M NUTES
SENATE FI NANCE COW TTEE
March 30, 2005
9:05 a.m

CALL TO ORDER

Co-Chair Green convened the neeting at approximately 9:05:41 AM

PRESENT

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

Al so Attendi ng: SENATOR GARY STEVENS; TERRY THURBON, Acting Chi ef
Adm ni strative Law Judge, Ofice of Admnistrative Hearings,
Department of Administration; RICARD J. SCLIE, SR Vice-Chair,
Teachers Retirenent System Board; BRONK JORGENSEN, Menber, Public
Enpl oyee Retirenment System Board; JAMES "PAT" WVELLI NGTON, Menber,
Publ i ¢ Enpl oyees Retirenent System Board

Attending via Teleconference: There were no teleconference
partici pants.

SUMVARY | NFORMVATI ON

SB 141- PUBLI C EMPLOYEE/ TEACHER RETI REMENT

The Conmittee heard fromthe bill's sponsor regarding the proposed
restructuring of the Retirenent Systens' Board of Trustees.
Testinony fromcurrent Public Enpl oyees' Retirenment System and the
Teachers' Retirenent Systens Board nenbers was heard. In addition,
the Department of Admi nistration testified in regards to the Ofice
of Adm nistrative Hearings. The bill was held in Commttee.

#sbl141

SENATE BI LL NO. 141

"An Act relating to the teachers' and public enployees’
retirement systens and creating defined contribution and
health reinbursenment plans for nenbers of the teachers’
retirenent system and the public enployees' retirenent system
who are first hired after July 1, 2005; establishing the
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Al aska Retirenment Managenent Board to replace the Al aska State
Pensi on |nvestnent Board, the Al aska Teachers' Retirenent
Board, and the Public Enployees' Retirenent Board; adding
appeal s of the decisions of the adm nistrator of the teachers’
and public enployees' retirenment systens to the jurisdiction
of the office of adm nistrative hearings; and providing for an
effective date.”

This was the sixth hearing for this bill in the Senate Finance
Commi ttee.

9:08: 21 AM

Co-Chair Green commented that today's discussion would concentrate
on the proposed restructuring of the Public Enployees Retirenent
System (PERS) Board and the Teachers Retirenment System (TRS) Board.

Senator Stedman, the bill's sponsor, noted that today's di scussion
woul d be aided by a slide presentation and a correspondi ng handout
titled "Retirenment Security Act SB 141 Discussion Topic Board
Restructuring March 30th, 2005" [copy on file].

Senat or Stedman stated that, as depicted on the flowhart on page
three of the handout, the current State retirenent system consists
of two components: one being the Structural Conponent, which is
adm nistered by the Departnent of Admnistration (DOA), and the
second bei ng the Financial Conponent, which is adm nistered by the
Departnent of Revenue (DOR). The DOA oversees the PERS and TRS
Boards; the State's actuarial consultant; and the Division of
Retirenent and Benefits. As reflected on the chart, the primry
responsibilities of the PERS and TRS Boards include adopting
policies and regul ations, acting as an Appeals Board, setting the
annual PERS and TRS Enpl oyer Contri bution Rates, and adopting the
actuarial assunptions. A significant anmpount of the PERS Board's
time is consuned by its Appeals responsibilities.

Senator Stednan stated that the DOR is also oversees the Al aska
State Pension Investnent Board (ASPIB), which is responsible for
establishing investnment policies and managing and investing
retirement trust funds. Callan Associates, a private consultant,
provi des performance conparison reports to both ASPIB and the
Depart nment .

Senat or Stedman stressed that the activities of ASPIB are "highly
related” to the PERS/TRS Boards' decisions regarding the
establ i shrent of the Enpl oyer Contribution Rate and the adoption of
t he actuarial assunptions.
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Page four

* Retirenent System Oversight Should Be Designed To:
e @uide and eval uate system performance
e Provide long-termstrategic and financial planning

e Ensure the assets and liabilities of the systens are
bal anced

e Inmplenment formal system of checks and bal ances

 Wirk in the best interests of the state and it's public
enpl oyees

Senator Stedman read the Retirenment System Oversight objectives and
inpressed upon the Conmmttee that there 1is currently a
$5, 700, 000, 000 i mbal ance in the asset and liabilities conponents of
the retirenent systens. Designing a systemthat would naintain a
bal ance between the assets and liabilities is critical.

Page five

Retirement Board Must Be

* Representative of all system stakehol ders

» Experienced and know edgeable in relevant financial,
accounting and investing issues

» Enmpowered to address systenic problens
e Inpartial - include non-beneficiaries
* I ndependent

Senat or Stedman stressed the inportance of seating Board nenbers
who "understand and conprehend" these conponents; they nust be
"fully engaged in those areas of discussion". Inpartiality and
i ndependence "is inportant on virtually all boards in the private
and public sector".

Page si x
SB 141 Board Restructuring is Designed to:

e Strengthen the fiduciary oversight of the entire
retirenment system

* Place systemassets and liabilities within the purview of
one authority

e Increase the frequency of reviewing, adopting and
reporting actuarial assunptions
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| ncrease enpl oyer and non-beneficiary representation on
t he board

 Establish m nimum professional qualifications for board
menber shi p

e Move the quasi-judicial appeals process to the Ofice of
Adm ni strative Hearings

e Enpower the Conmm ssioner of Admnistration to set
policies and regulations for day to day system operations

Senat or Stedman declared that a | ack of conmuni cati on between the
PERS and TRS Boards and the willingness to place blane el sewhere
are key reasons a single Board conponent is being proposed in this
| egi slation. A lack of comunication and responsibility does not

"facilitate good public process". Increasing the frequency of

reviewi ng actuarial assunptions would assist in allow ng the system
"to recognize that it is off course .. and get back on course
easier". Increasing the enpl oyer and non-beneficiary representation
on the Board woul d address the concern that enployers "who bear the
brunt of the liability exposure", are currently under-represented
on the Board. The establishment of mninum professional

qgualifications would insure that inforned i ndependent decisions are
made and would assist in noving appointnments away from "the
political arena".

