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PCSI TI ON  STATEMENT: During hearing of HB 13, presented
i nformati on on pension obligation bonds.

ACTI ON NARRATI VE

CHAI R M KE HAWKER cal | ed the House Special Conmttee on Ways and
Means neeting to order at 3:42:43 PM Present at the call to
order were Representatives Hawker, G uenberg, Roses, Seaton,
Fai rcl ough, and G ssna.

HB 125- LONG RANGE FI SCAL PLAN

3:43: 44 PM
[ Cont ai ns di scussi on of HOUSE BI LL NO. 68.]

Chair Hawker announced that the first order of business would be
HOUSE BILL NO 125, "An Act relating to budget planning and a
| ong-range fiscal plan for the State of Alaska." He stated that
the commttee considered anending HB 68, but by consensus agreed
instead to go with a proposed commttee substitute.

3:44: 42 PM

REPRESENTATI VE FAI RCLOUGH noved to adopt the proposed comittee
substitute (CS) for HB 125, Version 25-LS0546\C, Cook, 2/8/07.
There being no objection, Version C was before the conmttee.

[HB 125 was hel d over.]

HB 13- RETI REMENT SYSTEM LI ABI LI TY/ BONDS

3:45: 34 PM

CHAI R HAWKER announced that the next order of business would be
HOUSE BILL NO 13, "An Act relating to prepaynents of accrued
actuarial liabilities of governnment retirenment systens; relating
to the Alaska Minicipal Bond Bank Authority; permtting the
Al aska Municipal Bond Bank Authority or a subsidiary of the
authority to assist state and nunicipal governmental enployers
by issuing bonds, notes, conmmercial paper, or other obligations
to enable the governnmental enployers to prepay all or a portion
of the governnental enployers' shares of the unfunded accrued
actuarial liabilities of retirement systenms; authorizing a
governmental enployer to issue obligations to prepay all or a
portion of the governnental enployer's shares of the unfunded
accrued actuarial liabilities of retirenent systens and to enter
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into a |lease or other contractual agreenent with a trustee or
the Al aska Muinicipal Bond Bank Authority or a subsidiary of the
authority in connection with the issuance of obligations for
that purpose, and relating to those obligations; and providing
for an effective date."

CHAI R HAWKER, sponsor of HB 13, explained that HB 13 enpowers
the Al aska Municipal Bond Bank Authority (nunicipal bond bank)
to utilize its «credit enhancenent services for politica
subdivisions that may wsh to structure a pension finance
transaction to help neet the <costs of unfunded pension
liabilities. He noted that HB 13 provides the state another
method to resolve the various state enployers' unfunded pension
lTabilities. Chair Hawker observed that there are various
nmet hods to reduce pension fund debt, such as early paynent,
refinancing at a |lower cost, or reducing operating costs. The

bill contains concepts that allow the state to refinance its
unfunded pension plan debt at a Ilower rate of interest.
Al though a simlar bill, House Bill 278, was considered in |ast

year's legislative session, HB 13 has been expanded to enpower
the executive branch to pursue such transactions that it m ght
deem appropriate to help resolve the state's obligations under
the Public Enployees' Retirement System (PERS) and the Teachers

Retirement System (TRS). He enphasized that this bill does not
execute, direct, or authorize transactions; rather it enpowers
the decision nmakers to bring forward proposals for transactions
they may deem appropri ate. He opined that HB 13 takes a nore
i nnovative and contenporary view of the state's ability to use
structured financing.

3:51:22 PM

FRANK J. | NGRASSI A, Chai r man, Muni ci pal Fi nance and
Infrastructure Goup, CGoldman Sachs & Co., referred to a
Power Point presentation titled, "Pension Obligation Bonds -
Overview of Structure and Current Market OCpportunities"” which
was also provided to the commttee. He informed the commttee

that since 2000, a nunber of factors have caused steady growh
i n unfunded pension and other post enploynment benefit costs. He
explained that nationwide, funding ratios for public pension
funds grew from about 80 percent in 1990 to over 100 percent in
2001. Due to the successful econony at the tine, nmany states
negoti ated nore generous benefit contracts with their enpl oyees.
Unfortunately, shortly after that "the bubble burst” and pension
funding ratios started to fall significantly. As a result, by
2005, there was a nationwide pension funding deficit (not
i ncluding medical benefits) of over $340 billion. The problem
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of unfunded liability has grown exponentially as other costs,
such as nedical costs, continue to grow. Unf unded pension fund
l[iability considered a debt of the state by Standard and Poor's
financial rating service, he said.

