SENATE FI NANCE COWM TTEE
April 15, 2014
1:40 p.m

1: 40: 58 PM

CALL TO ORDER

Co-Chair Kelly called the Senate Finance Commttee neeting
to order at 1:40 p.m

VEMBERS PRESENT

Senat or 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

Senat or Donny O son

VEMBERS ABSENT

None

ALSO PRESENT

David Teal, Director, Legislative Finance Division; Deven

Mtchell, Executive Director, Alaska Minicipal Bond Bank
Aut hori ty, Department  of Revenue; Gary Bader, Chi ef
| nvest nent Oficer, Treasury Division, Depart ment of
Revenue; M chael Barnhill, Deputy Conm ssioner, Departnent

of Adm nistration; John Boucher, Senior Economst, Ofice
of Managenment and Budget, O fice of the Governor.

SUMVARY
SB 220 PERS/ TRS STATE CONTRI BUTI ONS

SB 220 was HEARD and HELD in committee for
further consideration.

#sb220
SENATE BILL NO. 220




"An Act relating to additional state contributions to
the teachers' defined benefit retirenent plan and the
public enpl oyees' defined benefit retirenment plan; and
providing for an effective date."

1:41: 46 PM

DAVI D  TEAL, DI RECTOR, LEG SLATI VE FI NANCE DI VI SI ON

communicated his intent to provide fiscal context to the
governor's proposal on the Public Enployees' Retirenent
System (PERS) and Teachers' Retirement System (TRS)
unfunded liability. He addressed a PERS and TRS " Conpari ng
Payment Opti ons™ spr eadsheet (copy on file). The
spreadsheet included a budget with zero growth, education

and a growh rate for Medicaid, which provided a
conservative |l ook at spending projections. Under the base
status quo scenario the annual paynents of approximtely

$700 mllion were expected to increase to roughly $1
billion by 2024. He discussed a flat $550 [nmillion] figure
related to the capital budget, which was currently

undetermined. He relayed that the projected deficit was
substantial. He stated that the projected deficit of $2

billion fell to under $1.5 billion and reached closer to $3
billion by the end of the forecast period.

1:44: 03 PM

M. Teal relayed that under the projected expenditures and
revenue the state's $15 billion in reserves wuld vani sh by
2024. He detailed that the specific situation had driven
the concern about controlling retirenment costs. He
comuni cated that the governor's plan was a proposal to fix
the retirenent systens, which included a $3 billion

infusion in FY 15; the infusion would reduce annual
paynents. He elaborated that annual paynents were |ower,
but at the end of the paynent period the reserve position
had not been significantly altered. He stated that reserves
were |lower in every year until further out where under the
governor's plan they would be in a better position than
under the base scenario; however, unfortunately they were
still negative.

M. Teal addressed that the pay-as-you-go nethod was

designed to increase the |ife of reserves and the
flexibility of their use; the nethod nmade a difference of
approximately one year or $2 billion in the state's

reserves in 2024. The savings were sufficient to satisfy
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some who were very concerned about the flexibility and life
of the state's reserves. However, he surmsed that the $2
billion was insufficient to invest in the gas line, which
had been the purpose of saving the reserves. The strategy
did not work as well as the state had hoped, it noved cost
to the future, therefore costs were higher |ong-term
Additionally, it was a non-standard actuarial and credit
rater's approach. He noted that the nmethod did what it was
desi gned to do; however, no one had liked it.

M. Teal conmmunicated that the nethods acceptable to
actuaries and credit raters could not significantly inprove
the state's reserve health in the near-term The reserve
health could be inproved, but not wth changes to the
retirement system Addi tionally, the governor's plan
focused on the long-term health of the retirenment system
He rel ayed that neither the governor's plan nor the pay-as-
you-go method significantly increased reserves.

1: 48: 26 PM

M. Teal shared that inprovenent to reserve health would
require revenue increases or expenditure reductions. For
exanpl e, an annual reduction to the capital budget of $400
mllion had a | arge inpact on |long-termreserve funds.

Co-Chair Kelly clarified that M. Teal was only providing
the capital budget as an exanple and was not proposing the
cuts. M. Teal responded in the affirmative. He el aborated
that making a reduction anywhere in the budget would work
in the same way. He believed a $150 million capital budget
would be less than required to nmake the state's federal
mat ch. He surmsed that it was not sonething the
| egi sl ature would want to do.

