas PERS/ TRS were seeking a target return of 8.25
percent. He pointed out that the actuarial assunptions for PERS/ TRS
are based on a thirty-year horizon, whereas Callan Associates
utilizes a five-year projection. "The difference between the two is
what is assuned in the inflation adjustment between the two
assunptions. Callan had an inflation assunption of 2.6 percent. The
attenpt here is to get a five percent real rate of return. If you
put into 2.6 percent inflation, that brings the ASPIB to 7.6
percent. Mercer is also trying in their assunptions to get a five
percent real rate of return. Their inflation assunption over a 30-
year period is greater than Callan's is over the five. That is why
there is a disconnect between the earnings assunption of PERS/ TRS
and the target rate of return for ASPIB."

M. Bader continued that pages 22 through 24 depict "graphica
representations of the probability of return.” The expected
| i kel i hood of getting the target rate of return is approximtely
"50/ 50" on the chart titled "1-Year Range of Return Conparison" on
page 22. The likelihood of exceeding the target rate of return is
depicted in the colum titled "Proposed". For exanple there is a
ten-percent probability of earning 23.94 percent or greater. Wre
the ten-year Range of Return chart of page 24 conpared to the one-
year chart on page 22, "the |ikelihood of obtaining the targeted
range of return” is the relatively the same, the likelihood of
differing fromthat rate of return is dimnished as exanpl ed by
there being only a ten-percent probability of earning 12.69 percent
or higher over the ten-year period. Therefore, the |onger sonething
is invested, the nore likely the possibility of obtaining the
t arget.

M. Bader infornmed that, with the exception of pages 25 and 27, the
information in the packet was provided by Callan Associates. The
information on page 25 was provided by Mercer Human Resource
Consulting in response to the question, "how have the funds
i npacted the funding ratios of the retirement system" As depi cted,
the "rate of return exceeded what the actuarial rate of return
actually turned out to be", as reflected on the chart. "There were
a nunber of years in which the ASPIB and PERS/ TRS funds earned
hi gher rates of returns” than expected. He noted that the aggregate
of all the investnent returns inpacted the 2003 funding ratio for
PERS, as depicted in the chart on page 25, but only accounted for a
negative 3.8 percent decline in the funding ratio. Wre the 2004
i nvestnent returns, which were in the 15.1 percentage, taken into
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consi deration, the funds would reflect a positive investnent return
over the period since 1993.

M. Bader stated that the "Cumul ative Returns Actual vs. Target”
chart on page 26 depicts the Actuarial Assunption and the returns
of the PERS/ TRS funds as provided by Callan Associ at es.

M. Bader stated that page 27 contains a copy of the January 3,
2005 letter from Mercer Human Resource Consulting to Melanie
M Il horn, Director of the Departnment of Admnistration, that
presents that the change in the funded status of the funds, "while
slightly inpacted by investnment returns ...is the result of changes
inthe liabilities of the funds."

M . Bader concluded the Division of Treasury's ASPIB presentation.

AT EASE 9:59:58 AM/ 10:00:22 AM

Co-Chair Geen noted that, in addition to this neeting being
tel econferenced with the Anchorage and Fairbanks Legislative
Information Ofices (LIO, the Kenai LIOis also participating.

AN

Tl ER REDESI GN PRQJECT REPORT
DEPARTMENT OF ADM NI STRATI ON

MELANIE M LLHORN, Director, Division of Retirenment & Benefits,
Departnent of Adm nistration, explained that "the catal yst behi nd"
the tier redesign project that began in January 2004, was the
Conm ssi oner of the Departnent of Adm nistration who tasked nmenbers
of the PERS/ TRS Board wi th devel oping new tier redesigns to address
two areas: the short-funded status for the systens and rising
enpl oyer contribution rates. The information being presented today
i ncludes information that was discussed during the Tier Redesign
Proj ect neetings conducted in Anchorage and Fairbanks over a nine-
nonth period. The "State of Al aska PERS & TRS Ti er Proposals Senate
Fi nance"” Report [copy on file] was prepared by the actuarial firm
Mercer Human Resource Consulting, and is a conpilation of the
i nformation discussed during those neetings. The neetings were
advertised and nunerous enployers and interested parties
participated in the discussions. In Novenber 2004 the Tier Project
Revi ew Subcomm ttee, which consisted of two PERS and two TRS Board
menbers, finalized their work on this project and presented two
alternative tier proposals, referred to as Alternative 1 and
Alternative 2, to the full PERS/ TRS Boards. Wile the Subconmttee
favored Alternative 1, the full PERS/ TRS Boards did not approve
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either of the Tier Redesign alternatives, and as a result, no
reconmendati on was furthered to the Departnent of Adm nistration
Commi ssi oner, Ray Matiashowski. The Tier Review Subcommttee is no
| onger active as their task has been conpleted. She noted that
there was "significant participation” by the enployers, who are the
st akehol ders of this system" at the Novenber 2004 PERS/ TRS Board
neeting. It should also be noted that "all of the enployers who
testified and participated in that neeting which was the
culmnation of all of that analysis, benchmarking," and survey
results, "advocated for newtier alternatives."