3:55: 04 PM

MR. I NGRASSI A referred to page 2 of the handout and said that in
1999 the funding ratios for PERS/ TRS were 106 percent and 103
percent, respectively. Since then the unfunded actuaria
accrued liability (UAAL) has increased dramatically and the
curmul ative funding ratio for PERS/ TRS conbined has decreased
from 67.6 percent in 2004 to 64.1 percent in 2005. The funding
ratio mght be even lower if one were to examne the figures
from 2006, he said.

CHAI R HAWKER observed that today's presentation does not require
the nost recent data on the PERS/TRS liability, rather the
financing opportunities that are being discussed today apply
regardl ess of the details of the data.

3:56: 33 PM

MR. | NGRASSI A expl ai ned that an 80 percent funding ratio is the
m nimum | evel required for a pension fund to be self-sustaining
based on the earnings that it generates. If a pension fund has
a ratio below 80 percent, the pension authority should take sone
action to fix it; pensions funded at 80 percent or above are
probably in pretty good shape, he opined.

MR. | NGRASSI A described the UAAL as the difference between
assets currently in the pension fund and the present value of
the required paynents to the existing plan participants over
tinme. Each year a state's pension system reviews the
assunptions in the pension fund actuarial report to determ ne
the required paynent stream and conpare it to the earnings
potential of the assets on hand. The pro-fornma annual shortfal

is then discounted at the assumed interest rate, which in Al aska
is 8.25 percent, to determne the present value of the

shortfall. The UAAL is essentially a debt which carries an
interest rate of 8.25 percent. In Al aska, this debt obligation
is constitutionally protected by Article XlI, Section 7 of the

Al aska State Constitution, he noted.
MR. | NGRASSI A descri bed pension obligation bonds (POBs) as a

met hod to refinance pension fund debt in order to |ower the cost
of the existing debt to plan participants. He observed that
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this is an ideal tine to |look at POBs because interest rates are
at a 30-40 year low, as is shown by the chart on page 4 of the
handout . He said that the state could issue POBs in today's
mar ket at about a 5.56 percent interest rate, which is an
attractive refinancing possibility when conpared to the 8.25
percent interest accruing on the UAAL. The potential savings to
the state fromrefinancing are significant, he noted.

4:00: 54 PM

REPRESENTATI VE SEATON observed that an 80 percent funding ratio
| eaves 20 percent unfunded, therefore the state is relying on
the interest to pay sone percent of the benefits. He questioned
whether the 80 percent target is sufficient to allow for the
state to make the paynents it is schedul ed to make.

MR. |INGRASSIA related that his research in the pension field
indicates that at 80 percent, there is an earnings potential to

get to 100 percent funding. A fund could target a higher
funding ratio, he noted, but at 80 percent the earnings
potential is sufficient to allow the fund to grow to 100
per cent . Al though a study by the state's actuary, Buck
Consul tants, used an 85 percent target for one fund and a 90
per cent t ar get for anot her, the Munici pal Fi nance and
Infrastructure Goup used 80 percent to Kkeep the nunbers
manageabl e. It is the state's decision to determne at what

level to fund its pension plans, he noted.

REPRESENTATI VE SEATON asked whether the choice to fund at 80
percent requires the state to make 20 percent nore to fund its
future liability.

4:03: 24 PM

MR. | NGRASSIA said another conmponent to consider is that of
enpl oyer contributions, which can also be higher than the
ongoing "run rate" of the requirenents. The aforenmentioned is
what has been happening. The higher enployer contribution rates
are nmuch higher than the ongoing run rate to try and nake up the
unfunded liability. He indicated that earnings, enployer
contributions, and other outside contributions are all taken
into consideration.

4:03:49 PM

REPRESENTATI VE SEATON followed up by clarifying that under the
scenario presented today, the 80 percent funding mght require
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an enpl oyer contribution rate increase to make up the additional
20 percent.

MR. | NGRASSI A noted his agreenent with Representative Seaton's
clarification, and noted that the state could have a higher
target nunber than 80 percent.

