SENATE FI NANCE COW TTEE
FAI RBANKS LEQ SLATI VE | NFORMVATI ON OFFI CE
Novenmber 1, 2013
9:00 a.m

Note: The follow ng neeting convened in the Fairbanks
Legislative Information O fice and was tel econferenced and
recorded in Juneau.

9:00: 24 AM

CALL TO ORDER

Co-Chair Kelly called the Senate Finance Commttee neeting
to order at 9:00 a.m

VEMBERS PRESENT

Senator Pete Kelly, Co-Chair

Senat or Kevin Meyer, Co-Chair

Senat or Anna Faircl ough, Vice-Chair
Senator Cick Bishop

Senat or M ke Dunl eavy

Senat or Lyman Hof f man

PRESENT VI A TELECONFERENCE

Senat or Donny O son; Fred Sturman, Self, Kenai.

VEMBERS ABSENT

None

ALSO PRESENT

Kristin Erchinger, Menber, Alaska Retirenment Managenent
Board; Robert Gove, Retired Public Enployees of Al aska;
Ron Johnson, Retired Public Enployees of Al aska; Charles
Gal | agher, Chair, Retired Public Enployees of Al aska;
M chael Bar nhi | |, Deputy Comm ssi oner, Depart ment of
Adm ni strati on; Angel a Rodel | , Acti ng Comm ssi oner,
Depart ment of Revenue; Gary Bader, Chi ef | nvest nent
Oficer, Treasury Division, Departnent of Revenue; David
Teal , Director, Legislative Finance D vision; Janes
Arnmstrong, Staff, Senator Co-Chair Meyer; WIIliam Streur,
Comm ssioner, Departnment of Health and Social Services;
Senator Charlie Huggins.



SUMVARY

Unfunded Liability for Public Enployees' Retirement System
(PERS) and Teachers' Retirenent System (TRS) Presentations:

Al aska Retirenent Managenent Board
Department of Adm nistration
Legi sl ative Finance Division
Depart ment of Revenue

FY 14 Budget Overview and FY 15 Budget Preview.
Departnent of Health and Social Services

9: 00: 39 AM

APRESENTATI ONS:  UNFUNDED LIABILITY FOR PUBLIC EMPLOYEES
RETI REMENT SYSTEM (PERS) AND TEACHERS RETI REMENT SYSTEM
(TRS)

9: 00: 52 AM

KRI STIN ERCH NGER, MEMBER, ALASKA RETI REMENT MANAGEMENT
BOARD, testified that the board had researched and educated
itself about the issue of wunfunded liability. The board
wi shed to convey the information to the legislature for
deci sion nmeking purposes. She initiated the PowerPoi nt
presentation titled "Alaska Retirenment Managenent Board"
dated Novenber 1, 2013 (copy on file). She noted that sone
slides wuld be skipped in the norning, but t he
presentation was available in nenber's packets and on BASI S
for the public.

Ms. Erchinger began wth slide 1. "Alaska Retirenent
Managenent Board (ARMB)."

* Role of the Al aska Retirenment Managenent Board

e« ARMB Actions(and Limtations) to Address Unfunded
Liability

* Fundi ng Request

e CQutcomes of Anchorage Stakehol der Wor kshop

Ms. Erchinger recognized that the unfunded liability of the
retirement system was astronomical wth a significant
effect on the state. The actions taken by ARMB on the
unfunded liability strained the state budget making it
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difficult for conpeting stakeholders. Stakeholders were
poled at a recent neeting to attenpt to craft a solution of
| east financial inpact for Al aska.

9:04: 03 AM

Ms. Erchinger continued with slide 2: "Role of ARMB."

Al aska Retirenent Managenent Board (2005 - present)

1. Manage/invest assets to neet liabilities and pension

obl i gations of the systens, plan, program and trusts.

Set enpl oyer contribution rates

Greater duty wrespect to pension liabilities and

obl i gati ons

4. Reconmend to budget-setting and appropriations arns of
gov't, but cannot appropriate or submt a budget

5. Adopt investnent policies for each of the Funds;
approve investnent options for DC plans after
consulting with Plan Adm ni strator.

W

Ms. Erchinger continued with slide 3: "Role of ARMB."

6. Approve investnment objectives for DB Pl ans

7. Annual actuarial evaluation to determ ne assets,
accrued liabilities, funding ratios and certify
appropriate contribution rate for normal cost and
liquidating past service liability

8. Annually report to Governor, |legislature, enployers
valuation of trust fund assets and liabilities and
other statistical data to understand system

9. Quarterly report of i nvest ment per f or mance to
Legi sl ati ve Budget and Audit

10. Contract for services to execute boards powers

and duti es

Ms. Erchinger discussed slide 5: "Limted Ability to Inpact
Unfunded Liability."

ARMB Responsibilities:

e Determ ne asset al l ocati on and i nvest nent
obj ecti ves

* Determ ne anortization net hodol ogy

e Set investnent return assunption

« Set enployer contribution rates

* Provide input on actuarial assunptions
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9: 06: 37 AM

Ms. Erchinger noted that a typical pension system had 70
percent of paid-out benefits derived from investnent
earnings. To the extent that ARMB had sufficient assets in
the retirement plan, future benefits would be paid, but
wi thout the noney upfront, investnent earnings would not
provide the necessary benefit paynents. The benefit
paynments would instead cone fromthe state and enployers in
the system She stressed the inportance of up-front noney
available in the system to drive the earnings to pay
pensi on benefits.

9:08: 42 AM

Ms. Erchinger stated that the |evel percentage of pay
met hod held that as the covered payroll grew, the nortgage
paynents grew over tine. The board recogni zed that the plan
was contrary to Alaska's likely reduction in oil revenues
A levelized nortgage paynment would allow a closer match to
the future state revenue.

Ms. Erchinger added that ARMB set the investnent returns
assunpti on and enpl oyer contribution rates.

9:09: 34 AM

Ms. Erchinger noted that actuarial assunptions were often
seen as untrustworthy and as the cause of the unfunded
l[iability. She argued that other factors contributed to the
state's unfunded liability. She discussed a change in plan
benefits in recognition of the tremendous liability. She
agreed that actuarial assunptions played a large role in
the unfunded Iliability of the state's system but she
stressed that the assunptions provided the best tool for
t he board.

Ms. Erchinger noted that the board had been criticized for
not doing enough to solve the unfunded liability problem
She explained that the board could not appropriate funds
and submt budgets to affect the unfunded liability. She
stated that the board supported pension obligation bonds as
a tool, but she could not authorize issuance of bonds or
any type of |oan between state funds.

9:11:34 AM
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Ms. Erchinger stressed that the board w shed to open a
dialog with the legislature. She noted the board's support
of di rect appropriations by requests t hr ough t he
legislature into the PERS and TRS system She noted that
the noney would earn interest to pay pension benefits,
reducing the need for future contributions from the state
in the future. The board supported the use of the use of
pension obligation bonds as a partial and potential
solution to address the unfunded liability. She noted the
reduction of the earnings assunption rate in the plan from
8.25 percent to 8 percent. She noted a change in the
anortization paynent to flatten the nortgage paynents over
time.

Slide 7: "Were W Have Been." The Alaska Retirenent
Managenment Board eval uated 40 potential scenarios in 2011

Recommended:
o« 25-year or 30-year anortization

* Lunmp-sum contributions wth continued State
assi st ance

» Change to level dollar anortization
Rej ect ed:

* Lunmp-sum contributions wth no further State
assi stance >22 percent

* Cost-shifting from the State to municipalities
and vice-versa

* Requiring assets outside trust fund be used to
set rates

* Extending anortization if significantly higher
costs than status quo

Ms. Erchinger nentioned that in 2011, the ARMB reduced
their earnings assunption from 8.25 percent to 8.00
percent. The return was believed to be consistent with the
asset allocations. The risks and rewards of the allocation
were balanced to achieve the target return. She noted
increased difficulty achieving the target return with the
oncoming liquidity problem Wth insufficient assets to pay
benefits, the state nust draw down their assets affecting
the ability for Jlong-term investnent. The decision to
reduce the investnment earnings assunption from 8.25 percent
to 8.00 percent inpacted the funded ratio because future
assets will be lower as a result of the |ower investment
return.
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9:13: 53 AM

Ms. Erchinger noved to slide 8: "Inpact of Reduced Earnings
Assunption.”

e Reduced earnings assunption 8.25 percent to 8.00
per cent

e 3.12 inflation assunption = 4.88 percent real return
* Return is consistent with asset allocation

e Reduces funded ratio due to lower assuned future
assets

* Increased ER rate by 1.53 percent PERS;, 1.88 percent
TRS (2012)

Ms. Erchinger highlighted the investnent returns on slide
9. The slide intended to display the board' s ability to
nmeet the 8 percent return assunption. The returns were net
of fees, resulting from the investnent fees mnus the the
cost of running ARMB and the retirenents system

Senat or Bi shop asked how close the actuarial assunptions
predi cted the returns displayed in slide 9.

Ms. Erchinger replied that a |ater presentation would offer
the requested information. She noted that in the 20-year
term the assunption was just under the 8 percent return
while the 30-year was greater.

Co-Chair Meyer wondered about the asset allocation. He
asked about the equity/bond rati o.

Ms. Erchinger responded that ARMB was highly invested in
equities t hat wer e split bet ween donestic and
international. She nentioned that the board had |owered its
allocation in recent nonths to fixed incone wth the
anticipation of increasing interest rates. As interest
rates rise, the values of fixed-income investnments fall.
The board strived to nove out of fixed-income and into
equities. She discussed the investnment in infrastructure
such as farm ands, tinber and real estate providing |ong-
lived assets with a higher return.

Co- Chair Meyer appreciated the infornmation and was happy to

see that the board was investing in a manner conparable to
t he Permanent Fund Boar d.
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9:17: 00 AM

Ms. Erchinger referenced slide 10: "Inpact of change from
Level Percent of Pay to Level Dollar Anortization."

* Reduces overall contributions by nearly $2 Billion
* Reduces State Assistance by $1.26 Billion
* Reduces overall State paynents by $1.64 Billion*

e Reduces Muni paynents by $285 MI1ion
* Level Percentage of Pay delays contributions to future

e Level Dollar results in higher contributions in early
years, reduced contributions |ater

* Increased contributions rates for PERS by 7.21 percent
of pay and for TRS by 13.07 percent of pay

* Since 2006, Level Dollar would have added $6.23
MIllion addtl to PERS; $351 MIlion addtl to TRS

*Includes State Assistance and State paynents as an
enpl oyer

9:19:10 AM

MVs. Erchi nger discussed slide 12: "Wy change Leve
Percentage of Pay to Level Dollar.” The graph's red Iline
depicted the new nethod for state assistance paynents.
Wile the levels would increase in the short-term the
| ater years would see the reduction of the required state
contribution. The blue glide path depicted the fornmer
anortization method, which over tine increased the paynents
requi red by the state.

Ms. Erchinger continued discussing slide 12 and noted that
the blue path projected state-assistance paynents of 22.6
percent by FY 29 of general fund unrestricted revenue. The
red line predicted a maxi mum percentage of 18.7 percent in
FY 19. The general fund unrestricted revenues resulted from
the historical nunber via the 2012 Fall Revenue Source
Book.

9:21: 32 AM

Ms. Erchinger stated that the forecasted revenues cane from
the spring 2013 Revenue Forecast adjusted by fiscal note
for SB 21. The level dollar forecast assunmed no additiona
oil production. Slide 13 depicted the sane information in
nuneric fornmat.

Senat e Fi nance Comm ttee 7 11/01/13 9: 00 A M



9:22: 02 AM

Ms. Erchinger referred to slide 14: "Projected Actuarial
Resul ts Revised."