BOB REYNOLDS, Senior Actuarial Consultant, Mercer Human Resource
Consul ting, testified via teleconference froman offnet site and
stated that Mercer is the actuary for the State of Alaska's
retirement systens, the PERS/TRS systens in particular. Mercer's
role with the Tier Redesign Project subcommttee was to facilitate,
gather information, and provide cost alternatives for tier
alternati ves being considered.

M. Reynolds turned his remarks to the aforenentioned handout and
stated that Slide One on page one indicates that the Retirenent
Program Fi nancial Managenent is influenced by how the Benefit
Policies, Funding Policies, and the Investnent Policy interact.

M. Reynol ds reviewed the contents of the Report as follows.
Slide 2, page 1

Fi nanci al Summary
Enpl oyer Contribution Rates - PERS

FY05 FY06
Nor mal Cost Rate: 13.31% 13.24%
Aver age Past Service Rate: 11. 60% 12. 39%
Average Contribution Rate: 24.91% 25.63%
Board Adopted Rate: 11.77% 16.77%

*The normal cost rate provides for benefits expected to be
earned by active nenbers during the fiscal year

*The past service rate is the part of the contribution that
is intended to pay the unfunded liability (over 25 years)

Slide 3, page 2
Fi nanci al Sunmary
Enpl oyer Contribution Rates - TRS

FYO5 FY06
Nor mal Cost Rate: 14. 76% 14.28%
Past Service Rate: 20.81% 24.57%
Total Contribution Rate: 35.57% 38.85%
Board Adopted Rate: 16. 00% 21.00%
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*The normal cost rate provides for benefits expected to be
earned by active nenbers during the fiscal year

*The past service rate is the part of the contribution that
is intended to pay off the unfunded liability (over 25
years)

M. Reynolds stated that the intention of Slide 2 regarding the
PERS system and Slide 3 regarding the TRS system is to provide
background information pertinent to the "financial inplications of
the new tiers.” Mercer's FY 06 actuarial calculated rate for the
PERS systemis 25.63 percent as denoted as the Average Contri bution
Rate on Slide 2 and 38.85 percent as denoted by the Total
Contribution Rate for TRS on Slide 3. Wiile both of these rates are
conprised of the sane two conponents, the Normal Cost Rate and the
Past Service Rate, they are |abeled differently because the PERS
system enployers "are each charged their own separate rate
calculation relative to their own circunstances." Therefore the
rate reflects the "average contribution systemi for PERS "as a
whol e." The TRS enpl oyer contribution rate is referred to as the
Total Contribution Rate because a single calculation rate would
apply to all enployers in the system The definitions of normal
cost rate and past service rate are depicted at the bottom of
Slides 2 and 3. "The normal cost rate is the cost of the benefits
that the nenbers who are actively enployed within the system are
earning during that year." "In any situation where the funding is
| ess than 100 percent” according to Mercer's cal culations, in that
there are less assets than there is "accrued liability in the
system that deficit is called the unfunded liability and it is
anortized over 25 years, simlar to a nortgage, except that it is
anortized as a | evel percentage of payroll."

M. Reynolds continued that for FY 06, the PERS Average Past
Service Rate of 12.39 percent is the anount that would be required
to pay off the unfunded liability over 25 years. The Nornal Cost
Rate for FY 06 is 13.24 percent. Therefore the Average Contri bution
Rate is 25.63 percent.

M. Reynolds declared that, by regulation, the PERS enployer
contribution could only decrease or increase by five percent per
year. Thus, while the FY 06 Average Contribution Rate is 25.63
percent, the Board Adopted Rate is 16.77 percent.

