M NUTES
SENATE FI NANCE COW TTEE
January 28, 2005
9:06 a.m

CALL TO ORDER

Co-Chair Green convened the neeting at approximately 9:06:11 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 Attending: GARY BADER, Chief Investnment Oficer, Treasury
Division, Departnment of Revenue; MELANIE M LLHORN, Director,
Departnent of Adm nistration; TOM BOUTIN, Deputy Conm ssioner,
Department of Revenue; BILL CORBUS, Conm ssioner, Departnent of
Revenue

Attending via Teleconference: From Ofnet Sites: SENATOR LYMAN
HOFFMAN; CHRI'S BURNS, Actuarial, Mercer Human Resource Consulting

SUMVARY | NFORVATI ON

Depart ment of Revenue: Roles of ASPIB & Treasury Division
Department of Adm nistration: Tier Redesign Project Report

The Departnents and the State's actuarial consultant answered
Comm ttee questions regarding the Al aska State Pension | nvestnent
Board, the Public Enployees Retirenent System the Teachers
Retirement System and the Tier Redesign Project.

#

Departnent of Revenue:
Rol es of ASPIB & Treasury Division

Departnent of Adm nistration:
Ti er Redesign Project Report
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This was the second hearing regarding these presentations in the
Senat e Finance Committ ee.

Co-Chair Green announced that the purpose of today's neeting is to
provi de Menbers the opportunity to ask questions regarding the
previous day's presentations. She noted that Chris Burns, an
Actuarial Consultant with Mercer Human Resource Consulting, would
be participating via teleconference in lieu of Mercer actuarial Bob
Reynol ds, who was unavail abl e due to unforeseen circunstances.

Senat or Stedman asked for further information pertaining to the
Al aska State Pension Investnment Board (ASPIB) investnent policy
utilized by the Departnment of Revenue; specifically how that
investnment strategy interfaces wth Mrcer Human Resource
Consul ting' s actuarial determ nations.

GARY BADER, Chief Financial Oficer, Treasury Division, Departnent
of Revenue, recounted previous day's testinony in that ASPIB
utilizes "strategic allocation"” investnent strategy. This strategy
reviews "the asset classes and their probable rates of return and
variation over the long run." This approach differs from the
"tactical asset allocation" investnent strategy, "a far nore active
strategy” in which people in the market attenpt to assess "the
relative value of stocks, bonds, and usually, cash.” VWhile the
Tactical Asset Allocation strategy, which has a "l arge conponent of
mar ket timng", has existed for years, the nunber of investnent
managers utilizing it has declined over tine because this approach
"has not worked." The Strategic Allocation approach utilized by
ASPI B and nost pension funds "does not try and tine the market” and
make estimations of the relative values of the different asset
cl asses. When ASPIB annual |y establishes its asset allocations, "it
usual |y does not vary nuch from one year to the next." Once the
all ocations are set, the Division's Chief Investnment Oficer is
instructed, "to stay wth the asset allocation unless its gets too
far awnay fromthe target return.” In addition, ASPIB m ght dictate
the anount of the investnent portfolio that could be invested in
different asset allocation classes. For exanple, |arge cap stocks
m ght account "for 30 percent of the portfolio plus or mnus three
percent.” In sumary, the asset allocation action is conducted
strategically, is not tined to the market, and does not
"guesstimate” which direction the nmarket m ght nove.

M. Bader stated that the actuarial earnings assunption put forth
by the actuary, Mercer Hunman Resource Consulting, is presented to
the PERS and TRS Boards for consideration each year. The actuary
assunption is based on historical rates of returns. In addition,
the actuary would apply "a reasonable test” to the assunptions that
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m ght be adopted by the Boards.

Senator Stednman commented that, while the presenters and the
Menbers are famliar with the acronyns being used, for clarity,
terms should be defined by nane.

Senator Stedman understood that the Dy vision and Mercer's
procedures align in that both wutilize historical | ook-backs
regardi ng asset allocations and returns. Furthernore, the fact that
the State has such a large liability is a reason for not utilizing
market timng. He noted that, in addition to setting a target rate,
Mercer nust develop sone "sort of market allocation.” He asked
whether a target rating is developed in that regard.

M. Bader understood that Mercer is anticipating a real rate of
return of 4.75 percent plus an inflation assunption of 3.5 percent.
ASPI B has specified a five-percent real rate of return. "They are
very close to each other.” Wre ASPIB to continually seek a return
of 7.6 percent "and Mercer always anticipating that we would get
8. 25 percent, there would be a msmatch of liabilities and assets
that would go even farther if this persisted over a | ong period of
tinme. " Approxi mately ten years ago, Callan Associates had
projected a 3.75 percent inflation return. Callan Associates rates
are sonetines below and sonetinmes above those of Mercer. He
rem nded that there are two different investnent horizons at play:
Callan Associates utilizes a five-year investnent horizon and
Mercer utilizes a 25 to 30-year horizon. Callan Associ ates has been
requested to prepare an efficient frontier analysis with an 8.25
percent asset allocation wth the recommendation that the
Division's Investnment Advisory Council menbers and the consultant
review that analysis when conpleted. Wre they to determ ne that
the standard deviation or the variation of returns was an
acceptable level, then ASPIB should review "and perhaps adopt an
8.25 percent return.”