Senator Stedman stated that, currently, three-quarters of the
PERS/ TRS Boards' tine is dedicated to hearing Appeals. The
restructuring proposed in this |egislation wuld nove the Appeal s
process to the Ofice of Adm nistration Hearings (QAH) within the
DOA. This would allow the single Board being proposed to devote
nore attention to the Enployers Contribution Rate and other
policies and regul ations.

Senator Stednman noted that the information presented on page seven
depicts the flow of duties and responsibilities as proposed in this
| egi slation. The Division of Retirenment & Benefits would assune
oversi ght of the day-to-day operations of the retirenent system and
the OAH would hear appeals. He noted that the OAH would be
testifying regarding the inpact the proposed changes m ght incur on
them and to that point, he surmsed that the testinony would
i ndi cate that OAH woul d be able to handl e t he workl oad.

Senat or St edman shared that the Al aska Retirenent Managenent Board
(ARMB), which is the single Board being proposed, would function
within the DOR Division of Treasury. An investnent advisory
council, an investnment consultant, and an actuary woul d assi st the
ARMB. A single Board would "better answer" Legislative questions
regardi ng such things as the Retirenent Fund's liabilities, assets,
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its liability/asset bal ance, and policy inplications. Furthernore,
a "consolidated" Board could nore conprehensively conment in
regards to how any future legislation mght affect the retirenent
system The Board's responsibilities would include managi ng and
balancing the Trust's assets and Iliabilities; establishing
investnment policies and options; setting the annual PERS/ TRS
Enpl oyer Contri bution Rates; and review ng and adopting actuari al
assunpti ons.

Senat or Stedman, in discussing the responsibilities of the ARMS,
warned that it would be "extrenely dangerous" to inplenent a
portfolio policy that "would increase the risk exposure in the
attenpt to close the $5.7 billion gap”. That "is not the intent" of
this legislation. The goal would be to obtain "an asset/liability
match not an asset/liability msmatch". Wen determ ning the annual
PERS and TRS Enployer Contribution Rate, "it 1is critically
i nportant when you have the assets matching the liabilities, that
you don't have an entity setting contribution rates that may be
detrinmental to that". Because a balanced system is the goal,
| anguage has been "intentionally"” incorporated into this
| egislation to prevent the Contribution Rate from bei ng set bel ow
the Normal Cost Rate. Multiple boards going nultiple directions
must not be tolerated. The desire is that the new Board would
review and adopt actuarial assunptions that would work with the
portfolio policy to increase the gromh of assets faster than the
growh of liabilities. The reverse of this is currently being
experienced due to the escalating cost of health care.

9:24:23 AM

Senat or St edman underscored the fact that on occasion, inbal ances
inthe growh rates of assets and liabilities would be experienced.
The concept behind this legislation "is not to turn the system
upsi de down and escalate the Contribution Rates to the sky and nove
the portfolio allocation to the riskier asset classes hoping that
we are going to close that $5.7 billion gap", as that woul d not be
"a prudent way of doing it. Nobody sitting at this table, | think

woul d stand for that".

9:25:16 AM

Senat or Bunde queried about what m ght occur were no qualified
PERS/ TRS Board candi dates avail abl e.

Senator Stedman voiced the understanding that the proposed
qualifying criteria for the PERS/ TRS Board nenber positions on the
Board is "looser" than the requirenents specified for the other
Board menbers in that they would sinply be required to be a PERS or
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TRS nenber. He rem nded the Commttee that under this |egislation
the OAH rather than the Board, would assune the responsibility for
t he appeal s process. The responsibility of neeting the liabilities
is a responsibly of the enployer in that, when the system becones
unbal anced, it is the enployer rather than the enployee who nust
contribute a higher Contribution Rate to pay for an unfunded

liability. "If the enployer has the responsibility, regardl ess of
asset performance, regardl ess of inaccurate growth assunptions or
gromh rates for the future of health care, ...the enployers need to

be sitting at the table overseeing and calling the policy shots".

Senator Stedman infornmed the Conmittee that the ARMB would be
conprised of nine trustees: the Comm ssioner of the DOR the
Comm ssi oner of the DOA;, three public nenbers who nust be Al aska
residents who are not beneficiaries of the plan; one finance
of ficer of a political subdivision; one finance officer of a school
district; one active or retired PERS nenber; and one active or
retired TRS nenber

Senat or St edman announced that any anmendnents and ideas to further
this discussion would be welcone. "Nothing is set in concrete"”. The
peopl e who shoulder the liabilities nmust participate in policy
deci si ons.

9.28:44 AM
Senator Bunde agreed, and voiced being pleased that PERS/ TRS

menbers would have less rigorous qualifiers than other Board
menbers.

9:29:08 AM

Senat or Hof fman asked the sponsor's view about electing, rather
than appointing, Board nenbers; the exceptions being the
comm ssi oners of the DOA and the DOR

9:29:24 AM

Senator Stedman preferred seating nenbers via the appointnent
process. Wiile acknow edging that there has been testinony in
support of electing the PERS/ TRS nenbers by their fellowships, he
suggested that a better approach would be for the organi zations to
develop a list fromwhich the Governor could appoint.

Senat or Hof f man asked whet her the appoi ntees nmust be confirnmed by
the Legislature.

Senat or Stedman understood that no Legislative confirmation is
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required.

Co-Chair Green likened the proposed appointnent process to that
currently in place for the Permanent Fund Investnent Board of
Directors.