M. Reynolds noted that the FY 06 Normal Cost Rate is 14.28 percent
and the Past Service Rate is 24.57 percent, for a Total
Contribution Rate of 38.85 percent. "The |argest portion of the
Total Contribution Rate is actually the part that is required to
pay off the unfunded liability." The TRS Board has "recommended" a
rate of 21.00 percent for FY 06.
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M. Reynolds pointed out that absent any unfunded liability, "if
the systens were 100 percent funded," the calculated rate for the
PERS system woul d be 13.24 percent and the calculated rate for the
TRS would be 14.28 percent. Therefore, "were the systens fully
funded at this tine", the systens' rates would range between 13 and
14 percent.

Slide 4, page 2

*Ri sing contribution |evels

*Vol atile investnent returns
=i nvest nent uncertainty

*Ri sing nedi cal costs

M. Reynolds stated that Slide 4 further describes sone of the
financial concerns of the Tier study.

Slide 5, page 3
Overvi ew
Key I nformation

Key information gathered and anal yzed
* Enpl oyer survey

Menber focus groups

Benchmar ki ng

Benefit |evels

Denogr aphi ¢ proj ections

| mpl i cati ons of Medicare changes
Trends, issues and alternatives
Cost anal ysis and projections

R T S T

M. Reynolds stated that Slide 5 depicts sone of the key
information utilized by the subcommttee in determning its Tier
alternatives. "An extensive body of information was gathered,

di scussed, and anal yzed over the course of the ten to el even nonth
period.” Miuch of this information is available on the Departnent of
Adm nistration website. "One key finding of the benchmarking
activity that was conducted was that the nedical programthrough
the PERS/ TRS systens was considerably richer than prograns offered
insimlar states.”

Ms. MIllhorn informed the Conmittee that the PERS and TRS
enpl oyers' survey results are | ocated on pages 30 through 57 of the
Report. The survey was very inportant as it set the franmework for
gathering informati on. Enployers' input alerted the subcommttee as
to which benefits are valued. 89 PERS enpl oyers responded and ten
others replied that they choose not to participate. 36 of 57 TRS
enpl oyers responded. Surveys were also distributed to 11 collective
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bar gai ni ng uni ons; only one responded. Enpl oyer input was a val ued
conponent of this process.

Slide 6, page 3
Enpl oyer Survey — PERS
| mportant Concl usi ons
* Enpl oyers want the retirenment programto continue to provide
medi cal coverage
* Many enployers open to the possibility of providing
differing levels of nedical coverage based on service or
havi ng nenbers share in the cost of coverage
* (ther potential cost savings areas that sone enpl oyers seem
open to:
- Lowering the post-retirenment cost-of-Iliving adjustnent
- Not providing nedical coverage to vested term nated
menber s
* Some responses seem to favor continuing a defined benefit
approach
- Reward | ong service
* However, responses |eaned towards shifting investment risk
to nenbers

Slide 7, page 4
Enpl oyer Survey — TRS
| mportant Concl usi ons
*Enpl oyers want the retirenent programto continue to
provi de nmedi cal coverage
* Many enployers, particularly the |argest enployers, open
to the possibility of providing differing |evels of nedical
coverage based on
service or having nenbers share in the cost of coverage
* Other potential cost savings areas that sonme enpl oyers
seem open to:

- Lowering the post-retirenent cost-of-1living

adj ust nent

- Not providing nedical coverage to vested term nated
menber s
* Sone responses seemto favor continuing a defined benefit
appr oach

- Reward | ong service
* However, responses |eaned towards shifting investnment risk
to nenbers

M. Reynolds stated that Slides 6 and 7 depict "the inportant
conclusions that were drawn from the Enployers' surveys. Slide 6
reflects the conclusions for PERS enployers and Slide 7 depicts the
conclusions for TRS enployers. "The conclusions were essentially
identical". He reviewed the conclusions and noted that "vested
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termnated nenbers are nenbers who |eave the system prior to
reaching eligibility for retirement, but who are entitled
nevertheless to receive a benefit fromthe State once they reach
retirement age." The benchmarking activity that was undertaken in
the Tier Review revealed that, "very few, if any, other system
provi des nedi cal coverage to vested term nated nenbers.”