4:04: 31 PM
CHAI R HAWKER said that in planning the presentation, 80 percent

seenmed |ike a good nunber for discussion purposes and he pointed
out that with market possibilities, funding at 100 percent could

be overaggressive and result in an over-funded program He
remnded the commttee that the determnation of what
constitutes full funding and other alternatives, is a policy
call. He said that other alternatives which may be discussed

i ncl ude meking ongoing additional contributions to the pension
f unds.

MR. |INGRASSIA noted that the 80 percent funding ratio is
considered the m ninmum funding |evel. He referred to page 4 of
the conm ttee handout and described as significant the potenti al
savings to the state in refinancing from 8.25 percent interest

to 5.56 percent interest. For exanple, the issuance of $2.1
billion in bonds for PERS could result in a savings of $626
mllion in present value savings, while issuance of $1.3 billion
in bonds could save $384 mllion in present value savings for

TRS. He clarified that to fund at 80 percent neant funding
enough to get to an 80 percent funding ratio; not funding 80
percent of the unfunded liability.

MR. | NGRASSI A enphasized that there are numerous factors to
consider and that all the nunbers are based on assunptions.
Factors which affect the size of the UAAL include: actuarial
assunptions such as life expectancy and denographics, assuned
rate  of return, act ual I nvest ment returns, changes in
contractual benefits, and benefit cost assunptions conpared to
actual experience. Due to these variables, the size of the UAAL
is constantly shifting, which is one reason to avoid a 100
percent ratio. He identified three possible options for funding
Al aska's UAAL: upfront cash contributions by the state or
enpl oyers from any surpl us funds, i ncreased enpl oyer
contributions, or pre-fund with POB proceeds at 5.56 percent
i nterest. Pensi on fund managers can reach their funding goals
by mxing and matching these alternatives, he inforned the
comittee. He said that due to growth in unfunded liabilities

a nunber of states have issued POBs over the |ast few years.
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MR. I NGRASSIA inforned Representative Guenberg that Gol dman,
Sachs & Co. has done underwiting with the state in the past and
hopes to continue to do business with the state, noting that his
conpany earns fees as a bond underwiter.

4:10: 34 PM

REPRESENTATI VE ROSES expressed concern that the interest rate
available to the state will not be as attractive if too many
states issue these bonds at the sane tinme, thereby flooding the
bond mar ket .

MR. | NGRASSIA explained that the assunption is that these

pensi on bonds wll be taxable bonds, and since nobst bonds are
non-taxable, the market for taxable bonds is alnbst unlimted
As an exanple, the state of Illinois issued $10 billion in

taxabl e pension bonds in 2003, and the prinmary buyers were
European banks which would not normally consider Dbuying
muni ci pal debt. There is a saying in the taxable market that
"size opens eyes," neaning big taxable prograns are nore liquid
and nore attractive to big pension funds and banks, he said. He
offered that "we do not really see any constraint in terns of
t he market for taxable pension bonds."

4:12:17 PM

MR. INGRASSI A, in response to a question about whether bonds are
always profitable to the issuers, directed the conmittee's
attention to the table on page 6 of the handout which shows that
sone states sold bonds "right as the bubble was bursting” and
were not profitable by 2004. However, if one looks at a tine
progression, the bonds generally catch up. As of 2004, 84
percent of POBs were profitable, 7 percent were at a break-even
point, and 9 percent had | ost noney, he said.

CHAI R HAWKER indicated that risk assessnment and exam nation of
other state's experiences with pension bonds would need to be
considered by the commttee prior to noving HB 13.

REPRESENTATI VE CGRUENBERG asked whether the state could use the
permanent fund as a funding source instead of selling bonds on
t he open market.

4:14: 22 PM
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CHAIR HAWKER replied that although that concept could not be
considered today, perhaps representatives from the permanent
fund coul d address this at a future tine.

MR. I NCRASSI A reminded the conmttee that an issue to consider
is how the various financial rating agencies view pension
liabilities. He explained that the rating agencies have
slightly different views, but they all tend to view unfunded
l[iability as a debt of the state. Furthernore, if the debt is
not being solved, it is viewed as a problem Despite the
different ways that rating agencies view pension fund debt, the
bottomline is that inplenentation of a plan to address and fund
the existing UAAL and a funding plan for future obligations
coul d be considered a credit positive.