M. Teal continued that if the state becanme convinced that
the retirement system would use much of its reserves it my
want to shift its focus to a long-term fix instead of
preserving reserves in the short-term For exanple, the
governor's plan used a $3 billion cash infusion plus an
annual paynment of $500 million for nine years; the total
expenditures on retirenent under the governor's plan were
$7.5 billion, which equated to half of the state's
reserves. He elaborated that in another ten years the
state's reserves would be depleted by another $5 billion if
it continued with the sanme plan. He stressed that the
retirement plan was capable of consuming the entire
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Constitutional Budget Reserve (CBR) over the upcomng 20
years. He stated that if spending could be reduced in other
areas, the governor's plan would still |eave the state with
zero reserves in the future. He discussed a |ong-term | ook
that constituted the point in time the retirement system
would be fully funded (the actual end of the retirenent
system would occur in the 2070s or later). He stated that
under any acceptable actuarial nmethod the funding ratio was
100 percent; once at 100 percent, contributions went down
to zero and the system would coast on its earnings. He
acknow edged that the scenario had its risks, but future
| egi slatures could address the issue in the 2030s and
beyond. He stated that there was nothing the state could do
about it at present because the nodels were projections and
not predictions. He stated that the nodels were not
accurate that far in the future.

M. Teal addressed a line graph titled "Cunul ati ve Costs of
Options to Elimnate TRS Unfunded liability ($ mllions)."
He relayed that under the base scenario the state would
make annual state assistance paynents; the costs were
cunmul ative. He remarked that the graph for PERS | ooked
simlar. He shared that under the base scenario the cost of
paying off the wunfunded TRS liability was approximtely
$8.5 billion. Under the governor's plan the slope was | ower
(as indicated on the graph in blue); at sone point around
2023 the base and governor's scenarios crossed where the
scenari os had spent approxinmately the sanme anount of noney.
Subsequent to the plans' crossover the governor's proposa
becane less expensive in the long-term and saved
approximately $500 nillion. He discussed that cheaper
retirement costs nmeant lower deficits in the future. He
provided further remarks specific to the graph. He noted
the graph's focus on | ong-term cost.

1: 55: 14 PM

M. Teal continued to address the graph. He asked whet her
flexibility was needed in state reserves if it was
committed to paying retirement and to a healthy retirenent
system He noted that holding noney in reserves such as the
CBR did not really help. He stressed that it did not matter
whet her the reserves had been used for a cash infusion or
annual paynents; the sane anount would be used by 2024 in
either scenario. He remarked that his statenents were
applicable to any actuarially acceptable plans. The graph
i ncluded the pay-as-you-go scenario. The option achieved
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its purpose of spending less in the early years through
2024. The state would pay for using the nethod because in
the long-term it would keep paying; in the very long-term
the plan switched from being the cheapest to the nost
expensive. He reiterated that the plan's purpose was to
preserve reserves; it did not really work to use the nethod
unless the state considered $2 billion as working. He
rem nded the conmittee that the $2 billion in savings would
have been consuned faster under the pay-as-you-go plan.

M. Teal noted that every other actuarial acceptable plans
had things in comon. Each of the plans crossed the
baseline scenario around 2023 or 2024; under any of the
scenarios the total annual cost plus a cash infusion was
about the same. He continued that there was an area that
every plan would "rotate around.” He el aborated that a plan
that was higher in the early years would be lower in the
|ater years. He referenced the actuary Buck Consultants
that had relayed there was always a choice to pay upfront
or to pay nore at a later time. He stated that paying nore
upfront could significantly reduce the state's total costs.

1:58: 21 PM

M. Teal calculated changes in the graph for the commttee.
He discussed undiscounted dollars. He stated that with a
di scount of 8 percent, which is what the state clained it
woul d earn, all of the plans would cost approximately $4.5
billion in the long-term He noted that the cost should not
be a surprise because it was what the state owed in
unfunded liability. He observed that every plan had to pay
off the benefits; it was just a matter of when the state
chose to pay them