Slide 8, page 4

Overvi ew

System Obj ectives and Constraints

Based on informati on gat hered and st akehol der feedback, the

Tier Cormittee drafted the foll ow ng objectives:

* The System shoul d provide nedical benefits to retirees
- Menbers should bear a greater share of the cost
- Menbers should have to retire fromthe Systemto be
eligible

Benefits should favor |onger-service nenbers

Enpl oyer contributions should be nore predictable and
stabl e

I nvestnent risk should be shared by enpl oyers and nenbers

Heal thcare inflation risk should be shared by enpl oyers
and nenbers

* *  *

*

Slide 9, page 5

Overvi ew

System Obj ectives and Constraints

Based on informati on gathered and st akehol der feedback, the
Tier Cormittee drafted the follow ng constraints:

* Non-nedi cal benefits nust be sufficient to satisfy m ni num
requirenents for enployers who do not participate in Social
Security

* Benefit changes nust take the formof new “tiers”

* Annual cost of benefits should be | ess than the current
Systens’ normal cost rates

M. Reynolds stated that the enployers' survey conbined with other
information gathered by the subcomrittee "led to the drafting
objectives and constraints for the retirement system that are
reflected on Slides 8 and 9. The information on Slides 8 and 9
provi de the framework for what the subconmittee "was ainmng at in
arriving at the proposed alternatives."

Slide 10, page 5

Trends and Alternatives

Defi ned Benefit Cbservations

* Pl ans have experienced hi gher cost |evels and greater cost
volatility

* Funded status has declined in |ast 3 years
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* Advant ages (to enpl oyer) of defined benefit plans
- Retention incentives, |ower turnover cost
- Wbr kf orce managenent
- Cost allocated to | onger-service enpl oyees

Slide 11, page 6

Trends and Alternatives

Defined Benefit Cbservations (continued)

* Advant ages (to enpl oyee) of defined benefit plans
- Pooling of longevity risk
- In nost cases, enployer bears investnment risk
- Predictable, stable retirenent incone

* Chal | enges (for enployer) of defined benefit plans
- I nvestnent risk
- Cost volatility

Slide 12, page 6

Trends and Alternatives

Defi ned Contribution Observations

* Advant ages (to enpl oyer) of defined contribution plans
- Predictabl e cost

St abl e cost

- Enpl oyee assunes investnent risk

- No long-termadm nistrative comm t nent

Contri bution equity anmong enpl oyees

* Advant ages (to enpl oyee) of defined contribution plans
- Portability
- Ability to direct investnents
- Contribution equity anong enpl oyees

Slide 13, page 7
Trends and Alternatives
Defined Contribution Qoservations (continued)
* Chal | enges for defined contribution plans
- Mre difficult to manage workforce
- Enpl oyee directed noney often earns | ess
- Anpbunt needed at retirenent is often underesti mated
- Enpl oyees need to contribute in excess of 10 percent,
but nost do not
- Retirees generally not equipped to transform|lunp sum
into nonthly paynents that last for a lifetine
(difficult to nanage |ongevity risk)

M. Reynolds stated that Slides 10 through 13 describe trends and
alternatives in retirenent prograns nationwide. He read the
information on the slides and stated that one outcone of this
benchmarking activity was the realization that retirenent systens
around the country "have experienced or woul d experi ence changes to
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their prograns."” Therefore, conparing Al aska's retirenment prograns
to others is difficult as prograns nationwide are in a state of
flux. An alternative retirenment programis a defined contribution
retirement plan such as a 401K plan, which is the type of program
bei ng proposed for the federal Social Security program "A Defined
contribution plan is an account that is typically invested at the
enpl oyee's discretion in the marketpl ace...in nutual funds or stock
funds.” The advantages of a defined contribution plan to an
enpl oyer and an enpl oyee are depicted on Slide 12. The chal |l enges
of these plans are depicted on Slide 13.

Slide 15, page 8
Proposed Alternatives
Overvi ew
* Two alternatives are being presented to the PERS and TRS
Boards, with the
Tier Commttee recommending Alternative 1
* Conponents of Alternative 1
- defined benefit
- defined contribution
- medi cal
- health rei nbursenent account (HRA)
* Conponents of Alternative 2
- defined contribution
- medi cal
- health rei nbursenent account (HRA)
* Menber contributions under both alternatives are higher
than the current tiers
* Contribution rates for the defined contribution conponent
are higher for Alternative 2
* Post-retirenment nedical programis the sanme for both
alternatives

M. Reynolds stated that the Subcommttee proposed two
alternatives, Alternative 1 and Alternative 2, as described on
Slide 15. The health reinbursement account (HRA) which is the
nmedi cal conponent being proposed for both alternatives "is a
vehicle simlar to a defined contribution account but with the
purpose of setting aside and building a fund to pay for nedica
expenses in retirenent." Therefore, the HRA plan woul d be different
fromthe current plan.