Senat or Stedman asked that Menbers be provided a copy of the report
when that exercise is concluded, as "it is inportant for the
Legi slature to understand the magnitude of the risk level in dollar
ternms.” Dollar terns as opposed to statistical terns "are easier
for nost people to understand” when referring to such things as
standard devi ati ons.

Co-Chair Green agreed that there is an intimdation factor relating
to financial investnent jargon. In that regard, she asked whet her
sonmething akin to "an Investnent 101 gl ossary" m ght be avail abl e
regarding such things as strategic asset and tactical asset
al l ocation investnent strategies.
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M. Bader disclosed that an introductory program has been devel oped
by the Departnent of Revenue for new Board nenbers. In addition

new Board nenbers are invited to spend a day with the Departnent's
Treasury Division to further |earn about the process. Sone of this
material could be nade avail abl e.

Co- Chair G een acknow edged.

M. Bader noted that, as requested by Senator Stedman, a report in
dollar terns has been devel oped. Handouts titled the "Range of
Returns (in dollars) and the "H storical Returns for PERS and TRS
(Fiscal Years)" [copies on file] were distributed.

Senat or Stedman asked whether there are any negatives to the
State's policy to fully fund the ASPI B system

M. Bader recalled that a [unspecified] chart discussed the
previous day in the Departnent's presentation, depicted that the
funding ratio would | ower in approximtely 25 years.

CHRI'S BURNS, Act uari al Consul t ant, Mer cer Human Resource
Consul ting, testified via teleconference froman offnet site and
commented that, in 2002, there was a "reset"” of the Past Service
Rate, which is one of the conponents of the contribution rate paid
each year by enployers. This reset resulted in the total unfunded
anount being anortized over 25 years. The unfunded anmount drop
reflected in the year 2002, as depicted on the [unspecified] graph,
is representative of the initial unfunded anmount "being conpletely
paid off."

Senat or Stedman asked for further explanation.

M. Burns expressed that in the year 2002, it was established that
the entire unfunded liability of the systens' anount woul d be paid
of f over a 25-year period.

Senator Stednman asked whether policy discussions have included a
fundi ng scenario that would fund the systens' unfunded liability to
a zero bal ance by having "a ball oon paynment at the end." This would
have the affect "of lowering the contribution rate for several
years into the future and allow nore tinme for the State and
municipalities to adjust to the financial inpact."”

M. Burns voiced bei ng unaware of any such di scussion.
Senat or Bunde asked the reason the PERS system s five-percent

"snoot hi ng mechani sm¥ that limts the maxi num enpl oyer contribution
increase to five percent is not uniform to the TRS system 1In
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addition, he asked whether Mercer mght recommend that this
limtation be expanded to the TRS systemor be elimnated fromthe
PERS system He understood that the Retirenent Boards, which
consist entirely of beneficiaries of the retirenent system
"basically enploy experts to advise them regarding investnents."
The experts provide recommendations to the Board, to which "the
| aymen” on the Board "coul d choose which of the recommendations, if
any, to inplenent."

M. Bader responded that while the Board could vary from the
recommendations, "they typically do not..

Senat or Bunde stressed however, that they could. The question is,
"whose advice should they follow, |aymen who are beneficiaries of
the program or investnent experts." He suggested that this is an
area that should be revi ewed.

M. Bader responded that the ASPIB Board nenbers include the
current and forner Comm ssioners of the Departnent of Revenue and a
finance officer froma nmunicipality. The Board "is not devoid of
financi al expertise.”

Senat or Bunde summarized that the Board includes two politica
appoi ntees and one financial person.

Co-Chair Green asked, for clarification, whether this Board nenber
di scussion was relevant to the PERS/ TRS Boards or the ASPIB board.

M. Bader replied that his coments pertained to the ASPI B Board.

Senat or Bunde had understood the discussion to regard the PERS/ TRS
Boar ds.

Co-Chair Green asked that information regarding the differences in
t he nenbership of the various boards be provided to the Commttee.

Senat or Bunde additionally asked each Board's process regarding the
actuarial advice; specifically whether the |laynen on the Board
m ght or m ght not follow that advice.

MELANIE M LLHORN, Director, D vision of Retirenent and Benefits,
Department of Adm nistration, inforned the Menbers that the five-
menber PERS Board consists of two nenbers "elected by the
menber shi p* and t hree nenbers appoi nted by the Governor." Al five
menbers of the TRS Board "serve at the pleasure of the Governor."