Senat or Stedman specified that Board nmenbers coul d serve for three-
three year terns and, after a one-year hiatus, could be re-
appointed. It has al so been suggested that the Conm ssioner of the
Department of Health and Social Services be included as a Board
menber due to the fact that health care cost issues have such
impacts. Wile nodifications to the proposed Board nenbership
shoul d be di scussed, he cautioned that significantly increasing the
size of the Board woul d nmake the process "unmanageabl e". "A nine-
menber Board is nore effective than an 18-nenber Board".

9:31: 25 AM

Senat or Bunde pointed out that the |anguage pertaining to Board
menbership, as specified in Section 40(b) on page 36, does not
differentiate the qualifications of the PERS/ TRS nenbers fromthose
of the other nenbers.

Senat or St edman responded that the | anguage woul d be revi ewed.
9:32:01 AM

Co-Chair WIlken affirmed that the ARMB appoi ntnment process woul d
resenble that of the Al aska Permanent Fund Board. Continuing, he
inquired to the conpensation for ARMB nenbers.

Co-Chair Green remarked that Board nenber conpensation is specified
inthe bill at the current per diemrate of $150 per day.

Co-Chair WI ken understood that Board nenbers would be entitled to
the per diemrate in addition to regular travel conpensation.

Senat or Stedman stressed that the responsibilities of the ARMB are
substantial, and a stipend would assist in attracting quality
i ndi viduals. Wiile there woul d be "some prestige"” associated with
being a nenber of such a Board, the responsibilities would be
chal I engi ng, as the Board woul d be responsible for the retirenent
funds for the people of the State of Al aska; children to senior
citizens.

Co-Chair Green informed that Board nenber conpensation is addressed
in Section 43 beginning on |ine 20, page 40 of the bill
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Senator Stedman stated that, at this time, M. Thurbon with the
Ofice of Admnistrative Hearings would be presenting her
testi nony.

TERRY THURBON, Acting Chief Admnistrative Law Judge, Ofice of
Adm ni strative Hearings, Departnent of Administration, affirned
that the OAH would be able to assune the responsibilities
associ ated with PERS/ TRS appeal s, as such types of hearings are not
dissimlar to the types of hearings the OAH currently conducts.
Furthernore, as a result of recently enacted |egislation, as of
July 1, 2005, the OAH woul d be assum ng responsibility for a broad
range of appeals including conplex Departnent of Comrerce,
Community and Economc Developnent Division of COccupational
Li censi ng cases; Pernmanent Fund cases; Child Support Cases; and a
vari ety other cases. She assured that the OAH woul d be capabl e of
conducti ng PERS/ TRS heari ngs.

Ms. Thurbon specified that the OAH essentially addresses three
categories of cases: direct appeals, mandatory referrals, and
discretionary referrals. The latter are cases that agencies are not
required to submt to the OAH but do so in order to take advantage
of the services OAH provides. OAH conducts discretionary appeal s
according to the agency's procedural manner. Direct appeals include
such things as tax appeals. Currently, the bulk of OAH s current
jurisdiction, or case docket, is in the mandatory referral
category. "Those appeals are subject to sonme very specific
procedures” that were adopted in SB 203 in 2004. Its provisions,
whi ch becone effective July 1, 2005, include a tine efficiency
process specifying a case tinmeframe of approximately 165 days.

Ms. Thurbon characterized the PERS/ TRS appeal s cases as being a
hybrid of the current three case categories. They would be a direct
appeal in the sense they would cone directly to GAH. OAH woul d be
the final decision maker, and any appeal of its rulings would be to
the State Superior Court. The PERS/ TRS appeals cases would be
subject to the efficiency procedures cited in SB 203. There is no
reason current OAH procedures could not be applied to the PERS/ TRS
cases.

9:37:49 AM

Senat or Bunde, inquiring about the expected PERS/ TRS appeals
casel oad, asked whether additional QOAH staff m ght be required.

Ms. Thurbon affirnmed that there wuld be an inpact on
Adm ni strative Law Judge (ALJ) staff time. Wiether it would require
new hires or a shifting of staff caseloads is unclear at this tine.
Were the caseload to reach "critical mass", staff m ght be added.
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Otentines, non-permanent positions or an ALJ contract 1is
established in order to address the situation. Myving the PERS/ TRS
appeals to the OAH woul d increase ALJ casel oads, particularly in
the initial transition phase, as she understood that there is
currently a backlog of PERS/TRS natters that have not been
presented to the current PERS/ TRS Boards. An increase of one ALJ
position mght be required the first year and a three-quarter tine
position m ght be required thereafter. An increase in
adm ni strative support staff should not be required.

Co-Chair Geen asked whether the OAH has any concerns or
suggestions regardi ng | anguage in the bill

Ms. Thurbon responded that, while further study of the bill would
be conducted, the bill's language is not "troubling". Procedures
could be fine-tuned to align provisions with current Ofice
procedures or authority such as requiring an ALJ to have a certain
| evel of expertise in a specific area.

Co-Chair Green requested that OAH suggestions be provided to her
and Senator Stedman's offices.

There being no further Conmttee questions, Co-Chair G een thanked
Ms. Thurbon for her testinony.

Senat or St edman concl uded his remarks about the proposed ARMB and
voi ced appreciation to the OAH for the testinony and for working
with his office on this |egislation.

AT EASE 9:42:15 AM/ 9:43:11 AM

Senator Stedman qualified that the bill would continue to be a work
in progress, as Committee Menbers' and others' questions and
concerns are addressed. A new committee substitute would be
devel oped and distributed. The entirety of information that has
been collected in the developnent of this bill is available to
interested parties.

Co- Chair Green announced that public testinony woul d commence.
9:44:49 AM

RICARD J. SOLIE, SR Vice-Chair, Teachers Retirenment System Board,
shared that his background includes being a retired Econom cs
Pr of essor, Econom cs Departnent Head, and Acting Dean of School of
Managenent at the University of Alaska. He was initially appointed
to the TRS Board in 2003 and reappointed to a full termin 2004. He
served on the PERS/TRS Boards' four-nmenber Tier Review
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subcommi tt ee.