ARMB requested actuaries revise Table of Projected
Act uari al Resul ts pur porting to show System
overfunding (surplus) in excess of $3 Billion by 2072,
as m sl eadi ng. *

Ms. Erchinger discussed slide 15: "Were we have Been.™

The Al aska Retirement WManagenent Board evaluated 40
potential scenarios in 2011

Recommended:
o« 25-year or 30-year anortization

* Lunmp-sum contributions wth continued State
assi st ance

» Change to level dollar anortization
Rej ect ed

* Lunmp-sum contributions wth no further State
assi stance >22 percent

e Cost-shifting from State to nunicipalities and
Vi ce-ver sa

* Requiring assets outside trust fund be used to
set rates

* Extending anortization if significantly higher
costs than status quo

9:25:14 AM

Senator Hof fran asked if the $28 billion was reflected in
the chart.

Ms. Erchinger responded no. Slide 13 reflected the state
assi stance paynent.

Ms. Erchinger explained that the nbst costly option
included the elimnation of state assistance. She furthered
that the solution provided by the board was the |east
costly for the long run. Less expensive solutions require
greater state contributions up-front. She related the issue
to SB 187 and the added cost of approximately $11 billion
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in the legislation's proposed scenario. Since the board' s
plan woul d extinguish the entire debt by $28 billion, the
| egi sl ation proved too expensive for the state.

Senat or Hof fran asked if the state would have been
rei nrbursed all contributions under SB 187.

Ms. Erchinger replied that the lines highlighted in SB 187
that the status quo showed that the nunicipalities' cost
would be $3.6 billion today and would rise to $10 billion
under SB 187. The cost would shift from the state to the
municipalities. Wth SB 187, state assistance paynents
woul d be el i m nat ed.

9:28: 25 AM

Ms. Erchinger offered to provide the conmttee wth
additional information from the actuaries to help the
commttee further research the issue. She suggested that
the legislature guide ARMB regarding the level of state
assi stance paynents that could be feasibly financed. She
wanted to know the anount of paynent that the |egislature
would be willing to nmake and how it woul d change over tine.
She al so wi shed to know the level of up-front cash infusion
possible. Wth the information, the board could begin
runni ng scenarios to neet the target.

Ms. Erchinger continued that the assunptions would change
as a result of the legislature's input. She supposed that
the anortization period mght require an extension and
different options could be considered. Wthout the key
information, the target and solution are difficult to
acquire.

9: 30: 05 AM

V5. Erchinger discussed slide 23: "State Assistance:
Baseline vs. $2B injection.” She noted that ARMB had
submtted a request for funding to the legislature at the
end of the legislative session for a $2 billion injection
into the systemto be spread over 4 years. The outcone of
the neeting with the stakeholders vyielded the question
about spreading the noney out over 4 years. Slide 23
provided further information to the commttee about the
request .
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Ms. Erchinger continued with slide 23. She noted that the
red bar depicted the state assistance paynents with the
state contributing $500 million per year for 4 years in a
row. After 4 years, the red glide path reduced the required
state assistance paynents over tine. \Wen oil revenues were
expected to be nmuch lower, the inpact on the state budget
woul d be reduced by $322 nmillion per year on average. She
stressed that any contribution today would |imt the
contributions required in the future.

Senator Hoffrman asked if the interest rate assumed was 8
percent .

Ms. Erchi nger concurred.

9:32:29 AM

Ms. Erchi nger discussed slide 29: "Primary Qutcones."

* Borrow from oursel ves
o Mtigates risks of borrowing fromcapital markets
o Provides guaranteed return to reserves
o Prefer to borrow from CBR since SBR earnings are
swept into GF
o State's bond rating not adversely affected if we
borrow from oursel ves
o Denonstrates that Alaska has a plan to address
UL
o Leverages significant reserves w thout consum ng
t hem
* Direct appropriation
0o Prefer a single lunp-sum rather than spread over
mul ti ple years

* Pension Obligation Bonds as a partial solution

Majority agreed on the need for substantial injection
into system now.

9: 35: 28 AM

Vi ce-Chair Fairclough asked about other retirenent systens
managed by the ARMB. She noted that the state contributed
to the other retirenment systens. She requested a brief
synopsis of the status of the systens.

Ms. Erchinger deferred the question to another board
menber .
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Vi ce-Chair Fairclough wondered about the possibility of
over - fundi ng one of the pension prograns.

9:36: 24 AM
AT EASE

9:38: 52 AM
RECONVENED

ROBERT GROVE, RETIRED PUBLI C EMPLOYEES OF ALASKA, thanked
the committee for addressing the issues. He noted nuch
confusion anong current and potential retirees throughout
the state regarding the unfunded liability. He al so thanked
ARMB and the information provided by the board. He recalled
his previous position wth Alaska Housing Finance
Corporation (AHFC). He believed that the problem wth
Al aska's retirenent system was repairable and he suggested
a conparison of Alaska with other states in the nation. He
stated that Al aska had options to solve the problem unlike
ot her states who del ayed action on simlar issues.

9:41: 34 AM

RON JOHNSON, RETIRED PUBLIC EMPLOYEES OF ALASKA, thanked
the conmttee for their attention to the issue. He echoed
the opinion of ARMB regarding the transition to the |eve
dollar or wup-front cash infusion. He worried about the
future retirees and their solvency. He preferred not to see
a vote to access the Permanent Fund to bail out the
retirement fund. He preferred a use of budget reserves to
reduce the total paynments over tine. He commented about the
ear ni ngs assunptions. He nentioned that the public pension
funds saw good returns in the last 10 years. He supported
the idea of a cash infusion or level dollar to the current
pay- down.

9:44: 53 AM

CHARLES GALLAGHER, CHAIR, RETIRED PUBLIC EMPLOYEES OF
ALASKA, stated that Al aska had progressed with the work on
this very inportant issue. He expressed gratitude that ARMVB
and the legislature were addressing the situation. He
agreed with the testinony provided by ARVB. He stated that
mul ti ple neetings occurred in Fairbanks over the sumer to
address the unfunded liability problem
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9:47: 05 AM
AT EASE

9:48: 12 AM
RECONVENED

M CHAEL BARNHI LL, DEPUTY COW SSI ONER, DEPARTMENT  OF
ADM NI STRATI ON, provided a PowerPoint presentation titled
"Public Enmpl oyee Reti renent System ( PERS) Teachers
Retirement System (TRS) Fall 2013 Update (copy on file)."
He noted the intention of the slides to produce both
introductory information as well as an update.

M. Barnhill stated that the governor believed that the
unfunded liability presented a very serious problem to the
st ate.

9:50: 07 AM

M. Barnhill comunicated that the adm nistration believed
in the noral obligation to ensure that all benefits were
paid when due. He stressed the inportance of the |ong-term
nature of the commtnents necessary and the need to ensure
that the commtnents were kept through 2070 or 2080. He
offered gratitude to the legislature and the assistance
provi ded on behal f of school districts and runicipalities.

9:51:45 AM

M. Barnhill added that Alaska had a wunique situation
regarding state funding of school district retirenent
systens. He added that approximately 159 nunicipalities
participated in PERS. He noted that the state legislature
had appropriated $609 million since 2008 to the state's
retirement systens. He stated that nunicipalities nust also
pay their obligations in a tinely fashion.

9:52:14 AM

M. Barnhill stated that the admnistration agreed to
consi der the |unp-sum solution presented by Ms. Erchinger.

M. Barnhill discussed slide 2: "PERS/TRS Basic Facts
Organi zation.” He explained that three entities had key
roles in the function of the state's pension system He
began wth Departnment of Revenue and the Division of
Treasury, which was charged wth acting as staff to ARMB
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and managing the trust funds for each of the state's
pensi on systens. The division managed a great variety of
assets. The fiduciary of the assets was ARMB. The board was
created in 2005 during the closure of the Al aska defined
benefit system to new entrants in FY 07 and the closure of
t he previous boards.

M. Barnhill explained that his departnent, the Departnent
of Admnistration (DOA) was statutorily ~charged wth
adm nistering the liability side of the state's equation.
He elaborated that DOA cal culated and issued the pension
checks, processed retirement health clains, worked wth
actuaries on various ©projections to help wth the
admnistration of the system He noted that many pension
systens had a different organization. He referred to
California and their state's retirement system
or gani zati on.

9:55:10 AM

M. Barnhill discussed slide 3: "PERS/TRS Basic Facts
Menbershi p* and the active enployees. He highlighted the
36,300 active enployees in PERS. Since the closure of the
defined benefit systemin 2006, the nunber of people in the
defined contribution system had risen steadily. He added
t hat approxi mately 40 percent of the payroll was now active
in the defined contribution system He added that the
increase was |ess pronounced in TRS with 35 percent of
active teachers in the defined contribution system He
noted that the state had approximtely 41,000 retirees with
anticipation of nunbers greater than 60,000 in the next 20
years.

9:56: 59 AM

IVE . Barnhill discussed slide 4: "PERS/TRS Basic Facts
Defi ned Benefits."

Defined Benefit Pension: fixed benefit amunt from
date of retirement to death.

Contributions + Investnent Earnings = Benefits +
Expenses

If Al actuarial assunptions are accurate

Actuarial Assunptions:
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Inflation, Investnent Return, Mrtality, Date of
Retirement, Cost of Healthcare, Payroll G ow h,
Disability, Spouse Age, Dependent Children, COLA,
Pl an Expenses, Turnover
| naccurate Projections lead to Unfunded Liability
Enpl oyer Takes the Ri sk

10: 00: 29 AM

M. Barnhill stated that nultiple actuaries were hired by
the state to nmake a series of actuarial assunptions.

M. Barnhill discussed slide 5: "PERS/TRS Basic Facts
Contributions - Enployee.” Contributions were derived from
two different popul ations, the enployees and enpl oyers. The
enpl oyee contributions for PERS and TRS were set in
statute. He stated that police and fire enployees paid 7.5
percent from their paychecks every payroll period. The
ot her enployees in PERS paid 6.75 percent and TRS enpl oyee
contribution rate was 8.65 percent for the teachers
retirement trust. He explained that the amobunts were fixed
in Al aska because of a section of the state's constitution
known as the dimnishnment clause, which prohibits changing
features of the defined benefit system once an enpl oyee is
hired. The Suprenme Court maintained that benefits vest on
the date of hire

10: 03: 08 AM
M. Barnhill discussed slide 6: "PERS/TRS Basic Facts
Contributions - Enpl oyer . " He repeated that If the

actuarial assunptions fell short, the enployer nust make up
the difference through enployer «contribution rates. He
stated that the red line depicted the TRS contribution
rate, while the blue line represented PERS contribution
rate. He pointed out that rates had grown substantially
since 2005. The ARMB devel oped a defined contribution rate
of 40 percent for the enployer in PERS and 66 percent for
TRS.

M. Barnhill stated that the rate increase was due to the
i naccuracy of the actuarial assunptions. He noted that
actuarial assunptions set in the 1990s were too low. Health
care cost growmh was increasing in the late 1990s
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contributing and were not reflected in the actuarial
cal cul ations. The board brought a suit against its fornmer
actuary Mercer for actuarial negligence, which was settled

for a sum of approximately $500 m|1lion.
10: 05: 56 AM
M. Barnhill recalled the 1999-2001 tine period of economc

recessi on brought on by the dotcom collapse in the equity
mar ket . Subsequently, other investnent |osses in the 2009
time period were weathered. The 8.25 percent rate of return
was an investnment assunption that had not been realized and
contributed to the increases in enployer contribution
rates.

M. Barnhill referred again to slide 6 and the green and
purple lines. He noted that those |ines depicted the result
of relief from the high contribution rates through a bill,
SB 125 enacted in 2008. The bill capped the rates paid by
the enployers for TRS at 12.56 percent for PERS at 22.00
percent of payroll.