Ms. MIlhorn stated, in response to the question regardi ng how t he
Boards' utilize the actuarial consultants' advice, that the Boards
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review "the assunptions that underlie the actuarial valuations.”
Approxi mately every four or five years "a very in-depth study”
occurs in which each actuarial assunption and the actual experience
of the systemis reviewed, and the conponents are "recalibrated".
For exanple, when the nost recent review of the investnent return
was conducted in the year 2000, it was determ ned that that the
i nvestnment target of 8.25 percent "was still an accurate investnent
option."

Ms. MIlhorn asserted that "there is Board interaction and they do
take the advice of their consultants.” Defined Benefit Plan systens
"commonly" have an actuarial consultant advise them on their
assunptions, recalibrate the assunptions, and conduct an audit
process. The actual experience of the program is a factor and
adj ustnents are nade, "as needed, because they are looking at a
hi storical |ook-back. They don't have the nodeling to say that this
is what we are expecting in the future. There is nore reliance on
their past historical experience when |ooking at that information.”

Ms. MIlhorn pointed out that, as reflected on page 21 of the
"State of Al aska PERS & TRS Tier Proposals Senate Fi nance" handout
[copy on file], the TRS Board had not followed the advice of the
Mercer actuarial assunptions for a period of nine years, and

during those years, up to a seven-percent deviation occurred
between the actuarial calculated rate and the adopted rate. Each
one percent deviation between the actuarial calculated rate and the
adopted rate represents 5.5 mllion dollars. The investnent return
during this time period was nuch higher during this tinme period.
However, because the system had not adopted the recomrended rate,
the reduced investnent return during those years "had the
consequence of putting themin a further under-funded status. And
then in the last years, while they adopted a rate that may have
been a little bit higher than what the actuary recommended, those
were years when there was a downturn in the market, and so they
were really loosing ground in that process.”

Ms. MIlhorn noted that the Boards do ask the actuary during
experience studies and at other times when assunptions are changed,
what m ght occur, for exanple, were the system by policy, to adopt
a funding status | ower than 100 percent when the targeted ratio was
102 percent. The actuarial consultant woul d nodel that scenario and
show "that if you do this, this is what's going to happen.” She
mentioned that the Board adopted the recommendati on to change the
nortality table in the year 2000.

Senator Bunde declared a conflict of interest in that he is a
retired teacher.
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Co-Chair Geen clarified that while Senator Bunde mght be a
retired teacher, he is not a nenber of the TRS Board.

Senat or Bunde concurred. Continuing, he summarized that the TRS
Board, which <could consist of a group of Ilaynen who are
beneficiaries of the System m ght seek the advice of experts and
then m ght choose to accept "sone of the advice, none of the
advice, all of the advice, or sone version of the advice and that's
the final decision.”

Ms. MIIlhorn concurred.

Co-Chair G een asked whether there are organizational charts
avail able that would reflect the PERS/ TRS Boards' interaction with
the Departnent of Adm nistration and the ASPIB Board's interaction
with the Departnent of Revenue, as well as the relationships
between the two Departnents and the three Boards. She questioned
whet her inproved comunication between the groups mght be
benefi ci al .

Ms. MIlhorn responded that an organizational chart would be
provi ded.

Co-Chair WIlken informed the Conmttee that the PERS Board' s vote
regardi ng the establishnment of a newtier was two-to-two with one
menber absent and the TRS Board vote was two-to-three against it.
It should be noted that, in both instances, the Board nmenbers who
served on the Tier Redesign Project, voted in support of it. He
asked that background information on the ten Board nenbers be
provi ded.

Co-Chair WIken, referencing the Departnent of Revenue's ASPIB
handout " Conbi ned Schedule of Invested Assets"” [copy on file],
asked whether sonme efficiencies nmght be realized were the
Permanent Fund Corporation to mnage PERS, TRS, and ASPIB
i nvest nent s.

TOM BOUTI N, Deputy Conm ssioner, Departnent of Revenue, responded
that, "the statutory authority for the ASPIB is different than
statutory authority for the Permanent Fund.”

Co- Chair Green asked whether there is "a prohibition" to all ow ng
the Permanent Fund Board to take this action, were the Statute
changed.

M. Boutin responded that, "it could be done statutorily.”

M. Boutin recalled hearing nunerous discussions regarding
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"different potential efficiencies in the investnent of State
noney". These di scussi ons extended beyond the noney invested by the
Treasury Division and the Permanent Fund to include the assets
invested by different State agencies, independent corporations, and
instrumentalities of the State governnent. Furthernore, the opinion
has been expressed "very often that there is sone safety in having
a diversification of the investnent responsibility.” This should be
test ed agai nst possible efficiencies including the potential "for
| ower managenent fees, which is the primary efficiency cited. In
t he anal yses that he has studied, "the efficiencies didn't seemto
be there because noney managenent contracts throughout the industry
are based upon the anpbunts invested and the perfornmance.” The
determnation "as to whether there is safety in diversification or
not is a nore subjective kind of thing."