Co-Chair Geen asked M. Solie to share his perspective on the
subj ect at hand.

M. Solie stated that while he had developed witten conments
titled "Draft Qutline of Major Points For Testinony Before Al aska
Legi sl ature, March 29-31, 2005" [copy on file], he would Iimt his
remarks to the issue of Board Re-Structuring, as that is the topic
of today's hearing. He also understood that other PERS/ TRS Board
Menbers had recently shared their thoughts on the reorganization of
the retirement system In devel oping his remarks, he had pl aced the
reorgani zation of the Boards in third place behind other subjects
that he held stronger opinions about. In general, he viewed the
effort to increase the professionalism of Board Menbers and the
enphasis placed on allowing nore input fromthe public sector as
"positive factors". Nonethel ess, he questioned the bal ance of the
proposed Board make-up because the PERS and TRS Boards, as
currently structured, are trustees of the funds into which the
menbers have contributed. Those funds, which represent the
retirement for these individuals, are "an extrenely inportant thing
for themand, as a consequence, | feel that majority representation
on the part of persons in those systens is not inappropriate".
Conti nui ng, however, he opined that it is also "not inappropriate
to have public representation of individuals who are not part of
the systenf nor is it inappropriate to have enpl oyer representation
on the Board. There should be, however, "significant" PERS/ TRS
menber representation on the Board.

9:49: 43 AM

M. Solie voiced "some concern"” regarding the proposed appeals
process in that, in his experience as a nenber of a National Panel
of Arbitrators, American Arbitration Association; in nost instances
an arbitrator hears cases as a single arbitrator, simlar to the
OAH process. An arbitrator often presides over cases in which they
have general rather than "specific expertise". Typically, they
woul d not preside over a case involving their peer group. The "one
significant difference" between arbitration and the proposed
appeals hearing is that the arbitrator is selected by and agreed
upon by both sides of the issue. In such a process, "the arbitrator
has a basis for trust”. This would not be the case as proposed in
this legislation, as the QAHis housed within the DOA and "woul d be
heari ng appeal s of issues that had been decided by the Departnent
of Adm nistration". This is "a real concern ...that process would
| ack confidence"” by the individual appellants. This could result in
there being "a danagi ng affect on noral e".
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M. Solie communi cated that the TRS Board does not address as nany
appeals as the PERS Board, whose appeals primarily consist of
disability issues. "Disability issues are not nearly as significant
on the teachers' side due to the nature of their work™. Initially,
he had expected the TRS Board to be synpathetic to nenbers’
appeal s; however, he found that the Board was "very rigorous in
their judgnents” and in nost cases he was involved with, the TRS
Board sided on the part of the Admi nistration. He understood that
this was simlarly the case on the PERS side.

9:53: 04 AM

M. Solie stressed that the PERS/ TRS appeal s process, as currently
structured, "is a jury of peers". That concept "has a holl owed
pl ace in our society". Changing this process should not be done
"lightly".

M. Solie spoke to the proposed changes in the financial structure
of the systemby stating that he is "especially concerned about the
i dea of the matching of assets and liabilities". "On the surface",
it mght be appealing; however, he questioned whether it would
prove to be so upon nore in-depth analysis. The determ nation of
benefit levels is a significant factor in determning Fund
liabilities. The current PERS/ TRS Boards "essentially have no
authority" in this regard, and he understood that this
responsi bility would al so not be assigned to the new "Super Board".

M. Solie declared that the Legislature has the primary
responsibility for determning retirenent benefit plan provisions.
Heal th care determ nations are a conbination of adm nistrative or
Legi sl ati ve decisions rather than being Board directed. The Board
could develop recomendations and has, over tine, conpiled
significant cost-saving recomendations. "The role of the Boards in
determ ning benefit levels is mnimal". In contrast, the Boards
have been very involved in review ng actuarial assunptions and
nonitoring actuarial performances. "There have been sone probl ens
with this in the past”. The hope is that that aspect would inprove;
however, he was unsure whether the creation of a Super Board woul d
i nprove that, as this would be an additional burden "on top of an
al ready heavy responsibility in terms of the investnent of the
funds”. While he declared that he is "very inpressed with the
boards as they are now constituted", requiring stronger Board
nmenber experience mght be a positive factor in regards to their
nonitoring responsibility.

9:57:32 AM

M. Solie voiced being uncertain as to how the new Super Board
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could inprove the matching of the liabilities to the assets; but
the new Board nenber experience criteria mght provide sone
benefits in this regard. The other "critical conponent”™ in matching
assets and liabilities is the rate of return. An increase or
decrease in the assuned rate of return has "a trenmendous inpact on

the estimated actuarial liabilities". There would be no inpact on
the value of future liabilities. He voiced concern that the Super
Board mght, in an effort to match future assets to high

liabilities, raise the discount rate on the asset side. This action
woul d serve to reduce liabilities and increase asset projections.
This would solve a lot of problens; however, increasing the
discount rate in order to neet the liabilities, would serve to
increase the risk involved in the portfolio. Placing this
responsi bility on the Super Board "woul d be very, very dangerous”.

10: 00: 04 AM

Co-Chair Geen, noting that the Commttee had previously addressed
this issue, asked Senator Stedman to further expand on possible
solutions regarding the issue of matching liabilities to assets.
She understood that assum ng higher risks was not part of that
process.

Senator Stedman stated that nunerous portfolio strategy options
could be applied in regards to the discount rate issue and the
issue of matching liabilities to assets. One option would be to
identify a total rate of return with a targeted rate. The targeted
rate currently is 8.25 percent.