10: 08: 32 AM
M. Barnhill noted that the results of the capped enployer
contribution r at es i ncl uded state assi st ance f or

approxi mately $1.7 billion.

M. Barnhill continued with slide 7: "PERS/ TRS Basic Facts
| nvestnent Returns.” He noted that the past investnent
return assunption adopted by the Alaska State Pension
| nvest nent Board and subsequently by ARMB was 8.25 percent
and recently reduced to 8.00 percent. The slide depicted
the annualized return scenarios for both PERS and TRS over
various tine frames. He pointed out that last year was a
great period with earnings of 12.5 percent. The prior years
were |ess successful. He remarked that the returns I|isted
on the slide were gross returns and did not include the
expenses.

10:11: 59 AM

M. Bar nhi | | detailed slide 8: "PERS/ TRS Basic Facts
Benefits."

DB Benefit Anpunt:
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Sum of multipliers X Avg. High 3(Tier 1-2) or Avg.
Hgh 5 (Tier 3)
PERS Multipliers: 2 percent first 10 yrs; 2.25
percent second 10 years; 2.5 percent thereafter

TRS Multipliers: 2 percent first 10 years; 2.5
percent thereafter

Exanpl e: 30 years PERS servi ce:

(2percent X 10) + (2.25 percent X 10) + (2.5
percent X 10) X $85, 000=
67.5 percent X $85,000 = $57, 375

Note: State of Al aska enployees also participate in
t he suppl enental annuity plan (SBS).

Co-Chair Kelly clarified that the 25-year | ook provided the
current assunptions.

M. Barnhill concurred. He noted that the topic encountered
much debate. Sonme econom sts believe that a defined benefit
public enployee system should not adopt an interest rate
assunption above a riskless rate of return. He added that
the mjority of pension systens adopted a rate of
approximately 8.00 percent. He stated that the adoption of
a lesser rate (4.50 percent) would double the current
unfunded liability.

10: 15: 19 AM

M. Barnhill stated that the mpjority of the actuarial
community agreed that 8 percent was the appropriate rate of
return.

Vi ce-Chair Fairclough asked about the effect of the rate of
return on Alaska in the formof liquidity.

M. Barnhill deferred issues involving liquidity to M.
Bader. He pointed out that Iliquidity was an issue for
Al aska as a cl osed system

M. Barnhill discussed slide 9: "PERS/TRS Basic Facts
Benefits.” He noted that the chart displayed the total
benefit payouts between 2013 and 2080. In 2013, the state
would pay $1.5 billion in pension and healthcare benefits
between PERS and TRS. As the nunber of retirees grows, the

Senat e Fi nance Comm ttee 16 11/01/13 9: 00 A M



amount of benefits would exceed $3.5 billion annually in
approximately 2036. The total spending on the system
bet ween 2013 and its closure would be $140 billion over the
next 70 years. He assured that with actuarially required
paynents and good assunptions, the trust funds would have
sufficient funds to pay the necessary benefits. He admtted
that future tinme periods mght yield down-turn investnent
mar kets all owi ng for new unfunded liabilities.

10:19: 38 AM

M. Barnhill noted discussion about the devel opnent of a
new defined benefit plan. Until the fiscal structure of the
state was stable enough to support a defined benefit plan
the departnment opposed the creation of a new defined
benefit plan.

M. Barnhill discussed slide 10: "PERS/TRS Basic Facts
Expenses.” He noted that the one-year snapshot indicated
t hat expenses added up to approximately 30 basis points. He
stated that 0.3 percent of the return was deducted for
expenses, which added up to $54 nillion.

10: 20: 57 AM

M. Barnhill detailed slide 11: "PERS/ TRS Events that Led
to C+l =B+E. "

2002 - MIliman actuarial audit; dotcom coll apse

2003 - FY 02 valuations released wth revised
assunptions. $4.1B unfunded liability

2005 - SB 141 enacted: M. Boyle plans closed; DC
pl ans created,; PERB/ TRB/ ASPI B sunset ; ARM  Board
created

2007 - ARM Board files suit against Mercer for
actuarial negligence; SB 123 enacted: PRS cost share

Senat or Dunl eavy asked about the comrent that a return to a
defined benefit system was unsustainable. He asked if a
return was unsust ai nabl e under any scenari o.

M. Barnhill responded no. He stated a return to a defined
benefit system was sustainable if the state had a stable
fiscal structure that could support sufficient revenues
into the indefinite future.

10: 23: 46 AM
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M. Barnhill continued with slide 11

2008 - SB 125 enacted: enployer contribution rates
capped; state assistance Dbegins; Great Recession
begi ns

2009 - PERS/ TRS investnent |oss: (20.5%

2010 - Mercer litigation settled for $500 nm (net

$403mm); other states begin to cut M. Boyle benefits,
change pl ans;

2012 - ARMB adopts level dollar anortization; $11.9B
unfunded liability

2013 - 12.5 percent investnent gain; recession over?

10: 26: 24 AM
M. Barnhill discussed slide 12: "PERS/ TRS Funding Ratio
Hi story - PERS." The slide displayed the funded |Ievel,

which was a percentage of assets to accrued liabilities.
Wth 100 percent the state would have sufficient assets to
pay accrued liabilities. The PRS system was 61 percent and
the TRS system was in the [ower 50 percent. He noted that
actuaries clained that 80 percent funded |evel indicated
relative health in the system

10: 27: 25 AM
M. Barnhill discussed slide 13: "PERS/ TRS Funding Ratio
H story - TRS." The slide showed the nonthly prem uns

charged to early retirees that pay for health insurance,
which had increased by a conmpound rate of 9 percent
annually since the late 1970s. He explained that the
extraordinary increases in health care costs were not
envisioned during the systemis inception. He stated that
nmonthly premuns were $57 in the 1970s, and they have grown
to over $1200. The rate of growth flattened in the last few
years. Predictions are for further increases in health care
costs resulting fromthe Affordable Care Act.

10: 28: 45 AM

Senator Hoffman understood that other states had found
nodi fications that allowed for nore affordable plans. He
asked if M. Barnhill would conment on the state's efforts
to seek out nore affordabl e options.

Senat e Fi nance Comm ttee 18 11/01/13 9: 00 A M



M. Barnhill replied that the state's retiree health plan
remai ned static over the last 14 years, resulting from the
di m ni shnment cl ause. He nentioned changes nade in the year
2000 tinme period. The changes resulted in |litigation
between the state and an advocacy group. The Al aska Suprene
Court held that the retiree health care benefits were
subj ect to the dimnishnment cl ause. The retirenent
heal thcare benefits could be changed if one piece of
coverage was elimnated or reduced.

10: 30: 50 AM

M. Bar nhi | | pointed out that the decision led to
unfavorable results for both the state and the retirees. He
nmentioned that retirees were conpeting for enhancenents of
benefits in the form of preventative care, which was not
provided by the retiree plan. Another cause of concern was
the | ack of coverage for dependents to age 26, which was a
function of the Affordable Care Act. The retiree health
plan was not subject to the Affordable Care Act, the
enhancenment was not added.

M. Barnhill continued that the dimnishnent clause acted
to freeze the retiree health plan. The state had strategies
to inprove the coverage and its sustainability from a cost
perspective. The departnent planned to wirk wth the
retiree conmunity through the fall and into the follow ng
year .

Co-Chair Kelly asked if enployees contribute to the
prem um

M. Barnhill responded that a fully vested retiree would
pay not hi ng.
10: 32: 16 AM
M. Barnhill pointed out that the Affordable Care Act

assuned that everyone should contribute a portion toward
the premium of the retiree insurance plan. He noted that
nost people would pay 9.5 percent of nodified adjusted
gross incone. Alaska's system allowed vested retirees to
pay nothing. He explained that the defined contribution
plan was different wth the premum share provision.
Dependi ng on the years worked, a person would pay different
| evel s of their prem um
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10: 33: 09 AM

Vi ce-chair Fairclough asked about the Governnent Accounting
Standards Board GASB (nunber 67 and 68) statenments that
woul d take effect. She understood that the reasons that
health benefits were not separated with the reflection of
the wunfunded liability resulted from the dim nishnent
clause as interpreted by the Al aska Suprene Court.

M. Barnhill said that the unfunded liability associated
with healthcare was evaluated separately. O the $11.9
billion of wunfunded Iliability, $3.5 billion related to
heal thcare. He nentioned that GASB 67 and 68 presented new
requi renents inposed on public pension systens. The bills
required conputation of a new figure called the net pension
l[iability utilizing a different and standardized fornmula.

The primary difference was a standard nethod of conputing
the value of assets using a fair rather than actuarial

val ue.

10: 35: 07 AM

M. Barnhill continued that the net pension liability was
reported on enployers' balance sheets beginning in FY 15.
Wth PERS and TRS, the departnent would allocate the net
pension liability for various participants in the system

Co- Chair Meyer understood that other states did not include
heal thcare costs as part of their unfunded liability.

M. Barnhill replied that the nmedical piece was not part of
GASB 67 and 68. Sonetines the nedical piece referred to
ot her post-enpl oynent benefits, which included health and
life insurance benefits.

Co-Chair Meyer asked if a conparison of Alaska s unfunded
liability to other states provided a fair conpari son.

M. Barnhill replied that Al aska behaved differently than
other states. For Alaska, the unfunded liability includes
all school districts, nunicipalities and the state. He
pointed out that California's unfunded liability did not
i ncl ude any school districts. Al aska reported a
conprehensi ve unfunded liability. He noted that sone states
were beginning to report nedical wunfunded liability. He
stated that nost systens were conputing the liabilities,

but were not prefunding them He noted that Al aska was
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di stinguished from other state entities with its practice
of prefunding healthcare benefits since the 1970s.

10: 38: 22 AM

Co- Chair Meyer asked about the states bond ratings and the
i ncorporation of medical costs.

M. Barnhill could not speak to the issue; he deferred the
guestion to Conm ssi oner Rodell.

Senat or Hof fman asked if retirees had to pay nonthly health
care premuns for defined benefits in all tiers.

10: 39: 35 AM

M. Barnhill said he would get back to the commttee with
an answer.

M. Barnhill continued wth slide 15, "Balance Sheet." The

slide depicted the systens in terns of the actuarial value
of assets and accrued liabilities. He noted the 61 percent
funded ratio for PRS, 52 percent for TRS adding up to $16.7
billion in assets and $28.6 billion in accrued liabilities.
The wunfunded liability was listed at $11.9 billion. He
noted that the nost recent treasury report showed assets of
$19 billion as of Septenber 30, 2013.

10: 40: 31 AM

M. Barnhill stated that the next two charts, slides 16 and
17, illustrated approaches to wunfunded Iliability and
gener al fund appropri ations. He not ed t hat bot h

met hodol ogi es depicted past state assistance under SB 125.
He explained that both the level dollar and the |evel
percentage of pay were displayed in the slides. He
clarified that |evel percentage of pay was a "back-I| oaded"
nmet hodol ogy, where |level dollar was a "front-| oaded"
nmet hodol ogy that dropped over tinme. He rem nded that ARMB
recently adopted the |evel dollar nethodology. The anount
of noney appropriated from the general fund to provide
assi stance would increase by approximately $272 nmillion in
FY 15.

\V/ g Bar nhi | | furthered that both nethodol ogies were
acceptable from an actuarial poi nt of Vi ew. Bot h
nmet hodol ogies ensured that all paynents were nmade to
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beneficiaries when due. He nentioned strategies used to
address unfunded liabilities. The various strategies
stemmed from the actuarial fornmula of contributions plus
i nvestment equal s benefits plus expenses. He noted that the
majority of solutions focused on contributions. A direct
correlation could be found between the length of the term
and the amount of the paynents.

10: 43: 49 AM

Vi ce-chair Fairclough asked about liquidity.