MR. I NGRASSIA said the total annual enployer contribution for
pension liabilities has the followng two conponents: t he
normal pension contribution amount required to neet the annua

pensi on expenses and the UAAL conponent. The UAAL is sized to
hel p anortize the unfunded liabilities over tine. The UAAL has
been receiving a lot of attention in this state, he observed

To achieve an 80 percent funding ratio, the states' enployers
woul d have to contribute $2.1 billion for PERS and $1.3 billion

for TRS, he said. However, he cautioned that these figure are
based on information from 2005 and woul d be consi derably higher
if today's nunbers were used. He told the commttee that

al t hough sone states have sold bonds to make one year's paynment
to their funds, he does not recommend that approach.

4:17:52 PM
MR. | NGRASSI A stressed that recognizing and managing risks is

one of the keys to POB issuance success. He said that the broad
range of investnents utilized by pension funds generally result

in returns substantially higher than today's debt rates. |If the
actual returns are above the assunmed actuarial investnent
return, the savings from the issuance of pension bonds can be
even higher than predicted. Conversely, earnings of less than
the current 8.25 percent, but nore than 5.56 percent of the
bonds would still result in savings, although Iless than
proj ect ed. The issuer only goes negative if the earnings rate
on the pension assets is less than the 5.56 percent predicted,
he said. Pensi on obligation bonds can help inprove relations

with local governments by providing nore security and a higher
funding ratio and can permt nore stable budget planning for al
pensi on fund partici pants.
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4:18:55 PM

CHAIR HAWKER advised that in later neetings the pension asset
managers would present information on the state's past track
record for past returns.

MR. | NGRASSI A explained that potential risks include negative
returns if the returns are below the bond interest rate.
Furt hernore, bond issuance converts "soft" obligations to "hard"
obl i gati ons. Last, POBs result in a lunp-sum paynent to a
pension fund, which concentrates rather than spreads nmarket
risk. There are ways to nanage this market risk, he assured the

comittee. He clarified that a "soft"” obligation is one in
whi ch the debt is owed, but the details of when and how it wll
be paid are not set. However, once bonds are sold there is a
fixed anortization schedule, which nust be paid in a tinely
fashion or default is risked. Therefore, it has a "hard"
schedul e.

4.22:02 PM

RICHARD A. SCHOBER, JR, Vice-President, Muinicipal Finance,
ol dman, Sachs & Co., reminded the commttee that for the past
two years there has been an established cap in Al aska [which has
now been repealed] on the annual anmount by which enployer
pension obligations can increase. As a result, t he
contributions have been |ow Wien the actuaries have re-
calculated what is needed to fund the UAAL, the state has seen
gigantic increases in the required enployer contribution rate
Al though the state does not have to pay the UAAL right away, it
will have to pay soneday and the cost of making the paynent in
the future will dramatically increase.

MR. I NGRASSI A rem nded the commttee that since the Alaska State
Constitution limts the issuance of general obligation debt to
capital inprovenents, state issuance of POBs wll require new
| egislative authority, including the probability that debt
service paynment on POBs will require an annual appropriation.
He summarized that assum ng an 80 percent funding ratio, if the
state were to issue $1.3 billion in bonds for the TRS program at
5.56 percent, the total gross savings over 25 years is estinated
to be $720 mllion, which equates to present value savings of
about $384 mllion. For the PERS program issuance of $2.1
billion in bonds would result in a savings of about $1.1
billion, which equates to present val ue savings of $626 mllion.
If a higher savings rate is chosen, the savings rate would be
proportional ly higher, he noted.

HOUSE WM COWM TTEE -10- February 14, 2007



4:26:48 PM

MR. I NGRASSI A referred to the matrix on page 12 of the handout
and explained that it provides a reference point by which the
fund managers can mx and match policies to achieve a target
funding ratio of 80 percent by 2032. |If no bonds are issued and
no cash contribution is nmade, the average enployer contribution
rate for TRS over the next 10 years would be 44.96 percent. The
matri x shows how the enployer <contribution rate can change
depending on whether POBs are issued and whether any cash
contributions are made to the UAAL. A 5 percent decrease in the
enpl oyer contribution rate equates to an annual savings of $32
mllion, he said. He suggested this type of paynent could be
done over a period of a few years, to ease the effect on the
general fund.