Senator Stedman remarked that inplenentation of “"front-end
accounting"” by increasing the targeted rate of return, for exanple,
from 8.25 percent to 9.25 percent, to address the $5.7 billion
under - fundi ng shoul d not be considered as doing so would shift the
portfolio into riskier asset classes; would increase volatility;
and woul d subject "the overall liability/asset m smatch to nore
variability". Wre the Super Board or the ASPIB Board to decide
policy to that effect, there would be considerabl e objection from
t he people who would have that liability exposure. In this case,
that would be the State.

10: 02: 14 AM

Senator Stednan objected to followng a policy course that would
increase the targeted rate as a nmeans through which to bal ance
assets and liabilities. Qher nmechanisns shoul d be discussed in the
future to address that issue. Absent the current situation and were
the assets and liabilities to match, strategies and policies could
be inplenmented to control the risk exposure of a liability/asset
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m smatch. One challenge that nust be recognized is the growth
assunptions in health care. He recalled that several decades
earlier, a "classic asset/liability msmtch" in the savings and
| oan industry denolished the industry, and the federal governnent
becane i nvol ved. The outcone of that situation was that the savings
and | oan industry was absorbed within the banking system

Senat or St edman agreed "100-percent™ that increasing the di scount
rate would be the incorrect approach to addressing the
asset/liability inbalance. The Legislature, as stewards of the
State, should require a Board to justify its targeted rate. His
concern with the present situation is that ASPIB transmts a target
rate to the actuary. Then the actuary via the PERS/ TRS Boards
provides the rate to Mercer Financial Consultants, who manages the
di scount rate. To his understanding, "the discount rate is not
necessarily set by the actuary”. But rather, the ASPIB Board, as a
result of the asset allocation they inpose, determnes the rate.
This allocation is currently approximately 30-percent bonds a
substantial anount of equities, and real estate holdings. The
perfect scenario would be to "tie in" the growh of the assets and
the liabilities going forward. The unfunded liability should be
addressed separately. "There's absolutely no intent to take the $11
billion portfolio and start pouring high octane fuel in it, hoping
we can close the gap ...that woul d be an unacceptabl e way of sol ving
t he probl ent.

10: 05: 23 AM

Senat or Stedman declared that the efforts should concentrate on
shorter financial projection tinmeframes. One or two year
projections are "nore probable" than twenty-year financial
forecasts. "Qur obligation here is to neet the" State's imedi ate
cash flow denmands. I ncrenent al increases in the Enployer
Contribution Rate are affecting school districts and cities' cash
flow. The $11 billion "portfolio can run for years w thout any
i nfusion of capital”. The inmediate cash flow issue is the short-
termstruggle. The long-termobjective is to bal ance the assets and
liabilities to further assist in solving the unfunded liability.

10: 06: 31 AM

Co-Chair Green recalled that, the previous year, the Legislature
had requested the Boards to provide recomrendati ons through which
to address the unfunded liability in addition to the request that a
Tier Redesign be wundertaken. The recomendations could have
i ncl uded such things as a cash infusion to the Retirenent Fund from
the State, pension bonds, and other types of financing. In
addition, the Admnistration was addressing the issue by
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contenplating changes in the benefits or nedical plan or plan
deductibles with the caveat that the no benefits of the plan could
be dimnished. The Adm nistration's efforts mght or mght not
require legislation. To date, no reconmendations have been
forthcom ng fromthe Boards.

Co-Chair Geen declared that the sane request woul d be asked of the
proposed Board. The Legislature requires this advice, as they,
rather than being nenbers of the Board, are "the appropriators”.
The advice of "a very professional Board® that reviews the
contribution rates and the investnents could provide "possible
solutions” to the issues. That, rather than re-configuring rates
and percentages, allocations, investnent strategies, was the point
of the discussion pertaining to assets verses liabilities.

10: 08: 47 AM

M. Solie specified that no such Legislative request had been
received by the Boards. Had the Board been aware of the request,
t hey woul d have responded. He voi ced di sappoi ntnment, as a nenber of
the Tier Review Subconmttee, that the Subcommttee's tier
reconmendat i on not been approved.

Co-Chair Green remarked that the Legislature was di sappointed as
wel | .

M. Solie voiced the understanding "that the only thing" that the
Ti er Revi ew Subcomm ttee "had been requested to do was to pass our
recommendations onto the Adm nistration which would then funne
themto the Legislature"”. The Board was unaware that the desires of
the Legi sl ature nore extensive.

10: 09: 46 AM

Co-Chair Geen remarked that the Legislature's request for the
Boar ds' recommendati ons had occurred in the sane conversati on as
the request regarding a tier review.

10: 09: 49 AM

Senator Stedman recalled that during the Board neeting in which the
Tier Subconmttee had presented its' reconmendations about the
proposed hybrid and defined contribution plans, one of the Board
menbers had commented, "why bother, the Legislature is going to do
it anyway". Therefore, he questioned the Boards' efforts.

Co-Chair Green expressed that while the purpose of today's hearing
is not to put the testifier or anyone "on the spot”, "there is a
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great deal of frustration” on the part of the Legislature. The
Legi sl ature does not have the expertise to solve the situation and
woul d wel cone reconmendati ons, suggestions, or concerns about the

issue. The bill's sponsor would be willing to listen and attenpt to
incorporate ideas into the legislation. Rather than harboring "ill-
will", the Legislature is just "frustrated" that no one has stepped
forward to take responsibility for the situation. "Sonebody

somewher e nessed up". Regardl ess of whether blane could be placed
on the actuary, the consultant, the Boards, or the Legislature,
there is a $5.7 billion shortfall that nmust be addressed. It could
be "guaranteed" that, "change is com ng".

10:11: 32 AM

M. Solie coomented that while there m ght "have been sone ness-
ups, some of the key things that happened could not have been
reasonably anticipated". The Boards had "very little control" over
the conpilation of events that has been referred to as the "perfect
storni.