M. Barnhill explained that a debt financing structure
required paynment sooner or later. Debt servicing costs
would increase in aggregate over tine. He noted the
l[iquidity of the trust funds to pay benefits and liquidity
of the general fund to neet requests presented to the
| egi sl ature. He pointed out the challenge of structuring an
approach that neets the requirenents of paying benefits as
well as cash flow needs. Additional approaches included
paynent into the reserve account and cash i nfusion.

10: 47: 28 AM

Senat or Hof f man understood that adm nistration acknow edged
the wunfunded liability as critical. He asked how the
adm ni stration viewed cash infusion.

M. Barnhill replied that ARMB had a stakehol der neeting in
August where Karen Rehfeld, Director, Ofice of Managenent
and Budget, Ofice of the Governor indicated that the
adm nistration was willing to consider the approach of cash
i nfusion.

Senator Hoffnman asked about a tinme frame for conmitnent
fromthe adm ni stration regardi ng cash i nfusion.

M. Barnhill stated that he could not commt to a tine
frame. He added that the adjustnent of contribution rates
was typically a function of altering the anortization
nmethod. He stated that sonme states had changed enpl oyee
contribution rates, but he thought it unlikely in Al aska
because of the dimnishnent cl ause.

M. Barnhill discussed investnent returns. He pointed out

that investnment returns could not be manipulated to adjust
the unfunded liability. He stated that ARMB had an asset

Senat e Fi nance Comm ttee 22 11/01/13 9: 00 A M



all ocation heavily weighted to equities that was adjusted
on an annual basis.

10: 49: 53 AM

M. Barnhill nentioned that the departnent addressed the
benefit side of the equation by researching the reduction
of health care costs wthout reducing health care benefits.
He stressed that the Dbenefits were secured by the
di m ni shnment clause. A new third-party adm nistrator, AETNA
was procured to replace the Health Smart. He noted that the
new adm nistrator had an advantageous discount provider
network, particularly in the Lower 48. The departnent
anticipated a cost savings of tens of mllions of dollars
annual | y.

M. Barnhill pointed out that auditing would enable further
reduction of costs. He added that the dimnishment clause
prevented further adjustnment to the cost of the benefits.
He assured that both the Departnent of Revenue and the
Department of Admnistration were striving to admnister
the systemfor optinmal cost savings.

10: 52:18 AM

Senat or Hoffman understood that 40 percent of Alaskan
retirees lived in the Lower 48. He wondered how that nunber
had changed over the | ast decade.

M. Barnhill replied that he did not have the ten year
| ook- back.

Vi ce-chair Fairclough asked the percentage rate of the cost
of living adjustnent affected.

M. Barnhill replied "some percentage of CPI."

10: 53: 07 AM
AT EASE

11: 00: 31 AM
RECONVENED

ANGELA RODELL, ACTING COW SSI ONER, DEPARTMENT OF REVENUE,
provi ded an openi ng statenent:
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Thank you for the opportunity to nmake a presentation
t oday. W have heard a |ot about whether or not the
pension trust funds are “healthy” or whether or not
they are in “fiscal stress”. W have also talked a
| ot about affordability. What can the state afford
and what are our options going forward? Do we really
need to do anything at this tine? The State of Al aska
was upgraded by Fitch and Standard & Poor’s over the
| ast two years and we now share triple A ratings from
all three nationally recognized rating services. One
of the primary reasons cited by all three rating
agencies was good or sound financial managenent.
Good credit scores for any of us nmeans we sonetines
have to make hard deci sions. The |l egislature and the
governors over the years have taken necessary and — at
times unconfortable — steps towards keeping the state
on sound financial footing. It is no secret that we
have a volatile revenue source which has led us to be
conservative in our budgeting practices. We Dbelieve
in paying up front for those things we are required to
provide - even going so far as to forward fund
education. W honor our debts, pay them off early if
we can and equal ly inportantly we honor our contracts.

The unfunded pension liability or net pensi on
liability is the gap between the assets we have to
fund the benefits prom sed under contracts nade years
ago. In 2005 the legislature and the governor took
the very hard step of closing the defined benefit
program so that the state could take direct control of
its ~contract obligations by no |longer promsing
benefits it may not be able to deliver. The liability
continued to grow over those years because the costs
of benefits grew nore than predicted and expected
i nvestnment earnings failed to materiali ze.

It is true that wunder any |level percent of pay or
| evel dollar anortization, liabilities will be paid
of f. So why should we take any other actions than
t hose already described? Because this state needs to
have the financial flexibility in future years to
continue to grow this state — whether it is investing
in a hydroelectric project, rebuilding coal fired
facilities or making a major investnent in a gas line
fromthe North Slope. Right now we rely on the assets
in the pension trust funds to generate enough cash to
pay each year’s benefits. We have designed an asset
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allocation with the goal of earning at |east 8% | f
those assets do not generate enough cash to pay all
the benefits, we are required to sell assets to cone
up with the cash deficiency. The unfunded liability
will grow because we are unable to achieve 8% and
requests to the general fund will be even higher than
t oday. There are very real and tangible benefits to
the State for addressing this issue now — the nost
i nportant one maintaining financial resources to fund
future priorities.

At this tinme | would like to turn to Gary Bader and
have him wal k you through an anal ysis we have prepared
which wll denonstrate in nore detail our concerns
about our future flexibility.

GARY BADER, CHI EF | NVESTMENT OFFI CER, TREASURY Dl VI SION,
DEPARTMENT OF REVENUE, expl ained that the treasury division
oversaw approximately $50 billion of state assets. He
stated that approximately $22 billion of those state assets
were for ARVB, with $18 billion of the $22 billion for the
defined benefit plans.

M. Bader began the presentation, "Retirement Systens
Liquidity Analysis":

Fund Liquidity Analysis

Al though t here is a substanti al unf unded
l[tability in both PERS and TRS, there are
billions of dollars to pay benefits well into the
future

e Benefits paynents will increase substantially in
t he next decade. Unl ess addr essed, t he
conmbination of increased benefit paynents and
insufficient assets in the trusts wll require
investing in nore |iquid assets.

e Investing in nore liquid assets will negatively

inpact the rate of return of fund assets,
therefore increasing the unfunded liability.

11: 06: 36 AM

M. Bader explained that his presentation's data was based
on the actuarial report prepared by Buck Consultants and
t he val uation study as of June 30, 2012.
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M. Bader addressed slide 3: "PERS Data Points, Fiscal Year
Ending 2014 (Projection from Actuary)." He enphasi zed that
the earnings assunption was 8 percent. The unfunded
liability would increase substantially if ARMB were to
lower its earning assunption. The ultimate purpose of a
retirement system was to pay benefits. He noted that his
references to liquidity were specifically directed to the
nmet hods of cash generation to pay benefits.

11: 07: 29 AM

M. Bader addressed slide 4: "PERS Data Points, Fiscal Year
Endi ng 2014, Wthout State Assistance.” The slide displayed
the inportance of the annual state assistance that the
governor and | egislature have appropriated to PERS. Wt hout
state assistance, the fund would require another half

billion dollars of <cash flow from investnents to pay
benefits. Investnment returns were not cash. He estinmated
t hat the current i nvest ment program would generate

approximately $262 nillion for PERS this year. Wthout
annual state assistance, the fund would have to sell some
assets to pay benefits, which mght inpair the ability to
earn the 8 percent return.

M. Bader referred to slide 5: "TRS Data Points, Fiscal
Year Ending 2014 (Projection from Actuary)." He noted that
the circunmstances with TRS were sinmlar to those of PERS
with an 8 percent earnings assunption.

M. Bader addressed slide 6: "TRS Data Points, Fiscal Year
Ending 2014, Wthout State Assistance.” He noted that TRS
required nearly as nmuch as PERS to pay benefits wthout
state assistance. For approximately $4.8 billion of assets,
TRS woul d yield approximately $106 nillion, but the need is
$465 mllion.

M. Bader discussed slide 7: "Gowh of Benefits,
PERS/ TRS." He noted that ARMB was addressing liquidity
i ssues through the pooling of assets and opportunistically
selling assets to rebalance funds. The slide denonstrated
how the requirenent to pay cash benefits would grow over
the next nine years. Benefit costs for 2013 were $1.5
billion with projections for 2022 of $2.5 billion

11: 08: 53 AM
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M. Bader detailed slide 8: "Annual Cash Yield M. Boyle
Plans.” He discussed nethods for generating cash to pay
benefits. He stated that fixed income was ordinarily the
hi ghest yielding asset class but with 10-year treasuries
yielding approximately 2.5 percent, the state's fixed
incone return was "anemc." He stated that the state earned
approximately 2.4 percent on the fixed incone portfolio
while the public equity portfolio yielded approximately 2.5
percent and real assets earned approximately 2.6 percent.
He pointed out private equity with its unpredictable yield.

M. Bader discussed slide 9: "Ten Year Returns by Asset
Class.” The private equity asset class was the highest
earning asset class, yet it could not provide a predictable
cash flow for benefit paynments. A change in the asset
allocation to the private -equity asset class would
significantly inpact the state's ability to earn an 8
percent return.

M. Bader detailed slide 10: "ARMB Liquidity Projection.”
He nmentioned the state's pooling of assets as one of the
strategies used to nmanage liquidity issues. Slide 10
detailed all of the funds nmanaged by ARMB. He noted the
departnent's daily managenent of the asset allocation of 14
separate funds. The funds were divided between the pension
trusts for the separate benefit programs. He pointed out
the slide's colum headed "net contributions,” which
represented the cash in for all of the plans. By 2025,
calculated with state assistance, the state will encounter
a negative cash flow of $1.2 billion. The liquidity problem
will be quite serious by 2025 wi thout sufficient assets in
the fund and a strategy is not found to gain higher yield
frominvest nents.

11:11:29 AM

M. Bader said that when the |egislature passed |egislation
related to the Permanent Fund Dividends, it required that
di vidends be paid out of realized earnings. The program was
designed to avoid the sale of assets in order to pay the
benefit or dividend.

M. Bader nentioned other strategies presented to the
commttee that described strategies to address the unfunded
liability that were based wupon an 8 percent earnings
assunption. He noted the both the retirenent systens and
the permanent fund earned 7.3 percent. Wth 10-year
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treasuries yielding approximately 2.5 percent, requiring a
substantial portion of wearnings to yield for dividends
woul d create challenges for the system He stated that the
current return would make the challenge greater if assets
nmust be sol d.

11:13:21 AM

Vi ce-chair Fairclough asked if M. Bader suggested that the
| egislature inplement a policy change for ARMB making it
inpossible for them to dip into the <corpus of the
retirement funds. She asked if M. Bader suggested that the
| egi sl ature base a future fiscal plan on a rate of return

M. Bader stated that he was not mneking the recommendati on
stated by Vice-Chair Fairclough. He stressed that wthout
state assistance, the liquidity issue may drive events in a
direction that 1is contrary to earning 8 percent. He
believed that 8 percent was possible, and if the goal was
not achieved, the contribution rate would be inpacted,
making it self-correcting. He sinply wished to alert the
| egi sl ature, the executive branch and ARMB to problens that
may ari se.

11:15: 03 AM

Senator Bishop comented that the history of the stock
mar ket prior to 2008 yielded greater than 8 percent.

Comm ssioner Rodell agreed. She stated that a nethod of
achieving the 8 percent return was to assess the driver of
the return. The return was driven by the private equity.
The private equity was not a liquid asset that could be
easily sold. She noted that sonme assets required a great
deal of time to sell and recoup the cash. She noted that
the first indication of a negative difference would be seen
in 2020 with a difference of $38 mllion. The unw ndi ng of
an alternative investnent nust occur in 2020. Wth only
five years to act, the state nust determ ne the appropriate
asset allocation. She pointed out that 2020 was an
i nportant year for nmega-projects in the state.