M. Reynolds stated that the difference in the two Alternatives is
that the defined benefit portion of the retirenent program was
elimnated in Alternative 2, "and the costs that would have been
directed to the defined benefit program in Alternative 1 were
instead directed to the defined contribution part of Alternative 2
so that Alternative 2 has a | arger defined contribution conponent
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than Alternative 1 does and no defined benefits portion." The
Menber contribution in both Alternatives would be higher than
current tiers' levels. Wile the Subcommttee supported Alternative
1, the overall PERS/ TRS Boards did not approve it.

Slide 16, page 8
Proposed Alternatives
Defined Benefit Alternative
Key features of Alternative 1 defined benefit program
* 1 percent of career average pay
* Pay is indexed from year received to year preceding
retirement (or term nation) based on the Anchorage CP
- for exanple, 1997 pay for a nenber retiring on Decenber 31,
2009 woul d be increased at Anchorage CPlI for 12 years
* Base pay only
* Normal retirenent at the earlier of
- (1) age 60 with 5 years of service (8 years for TRS)
or
- (2) 25 years of service (30 years for PERS “others”)
* Post-retirenment pension adjustnents simlar to current
tiers
* No 10 percent Al aska cost-of-1living adjustnment (COLA)

Slide 17, page 9

Defined Contribution Alternatives

Key features of defined contribution conponents

* I'ndividual accounts are maintained for each nenber

* Contributions are a percentage of base pay

* Various investnent options (nmenber-directed)

* 100% vest ed

* Termnating or retiring nenber takes account (eligible for
rol |l over)

M. Reynolds stated that Slides 16 through 19, on pages eight and
ten, provide details of the defined benefit and defined
contribution conponents of the prograns. The graph on Slide 18, on
page ni ne, conpares the value of the TRS Non- Medi cal benefits of
the current plan at various ages to the projected values of the two
proposed Alternatives. The graph on Slide 19 reflects these val ues
for PERS. The TRS chart depicted on Slide 18 indicates that Tier 2
menbers who retire fromthe current systemat age 60 woul d receive
hi gher benefit levels than either Alternative; however, the
proposed Alternatives would provide that person higher benefits
were they to retire at an earlier age. On average, the benefit
| evel s of the Alternatives would provide simlar values to those of
current Tier 2 enployees. A PERS Tier 2 60-year old retiree's
current benefit levels would be simlar to those of Alternative 1

Prior to that age, Alternative 1's value exceeds that of
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Al ternative 2 or the current PERS Tier program

M. Reynol ds characterized the proposed Alternatives' Non-nedical
benefit conponents as being "risk-shifting" rather than being a
cost-reduction. The benefit levels were designed to be roughly
simlar to the current prograns with sonme of the investnent risks
shifting fromthe enployer to the enployee. The |level of shifting
is what differs in the two proposed alternatives. "Alternative 1
shifts sonme of the risks fromenployers to nenbers and Alternative
2 shifts" the entirety of the investnment risk fromthe enployer to
the nmenbers in regards to non-nedical benefits.

M. Reynolds stated that key aspects of the proposed Medical
prograns are described on Slides 20 through 28, pages ten through
14.

Slide 20, page 10
Proposed Medi cal Program
Key Features
Key features of post-retirenment medical program
* Menbers nust retire directly fromthe Systemto be eligible
* System sponsored health plan with varying | evels of subsidy
or cost to nmenbers
* Early retirees get “access only” prior to normal retirenent
eligibility
* Defined dollar benefit fromnormal retirenent to Medicare
eligibility (currently age 65)
* Defined health benefit after Medicare eligibility, simlar
to the current programw th the follow ng key exceptions:
- Method of coordination with Medicare
- Retired nenbers will share in the cost through prem um
contri butions

Slide 21, page 11

Proposed Medi cal Program

Syst em Sponsored Health Care Pl an

* System sponsored health plan available to all eligible
retirees, but with varying | evels of subsidy

* Basic plan design elenents

Current Pl an Alternate Pl an
Medi cal
*Coordi nation wth Mai nt enance of
Medi car e Total All owance Benefits
*Deducti bl e $150/ per son, $250/ per son,
$450/ fam ly $750/ fam |y
*Qut of Pocket $800 $2, 500
*Qut pati ent Surgery 100% 80%

Coi nsur ance
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Prescription Drug
*Ret ai

-CGeneric

-Brand Formul ary
-Brand Non- Fornul ary
*Mai | Order

-CGeneric

-Brand Formul ary
-Brand Non- Fornul ary
Dental , Vision, Audio

Slide 22, page 11

Proposed Medi cal Program

Eligibility

*Normal retirement eligibility for
defined as the earlier
- (1) age 60 with 10 years of service
- (2) 25 years of service (30 years for

retirees).