Co-Chair W1 ken countered that increasing the anmount of noney
managed by the Permanent Fund Board fromthe current $29 billion to
$49 billion "would not make nuch difference." It could however,
enhance the State's buying power in the market.

M. Boutin pointed out that "the Permanent Fund has one mandate and
that is to maxim ze the returns of the one fund, and they have one
cash outflow a year"” in that funds are provided to the Departnent
of Revenue to be distributed as Permanent Fund D vidends. The noney
in the 27 different funds invested by Treasury and the noney in the
PERS/ TRS systens "have regular cash flows, as does the genera
fund. So these are pretty different nmandates."” The degrees of
conplexity at the Treasury Division are not experienced at the
Per manent Fund.

Co-Chair WIlken noted that, in response to his question regarding
whi ch enpl oyers had responded to the Tier Redesign Survey, M.
MIlhorn had provided his office a 25-page Departnent of
Adm ni stration report [copy not provided]. He understood fromthe
report that while the Fairbanks North Sl ope Borough had responded,
t he Fai rbanks North Sl ope Borough School District had not.

Ms. MIlhorn clarified the neanings of the colored highlights on
the report in that a yellow line indicated that the enployer had
responded either fully or partially; a green |ine denoted that the
enpl oyer had conmuni cated that they had chosen not to parti ci pate;
and a white line indicated that no response, in any form had been
recei ved. She agreed that the chart | egend was uncl ear.

Co-Chair W1 ken acknow edged the clarification and corrected that

the Fairbanks North Star Borough had not responded and that the
Fai r banks School District had responded either fully or partially.
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Co-Chair WIken voiced concern that, "due to things that have
happened in the system"™ the PERS enployer contribution rates,
whi ch have averaged between six and ten percent, would increase to
30 percent, and, in the TRS system the enployer contribution rates
woul d increase from an average of ten to twelve percent up to 50
percent. Elevated rate levels are projected for at |east the next
20 years in order to allow the systens "to play catch-up for
sonething that happened” in the past. The question is, "Wat
happened?" Noting that 75-percent of the funds in the PERS/ TRS
systens result frominvestnents, he observed that that side of the
equation has tracked close to projections. It exceeded expectations
for seven years; dipped bel ow expectations in 2000; and is now on
target again. Everything in this regard, "has been tracking very
well." Therefore, if the problemis not due to the investnent side
of the equation, he asked, "what did happen” in the systens.

Co-Chair WIken noted that the remainder of the funds' bal ance, 25-
percent, is attributed to Enployer Contributions. Referencing the
chart on page 15 of the "State of Al aska PERS & TRS Presentation to
the Al aska Legislature" [copy on file], he observed that, since the
current under-funded situation is not the result of the systenis
i nvestments from 1987 to today, the problemcausing the increase in
t he enpl oyer contribution |evels nust be el sewhere. The PERS Board
had closely followed the recomendations of the actuary and, in
only three out of 17 years had they adopted rates below those
reconmended by the actuarial; two of those being the two nost
recent years. The PERS Board "toed the line, made tough deci sions
and stayed with it." In contrast, the TRS Board adopted a | ower
enpl oyer contribution rate than was reconmmended by the actuarial 12
out of 17 tinmes; "they punted and they did not nake the tough
deci sions and they under-funded ...sonetines by as much as eight
points." "That explains why TRS is being asked to go fromten to 50
while PERS is being asked to only go fromsix to 30."

Co-Chair WIken stressed, however, that this does not provide the
answer to the question, "how did we get to where we are today?"
Were neither the investnents nor the Enployer Contribution Rate
|l evels "with the exception of TRS', the reason for the unfunded
liability, he asked what factor has negatively affected the system
to the degree that would require Enployer Contribution rates to
increase dramatically for the next twenty years. He noted that the
Legislature was initially briefed on this situation in March 2004.
VWhile the reason for the current situation is unclear, it nust be
addressed in order to prevent this scenario frombeing "a burden on
t he next generation of Legislators and payers ...in Alaska to fund
this sort of contribution.” He concluded that, "he cannot nake the
dots connect on how we got to where we are today." Wth the
exception of the Enployer Contribution Rates adopted by the TRS
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Board, "the rules seened to have been followed for the past 17
years."

M . Bader explained that in approxinmately 1992, an autonmatic Post
Retirement Pension Adjustnment (PRPA) that was included in
| egi sl ation enacting Tier 2 changed the TRS Pension Formula. Wile
Tier 2, over a long period of tinme, would result in savings over

what Tier 1 enployees receive, "its initial inpact to the system
was that there would be an annual post retirenent pension
adjustment given to retirees.” The Admnistration and the

Legi sl ature understood that there would be a big spike in the
Contribution Rate. However, while the TRS Board was fully aware of
the situation, they adopted a 12-percent rate for a series of
years, due to their "not wanting to cause nassive layoffs in the
school districts around the State." The actuary agreed, "that this
was a sound way to do it ...to set it at 12-percent and maintain it
for several years until the indebtedness was paid off." The rate
was reduced to 1l1-percent in 1999 when that debt was paid off. It
was at this sanme tinme "that the stock market tanked and all the
actuarial assunptions were revised." The actions of the TRS Board
woul d not appear as bad were one to renenber what happened in
approxi mately 1992.