MR. |INGRASSIA indicated that the aforenentioned calculations
regarding TRS are based on the wage base of both defined-
benefits enpl oyees [Tiers 1- 3] and defined-contribution
enpl oyees [Tier 1V].

4:30: 44 PM

MR. | NGRASSI A enphasized that the matrix scenarios shown on
pages 12-13 of the handout provide a useful, powerful tool for
policymakers to use in considering how to approach pension fund
debt . He told the commttee that for the PERS plan, a decrease
of 5 percent in the enployer contribution rate equates to an
annual savings of $94.8 nillion. He noted that Chair Hawker had
requested a review of past earnings using an actual earnings
rate of 8.1 percent, rather than the expected 8.25 percent.
Page 14 of the handout shows the results of that review, and
indicates that the |lowered earning rate increases the projected
enpl oyer contribution rate by approxinmately 1 percent annually,
so the enployer contribution rate is not as sensitive to
earnings rates as one mght think, he said.

4:32:37 PM

MR. |INGRASSIA posed the possibility that the state could
consider ways to optim ze use of available cash. For exanpl e
capital construction needs are typically funded from ongoing
revenues, and it may be possible to finance the state's capita
construction requirements wth tax-exenpt bonds, and use general
fund revenues to contribute to the UAAL. The exanpl es on page
17 of the handout show the predicted results using different
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funding options. This may be a way to achieve the desired
policy goals of funding capital needs and reducing the UAAL by
i ssuance of tax-exenpt bonds, which have a lower interest rate,
and therefore nay be | ess of a burden on the state general fund.

CHAI R HAWKER observed that the scenarios shown on the matrix
could assist the policynakers to look at the state's finances in
a nore contenporary manner than has been done in the past.

REPRESENTATI VE ROSES expressed concern that if a lot of states
i ssue tax-exenpt bonds at the sanme tinme, it could have a
negative effect on the bond market, and thus on the expected
rate of return.

4:36:23 PM

MR. | NGRASSI A agreed that there could be a marginal inpact on
the bond markets if many states issued tax-exenpt bonds at the
same tine. However, he rem nded the conmttee, very few states
have the magnitude of cash available for capital expenditures
that Alaska has, so their ability to access the tax-exenpt
mar ket would be limted. The possibility nentioned by
Representative Roses does in theory exist, but M. Ingrassia
stated he does not think it would be a realistic problem for
Al aska.

CHAIR HAWKER remnded the <conmittee that there are many
resources available to the commttee on this conplex subject and
that he can provide direct contact information for the conmttee
menbers.

REPRESENTATI VE SEATON observed that it would be a policy change
to target funding the pension plans at 80 percent, since past
policy has been to target funding at 100 percent.

CHAI R HAWKER said that consideration of a target funding ratio
for the pension fund liabilities would be an excellent topic to
di scuss with the Departnent of Revenue.

4:39:02 PM

CAROL SAMUELS, Vice-President, Seattle-Northwest Securities,
told the conmttee that the pension benefits situation in O egon
was very simlar to Al aska' s situation. She provided the
commttee wth copies of a PowerPoint presentation titled,
"Pension Obligation Bonds, The Oregon Story," dated February 14,
2007. Referring to the page titled, "Oregon vs. Alaska Pension
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System " she described the Oregon pension system as about four
tines the size of Alaska's, with an asset base of about $53

billion. It is a single systemwith nmultiple tiers and covers
around 325,000 enployees. The current post-reform average
enpl oyer contribution rate is 15 percent, conpared to a pre-
reform enployer contribution rate of around 30 percent. The

current funded ratio is about 91 percent, and the unfunded
liability as of Decenmber 31, 2005, is $4.6 billion, down from a
hi gh of $17 billion prior to 2003.