M. Teal altered the graph's discount rate to nmatch the
rate of inflation and noted that it did not |[|ook
significantly different than a non-di scounted rate. Under a
zero rate the graph lines were further apart and easier to
read. He explained that all of the plans were w thin about
$500 mllion at the 2023/2024 crossover point. He addressed
a |level percent of pay nethod. He shared that the nethod
was slightly cheaper in the early years than other options
using a $2 billion cash infusion; however, in |ater years
the cost was identical to the governor's plan. Under a 30-
year anortization t he paynent s woul d be ext ended
significantly. Paynents went flat in the early 2030s under
t he base scenario, the m d-2030s under the governor's plan;
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the 30-year anortization would extend paynents out beyond
2040. The level-dollar method added a little nore noney in
early years and reduced total costs. The dotted red Iline
showed a $3 billion cash infusion with an annual fixed
paynent of $151 million; the nethod would cost slightly
less than other $3 billion cash infusion plans. The |eve
percent method would cost slightly less; level dollar would
cost the state $5.5 billion at present instead of $8.5
billion to pay off the unfunded liability.

2:02: 32 PM

M. Teal addressed the state's commtnent to funding the
retirement system He questioned why the state would choose
any method but the cheapest one if it was commtted to
payi ng the benefits. He addressed reasons the state may not
pi ck the cheapest option. First, the state did not want to
pay off the entire unfunded liability; it could pay $4
billion, which would be a flat |ine. However, the state may
end up with nore noney than it needed if it earned over the
required 8 percent. He stated that there was no reason to
i medi ately achieve a system that was 100 percent healthy.
Second, reserves outside the retirenent system had a clear
and definite purpose, which allowed the state to reduce
spendi ng gradually. He detailed that the funds woul d not be
retrievable once they were infused into the retirenent
account. He elaborated, that under the scenario, in the
event of a lack of reserves, the legislature may be forced
to take actions in the operating or capital budgets, the
Per manent Fund Dividend, or to enact taxes. Third, raters
| ooked at unfunded liability and reserves. He did not know
whi ch was nore inportant; according to raters each item was
worth approximately 10 percent of the state's credit
rating.

M. Teal discussed the governor's fixed paynent proposal
that was "a bit nonstandard"” (not in the sense that it was
actuarial wunsound; it did pay the unfunded liability and
was a nethod used by California). However, bond raters had
their own nodels; sonme explanation would be needed about
the state's use of the non-standard nethod. He discussed
varying cash infusion amounts and relayed that the nore
cash put in upfront nmeant costs would be cheaper in the
ong run. However, the issue needed to be bal anced agai nst
the state's need for reserves. He stated that the existing
law did not need to be changed, it currently worked well

however, he suggested that the |egislature change the |aw
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He detailed that the change foll owed the advice of Nationa
Conference of State Legislatures (NCSL) experts and other
nati onal experts that advised putting the actuarial mnethod
and plan into statute because in the absence of
Governnental Accounting Standards Board (GASB) funding
gui dance there was no plan to follow He elaborated that
putting the plan in statute would allow the state to
determ ne whether it was followng the plan and paying off
the unfunded liability in the expected manner. He expl ai ned
that the actuarial method (level dollar or |evel percent)
could be put in the anortization term the real decisions
woul d cone down to fiscal notes, and the nethod and term of
anortization.

2:07:15 PM

M. Teal addressed fiscal notes. He discussed that TRS was
in worse shape than PERS; its funding ratio was
approximately 53 percent, which was in the "danger zone" in
terms of anyone conparing the health of retirenment systens.
For each $1 billion contributed to TRS, the funding ratio
woul d increase by approximtely 10 points. He detailed that

a $1 billion cash infusion would increase the nunber to 63
percent, whereas $2 billion would increase the figure to 73
percent. A $3 billion infusion would bring the figure up to

80 percent, which was out of the danger zone; however, 70
percent was not bad. He communi cated that because TRS was a
single-payer it was a better investnent than PERS. He
expl ained that the state would pay for TRS either through
the school districts or via state assistance; no one else
made TRS contri buti ons.

M. Teal relayed that PERS was currently at a 63 percent
funding ratio; however, it was a bigger system and had a
| arger unfunded liability. He elaborated that an infusion
of $1 billion would increase the ratio to 68 percent; a $2
billion infusion would be required to obtain a ratio above
70 percent. He addressed that a portion of the cash
essentially constituted revenue sharing or muni ci pal
assistance. He advised the committee to consider that
muni ci palities would have bal ance sheet issues because of
GASB rules; municipalities were required to report their
unfunded liability on their balance sheets, which would
make sone nunicipalities ook "pretty horrible” in ternms of
their financial standing. In order to pay off enough of the
PERS liability the state would need to contribute severa
billion dollars. He was surprised by data he had received
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that would turn off state assistance sooner than he had
t hought; however, the wunfunded liability would not be
reduced any sooner (the rate would drop to 22 percent due
to cash infusions). He expounded that the state would not
have to pay, but the unfunded liability would still exist
for the nunicipalities and the state.