M . Bader apol ogi zed that he could not provide an answer to the
question as to the reason for the four-fold increase in the
Enpl oyer Contribution Rate.

Senat or Stedman referenced the Departnment of Revenue handout titled
"Cunul ative Performance Relative to Target" chart [copy on file]
and commented that the chart is not an actual depiction of where
the systens are, as, fromviewing the chart, it would be expected
that the systens "woul d be 100-percent fully funded."” Therefore, he
guestioned whether it mght be the weighting or the timng of the
cash flows that distort the information.

M. Bader clarified that the intent of that chart was to depict how
the returns of the system perform relative to the Actuarial
requi renent. He believed that the funds would have been close to
being fully funded "if the Enployer Contribution Rate had been held
toits level"™ and no "substantial changes in Actuarial Assunptions”
had occurred in the year 2000." The conbination of changes in
assunptions and |low contribution rates conjoined "to create this
envi ronment . "

Senator A son inquired as to whether any safeguards are in place

t hrough which to protect the systens fromfuture significant narket
fluctuations.
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M . Bader responded that the investnents could be protected were
such things as "a very conservative asset allocation" inplenented
by placing all of the funds into United States Treasury securities.
However, this lowrisk approach woul d require higher contributions
to the system

Senator O son asked whet her other safeguards such as directing the
consultants to alert the Boards when significant problens were
foreseen or a significant decrease in funding were occurring. The
stock market has such saf eguards.

M . Bader was unaware of any safeguards.

Senat or Bunde understood that the PERS/ TRS Boards review the
entirety of information provided to them prior to making their
determ nations. Therefore, it could be stated that what the Boards
are doing is market tim ng.

Ms. MIlhorn opined that the Boards "do follow' the actuari al
consultants' counsel. After studying the process, her understandi ng
is that actuarial reports are "their very best guess at what they

believe wll happen based on the different assunptions.” The
information provided by the actuarials "is their very best
prof essional statistic analyses,” based on other nationa

situations, and the nultitude of statistical information that is
utilized in the nodeling. They provide this information and their
"very best recommendations” to the Boards. At tinmes, the
assunptions utilized are inaccurate and are updated. The adoption
of a new nortality table in the year 2000, which added
approximately 2.9 years to the 28, 000- menber popul ati on, added 8.5
percent to the Enployer Contribution Rate burden. This s
significant in that there has been a ten-percent rise in health
care costs over the past decade. The cost consequences of the
increase in nortality rate are added to the systenis liabilities. A
variety of factors contribute to the systens' under-funded st at us,
as detailed on page seven of the Departnment of Admnistration
handout titled, "State of Al aska PERS & TRS Presentation to the
Al aska Legi sl ature” handout [copy on file], a variety of factors
i ncl uding health care costs and denographi ¢ experience, contribute
to the systens' under-funded status, and there is inpact when a
variety of the factors change sinultaneously in a three year
peri od.

Senat or Bunde opined that simlar information is also available to
i ndi vidual investors who are market tiners. "Sonetines you guess
ri ght and sonetinmes you guess wong."

Co-Chair WI1ken, recognizing that the benefit of having 20/20
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hi ndsi ght coul d not be ignored, stated that the continuing position
that the decline in the stock nmarket is the reason for the unfunded
liability for the systens is unfounded, as "the record does not
show that." He stated that the investnent conponent that
contributes 75 percent of the systens' funding should be renoved
fromthe equation as the informati on on page 15 and page 16 of the
af orenenti oned handout indicates that "while the stock market had
sonething to do wth it", it did not cause the enployer
contribution rate to quadruple for the PERS systemor to increase
six-fold in the case of the TRS system for the next 20 years.

Co-Chair WIlken stated that the informati on on page 15 depicts that
from 1987 through the year 2004, the actual return was |ess than
the return assunption only four out of 17 years. Two of those
years, 1991 and 1994, were mniscul e anounts. The significant | ower
years were in 2001 and 2002 when the expected return was 8.25
percent and the actual return for 2001 was mnus 5.25 percent.
"That is a fourteen-point swing and that is significant."” However,
the question is whether the investnent side of the equation was
significant enough to affect the systemto the degree reflected for
twenty years out. He argued that the investnent side should be set
aside as it is not the cause of the current situation.