* Di sabl ed participants will
* Term nated vested participants are not
must retire directly fromactive service in order to receive

cover age

Slide 23, page 12

Proposed Medi cal Program

Early Retirenent

* Early retirees who have not

eligibility

90 day supply
$4
$8
$8

90 day supply
$0
$0
$0

No change

of

- Receive “access only” plan

- WIIl not be eligible for subsidized retiree health plan

costs

- Pay 100% of the pre-Medicare eligible (currently pre-

nedi cal

be eligible
eligible.

reached nor nal

30 day supply
$5

$15
$30
90 day supply
$5

$15
$30

benefits will

PERS “ ot hers”

age 65) per nenber per year (PMPY) claimcosts

* Dependent spouses of early retirees wll

pay 100% of

appropriate pre-Medi care or Medicare eligible PWY claimcost

Slide 24, page 12

Proposed Medi cal Program

Norrmal Retirenent to Medicare Eligibility
* Menbers who retire directly
eligible for a “defined dollar”
eligibility for nornal
* Fi xed dollar subsidy toward system sponsored heal th coverage
* Access to system sponsored retiree nedica

above

retirenent

benefit

from the Systens wll
upon reaching

pl an as outli ned

* Subsidy anpbunt is based on | ength of service
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* Subsidy anmount indexed each year by healthcare inflation up
to a maxi nrum of 5 percent (with a “catch-up” provision based
on years when healthcare inflation is | ess than 5%

Slide 25, page 13

Proposed Medi cal Program

Normal Retirement to Medicare Eligibility

* Upon becomng eligible for Medicare, such nenbers wll
becone eligible for the “defined health” benefit

* Pre-Medi care dependent spouse is eligible for the sane
subsidy as retiree

* Medicare eligible dependent spouse is eligible for the
Medi care eligible benefit level, with contribution percentage
based on retiree length of service

Slide 26, page 13

Proposed Medi cal Program

Norrmal Retirenent to Medicare Eligibility

* Apply percentages to the applicable subsidy base to arrive
at the appropriate subsidy anount.

* Defined Dollar Subsidy Base Annual PMPY for fiscal year

2004:
Pre Medicare $5, 962*
* Subsi dy Percent age

Service (yrs) Subsi dy %
10- 14 30%
15-19 45%
20- 24 60%
25-29 75%
30+ 90%

* Menber contributions are determned by subtracting the
annual subsidy anmount fromthe annual clains cost for a given
year.

*Equi val ent to FY2004 pre-Medicare projected claimcost.

Slide 27, page 14

Proposed Medi cal Program

After Medicare Eligibility

* Defined health benefit simlar to current program

* Retirees who were previously eligible for 100% subsi dy of
retiree health plan costs wll now participate in the prem um
cost.

* Contributions are per covered individual

* Pre-Medi care dependent spouses are eligible to receive a
defined dol | ar subsidy w th percentage based on retiree | ength
of service
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* Medicare eligible dependent spouses are eligible to receive
the sane defined health benefits as the retiree and pay the
same contri butions

Slide 28, page 14
Proposed Medi cal Program
After Medicare Eligibility
*Contribution Base PWY for fiscal year 2004:
Medi care Eligible $2, 667
* Contribution Percentage
Service (yrs) Contribution %

10-14 30%
15-19 25%
20- 24 20%
25-29 15%
30+ 10%

* Apply percentages to the contribution base to arrive at the
appl i cabl e contribution