4:43: 59 PM

M5. SAMUJELS described bonding as a popular tool across the
country for financing pension fund liabilities. In Oregon,
| ocal governments and school districts have statutory authority
to issue debt separately for what are terned "full faith and
credit obligations.” In general, the issuance authority is nore
flexible in Oegon than in Al aska, and does not require yearly
appropriation, she noted. Smaller entities could use "intercept
agreenents” with the state to secure the pledge of additiona
operating funds so as to achieve a "state" credit rating. I n
2003, the Oegon voters approved a constitutional anmendnent
authorizing the state itself to issue general obligation bonds,
she said. She infornmed the commttee that if Al aska wanted to
take a simlar route and enact constitutional and/or statutory
refornms to allow it to issue bonds, it could bring the avail able
interest rate down further because "that is considered to be the
safest form of security out there." She cautioned that if bonds
are sold, it is critical to consider "housekeeping" issues
carefully to assure that the participating enployers receive the
credit due them

M5. SAMJELS stated that HB 13 incorporates many of the
provi sions Oregon found useful, such as intercept agreenents and
| unmp- sum accounts. In Oregon, over 175 enployers have issued
approximately $5.4 billion in POBs. Using an 8 percent expected
rate of return, the savings are estimated to be around $1.3

billion. However, the actual returns have been substantially
hi gher than the projected 8 percent she said, referring to the
chart titled, "Recent Returns - Lunmp Sum Accounts." These

returns, which reflect the True Interest Cost (TIC), support the
prior observation that size matters and | arger issuances receive
nore favorable interest rates. Ms. Sanuels enphasized that
timng is really key, and that bond issuance transactions shoul d
not be considered a guaranteed savings, although O egon has had
a positive experience thus far.
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M5. SAMUELS pointed out that it is inportant not to over proni se
results, and for people to understand there is no guarantee of
savings and that unfunded liabilities can continue to fluctuate.
Furthernore, she enphasized that accounting and crediting
decisions should be worked out as carefully as possible in
advance of any bond i ssuance.

4:52: 07 PM

M5. SAMJELS acknow edged that the funding scenarios on the
handout page titled, "Oregon vs. Al aska: Potential Savings," is
based on an assunmed bond interest rate of 6 percent and the
assunption that the entire unfunded liability is funded. These
nunbers are chosen for the sake of illustration, and she said
her firm would likely not recomrend funding the entire unfunded
liability.

CHAI R HAWKER rem nded the conmttee that there is no transaction
on the table nor is any conmtnent to any firm being nade at
this point. The investnent banking comunity is providing
information for further consideration of these issues by the
conm ttee, he said.

4:55:42 PM

PAUL BLOOM Director & Regional Manager, Pacific Northwest
Public Finance G oup, Merrill Lynch, told the conmttee his firm
has been very involved in state public finance matters and
hel ped draft and anal yze |ast year's House Bill 278. He noted
that it may be in the state's best interest to have the option
to issue POBs as part of its "tool kit" to address pension
fundi ng chal |l enges. Today's low interest rates nmake this a
particularly attractive option at this tinme, he said. Depending
on the funding ratio scenario chosen, Alaska could potentially
capture hundreds of mllions of dollars in present value
savings. He opined that it is critical to understand that POBs
are only one of a nunmber of tools that could be used to address

the pension fund liability issues. There are a nunber of
factors to consider when addressing this issue. He suggested
t hat a proactive approach to asset management i ncl udes

exploration of ways to protect the state's investnent returns
from changes in inflation and downturns in the equity market
He offered that the passage of HB 13 would be a positive step
for Al aska to take.

REPRESENTATI VE = SEATON  asked how current equity mar ket
performance affects risks in the bond market.
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MR BLOOM replied that is why his firm recomends being
proactive in looking at ways to protect investnents against
mar ket downturns, noting that there are things an investor can
do to protect itself fromchanges in the equity market. He said
that the returns in the fixed inconme nmarket are not generally as
high as those in the equity markets, but that fixed incone
investnments nmay help stabilize the funding ratio of the state's
pensi on funds. Sonme enployers nmay be willing to have a higher
enpl oyer contribution rate if it wuld result in a nore
predi ctable and stable system he said. He noted that the
current allocation of assets in Alaska's system is about 60-70
percent in equities. In general a mx of 75 percent in equity
and 25 percent in fixed inconme is a fairly common asset mx for
pensi on systens. There are adjustnents that can be made to an
asset mx to help protect it and | ock in gains, he advised.

CHAIR HAWKER said that future consideration of HB 13 would
Iikely include discussions with the state's asset nmnagers about
the pension fund portfolio past performance and possible future
direction.

[HB 13 was hel d over.]
ADJ OQURNNMENT
There being no further business before the commttee, the House

Special Committee on Ways and Means neeting was adjourned at
5:08: 18 PM
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