M. Solie agreed wth Senator Stedman's renmarks regarding the
review of the actuarial assunptions. The Boards should have
reviewed the assunptions "nore closely"; specifically the health
care trends, as, in retrospect, it appears that the actuary erred
in that regard. He noted out that "the Boards refused to adopt the
assunptions enbodied” in a recent actuarial report, primarily out
of concern that the situation mght be continuing. As an aside, he
voi ced support for the recent health care trend nethodol ogy change
t hat separates pharmaceutical and nedical trend information. The
Boards had "significant concerns about the rate of decline"” in
those trends as proposed by the actuary. However, the actuari al
repeatedly justified the rates being | owered by their belief that
the current level <could not be sustained "indefinitely";
continuance of the rates at the current |levels would negatively
i npact the G oss Donestic Product (GDP). Wiile he agreed that the
rate |l evels could not continue indefinitely, no one has "any idea
of what |evel the econony is going to absorb” or how |ong they
m ght decline. "The statenent was nade to the actuary"” that the
rates should not be dropped until the system undergoes structural
changes that would provide confidence that the rates would
eventually lower. "The Boards are taking a harder |ook" at
assunptions, particularly those pertaining to health care. The
actuaries were charged with re-evaluating this area, and in
addition, a request was made that the Admnistration to have an
i ndependent review of the trends by such entities at Aetna
I nsurance Conpany. These trends are "critical” and absent reliable
information, simlar situations would reoccur. In sunmary, errors
did occur, and while sone events were unanticipated, a better
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review nust be priority.

Co-Chair Geen voiced appreciation for M. Solie's work on the Tier
Revi ew Subconmi tt ee.

10:15:11 AM

Senat or St edrman voi ced appreciation for the Board' s questioning of
the actuarial assunptions, particularly those supporting a downward
trend in health care expenses. Additional years of underestimating
the Fund's liabilities could not be tolerated.

M. Solie warned that incorporating insufficient trend lines into
the current actuarial report would serve to increase the unfunded
liabilities. "Reality" must be reflected.

Co-Chair Green agreed.

10:16: 22 AM

M. Solie reiterated that his coments to this point were
spont aneous, as his prepared testinony was intended to address
other matters. He noted that his aforenentioned witten commentary
was purposely witten in generic form as he was uncertain as to
whi ch Legi sl ative body he would be testifying. He al so noted that
even though the Menber Contributions section of his notes contained
two subsections, he would not be presenting the subsection titled
"B. Equal sharing of contributions for 'Past Unfunded Liabilities'"
as that issue is not relevant to this |egislation.

M. Solie voiced being "philosophically in agreenent with the idea
of equal sharing of Normal Costs". Wre the reconmendations of the
Tier Review Subcommttee reviewed, it would be noted that the
recomrendati ons of the Subcommittee, "included enpl oyee costs that
were as great or greater than those of the enpl oyer for the Nornal
Costs”". Wiile he agreed with the concept, there is concern that
applying it to existing enployees mght present sone "serious"
probl ens, including judicial challenges.

M. Solie voiced concern that, as stated in his witten conments
under Menber Contributions A 2., "the five percent per year
increase is a very stiff increase for an individual enployee. That
probably woul dn't cone into play; however, if the equal sharing was
limted to 'Normal Cost'" as, per this legislation, the maxinmm
i ncrease an existing enployee would be required to contribute is
approximately three percent. Wile he would not delve into the
Section on "Past Unfunded Liabilities, he has "serious concerns".
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In response to a question from Co-Chair Geen, he clarified that
his concern in regards to "Past Unfunded Liabilities" focuses on
enpl oyees being required to contribute an equal share to Past
Unfunded Liabilities. He reiterated that, while this concern is not
an issue at this hearing, as that obligation is not incorporated
into this legislation, he woul d have serious concerns had it been
addressed or considered at a later tine.

10: 20: 02 AM

M. Solie voiced his "great concern” about inplenmenting a 100-
percent Defined Contribution (DC) plan and, to that point, he
reviewed the "Introduction of a 100% DC Plan to Replace the
Exi sting DB Pl an" section of his witten comments as foll ows.

Introduction of a 100% DC Plan to Replace the Existing DB

Pl an.

A First of all, let me say that | am not opposed to the
general concept of DC plans or of privatized retirenent
plans. | strongly believe in individual responsibility and
in the advantages of personal ownership of private
equities.

B. I am sure that all of you are aware that, although the
Tier Committee did forward to the full boards an

Alternative 2 which was 100% DC, the commttee was
unani nous i n opposing its adoption.

C. | personally pressed for a hybrid plan that included both
a 1% DB and a DC conponent. Although sonme of the commttee
menbers undoubt edly had m sgivings about it, there was a
clear recognition of the serious problemfacing the State
of Alaska with respect to the retirenent plans, and
consequently the Tier Commttee voted unaninously to
support the hybrid plan.

D. There are several reasons for the committee's and ny
personal opposition to a 100% DC pl an.

1. A key factor is that in Al aska nost of the teachers in
this state are not covered by Social Security. Thus, they
| ack the floor of retirenent benefits that is available to
private sector enployees and to public sector enployees in
nost other states. The 1% DB plan that the Tier Commttee
proposed woul d provi de such a fl oor.

10: 22: 30 AM
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Co- Chair Green asked whet her any school district in the State would
have the authority to develop its own enpl oyee retirenent plan

M. Solie affirnmed that they woul d.

Co-Chair Geen declared therefore that, "it is not the State's
purview to say this is the only plan" that a school district would
have available to them Each district could develop a plan that
woul d be appropriate for its enpl oyees.

Co-Chair Green, after determning that M. Solie would be avail abl e
to speak to the Cormmttee at a |later date, asked that, at this
time, other persons in the room be provided the opportunity to
testify before the Commttee.