M. Reynolds stated that Slides 20 through Slide 28 describe the
key aspects of the proposed nedical program He communi cated that
under the proposed alternatives, termnated vested nenbers who
| eave prior to retirenment would not be eligible for nedical

benefits. The components of Slide 20 were reviewed. The System
sponsored health plan would provide varying |evels of subsidy or
costs to the nmenbers. The nedical benefits programwoul d be divided
into three phases over a nenber's retirenment including: Phase 1 is
early retirenent in which a nmenber who retires prior to norna

retirement "would get access to the program but would need
essentially to pay their own way"; Phase 2 would be froma nenber's
normal retirenment age to reaching eligibility age for Medicare
which is currently age 65; and Phase 3 which is once a nenber
reaches Medicare eligibility. Phase 2"S Defined Dollar Benefit
nmeans that "the system woul d provide noney that the menber would
use to help pay for nedical care but the nenber would be
responsi ble for the difference betwen what the system provi des and
the actual cost of the nedical care. Phase 3 would be simlar to
the current program with the exception being the nethod through
whi ch "the program coordi nates with Medicare and a greater degree
of cost sharing with the nmenbers through prem um contributions.”
The Health Reinbursenent Account (HRA) is intended to assist
menbers with setting aside noney "to help pay for some of the cost
sharing elenents in the proposed program"” He recomended that the
Commttee Menbers independently review the Medical conponent
Sl i des.

M. Reynolds informed the Conmttee that nore information regarding
the HRA account is provided on Slides 29 through 38, pages 15
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t hrough 19. HRA have been in existence for several years and recent
federal legislation "is nmaking them nore comobn and nore
attractive." Wile HRA accounts are simlar to defined contribution
pl ans, the key point here is that HRA "is sinply an account that
hel ps accumul ate noney toward health expenses in retirenent.”

M. Reynolds stated that the financial inplications of the
alternatives are depicted beginning with Slide 39 on page 20. It
provides the normal cost rates of Alternative 1 as conpared to the
current systemfor both PERS and TRS. He rem nded that the current
system's nornmal cost rates were depicted in Slides 2 and 3. "The
normal cost rate is the cost of the benefit that the nenbers are

expected to earn in any given year. It does not consider any
unfunded liability that mght need to be paid off. It’s a fresh
start look at the cost of the retirenment system" It would be

"expected that on average the Alternative 1 program would cost
18. 75 percent."” The nunbers in parenthesis reflect the conparable
cost for the current TRS system The current projected cost would
total 22.97 percent. Alternative 1 would result in approximtely a
four-percent savings. One of the Tier Redesign subconmittee's
obj ections was to reduce costs of the system Currently, nenbers'
share of the program cost is 8.69 percent; under the new system
menbers' share would increase to 10.0 percent. Enployers' costs
woul d be reduced by approxinmately 5.5 percent. The PERS cost rates
are al so depicted on Slide 39.

M. Reynolds explained that Slide 40 on page ten depicts simlar
information regarding Alternative 2. The overall costs of
Alternative 2 were designed to be simlar to Alternative 1. The
difference is that the defined benefit programis elimnated and
the defined contribution rate is higher. He reviewed the PERS and
TRS normal cost rates for nenbers and enployers as proposed by
Al ternative 2.

M. Reynolds concluded that both Alternatives "were designed to
have simlar overall long term cost inplications both to nenbers
and enployers.” The differences "include the levels of cost
volatility that could be expected fromyear to year." Aternative 1
has nore volatility because it has retained the defined benefit
conmponent”. Alternative 2 would have "considerably less volatility
but woul d continue to have sone cost volatility associated with the
medi cal conponent.”

Ms. M Il horn explained that page 21 depicts the historical PERS and
TRS Normal Cost Rates as conpared to the Actuarial Conputed Rates
for the years FY 1983 through FY 2006. She noted that the benefits
from higher investnent earnings are reflected in the |ower cost
rates for the years 1999 through 2002.

SFC- 05 (21) 01/ 27/ 05



M. Reynolds stated that pages 22 through 25 portray the Key
Assunptions utilized for the Actuarial Projections into the future
for the current PERS and TRS systens. The assunptions on page 22
project that there would be a population growh rate of one
percent; the PERS Board woul d adopt the Actuarial recommended rate
with the provision that, as established in State Regul ation, the
rate could not increase by nore than five-percent per year; and the
utilization of "three different possible economc futures”
i ncluding one | abel ed "Base Rate" in which it is anticipated that
the fund woul d earn on average 8. 25 percent per year; one | abel ed
"Gowh" which "is alittle nore optimstic with higher returns in
the next few years, leveling out to the Actuarial assunption in the
future”; and a "pessim stic econom c scenario |abeled Prol onged
Recession with very poor investnent returns for the first few years
rebounding to a higher level but a level that is still |ower than
the 8.25 percent assunption.” The known actual returns for the year
2004 have been factored in. These three scenarios and their
projected contributions rates are depicted, in graph form on page
23. He stated that the graph depicts that the unfunded liability
would be paid off in 25 years. The contribution rates could
increase to as much as 30-percent under the Base Case scenario
bef ore decli ni ng.