M. Bader agreed. He clarified that his coment regarding the stock
market's decline in the year 2000 was coincidental to the tine the
problemw th the systens was di scovered. He stated that both he and
the actuaries would agree that the stock market "was not the reason
for this problem™

Co- Chair Green asked therefore whether nedical expenses shoul d be
the focus of the problem

M. Burns commented that while the investnents played a role, the
hi gher than expected trend in health care expenses had a
substantial inpact on the systens. The health care assunptions were
reset in 2002 to nore accurately reflect what was thought to be
future experience. "The best indicator of future experience is past
experience. "

Co-Chair Green understood that there is a difference between the
PERS and TRS health systens in that the TRS systemis self-insured
and as such has "conducted a nore aggressive front |ine review of
medi cal needs, etc." There is an investnent by the participant to
keep that program whol e.

Senator Stedman furthered Senator d son's remarks regardi ng whet her

"sone floor or exit" or protection strategies could be considered
to protect the portfolios. However, he understood that the
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Strategi c Asset Allocation policy adopted for the managenent of the
fund does not allow this; "it ignores short term market
fluctuations in the market and utilizes |onger term averages and
correlations...” Unfortunately, there have been periods of tine in
whi ch the market had experienced sone "unfavorable" returns.

M. Bader concurred with Senator Stedman's definition of the
i nvest nent strategy.

Senator Stednan asked for confirmation "that there is no narket
timng going on."

M . Bader provided that assurance.

Senat or Stednman summari zed therefore that the State's adopted asset
al l ocation strategy policy "doesn't allow for market timng."

Senat or O son asked whether changing the investnent policy to a
Tactical Asset Allocation strategy m ght be considered.

M . Bader responded that this could be done. There are Tactica
Asset Al |l ocation nanagers' however "their record is not good." He

noted that, "there is a way to set a floor on |osses. You can
probably enter into an agreenment with Wall Street firnms to swap
your returns and they'll guarantee a certain rate of return, kind

of like portfolio insurance. But it turns out to be very expensive.
They only do things if they are going to nmake a profit. There is a
way to do it but it would be very expensive."

Senat or A son asked whether steps or policies are being considered,
other than the establishnment of another tier, to prevent this
unfunded liability burden fromre-occurring in the future.

Ms. MIlhorn responded that the "three levers that are avail able as
a policy matter"” include: putting additional funds in to the system
to pay off sone or all of the unfunded liabilities; to reduce
benefits going forward through such neans as the devel opnent of a
new tier; and, "to have higher than expected targeted investnent
i ncone returns over sone period of tine." Wile the third lever is
possible, few investnent analysts would view this as being
"probable."

Senator Bunde clarified that the establishnent of a newtier would
not result in reducing the benefits provided to current enpl oyers.
The State Court system has ruled that retirenent contracts could
not be changed once a person becones vest ed.

Ms. MIlhorn affirmed that Article 12, Section 7 of the State's
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Constitution "protects those nenbers' benefits from being
di m ni shed or inpaired.”

Senat or Bunde asked whether the | egal opinion also established that
medi cal benefits, "which are a large portion of this problem .could
not be changed for current nenbers of the system”

Ms. MIlhorn affirmed that existing nenbers' nedical benefits are
protected. An Al aska Suprene Court decision issued in the year 2001
addressed this issue. She noted that while this decision was
remanded to the State Superior Court, the reason was "just for
renmedy. They have determined that those nedical benefits are
protected.”

Co-Chair Geen understood that it would be permssible for the
benefits to be changed "as | ong as they were not dimnished.”

Ms. MIlhorn clarified that the Court ruled that changes to the
plan or increases in the benefits could be made provided that the
proposed increases and decreases "nust be offset” with the end
result of the redesign being neutral.

Senat or Bunde expressed that conparing this systemto the plight of
the federal social security programm ght be inappropriate, as this
system would not "go broke." In addressing the three |evers
suggested to address the problem he opined that the stock market
is highly specul ative, and since the benefits for current enpl oyees
could not be changed, the only way to address benefits would be to
establish a newtier. "And the central issue then will be, still,
i ncreased contributions.”

Co-Chair WIlken turned attention to the aforenenti oned i nformation
on page 15 and asked whet her the PERS system woul d have been fully
funded were the difference in the actual conputed rate and board
adopted rate for the depicted 17 years, zero.

Ms. MIlhorn inforned that the Departnment has requested Mercer to
prepare this information, and once conpleted, the infornmati on would
be provided to the Commttee.

Co- Chair WI ken asked whether his perspective of the situation is
"sonewhat right."

M. Burns responded that there are "two conponents to being fully

funded: one is the liabilities and one is the assets." The
alignment of the actuarial conputed rate and board-adopted rate
would only pertain to the asset side of the equation. "The

liabilities, on the other hand, have increased nore than expected"
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since 1987 due to such things as changes in assunptions and
i ncreased nedi cal expenses. Therefore, the response to Co-Chair
Wl ken's question "is no, but not necessarily because of the asset
conponent but because of the liability conponent.™

Co-Chair WI ken asked whether it is the actuarial's responsibility
toreviewthe liability conponent and nmake recommendations to the
State in regards to what contribution | evels should be charged.