11:18: 34 AM

Vi ce-chair Fairclough asked about liquidity for paynents.
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M. Bader asked if Vice-Chair Fairclough was referring to
general fund or retirenment fund liquidity.

Vice-Chair Fairclough replied that she was referring to the
retirement fund liquidity.

M. Bader explained that the retirenent funds were
addressing liquidity for paynents and the 2.17 percent
could be increased. He stated that he was studying the
issue for ARMB to research a nethod to change the
allocation for a higher yield without inpairing the ability
to earn 8 percent or nore. He noted that endownents and
foundations were required to yield 5 percent per year, but
he acknow edged that they took nore risks than the state
was accustoned to taking.

Co-Chair Kelly asked about the quoted 2.7 percent.
M. Bader replied that 2.17 percent was the current yield.

11:22: 36 AM

FRED STURMAN, SELF, KENAI, (via teleconference), stated
that he had been concerned about PERS and TERS for some
time now He believed that outsourcing jobs was a possible
solution. He suggested that privatizing the DW was anot her
possi bl e solution. He thought that the change m ght | ower
t he nunber of people counting on the system He shared a
personal experience with Social Security benefits.

11: 23: 09 AM

Vi ce-chair Fairclough asked about pension paynents and
privatization. She wunderstood that when positions were
elimnated, the state contribution continued. She queried
the adm nistration's position on the issue.

M. Barnhill responded that when a nmunicipal enployer
elimnated a class departnent, the change would not
necessarily trigger a termnation study unless it included
a class of positions or departnents. He nentioned pending
| egislation, HB 152 that adjusted the conduction and
triggering of termnation studies. He stated the prinmary
concern was to create a solution that did not shift costs
from nmunicipalities to the state. He pointed out that the
state provi ded substanti al anount s of relief to
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muni ci palities. He suggested adjusting the cap of 22
per cent .

Co-Chair Kelly introduced David Teal, Director, Legislative
Fi nance Division and explained that he requested a personal
opinion fromM. Teal when soliciting the presentation.

11: 26: 56 AM

DAVID TEAL, Dl RECTOR, LEG SLATI VE FINANCE DI VI SI ON
believed that the retirement system would be an inportant
topic of the next legislative session. He introduced the
presentation, "A Discussion of Retirenent System in Al aska"
(copy on file). He stated that he was confortable offering
his personal opinion and would <clarify the factua
information in his presentation. He opined that the
upcom ng session would address the retirenent systens and
t he Senat e Fi nance Committee neeti ng provi ded an
opportunity to inform | egislators about the very inportant
I ssue. He noted that an earlier neeting focused on
backgr ound.

M. Teal posed the question on slide 2: "Are Al aska's
Publ i ¢ Enpl oyee Retirenent Systens Heal t hy?"

| f not, what can be done about it?
M. Teal stated that the answer to the question was no. He

planned to talk about actuarial concepts and policy
guidelines with a focus on PERS

11: 30: 52 AM

M. Teal discussed slide 2: "System Health refers to the
Iikelihood that the prom sed benefits will be paid when
due. "

» Defined Contribution (DC) Plans
0 No pronised benefit |evel
0 so not neasure of health required
e Defined Benefits (M. Boyle) Plans
0 Prom sed benefits (pensions)
o So it is critical to track and maintain system
heal th

M. Teal noved to slide 4: "Masuring the Health of a
Retirement System”

Senat e Fi nance Comm ttee 30 11/01/13 9: 00 A M



Fundi ng Ratio = Assets/Liabilities.
. Unfunded Liability--just a dollar anobunt; not a
rel ati ve neasure.
3. Are enployers paying the actuarially required
contribution (ARC)?
4. Are the contributions causing financial stress?

N =

11: 34: 05 AM

M. Teal stated that nost retirenent systens had funding
rati os greater than 100 percent through the 1990s.

M. Teal discussed the graph on slide 5: "PERS Assets and
Liabilities." The graph showed assets and liabilities in
the funding ratio beginning in 2002. He stated that the
assets and liabilities were closely matched for a nunber of
years. He pointed out the gap occurring in 2005. He noted
that the graph's dark line represented assets, the dotted
line represented liabilities and the blue line represented
the funding ratio. He did not have concern about the upward
trend in liability because it was comon for defined
benefit systens. He stressed that investnments nust perform
as expected for the systemto function optimlly.

M. Teal acknowl edged that the systens were healthy for a
long tinme, which begged the question about the systenis
current lack of health. He stated that unfunded liability
was a consequence  of assunptions that failed to
materialize.

11: 38: 06 AM

M. Teal furthered that the defining attribute of a defined
benefit plan was that the enployer bears the risk of the
system health. Unfunded liability was the consequence of
risk becomng reality. He agreed with M. Barnhill that
litability was a noving target. If any circunstance
increased benefits to a greater than expected value, the
funding ratio declined and unfunded liability appeared. He
noted that the Mercer case was an exanple of utilizing
outdated assunptions. Wth the adoption of better
assunptions, the accrued liability increased.

M. Teal continued that when benefits followed assunption

assets sonetinmes failed to keep pace with the increase in
benefits. He noted that approximtely one-half of the $2.5

Senat e Fi nance Comm ttee 31 11/01/13 9: 00 A M



billion liability in 2005 was attributable to the increase
in liabilities and the decline of assets. He stated that
retirement systenms were designed to fill an unfunded
liability gap over a 25-year period through small
adjustnments to the contribution rate. Actuaries calculate
the expected benefits. Assets must increase by the sane
anount as the change in accrued liability.

11:41: 06 AM

M. Teal turned to slide 8: "How Volatility of Investnent
Returns Affects Unfunded Liability." The excel sheet
provided a sinple nodel. The exanple used both liabilities
and assets starting at $12 billion, wth an unfunded

liability of zero.

11: 44: 23 AM

M. Teal manipulated the Excel spreadsheet as he testified
in an effort to educate the commttee about the systenis
vari abl es, while exhibiting a variety of potentials
out cones.

11:48:11 AM

M. Teal nmade nore Excel projections. He spoke to Slide 10:

1. Earnings are volatile and unpredictabl e.

2. Small variations can be addressed by snoot hing,
anortization and good fortune.

3. When variations are small, unfunded liability is a
soft liability that can be repaid wth earnings

(rather than contributions).

11:49: 51 AM

Vice-chair Fairclough asked if the state had realized the
| osses and sold sonething off to nake up the difference.

M. Teal replied that the PFD did not pay out as much as
the retirenment system each year. The PFD paid dividends
while the retirement system paid benefits. Al though there
was a recovery of assets, it had not been sufficient. He
relayed that the assets were not a large but that the
liabilities continued to grow. The permanent fund was
viewed differently.
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11:51: 46 AM

Vi ce-chair Fairclough asked about 5-year averages if the
system were cl osed out.

M. Teal stated that if the system had not been closed out
the liability would have grown further. He pointed to slide
9 and noted that assets were not |ost w thout recovery. The
assets did recover, but liabilities were growing faster.
The level analyzed was a ratio as opposed to a dollar
anmount .

11:53: 47 AM

M. Teal resuned discussion of Slide 10:

4. The road to recovery from |large |osses can be very
long—so long that the system may appear to be
br oken.

5. The system is unlikely to stay broken in the |ong-
run.

6. If you pay what you owe, the systemw Il fix itself.

7. As time passes, assunptions are replaced wth
reality.

M. Teal furthered that the third nmeasure of system health
was paying off debt. The system would fix itself if the
debt was paid. Paying the debt exhibits to credit raters
the willingness to pay other liabilities including bonds.
The choice of assunptions allowed conplex decisions
regardi ng how nmuch to pay toward liabilities.

M. Teal explained that Al aska was one of the only states
to include healthcare costs in unfunded Iliability. The
di fference encouraged the perception that Alaska's system
was | ess healthy.

11:56:16 AM

M. Teal opined that the state ought to concern itself with
the problem of wunfunded liability rather than conpare
itself to other states with simlar issues.

M. Teal pointed to slide 12, "Arm Board Proposals.”

e Cash infusion of $1 billion to PERS and $1 billion to
TRS.
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e Adopt the level dollar anortization nmethod in order to
accel erate contri butions.

M. Teal elaborated that both proposals were ainmed at
i nproving system health. He noted that the cash infusion
woul d imedi ately increase assets, which would reduce the
unfunded liability and increase the funding ratio. He
pointed out that the cash infusion proposal was simlar to
another rejected proposal two years ago. He noted that a
change in the anortization nethod was nore conpl ex.

M. Teal nentioned a nethod of open anortization, which
referred to a nethod that added any new unfunded liability
to the existing unfunded liability and anortized it over 25
years. He conpared open anortization to refinancing a hone
annually. He pointed out that with the open anortization
net hod, the state would never pay off the unfunded
l[iability. The gap would be constantly shifted into the
future in hopes that future earning would cl ose the gap.

12: 00: 11 PM

M. Teal stated that soft liability referred to the ability
of future earnings to fill the gap, as opposed to treating
the liability like the death that it is. He pointed out
that Illinois treated their unfunded liability as a soft
l[tability. [Illinois assunmed that the <contribution rate

would remain the sanme, while future earnings filled the
gap. He indicated that the solution was unsuccessful for
I[1linois. Fortunately, the proposal of open liability or
anortization was not discussed in Alaska. Alaska used
closed anortization with a fixed 25 year period. Wth the
cl osed nmethod, any unfunded liability created in a year
would becone a new debt with a new 25-year paynent
schedul e.

M. Teal reviewed slide 13, "Anprtizati on Mt hods":

* Level percent of pay anortization applies a constant
contribution rate over the anortization period. Use of
this nethod is near universal and is currently used in
Al aska.

e Level dollar anortization splits unfunded liability
into equal paynents over the anortization period, nuch
as for a standard honme nortgage. Relative to the |evel
per cent nmet hod, paynents to elimnate unfunded
liability will be higher in the early years, and
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contribution rates required to generate |evel dollar
paynents will decline over tinme. Because the |evel
dollar nethod has larger paynents in the early years,
it is sonmetinmes referred to as “front | oading.”

M. Teal added that both nethods elimnated the unfunded
liability at the end of the anortization period. Both
nmet hods were acceptable under GASB rules. He acknow edged
that ARMB had debated changing level percent to |evel
dollar with a final recommendati on nade for 2015. He opined
that the recomendation was consistent wth the ARMB
phil osophy that a funding ratio should be increased as
rapidly as possible. Wthout the assets, there is no base
to balance the system with earnings. The state could not
survive on 8 percent earnings with | ow assets. Both methods
achi eved the sane result, using different paths.

M. Teal discussed slide 14: "The ARMB Proposal s: Questions
to Consider."

1. Are the proposal s necessary?
2. Does the path to full funding matter?
3. Are the proposal s affordabl e?

Co-Chair Kelly [undeci pherable].

M. Teal used a nortgage exanple in his response. He stated
that level dollar conpared to a standard nortgage. Leve
percent of pay was conpared to an adjustable paynent
system where paynents would acconplish a percentage of
pay. For the state, a constant |evel of payroll achieved
| oner paynents in the early years, where the paynents
increased with payroll.

12:04:57 PM

M. Teal continued to answer the question. He stressed that
no action was necessary. The state was on a path to full
funding as determned by standard accepted actuaria
net hods. He saw no inperative to deviate from the current
pat h.

M. Teal noted that the recovery from investnent | osses
could stretch over long periods of tinme. The state's | oss
of greater than 20 percent in assets over 2008 and 2009
ensured that the path to recovery would be Iong. He argued
that a nove to level dollar was an overreaction. He asked
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if the path mattered. He assunmed that the path mattered to
ARMB since the change to level dollar was proposed. The
changes were recommended in the hope of |l|arge financial
savings to the state.