Senator Stedman infornmed the Committee that "the floor issue",
which is a legitinate concern in regards to the 100% DC pl an, had
been a topic of discussion during the drafting of the bill. It was
concluded that this concern could be partially or in whole
"mtigated by offering a fixed rate option" in the investnent
sel ecti ons.

10: 24: 28 AM

Senat or Bunde stated that there could be a renedy in regards to the
i ssue of soneone who qualifies for Social Security (SS), in
addition to being a TRS nenber. He, and other teachers he is aware
of, had worked in the private sector and as such would qualify for
SS.

Co-Chair Geen inforned that the discussion with M. Solie would
continue during the March 31, 2005 Comm ttee heari ng.

BRONK JORGENSEN, Menber, Public Enpl oyees' Retirenent System Board,
agreed with the magjority of the M. Solie's comments. He noted that
in the year since his appointnent to the PERS Board, he has "been
i npressed with the workings of the PERS, TRS, and ASPI B Boards" who
spend considerable tinme reviewing the volunmes of data that
pertinent to their responsibilities. He disclosed that he is self-
enpl oyed and has no vested interest in PERS. As a nenber of the
Ti er Design Review Subcomm ttee he voted in support of Alternative
1, which is the hybrid plan. It had been his understanding that the
Legislature was going to forward that plan. He also agreed with
Senator Stednman that the Board shoul d have provi ded recommendati ons
to the Legislature. Alternative 1 was a good plan for all concerned
parties: "enpl oyees, enployers, and all Al askans since everyone is
af fected". However, one of the reasons for Board hesitancy was the
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belief that other options m ght be avail able to address the under
funding issue generated by "huge nedical costs" and "abuses and
| oophol es

M. Jorgensen clarified that the najority of the Board's efforts
during his tenure have concentrated on Appeals. Appeals are the
result of disagreenents between enployees and enployees and
enployers. He affirnmed that M. Solie's assertion that the PERS
Board addresses nore Appeals than the TRS Board due to disability
factors, and there being a | arger nunber of PERS nmenbers. Wre the
Board's Appeals ruling to be unacceptable to either the
adm ni strator or the appellant, it could be appealed to the Al aska
Court System This would also be an option in this |legislation. The
parties involved in the current Appeals process view it as "fair
and reasonabl e" and nost appellants are satisfied with the decision
of the Board, even were the ruling not in their favor. Few cases
advance to the Court and of those few are overturned. He estinmated
that the Board rules in favor of the appellant fifty percent of the
time and for the Adm nistration fifty percent of the tine.

10: 28: 13 AM

M. Jorgensen opined that were the Appeals process to shift to the
OAH as proposed in this legislation, the State would incur
addi tional legal and court expenses. Wiile the majority of PERS and
TRS nmenbers are satisfied with the Board' s decisions in the current
appeal s process, it is doubtful that they would be happy with the
OAH decisions. "It would be viewed as the sane deci sion comng from
the current Admnistrator” and as a result, nore appeals would be
taken to the Court System

M. Jorgensen echoed the concerns regarding the March 2005 Mercer
Fi nanci al Consultants actuarial assunptions report. Changes nust be
made, and while he was unsure of the answer, discussions could
include the hiring of a new actuarial firm or re-evaluating the
current arrangenment with Mercer. He voiced appreciation for the
di scussi ons that have occurred, as the issues are conpl ex.

JAMES " PAT" WVEELLI NGTON, Menber, Public Enpl oyees Retirenment System
Board, stated that he, a retired State Trooper, has been an el ected
menber of the Board for 27 years and, in addition, has been an
el ected nenber of the ASPIB Board since its inception in 1992. H's
el ection record speaks favorably about his service. He allowed
however that nost PERS Menbers are "probably" unaware of the duties
of the Board since non-Board nenber attendance at Board neetings is
small since the neetings "are not really that exciting".

10: 30: 35 AM
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M. Wellington proclainmed that the Boards essentially underwent "a
conplete restructuring"” a few years earlier when the Adm nistration
changed. Governor Frank Murkowski replaced the three appointed
menbers of the PERS Board, and while he "did a fine job in picking"
the new appointees, the Board nenbers they replaced were also
"decent" people with good backgrounds. Governor Mirkowski has
appointed the ngjority of the five-nenber TRS Board. The eight-
menbers of the ASPIB Board consist of two el ected PERS nenbers, two
el ected TRS nenbers, the Comm ssioner of Revenue who is was a
Governor appoi ntee, and two new Governor appointees. One seated
menber was re-appointed by the Governor, and one nenber who was
appointed by the previous Adm nistration remains on the Board.
"Basically", the Boards "have started over within the | ast year and
a half". To that point, he questioned "the rationale ...of starting
over a second tinme".

M. Wellington, nmentioning that the three Boards had recently held
a joint neeting as required by State Statute, declared that the
Boards "step up to the plate" and address their assigned
responsibilities. The Boards "work well" and have never done "any
finger pointing" "or stepping aside and hiding to bl anme sonebody
el se for what's going on". The figures provided by the actuari al
consultant, "who 1is under <contract to the Departnent of
Adm nistration Division of Retirement and Benefits", have been
guestioned for a nunber of years, "but unfortunately, the actuary
has all the conputers and machi nes and do the work; the D vision of
Retirenment and Benefits" devotes a lot of tinme to review ng "those
docunents and assunptions and how they got to where they did". The
PERS/ TRS Boards are provided approximtely one day to review the
assunpti ons. The Boards have repeated asked Departnent's
adm nistration whether they "are confortable after your staff
review that these assunptions are correct”. "For the nost part, the
answer is 'yes'". Wiile the Boards ask questions, they do not have
the tinme or the technical expertise to conduct a nore thorough
review and rely heavily on the Division of Retirenent & Benefits
"technical expertise to evaluate these reports”.