M. Burns responded yes; however, he reiterated that actuari al
assunptions are reviewed approximately every two or three years,
and were it determned that the "data has changed,” the actuari al
assunption woul d be changed at that tine. Wile future experiences
are forecast based on past experience, "the future experience does
not al ways occur."

Co-Chair WIken stated that he |ooked forward to receiving the
requested report.

Senator Stedman asked for further information regarding the
met hodol ogy utilized in arriving at the 8.25 percent investnent
target rate with a 3.5 percent inflation assunption inbedded in the
total .

M. Burns responded that, in general, both past experience and
return expectations are considered in the asset return assunption.
Several reviews conducted by Mercer and ot her independent auditors
have supported the continuance of the 8.25 percent rate.

Senat or Stedman understood that there are different asset groups to
which different weights and asset strategies are applied.

M. Burns affirmed that the asset strategy and allocation is taken
i nto consi deration.

Senator Stedman stated that further information in this regard
woul d be appreciated, as he would "like to conpare it to the
strategy that is inplenented.” Continuing, he asked for an
expl anati on of the Departnent of Revenue handout titled "Range of
Returns (in dollars)” [copy on file], as he is attenpting to
determ ne "how nmuch risk is associated with this endeavor. dearly,
as expressed by Co-Chair WIlken, there is substantially nore risk
assuned that a | ot of people anticipated.”

M . Bader stated that the "Range of Returns (in dollars)"” handout
was developed to further define the "1-Year Range of Return
Conparison" graph on page 22 of the "Alaska State Pension
| nvest nent Board Presentation to the Senate Finance Comm ttee The
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Rol e of ASPIB and the Treasury Division" handout [copy on file].
The graph, which was developed by Callan Associates, depicts
"percentile probabilities of having different returns "relative to
the medium rate of return. The nedium rate of return in the
exenpl ar was 7.84 percent, and the graph depicted that achieving a
rate of 23.94 percent "would only happen about ten percent of the
tinme." The handout depicts these percentile probabilities in terns
of dollars as they relate to the PERS system Wre the rate of
return to be in the 10th Percentile one year, the system would
profit by approximately two billion dollars. Conversely, half a
billion dollars could be | ost were the rate of return to be in the
90t h Percentile.

Range of Returns
(in dollars)

PERS TRS
$8, 185, 108, 000 $3, 913, 423, 000
Pr oposed Gai n/ (Loss) Gai n/ (Loss)
10th Percentile 23.94% 1,959, 514, 855 936, 873, 466
25th Percentile 16.03% 1, 312,072,812 627, 321, 707
Medi um 7.84% 641, 712, 467 306, 812, 363
75th Percentile 0.22% 18, 007, 238 8, 609, 531
90th Percentile -6.17% (505, 021, 164) (241, 458, 199)

Senator Bunde understood therefore that there would be a ten
percent chance of achieving a 23 percent rate of return and a ten
percent chance, rather than a ninety percent chance, of achieving a
m nus-si x percent rate of return.

M . Bader affirned.

Senat or Stedman asked whether the asset allocation information
presented during the previous day' s neeting was devel oped by Call an
Associ ates or by Mercer Human Resources Consulting. He understood
t hat Callan Associates developed +the standard deviation
i nformation.

M. Burns responded that Callan Associates devel oped the asset
al | ocati ons presented.

Senator Stedman stated therefore that Callan Associ ates devel oped
"the 8.25 percent target, but not the portfolio."

M. Bader expressed that the "Range of Returns (in dollars)"”
exenpl ar depicts that Callan Associates' efficient frontier would
earn 7.84 percent.

Senat or St ednan asked whet her Call an Associ ates' allocation mrrors
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the portfolio allocation of the asset cl asses.

M. Bader replied, "Yes, it is, within the bands approved by the
Board. It would never be right on target.”

Senat or Stedman asked the effect of being "on the left side of
standard deviation for four years, in regards to the fund' s assets
and the contribution rate. In other words, he is attenpting to
determ ne how much risk is inherent in the portfolio and the upward
pressure it mght exert on the contribution rate depending on
whet her a tight dispersion or a wi de di spersion exists.

M . Bader responded that the aforenentioned presentation included
three exenplars depicting the range of returns for one-year, five-
years, and ten-years, on page 22, 23, and 24, respectfully. He
stated that the ten-year Range of Return Conparison "woul d not have
that dispersion.” The longer the term the closer one would get in
obtaining the target.

Senat or Stedman acknow edged. He suggested that were the three
exenpl ars depicted in dollars rather than in statistical terns, it
woul d be easier to determ ne how nuch downside risk there is.