M. Teal noted that ARMB did not discount future cash
flows. The savings projected by ARMB were attributable to
the earnings nmade on the higher balances. A cash infusion
woul d al | ow hi gher earnings. Hi gher earnings allowed |ower
contributions, which would Ilower the need for state
assistance. He pointed out that the higher bal ances
available to the retirement systens were generated by the
state. The state would forgo the earnings that they would
have earned on the noney without a cash infusion to the
retirement system A cash infusion would not provide a
savings to the state.

12: 08: 16 PM

M. Teal referred to slide 15: "Annual State Assistance
Savings from $2 Billion Cash Injection (vs. Status Qo)
(PERS Only). He stated that the information provided on the
spreadsheet agreed with slide 25 of "Al aska Retirenent
Managenent Board" dated Novenber 1, 2013 (copy on file)
presented earlier by M. Erchinger. He noted that the
curmul ative savings over the baseline scenario with a cash
infusion allowed the necessary savings assumng that
today's dollar was conparable to one in the future. He
argued that a decline in state contribution did not
necessarily wequal state savings. The state would nost
likely see earnings on the noney if it was not used for the
cash i nfusion.

M. Teal noted that applying a discount rate was a nore
typical nethod of addressing simlar cash flows. If the
state earned noney on the balances, the cash infusion to
the retirement system would cost the state nore than
allowing the nobney to continue earning in its current
scenario. He suggested that if earnings were greater than 2
percent, the state m ght reconsider the cash infusion.

Senat or Hof f man asked [undeci pherable] 8 percent.
M. Teal replied that an 8 percent return was highly

unli kel y. He projected earnings of approximately 3-4
per cent .
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Co-Chair Kelly suggested a reserve account.

M. Teal replied that the question about a reserve account
was debatable. He pointed out slide 16: "Measuring the
Health of a Retirenent System”

1. Funding Ratio = Assets/Liabilities.

2. Unfunded Liability --just a dollar anmount; not a
rel ative neasure.

3. Are enpl oyers payi ng t he actuarially required
contribution (ARC)?

4. Are contributions causing financial stress?

M. Teal hi ghlighted nunber four: "Are contributions
causi ng fi nanci al stress?" He bel i eved t hat t he
affordability of the chosen path was a crucial neasure of
system health. Fornmer <chairs of finance chose not to
address the issue due to thinking that high contribution
rates were best made when the state could afford them
Reductions of costs were best anticipated for tinmes wthout
budget surpluses. He stressed that the day of deficits had
arrived for Alaska. He noted the tineliness of the
comittee neeting.

12: 13: 32 PM

M. Teal shared that he attended the recent National
Conference of State Legislatures (NCSL) pension task force
neeting and he was infornmed that he was not alone in
believing that fiscal stress was an inportant measure of
system health. The task force addressed the concern that
the many figures available for detailing pension system
data that mght prove concerning to legislators and the
public. Unti | 2013, the GASB rules were used for
accounting, rating and for funding. He noted current
calculations for books, bonds and budget. The separate
calculations were nore easily understood when viewed
i ndi vi dual |y.

M. Teal acknow edged that account ant s, raters and
| egi slators used the data for different purposes. He noted
the lack of significant change in the conputation of
unfunded liability. He noted that the anount of unfunded
l[itability would be reported even when paynents were tinely.
Every nunicipality would now be required to report its
share of pension liability. The rating agencies used a
common set of assunptions with the goal of conparability.
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12:17:30 PM

M. Teal elaborated that rating agencies utilized a uniform
set a rules, which was different from the state's unique
anortization met hods. By usi ng a uniform set of
assunpti ons, conparability was made avai |l abl e. The
assunptions wused were often nore conservative than 8
percent. The nunbers calculated by the rater would inply a
| ess healthy system for Alaska. The nunbers cal cul ated by
the raters with a nunber of downgrades for nmnunicipalities
and the state were not intended for use in accounting or
f undi ng.

M. Teal opined that GASB rules were confusing, as they no
| onger offered guidance regarding funding. In the past, the
rules inforned about the conputation of the Actuarially
Required Contribution (ARC). An adequate funding |evel was
no longer offered in the process; the state nust nerely
provide a nunber on their financial statenent. Wth the
| ack of funding guidance, the task force offered advice to
| egislatures to put guidelines in statute. Anot her
recoonmendation was to provide a description of the
conputation of the annually required contribution |evel.
The plan should be exhibited in statute while bringing the
systemto full funding.

M. Teal detailed slide 19: "Advice from a National Pension
Fundi ng Task Force."

e Put f undi ng gui del i nes in st at ut e; Descri be
conput ati on of t he ARC (Annual Requi r ed
Contribution). Show the plan to bring the system to
full funding.

e The nuneric approach offers sound guidance, but the
funding ratio and other actuarial neasures are not
the nost inportant neasure of system health. What
really matters is what is affordable.

M. Teal stated that the <current funding ratio was
identical to that in the past few years, but the health of
the system deteriorated substantially because the state
treasury could no longer afford the current plan. He
clarified that the statenment was his opinion.

12: 21: 43 PM
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M. Teal discussed the graph on slide 20: "Conparing Three
Cost Drivers to Available Revenue ($ mllions)." He stated
that the three drivers (K-12, Medicaid and Retirenent
Assi stance) took 50 percent of the wunrestricted general
fund revenue. If the three drivers increase as projected by
2022, the percentage will be closer to 94 percent of the
state's revenue stream leaving virtually no noney for
agency operations or capital budget.

M. Teal detailed slide 21: "What O her States have Done to
| nprove Retirenment System Health."

1. Increase Assets
a. I ncrease enpl oyee contri butions
2. Reduce Benefits
a. Raise the retirenent age
b. I ncrease service requirenents
c. Reduce post-retirenment adjustnents
d. Adopt hybrid plans

M. Teal believed that Al aska was not behind other states
in its planning because it <closed the defined benefit
system at the first signs of distress. Wen the plan was
closed to new entrants, a radical change was seen in the
litability curve. He referenced the graph on slide 23: "PERS
Accrued Liability."

Senator Dunleavy asked if a successful hybrid system m ght
be devel oped.

M. Teal replied in the affirmative. He opined that the
issue could be vetted this session. He wunderstood the
benefit of a pension to retirees versus a |lunp sum of cash.
He believed that a hybrid system could greatly reduce the
enpl oyer risk while increasing the confort of retirees. He
stated that he had not seen an effective hybrid plan
derived in other states.

12: 26: 33 PM

M. Teal believed the downward curve displayed on slide 23
allowed the state to nove away from the standard actuari al
approaches in which assets <chase the Iliability curve
upward. He stated that the goal was to end up with no
assets when benefits were conpletely paid.
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M. Teal addressed the National Task Force recomendati ons
on pension funding policies on slide 24:

1. Be based on actuarially determ ned contribution rates—
and the calculation of rates should be in statute so
t he pl an IS cl ear to enpl oyees, retirees,
adm ni strators, boards, and |egislators.

2. Collect a consistent percentage of payroll—-dse the
Level Percent of Pay anortization mnethod.

3. Be disciplined—+to ensure that prom sed benefits can be
paid (i.e., pay the ARC

4. Maintain intergenerational equity (i.e., the cost of
benefits should be paid by the generation of taxpayers
that were served by the enployees who earned those
benefits).

5. Require clear reporting to show how and when plans
will be fully funded and the progress toward that
goal .

M. Teal conpared Al aska's revenue stream to a person wth
a nortgage losing their job and getting another that paid
20 percent less than the first. He acknow edged that a
person in that position would not be expected to increase
their nortgage paynent. He opined that the person would
probably refinance their nortgage to | ower the paynents.

M. Teal opined that the level dollar nethod was fine if
the discount rate was | ow and the paynents were affordable.
He opined that the method was not in commopbn use, not
recommended and he found it to be an odd response to the
fiscal stress that the state was experiencing.

M. Teal elaborated further on intergenerational equity. He
opined that intergenerational equity was inpossible to
achieve. He noted that ARMB rejected any plan that that
failed to pay the unfunded liability by the early 2030s. At
that point, defined benefit enployees would no |onger be a
significant portion of the workforce. He agreed with the
paynent of normal costs as they accrued. He defined norma
costs as those that were expected for a person's
retirenent.
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M. Teal stressed that unfunded liability was not a nornm

cost and could not be paid in a way that maintained
intergenerational equity. He provided an exanple of a
person retiring in 2004 when unfunded liability was zero

If the system lost noney, unfunded liability was created
and the contribution rates would rise. The next generation
would have to pay for the cost attributable for the
previ ous generation of enpl oyees.

12:32:22 PM

M. Teal pointed out that an enployer took the risk of all
losses in a defined benefit system and mnust pay the
unfunded liability. He explained that unfunded liability
would be paid off in the early 2030s according to Buck's
Actuarial nodel on slide 25: "PERS Assets and Accrued
Liability." The liability would be paid at that tine
because the existing unfunded liability would be fully
anortized. The nodel never devel oped new unfunded liability
because earnings remain consistent at 8 percent.

M. Teal begged the question, what would happen if the
earnings were less than 8 percent. The answer was that new
unfunded liability would open in unpredictable ways.
Contributions would require increases to conpensate. He
suggested that <contributions could and probably would
continue after the last defined benefit enployee retired
unl ess earni ngs were outstanding.

12: 35:16 PM

M. Teal concl uded t hat t he obsessi on W th
i ntergenerational equity could lead to overly restricted
policy deci si ons. He opined that the concept of
i nt er gener ati onal equity did not apply to unfunded

l[Tability. Defined contribution plans nore accurately
di spl ayed i ntergenerational equity.

M. Teal noted that ARMB had a policy denying the shifting
of costs between the state and the nmunicipalities. He
argued that ARMB proposals did indeed shift those costs

Adopting level dollar anortization, which increased the
contribution rate above 22 percent, the state will pay 100
percent of the anmount above 22 percent. Rates for
muni ci palities would remain the sane.
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Senat or Dunleavy pointed out that Regional Educational
Att endance Area (REAA) funding was 100 percent state noney.

M. Teal replied in the affirmative. He relayed that
anytime state contributions increased wthout non-state
enpl oyer's contribution increases, the costs were shifted
to the state. The state clearly paid nore than the
muni ci palities.

12:38: 02 PM

M. Teal addressed slide 26: "Wiat is the Goal and What
Options M ght Achieve it?"

Goal: a healthy system - nmeaning a systemwth a plan
to elimnate unfunded liability in a reasonable tine
at an affordabl e cost.

M. Teal stated his opposition to sideboards that were
ignored. He did not object to a cash infusion. He preferred
to focus on the goal of a healthy system He pointed out
that reanortizing the state liability would reduce the
state cost, but would not save noney, simlar to the
refinancing of a home nortgage. He noted that a change of
t he assunptions used in the nodel would only create further
nunber ganmes. He stressed that reality nattered nore than
the nodel. If the nodel was not the best reflection of
expectations, it was unreliable as a planning tool.

M. Teal suggested that elimnation of health care costs
from the wunfunded Iliability calculations was another
potential solution. He argued that since the costs were
real, there was no point in basing policy decisions on the
inconplete data. He wondered how the state could reduce
state assistance paynents while maintaining the enployer
contribution rate at 22 percent and paying off the unfunded
liability in a reasonable tinme frane.

M. Teal referenced slide 27: "PERS Assets and Accrued
Liability." He predicted that unfunded Iliability would
vanish in the 2030s because past service contributions
woul d vanish. He noted that there would be few defined
benefit enployees working and accumulating additional
benefits. Wthout «contributions, the asset curve also
declined with earnings as the only source of asset grow h.
The accrued liability would also decline because retirees
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would reach their |ife expectancy. Wen the earnings
accel erate, the bal ance grows and the nodel is skewed.