Vice-Chair Fairclough asked about the necessary cash
infusion for PERS and TRS to reach the 22 percent figure
M. Teal responded that a $3 billion cash infusion would
cut state assistance to zero after 2018.

Vice-Chair Fairclough asked if the infusion would be
directly into PERS. M. Teal replied in the affirmative. He
detailed that if the state made a cash paynent of $2
billion, state assistance would continue through 2038,
which was nore what he would expect. Based on the
information he believed a $3 billion infusion into PERS
would be nmore than the state would want to contribute; $2
billion would be fine, but nore than $1.5 billion nay not
be necessary, which would achieve a funding ratio in the
m d- 70 percent range.

Co-Chair Kelly asked for verification that an infusion of
$1.5 billion to PERS and $2 billion into TRS would put the
retirement system in the healthy zone from an outside
i nvestor perspective. M. Teal replied in the affirmative

He elaborated that a $3 billion cash infusion split
slightly heavier towards TRS would work fine. Exactly how
much the state wanted to infuse depended on its view of the
tradeoff; it could pay nore upfront or pay nore later. He
stated that the sane tradeoff was achieved on the state's
choice of assunptions (i.e. level dollar, fixed paynent, or
| evel percent of pay); the tradeoff was not as critical,
but it was the payoff between paying upfront versus paying
later. He stated that it was not possible to wish the debt
away. There were only two ways to elimnate the unfunded
litability: 1) to pay it off; or 2) through a good
investnment climate that would allow the state to partially
earn its way out of the system He recomended not going
above 80 percent with a cash infusion because the anount
woul d provide the state with enough assets to help earn its
way out w thout danger of going too high or the need for a
reserve account on the side.

2:13: 57 PM
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Vice-Chair Fairclough agreed wth nost of M. Teal's
presentation. She asked for verification that the state
woul d receive the best bang the state would get for its
buck was about 10 percent.

Co-Chair Kelly asked for clarification on the ratio under
di scussion. M. Teal replied that he was referring to the
credit raters' criteria and not a ratio. Earlier in the
year the Departnent of Revenue (DOR) had provided data to
the commttee listing the criteria. He explained that the
health of the state's retirenent systens accounted for
approximately 10 percent, which was the nost significant
black mark on its credit rating. Oher itens, including
reserves (e.g. CBR) accounted for another 10 percent of the
state's rating. He noted that the state had a "huge" CBR
bal ance and guessed that the raters would view the state as
being in great shape if it was not facing the I|arge
deficits. He detailed that credit raters |ooked at a numnber
of things. He could not say whether it was better to swtch
reserves fromthe CBR to the retirenent system the itens
were given approxinmately the same weight by credit raters.
He added that there were sonme rough rules of thunb for
retirement systens; a system was in the danger zone if it
was under 60 percent funded, whereas a system that was over
80 percent funded was not considered in danger of going
broke. Raters liked to see a ratio of 100 percent, but
understood that the ratio depended on econom c conditions.
There were not many systens funded close to 100 percent due
to market | osses.

2:16: 49 PM

Vice-Chair Fairclough referred to a presentation by the
adm nistration wearlier in the week. She thought the
adm ni stration had relayed that debt counted for 20 percent
of the rating agencies calculations and that 30 percent of
the state's AAA rating was related to the state's reserves
and no tax. She was trying to reconcile the figures wth
M. Teal's information. She was interested in the inpact.

2:18:36 PM
AT EASE

2:22:41 PM
RECONVENED
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Vice-Chair Fairclough reiterated her prior question related
to criteria used to review the state's bond rating at a
national | evel

DEVEN M TCHELL, EXECUTIVE D RECTOR, ALASKA MJUNI CI PAL BOND
BANK AUTHORI TY, DEPARTMENT OF REVENUE, responded that the
three independent rating agencies that reviewed the state's
credit each had different evaluation criteria. He did not
know all of the criteria. He referred to a prior
presentation he had provided to the commttee where he had
cited Standard and Poor's; 20 percent of its weighting
applied to debt including both pension liability and other
government obligations. He believed the criteria provided
to the commttee by DOR Comm ssioner Angela Rodell applied
to a different rating agency (potentially Moody's).
Measurenment of financial strength was made wup by a
conbination of a nunber of factors including unfunded
liability, debt, and fiscal practices.