10:34: 47 AM

M. Wellington stated that while the Boards have been avail abl e,
they have "never been invited" to testify before any Legislative
Comm ttee. Menbers are here today because "we have on our own,
sought out"” and reviewed the information. Menbers are not i nforned
about pending | egislation and nust conduct research thensel ves. He
read froman email [copy not provided] he had sent to the Director
of the Division of Retirenent & Benefits in February 2005, as
follows: "Just as a point of interest, it would seemto ne that the
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Legi slative commttees mght be interested in knowi ng first hand
why the Boards voted the way they did on Tier Ill for TRS and IV
for PERS. Therefore it would be reasonable for you to offer
testi nony and coments fromthe respective Board chairs. Ri ght now
the Legislative conmttees are only hearing the viewpoint of the
Division". No response to that e-mail was received. The Boards
woul d wel cone the opportunity to discuss issues.

M. Wellington stated that the tier work conducted by the Tier
Revi ew Subcommittee was excellent; however, they "strayed" from
their "single task" of devel oping a defined contribution program as
requested by the Adm nistration, and devel oped a "hybrid" program
The Adm nistration did not ask them to address the cost over-run
that exists in the Retirenment Plan. Wwen the Subcommttee began
di scussing a hybrid system the Admnistration "summarily told
"That's not your charge.' Your charge is to come up with one thing
and one thing only"".

M. Wellington continued that he and other Board nenbers felt that
ot her issues, such as health care, were driving the overrun of the
Fund. Therefore the Subconmm ttee deened it prudent to conduct an
overview of the entire system and determ ne what conponents m ght
be addressed in the short term md-term or long -term The health
care conponent could be addressed in the short term while the
defined contribution program was |long-term The cities today are
not going to see any relief in this area for a nunber of years.
Nonet hel ess, no opportunity was provided in which the Boards could
sit down and determ ne what could be done collectively to view the
entire system The Boards' Health Conm ttee has | ooked at options
to reduce health costs. One of the things discussed with the
Adm ni stration was that of educating PERS/ TRS nenbers about the use
of generic drugs. The increased use of generic drugs has been "very
cost effective" and has saved the Retirenment System mllions of
dol | ars.

M. Wellington disclosed that the Boards have asked the D vision of
Retirenent and Benefits to provide nore cost saving suggestions,
and as recently as Septenber, 2004, discussions occurred regarding
using the Fund's $80 mllion dollar Trust Account to pay off clains
as they were submtted. He asked the Adm nistrator and her staff to
work with Departnment of Revenue staff to determ ne whether any of
the Trust Account funds could be invested in a different manner to
provide nore revenue. No response was received and he had again
made the request at a recent Board neeting. Follow ng that, Alyce
Hanl ey, a PERS Board Menber, had asked the status of the Board's
request to Aetna |Insurance Conpany about cost saving neasures. The
Board declared that it "wanted sone answers" about such things as
cost savings and devel oped a foll ow up schedul e.
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M. Wellington stressed that, while others m ght disagree, sinply
repl aci ng Board nenbers "is not the answer".

M. Wellington noted that the PERS Board has an upcom ng schedul ed
neeting to address Appeals, and he did not support the proposal to
nove Appeals to the QAH The current process provides nore
fairness. The Board "has no problemsaying no if the facts warrant
it".

10:40:18 AM

Senator Stedman stressed that there is no intent in this
l egislation "to deal wth personalities on the Boards". No
anal ytical work in this regard was conducted; the focus of the work
delved into the structural working relationship between the Boards.
"That is where the breakdown is". Even were Board nenbers repl aced,
wi t hout a structural change occurring, the Funds would be "in the
same position we have today". He acknow edged that the Boards have
wor ked hard for many years.

Senat or St ednan asked how nuch tine the Boards were able to devote
to reviewing the nost recent Mercer actuarial report.

M. Wellington responded that the Board reviewed the material for
approximately half a day.

Senat or Stedman asked whether it was true that the presentation was
rushed and was not finished.

M. Wellington thought otherwi se, and stated that the Boards
provi de whatever tinme is deened necessary to the presentation.

Senat or St edrman understood that the Board devotes approxi mately 80-
percent of its neeting tine to addressi ng Appeal s.

M. Wellington agreed.

Senator Stedman stated therefore the PERS/ TRS Boards could be nore
appropriately characterized as an Appeal s board.

M. Wellington pointed out that the Board addresses the work it is
presented and that "a | arge percentage" of the work is in the form

of Appeal s.

Senat or St edman asked the percentage of Appeals the Board uphol ds
or overturns.
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M. Wellington understood that the Board's ratio is 50/50. The
inportant thing is that after the Board provides its opinion,
either side could appeal to the Superior Court. "Sonetines the
State has and sonetinmes the appellant has". The nobst inportant
thing to note is that the Board's decision is rarely overturned by
the Superior Court. On occasion, the Court has asked the Board to
re-evaluate a point of law on a specific "narrow' issue. The record
of the Board is excellent.

Co-Chair Geen clarified that the ALJ is appointed by the Governor
and must be confirnmed by the Legislature. It would not matter
whet her the ALJ was housed in the Departnent of Law, the Departnent
of Admnistration, the Departnent of Health and Social Services, or
t he Departnent of Transportation and Public Facilities. "They are
sinply housed in the Departnent of Adm nistration. They are not in
the line of authority of the Departnment of Admnistration". It has
been inplied three tines that this is a conflict ...that is just an
unf ounded very, very unfortunate accusation”. This type of coment
is not wel cone again.

M. Wellington interjected that he had not inplied any w ongdoi ng.

Co-Chair Geen reiterated that no further comment inplying "any
conflict with a judicial systemthat is set up" would be tol erated.
The ALJ is appointed by the Governor and confirmed by the
Legislature, "and that is the line of authority".

The bill was HELD in Conmittee.
#
ADJ OQURNMENT

Co- Chair Green adjourned the neeting at 10:44 AM
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