12:43: 14 PM

M. Teal stated that the only option to place assets at
zero when liabilities fall to zero was to earn less. He
could see the potential nodeled in slide 27. He argued that
the information raised concerns about the ability to neet
the future needs of Alaskans and sustain spending, which
proved that the state was experiencing financial stress.

M. Teal acknow edged that he did not trust a nodel that
| ooked 60 vyears into the future. He stated that as
contributions fell to zero, the liabilities would decline
leading to liquidity issues. He advocated for the inclusion
of the information (lower interest earnings) in the nodel
He opined that the state would not benefit from
contributions falling to zero. Contributions were the risk-
based costs and intergenerational equity was not an issue.
He pointed out that a 1 percent contribution rate would
generate $100 mllion per vyear. The nmmintenance of a
contribution rate would address the liquidity needs.

M. Teal advocated for focus on the near term He wondered
why the state would choose to build its assets so high
rather than holding themat $15 billion. If the goal was to
have zero assets when the liability curve reached zero, the
safest option was to hold rates at 22 percent to elimnate
future state contribution rates.

M. Teal recalled his efforts in SB 187. He referenced
slide 28: "Recomendation: Reconsider an Approach like that
in SB 187."

e A cash infusion sufficient to maintain system health
whi | e cappi ng enpl oyer contributions at 22 percent.

 No nore state assistance - saving approxinmtely $500
mllion annually for 15 years.
12:48: 42 PM

M. Teal clarified that a cash infusion system did not
di ctate capping enployer contributions. He believed that a
cash infusion should be acconpanied by |ower rates. The
adoption of level dollar leads to the rate increase.
Elimnating state assistance was not essential to the cash
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infusion plan. He acknowl edged that the issue of cash
infusion led to nmany different details enconpassing the
conpr ehensi ve package of retirenent funding.

M. Teal concluded that action on funding was not
inperative. He opined that addressing the conputation of
the ARC in a plan in statute was the mninmm need for the
| egislature regarding the retirenent system If the
| egi slature, governor and ARMB agreed on an approach,
success was likely. He stressed that paying less than the
required ARC would be a m stake as would paying nore than
the state could afford.

12:51: 31 PM

Co-Chair Kelly thanked M. Teal for the presentation. He
stated that a simlar presentation would be offered during
sessi on.

Vi ce-Chair Fairclough asked about the new GASB rules and
the mandates for nunicipalities. She wondered if bond
ratings would reflect poorly on Al aska.

M. Teal replied that he had spoken with the raters and was
assured that the reserve situation in Al aska was well
understood. Municipalities had been saved from literal
bankruptcy by the state. The unfunded liability had no
required paynent tinme. The unfunded liability was a |unp
sum for future predictions. He stated that bond raters
wi shed to see a plan, hence the task force reconmmendation
that a plan be stated in statute.

12:54: 24 PM
RECESSED

2:20: 46 PM
RECONVENED

"DEPARTMENT OF HEALTH AND SOCIAL SERVICES FY 14 BUDGET
OVERVI EW AND FY 15 BUDGET PREVI EW

2:20: 47 PM

Co- Chair Meyer discussed the schedule for the afternoon.

JAVES ARMSTRONG, STAFF, SENATOR CO CHAIR MEYER, relayed
that Senator Kelly and Senator Fred Dyson had sent a letter
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to Conmmi ssioner WIliam Streur regarding potential cost
saving neasures the Departnent of Health and Socia
Services (DHSS) was |looking to inplenent related to public
assistance and Medicaid prograns. Conmittee nenbers had
received a copy of the conm ssioner's response dated August
13, 2013 (copy on file). He detailed that three other
of fices were working on a response letter, which should be
finalized in the next 10 days or so. He relayed that the
comm ssioner had provided Medicaid and public assistance
backup, but given tinme limtations the neeting would only
focus on the Medicaid conponents.

2:22:16 PM

WLLIAM STREUR, COW SSI ONER, DEPARTMENT OF HEALTH AND
SOCI AL SERVI CES, comunicated his intention to provide a
high level overview related to Medicaid. He discussed that
there were many noving pieces related restrictions on the
expired federal Anmerican Recovery and Reinvestment Act
(ARRA) funding and to the federal Affordable Care Act
(ACA) .

2:23:34 PM

Comm ssion Streur highlighted that controlling Medicaid
spending in the state cane down to four variables. The
departnent was currently looking at $21 nillion to $22
mllion in cost savings resulting from inplenented
neasures. He hoped to conme close to doubling the figure in
t he upcoming year. He stated that $45 mllion out of a $1.6
billion budget was not large, but it was a way to begin
detailing sonme of the departnment's functions. He was
hopeful that DHSS coul d take aggressive actions to increase
the anmpbunt substantially in the comng year. He intended to
di scuss future plans and cost control. He relayed that a
significant portion of funding for the Affordable Care Act
was rooted in fraud control.

Comm ssioner Streur communicated that Mdicaid was a
service for low incone patients. He noted that occasionally
he received calls about Medicare; he clarified that
Medi care was a federal program for individuals over the age
of 65. He provided a handout titled "Attachnent 2 -
Medi cai d* (copy on file). He relayed that Al aska joined the
Medi caid program in 1972 and any actions required federa
approval. The departnment had been required to submt an
initial state plan; any anmendnents were nmade to the initia
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plan. He detailed that Medicaid prograns were spread across
various DHSS divisions including the Ofice of Children's
Services, and the Divisions of Behavioral Health, Senior
and Disability Services, Healthcare Services, and Public
Assi stance (responsible for authorizing and identifying
eligible recipients). The D vision of Juvenile Justice
recipients would be noved under Medicaid in the near
future. Juvenile justice residents were not currently
eligible for Medicaid because the residency was considered
incarceration. The state could use state general funds to
pay for the residents at a Medicaid fee scale; currently it
paid 95 percent of "street" rate. He noted that the change
woul d bring substantial savings.

2:26:45 PM

Comm ssioner Streur relayed that pages 8 and 9 of the
handout illustrated Medicaid spending from 1991 to 2012. He
did not intend to cover the changes in depth due to tine
limtations. He noted that ARRA funding occurred from 2008
to 2012; spending had been variable. He pointed to
Legislative Finance D vision charts depicting departnent
spending by division on page 11. He noted that the data
shown was confusing given that Medicaid spending across the
five divisions was shown; however, the spending was not
shown for the individual divisions. He was working to show
Medicaid's inmpact in each of the divisions as opposed to
Medicaid on its own.

Comm ssi oner Streur discussed four ways to control Medicaid
spendi ng on page 13:

e Controlling eligibility

« Controlling covered services

e Controlling what we pay for those services or
product s

e Controlling how much or how often recipients access
t hose services by controlling utilization

Conmi ssi oner Streur addressed the first met hod  of
controlling Medicaid spending: controlling eligibility
(pages 13 and 14). He discussed that a maintenance-of-
effort requirenent was placed on states when ARRA funding
was provided. The requirenment had been extended to 2014 for
adults and 2019 for children [through ACA]. He comruni cated
that largely the state was not able to control eligibility
because nmuch of the program was federally nandated (e.g
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the percentage of poverty level, people covered, and
other). He elaborated that there had been an attenpt in ACA
to make Medicaid coverage for all individuals up to 138
percent of poverty level; currently individuals up to 100
percent of poverty level were covered in Alaska with the
exception of certain groups. Pregnant wonen, children, and
sone famlies were covered up to a certain level; childless
adults without a disability under the age of 65 were not
covered. He explained that ACA would extend coverage to
everyone under 138 percent of poverty level. He provided a
cost savings neasure exanple; currently pregnant wonen and
breast and cervical cancer patients were covered up to 175
percent of poverty Ilevel. The state could reduce the
coverage to 100 percent or 138 percent of poverty |evel and
put the individuals in the ACA Health Benefit Exchange to
purchase insurance on their own. He enphasized that the
scenari o was nothing nore than an exanple and was not neant
as a recomendation. The change would save $22 mllion in
general fund spending. He noted the inportance of weighing
the benefits and di sadvant ages of potential changes.

2:31: 14 PM

Conmi ssioner Streur stated that under ACA, Medi cai d
eligibility would be done using a Mdified Adjusted G oss
Incone (MAG). The shift renoved sone of the incone
"disregards” (items not considered as incone) that were
previously allowed and increased the eligibility level. The
department expected to see sone increase in the nunber of
i ndi vidual s eligible for Medicaid.

Comm ssioner Streur directed attention to the second nethod
of controlling Medicaid spending: controlling covered
services (page 14). He had gone back and forth on the
nmet hod given that approximately half of the services paid
for in Alaska were optional. He noted that page 14 included
a list of mandatory and optional Medicaid services. He had
the ability to reduce sone of +the optional services;
however, he Ilikened healthcare to a balloon that would
bulge in other areas if pushed in somewhere else. For
exanpl e, he wondered how the renoval of prescription drug
coverage would it inpact enmergency room and physicians'
office wvisits, and individuals wth chronic or acute
conditions. He discussed honme health services and that
wai ver progranms served over 2,500 individuals wth
conditions that nade them eligible for nursing honme |eve
of care; the state would have to pay for a $100,000 per
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year nursing honme bed if hone health services could not be
provi ded for a cost of $25,000 to $40, 000 per year.

Comm ssioner Streur stated that when |ooking at optional
benefits the state currently had it was difficult to take a
| ook at what it did not want to do. Other optional services
included dental coverage and patient transportation. He
di scussed the major inpact that renoving transportation
coverage would have on Medicaid recipients given that the
state transported nmany individuals for nedical services,
particularly from rural Al aska. He rel ayed t hat
transportation costs would total $80 million in the current
year. He conmunicated that it was not feasible to cut
transportation unless the state chose to make substantial
investments in rural areas to increase the specialty |eve

of care.

2:34:26 PM

Co-Chair Meyer asked for clarification on the cost of
transportation in the current year. Comr ssioner Streur
responded that transportation for Medicaid recipients would
cost $80 mllion in the current vyear. Co-Chair Meyer
remarked that the nunber was significant. Conmm ssioner
Streur agreed.

Comm ssi oner Streur rel ayed that going forward the
departnment would look at ways to reduce transportation
costs. The departnent had been working closely with the
Al aska Native  Tribal Health  Consortium (ANTHC) on
t el enedi ci ne efforts, whi ch he bel i eved woul d be
successful. He shared that ANTHC had found that 40 percent
of the telenmedicine cases had avoided transportation
services (i.e. airplane transportation). He stressed that
tel emedi cine services needed to be increased; t he
department was working to enhance the capabilities.

Vi ce-Chair Fairclough inquired whether broadband would be
related to telenedicine access for comunities. She
wonder ed whet her ANTHC had solved the issue. Conm ssioner
Streur replied that the tribal partners had stepped up in
terms of broadband capabilities. The issue had not been
sol ved, but progress had been nade. He conmented on the
Yukon- Kuskokwi m Health Corporation's ability to comunicate
wi th Anchorage and state offices. He summarized that the
area may or may not need nore devel opnment dependi ng on the
interface between the departnent and the entities.
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2:37: 00 PM

Vi ce- Chair Fairclough noted that the Depart nent of
Educati on and Early Devel opnent ( DEED) | egislative
subcomm ttee had been told that DEED was currently working
on and reviewing a broadband study. She wondered if it
woul d include existing gaps for the legislature to take a
| ook at.

Comm ssi oner Streur spoke to the third nethod of
controlling Medicaid spending: controlling what we pay
providers to deliver those services or products (page 15).
He relayed that the effort to control paynments to providers
was "wildly unpopular"™ at present. He detailed that
controlling rates in Al aska was conplex due to the state's
large size and its range in unique services varying in
rural and wurban areas. He comunicated that it was
necessary for the departnent to |ook at the issue
constantly. He enphasized that Medicaid rates in Al aska
were approximately 140 percent of Medicare rates conpared
to the Lower 48 where Medicaid rates were 66 percent of
Medi care rates

Vice-Chair Fairclough asked for wverification that the
Medicaid rates were 144 percent of Medicare rates in
Al aska. Conmi ssioner Streur clarified that the figure was
140 percent.