M. Bader replied that he would work with Senator Stedman in this
regard.

Senat or Dyson voi ced appreciation for the discussion, particularly
in regards to Co-Chair WIlken' s questions. Wre the problem to
i ncl ude other factors besides the collapse of the equities market,
he asked whether it would be fair to say that the funds' nanagers
"failed to anticipate the increases in the liability both on the
health side and the nunber of participants and failed to alert or
make the changes in the contribution rates, several tines over in
t he past."”

Ms. MIlhorn responded that, "the way that the systemworks is that
that actuarial valuation wll go each year and neasure the assets
for the system and the liabilities for the system That is the
process that we have in place. They are using the actual experience
and then they are calibrating that against their assunptions in
maki ng those changes. There are liabilities that were taken into
t he system begi nning in 2000 through 2003 through sone assunption
changes. That happens on an annual basis and there's not a process
where Mercer will say or anticipate in advance that there would be
a downturn in the market or that nortality tables wll be changed
prospectively. It happens at a set point in tinme and that's when
that assunption is adopted. That's when those liabilities are taken
into" the various systens. Rather than being prospective in naking
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the changes to the system and anticipating what the market would
do, the process is nore of a forecasting or "best guess" based on
hi storical experiences. "The forecasters do not have a crystal bal
to know what the health trend is going to be exactly.” This is how
defined benefit packages are managed nationally.

Senator Dyson stated that while the coments are that there is no
| ook forward, the chart appears to reflect that the adjustnents
were made to fit the reality. The point is that the assunptions for
the future are nmade and adjusted based on historical data. However,
he pointed out that "there are few people in North Anmerica that
didn't understand that health costs have been going up nore than
linear, and it would seemto nme that the nmat hematical nodel of the
nunber of people who are retiring can't have nmuch of an error
margin in it." In conclusion, he asked, "Wat went wong" and how
could we avoid this scenario in the future.

Ms. MIlhorn acknow edged the comments and replied that the
convergence of nunerous factors created this situation. It is
recogni zed "that the health cost trends are volatile"” and woul d be
reviewed annually, going forward, instead of every three or four
years.

Senat or Dyson expressed that, 20/20 hindsight aside, conpetent
experts in this field should have foreseen the situation. He
suspected that what occurred "was that people were robbing the
future to avoid the pain of very difficult decisions in the past.”
Wil e he understood that, "it really is an irresponsible position
that we have been in." W nust "create an environnment in which
distress flags" that force us to make decisions, could be raised
w t hout fear. He asked whet her he was w ong.

M. Bader and Ms. M|l horn agreed that he was not w ong.

Ms. MIlhorn rem nded however, that all pension systens and all
defined benefits systens, nationally, are in the very sane
situation. Wile the contributing factors mght differ in each
plan, all defined benefit plans have sone very significant exposure
to their enployers and all of the risk is borne by the enpl oyer,
and, because of that, "any changes that happen, because those
menbers, those pensioners are guaranteed and prom sed those
pensions for the rest of their lives, any changes, any adjustnents
t hat happen is borne by the enpl oyer.™

Co-Chair Green asked how private enployers have addressed these
trends in defined benefit plans.

Ms. MIlhorn stated that, defined contribution plans have "changed
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pretty dramatically over the last 15-year period." Currently
defined benefit plans represent approximtely 17-percent of plan
opti ons, as private enployers have noved toward defined
contribution plans for a nunber of reasons: "to afford portability
to their nenbers because it is recognized that enployees go from
one job to another job and it allows that portability. It is also
recogni zed that having the enployer bear all of the risks in the
defined benefit plan is not an exposure that they are willing to
take on." About 90-percent of the government sector continue to
have defined benefit plans, "but every year, and especially in the
| ast three years, there is an increase in the nunber |ooking at
pension reform as the question is whether the enployer should
continue to bear all of the exposure and all of the risk."

Senator Bunde declared that Legislators and many others should
share in the responsibility for the situation, as, as long as ten
or twelve years ago, a Legislator from Fairbanks rai sed the warning
flag about the sustainability of defined benefit plans but no
action was taken.

Co-Chair WIlken recounted that, in the 1990s, another Legi sl ator
rai sed the issue of a defined contribution plan.

Senat or Stedman asked for confirmation that the 7.70 percent nunber
depicted on the "Efficient Frontier Segment" chart depicted on page
19 of the Departnment of Revenue handout was the target anount.

M. Bader stated that at the tinme the chart was devel oped, it was.
Currently the target anount is 7.84 percent.

Senator Stedman revi ewed sone cal cul ati ons he had devel oped based
upon that information and conpared it to the Range of Returns
handout. He reiterated that the inpact was easier to visualize when
t he percentages were translated to doll ars.

Co-Chair Green pointed out that the Departnent of Adm nistration
has distributed information [copy on file] pertaining to the PERS,
TRS, and ASPI B Board nenbershi ps and responsibilities.

There being no further questions, Co-Chair Geen thanked the
Departments for the presentations.
#

ADJ QURNIVENT

Co- Chair Green adjourned the neeting at 10: 38 AM
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