Co-Chair Green understood that this informati on was provided in the
Departnment's January 26 presentation

M. Reynolds affirmed, and noted that this information continues
for the TRS system on pages 24 and 25. The TRS systenis
contributions could increase to approxi mately 55-percent before the
unfunded liability is paid off. He reiterated that the TRS Board is
not bound by the five-percent constraint.

M. Reynolds stated that the PERS/ TRS scenarios for the new tiers,
as conpared to the current programare depicted on Slides 41 and 42
on page 26, respectfully. He clarified that because no one in the
current system woul d be subject to the new tier provisions, a few
years woul d pass before the savings affects of the new tier would
be realized. It is anticipated that "significant cost savings"
anounting to approxi mately six or seven percent could result at the
end of the 25-year period for the PERS system as reflected on
Slide 41. Simlar savings are projected for the TRS system as
depicted on Slide 42.

M. Reynolds and Ms. M Il horn concluded their remarks.

Senat or Bunde understood that a significant nunber of enployees
would be retiring from the PERS/ TRS systens over the next few
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years. Therefore, inplenentation of a newtier within the next four
or five years would be the nost effective action

Ms. MIlhorn deferred to M. Reynolds, as her Division had not
conducted an analysis in this regard.

M. Reynol ds responded that while he could not provide "a nuneri cal
answer to the question”, during the initial stages of the tier
redesi gn project, Mercer had conducted popul ati on projections for
both the PERS and TRS systens for the next five to ten years. The
projections included expected retirenents and the areas of the
system that woul d require personnel replacenents. This information
is available on the Departnent of Admnistration's website. The
proj ections portrayed on page 26 of the Report reflect "the affect
of the newtier were it to be inplenented in the very near future,”
either today or in the next one to two years. Projections were not
undertaken that would reflect the affects of a new tier occurring
five years out. Wiile those projections are unavail able, "clearly
it does defer by five years any savings that a new tier mght bring
into the system"™ He agreed that were "a bubbl e of people” retiring
over the next few years, delaying the inplenentation of a newtier
could be characterized as "sone opportunity lost in ternms of
repl acing current nenbership with new tier nenbers.”

Co-Chair WIlken chaired the follow ng portion of the neeting.

Senat or Bunde stated that he would defer the decision to the Co-
chairs as to whether developnent of a chart depicting the
forecasted retirenent scenario mght be hel pful to the discussions.
Continuing, he asked for further information regarding the
proj ect ed one-percent popul ati on grow h.

M. Reynolds clarified that, based on "recent historical analyses,"
a one-percent population gromh is forecast in regards to the
grow h of nmenbers in the two systens: active nmenbership in PERS has
grown 1.1 percent per year on average over the past five years as
conpared to .6 percent per year growh for TRS. He clarified
however, that "it is not Mercer's attenpt to predict” what m ght
occur in the State.

Senator Bunde stated that it would be interesting to conpare this
information to the projections devel oped by the Departnent of Labor
and Wor kforce Devel opnent.

Senat or Bunde asked regarding "the cost of noney" in that would the
State be able to save a substantial anmount of noney were it able to
pay off the outstanding debt early, simlar to how an individua
m ght save noney were their 30-year loan paid off prior to its
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term nation date.
Senat or Green assuned Chair of the neeting.

M . Reynol ds responded, "that the tine value of noney is factored
into all these calculations.” Paying off a nortgage early would
save nom nal dollars. However, were that noney invested at the
nortgage interest rate, it would not result in significant savings
as tax incentives and other elenents would not be applicable. The
Department has requested Mercer to determ ne the affect of paying
off a portion of the unfunded liability early. This information is
bei ng conpiled. He referred the Commttee to the right hand col um
of figures on aforenentioned Slides 2 and 3 which indicate that,
were each systens' entire unfunded bal ance paid off, the cost rate
woul d decrease from 25.63 percent to 13.24 percent and from 38. 85
percent to 14.28 percent for PERS and TRS respectfully. "That woul d
be the savings realized from paying off the entire unfunded
portions of the unfunded.."” Wre half of it paid off, "the past
service rate woul d decrease by half."

Co- Chair Green announced that, due to tinme constraints, Menbers'
guestions pertinent to these issues would continue during the
Fri day, January 28, 2005 neeting.

ADJ QURNIVENT

Co- Chair Green adjourned the neeting at 11:01 AM
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