Comm ssioner Streur comrunicated that the state paid very

well. He discussed that in the past he had attenpted to
nove the state to a cost-based system He opined that many
of the paynent systenms had not been rational; it had not

been possible to determne that the state was receiving
good value for what it paid. He discussed conducting a
bal ance against the Medicare rate, nursing hones versus
assisted living facilities, or conparing Al aska to other
states. The departnent was looking at the issue. He
believed the cost-based rate was a great way to determ ne
what it truly cost to provide care. The question about how
much profit should be nade had been a robust conversation
over the past several nonths.

2:40: 15 PM

Vi ce-Chair Fairclough asked whether the 66 percent figure
related to Medicaid and Medicare rates in the Lower 48 was
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an average. She wondered whether a conparison had been nmade
bet ween Al aska other geographically simlar states such as
Montana or Wom ng. Conm ssioner Streur responded in the
affirmative. He explained that in the Lower 48 on average
Medicaid rates were 66 percent of Medicare rates. Al aska
was the second highest paying state (sone would argue that
Al aska was the highest paying state). He believed Wom ng
was the cl osest conparison to Alaska in terns of paynents.

Vi ce-Chair Fairclough wondered which state paid the highest
Medicaid rates. Conmmissioner Streur believed it was an
eastern state. Co-Chair Myer noted that DHSS staff
communi cated that the state paying the highest Medicaid
rates was Massachusetts.

Co-Chair Meyer referred to the term "nedical tourism"™ He
wondered if the term was used in Alaska to refer to
i nsurance conpanies encouraging individuals to receive
nmedi cal procedures out of state due to high costs in
Al aska.

Comm ssioner Streur responded in the affirmative. He
detailed that there were substantial rate differences in
medi cal procedures such as hip, knee, and heart surgeries.
Specialty services were nuch higher in Alaska than in the
Lower 48. He added a Medicaid recipient could receive
services in the state of Wshington for approximtely 60
percent of the cost in Alaska;, however, the preference was
to keep individuals close to hone.

Co- Chair Meyer acknow edged the inportance of supporting
in-state business, but understood the need to negotiate the
| arge cost differences.

Comm ssi oner Streur continued to discuss that t he
departnment was noving all providers to a cost-based system
or if Medicare rates were available, to a Medicare adjusted

rate (page 15). Providers would be paid a certain
per cent age above the Medicare rate; as Medicare fluctuated
the paynments to providers would fluctuate as well (the

process was currently used with physician services). He
rel ayed that each provider community had its own advocacy
group; the groups were vocal and were actively involved in
any DHSS regul ation pronul gation process. He had worked to
open the regulation hearing process as much as possible to
allow for public coment. He had not yet received clearance
to hold open working groups with providers. He renmarked
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that he alnost had to renove a regulation off the table to
have the ability to nmeet with groups on the regulation. He
continued to work with the Departnent of Law to have sone
give and take on the issue.

2:44: 30 PM

Comm ssioner Streur shared that DHSS continued to partner
with provider groups to learn about their suggestions and
hot button issues. The departnent also |ooked at best
practices in other states and pricing nodels in other
states. Additionally, DHSS considered acuity as it | ooked
at hone and comunity-based services, assisted |iving hone
services, and behavioral health services; an acuity mxX
made it rmuch easier to price the cost of care.

Senator Hoffman relayed that the prior year the Senate
Finance Conmmittee had initiated the assisted living center
in Anchorage that saved tens of mllions of dollars over
decades. He wondered whether a simlar center was in
consideration for Fairbanks or if ANTHC was considering the
i dea. Commi ssioner Streur did not know where ANTHC stood on
the issue. The state was still working on determ ning how
to get the value out of the center in Anchorage.

Comm ssi oner Streur di scussed needed t echnol ogy
i nprovenents. He addressed the inportance of having the
ability to send an ultrasound from a village electronically
to a larger community saved on transportation cost or the
ability to transport a pregnant nother via plane to prevent
a nore significant issue with an unborn child. He addressed
the need to increase care to tribal nenbers within the
tribal health system approximately 40 percent of noney
paid by Medicaid for tribal health nmenbers was delivered
within the tribal health system which neant that the state
only received 50 percent reinbursement. He would neet wth
tribal health directors to discuss working to rmake
i nprovenents. He relayed that the primary reason that
services could not be provided in the communities was a
| ack of depth in providers. The departnent was working on
itenms such as how to increase capacity and on specialties
that would have sufficient wutilization to justify the
expense.

2:48: 28 PM
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Conmi ssi oner Streur addressed the fourth nmethod of
controlling Medicaid spending: controlling utilization
(page 16). He believed that utilization was the area the
departnment had the greatest capability of controlling. He
communi cated that the state did not do enough in measuring
and assessing utilization; therefore, the state had begun
to contract wth outside entities to increase prior
aut hori zations. He discussed that prior authorizations were
chal l enging for physicians and other providers; however,
the private system had used prior authorizations for years.
The departnment was beginning to exam ne where savings could
be found in services delivered. He provided a personal
exanple related to duplicated x-ray services. He renmarked
that when a provider had invested in technology, they
wanted to be able to pay for it. He stated that "in the
private sector to do good you have to do well and in the
public sector to do well you have to do good." He believed
there was trenendous opportunity with prior authorization

retrospective review, and other. He continued to speak with
the Al aska State Medical Association and Al aska Physicians
and Surgeons on joining DHSS in the efforts. He stressed
that the groups had been very involved in some of the
savi ngs efforts.

2:51: 12 PM

Vice-Chair Fairclough inquired if DHSS had the ability to
track sonme of the cost drivers. She wondered whether
technol ogy upgrades had been inplenmented. Conm ssioner
Streur replied that the data warehouse was up and
operational and provided DHSS tracking capability and to
benchmark providers against each other. For exanple, he
could conpare procedure codes between gastroenterol ogists
to determ ne outliers, best practices, and wher e
underutilization may occur.

Vice-Chair Fairclough shared that she had recently broken
her wist and had been referred to a specialist. She
explained that the initial doctor had taken an x-ray, which
was used by the specialist. She was nisdiagnosed and had to
return to the specialist a nonth |ater where a second x-ray
was done. The specialist relayed that the original x-ray
had not had sufficient clarity. She wondered whether the
departnment would be able to track simlar situations when
patients needed a second x-ray because the first one was
not sufficient.
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Comm ssioner Streur replied that the departnment would be
able to track the situations. The departnent could |ook to
followon therapies occurring that may result from
m sdi agnosis or mnmisinterpretation of an x-ray or other
radi ol ogy. The system was in the early stages and had gone
into operation recently, but the capabilities were already
significant. The issue related to quality of care, which he
planned to discuss. He relayed that the new nmanagenent
information system had gone live on October 1, 2013. The
departnment was paying clains, but it was still receiving
too nmany rejections in the clains process; the system
continued to be tweaked and would provide significantly
i ncreased capabilities fromthe previous antiquated system

2:55: 08 PM

Comm ssioner Streur relayed that DHSS continuously reviewed
ot her states' best practices and was begi nning to inplenent
some changes to its capabilities. He spoke to the
departnment's current cost control initiatives on pages 16
through 20. He discussed that DHSS was on track to save
$4.5 mllion in the current year in care nanagenent/case
managenment of high utilizers of the energency room and in-
patient hospital stays. Savings canme from nanagenent of
patients including establishing a primary care physician,
| ooking at chronic conditions, and determning ways to
address drug-seeking behavior. He highlighted that the
department had saved $7.5 mllion with the substitution of
generic nedication in the past year; savings had been
achieved by working with the physicians and prescribers. He
el aborated that at one point the use of generic nedications
had been at 80 percent; however, that figure had been
slipping back. He added that every 1 percent increase
represent ed approxi mately $800, 000 i n savi ngs.

Comm ssioner Streur briefly nentioned that DHSS had not
priced out psychiatric nedication limts (page 17). He
addressed that the departnment was working on strengthening
third-party insurance recovery. He detailed that the
department was working to recoup noney (from third-party
i nsurance) spent by Medicaid on patient care that insurance
shoul d have paid for.

2:58: 34 PM

Comm ssioner Streur spoke to Medicaid fraud on page 24. He
communi cated that changes and the assistance DHSS was
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receiving fromthe Departnent of Law Medicaid Fraud Contro
Unit were renmarkable. He discussed increased prosecutions
of individuals who had been inappropriately billing for
services; the prosecutions <continued to increase. He
detailed that 29 individuals had been prosecuted a couple
of nonths earlier. Efforts to identify "low hanging fruit"
fraud continued. He provided an exanple of an individual
billing Medicaid for personal care services when they had
actually been out of the country for a nonth. He stressed
that the costs added up to hundreds of thousands of
dol l ars. Another exanple involved a nurse practitioner who

had lost their license but continued to bill Medicaid. He
believed erroneous billing was the |argest challenge (page
25). Erroneous billing included billing at a higher
procedure code than necessary, billing for a service that
was msinterpreted as a higher | evel servi ce, no
docunentation, billing for delivered service when patients
did not show for an appointnent, and other. He noted that
the erroneous billing exanples did not constitute fraud. As

of August 2013 the Medicaid Fraud Control Unit had charged
53 cases with 13 convictions over the past six nonths. He
noted that he was |ess concerned about the nunber in the
prosecution and nore concerned about people receiving the
nmessage to be nore careful. He shared that nany providers
had joined the departnent in the attenpt to bill for the
right care, right service, right tine, and the right
per son.

3:01: 30 PM

Senat or Dunl eavy inquired whether provi ders received
notification on fraud convictions. Comr ssioner Streur
replied in the affirmative. The information was shared by
the respective division and a press release was published.
He added that the nedia picked up on the publications
qui ckly.

Senator Dunl eavy asked when a decision would be made on
Medi cai d expansion. Comm ssioner Streur replied that the
governor had indicated that a decision would be nade when
he rel eased the budget on Decenber 11, 2013. He planned to
nmeet with the governor in the upcomng week to provide an
update and a report analysis. He stressed the inportance of
making the right decision. He pointed to disparity in
avai lable data. He stressed that significant variability
existed in the nunbers provided on the general fund cost of
Medi caid expansion (such as $90 million or $240 mllion).
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He discussed that one study had shown that Medicaid

expansion would save the state $67 million; conbined with
the expected $90 million general fund cost the total was
only $23 mllion. He remarked that it was not a big effort

to add insurance for 40,000 additional individuals for $23
mllion, but the cost could end up being nuch higher (e.g.
$304 million).

3: 05: 04 PM

Senat or Dunl eavy remarked that sone individuals would argue
that the OCbama administration had mssed the mark in
getting it right with its roll-out of the new healthcare
pl an. He discussed the inplenentation of |arge governnent
prograns that had specific goals; once the program was
accepted the system was stuck with it. He noted that sone
would contend that a federal takeover of education had
t aken pl ace.

Co-Chair Meyer asked whet her Comm ssioner Streur could tell
the conmttee anything about its budget for the upcom ng
fiscal year. He noted that the DHSS budget conbined wth
the Departnent of Education and Early Devel opment budget
accounted for two-thirds of the state's operating budget.

Comm ssioner Streur expressed reluctance to respond given
that the DHSS budget had not been cleared through the
governor. He Dbelieved Medicaid would increase in the
upcom ng year after two relatively flat years. The data had
not been fully vetted as the entire inpact of the
Affordabl e Care Act was not yet known.

Co-Chair Meyer |ooked forward to seeing the departnent's
budget on Decenber 11, 2013.

#
ADJ OURNVENT

3:07: 00 PM

The neeting was adjourned at 3:07 p. m
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