Vi ce-Chair Fairclough asked for verification that the state
was taking a conservative approach in its financial
analysis related to the 20 percent. She surmsed the
information provided by DOR earlier in the week provided a
range between rating agencies (i.e. 20 and 30 percent) and
did not include the nunbers together.

M. Mtchell answered in the affirmative; 20 percent fel
under one scenario and 30 percent fell under another [ Note:
the answer to Vice-Chair Fairclough's question was nodified
during the neeting at 2:31:53 pm.

2:26:21 PM

Senat or Bi shop thanked M. Mtchell and remarked that his
testimony matched prior testinony from DOR

Vi ce-Chair Fairclough spoke to the state's consideration of
the unfunded liability and balancing a cash infusion and
reserves. She asked M. Teal and the admnistration to
address the Alaska Retirenent Managenent Board (ARMB)
returns and PERS/ TRS accounts conpared to the CBR She
wonder ed where the noney woul d serve Al askans the best.

GARY BADER, CHI EF | NVESTMENT OFFI CER, TREASURY DI VI SION
DEPARTMENT OF REVENUE, stated that no one knew for certain
what the future holds, but historical analysis had been
done on a blended rate of the CBR (rates of return of the
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main and sub accounts). Analysis showed that over |ong
periods of time, PERS and TRS along with other |ong-term
funds such as the Al aska Permanent Fund outperfornmed the
bl ended rate of return; therefore, the departnent believed
the noney was better placed in the long-term PERS TRS
accounts than in the CBR He relayed that the CBR
subaccount had a better rate of return than the blended
rate; however, because of the necessary liquidity of OCBR
investnments, the departnment still believed that over the
| ong-term the noney was better placed in PERS/ TRS.

M. Teal agreed with M. Bader's explanation

2:29: 18 PM
AT EASE

2:31: 53 PM
RECONVENED

Co-Chair Kelly asked Vice-Chair Fairclough to discuss her
guestion and answer that had occurred during the recent at
ease.

Vice-Chair Fairclough restated her prior question related
to criteria used to evaluate the state's credit rating. She
asked if the inmpact was 20 percent or if it went up to 50
percent. She stated that 50 percent of the health of
Alaska's credit rating was in play related to exanples
provided during the neeting. She stated that the figures
were based 10 percent on revenues, 10 percent on bal ance
reserves, 10 percent on liquidity, 10 percent on bond debt,
and 10 percent on adjusted net pension liabilities, which
totaled 50 percent. She observed that novenent inside the
50 percent was a balancing issue. She clarified that
i ndi vidual factors could be up to 50 percent of the state's
credit rating.

Co-Chair Kelly observed that each one of the conponents
were also individually weighted. Vice-Chair Fairclough
agr eed.

M. Mtchell agreed. He had msunderstood the previous
guestion and thought the conversation had been about
conparing one rating agency's analytic process to another
rating agency process. He believed that the anobunt was at
| east [50 percent]. He stated that Al aska had a sonmewhat
unique credit that did not always fit in the box used for
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cross conparison of credits. Subsequently, sone of the
state's strongest criteria overbal anced slightly.

2:34:50 PM

Co-Chair Kelly asked the admnistration to provide any
further remarks on the di scussion.

M CHAEL BARNHI LL, DEPUTY COW SSI ONER, DEPARTMENT  OF
ADM NI STRATI ON, appreciated M. Teal's presentation. He
observed that the presentation had highlighted a nunber of
factors that the administration spent significant tinme on
during the crafting of the governor's proposal. He believed
one of the nost pertinent factors was the affordability to
the state's Ceneral Fund in the near, md, and |ong-term
He communi cated that sone proposals were nore affordable in
the long-term while others were nore affordable in the
short-term He remarked that the curves tended to converge
in later years. He stated that it was inportant to bal ance
and | ook separately at the short, md, and long-term He
el aborated that the state needed to focus on the all-in
costs to the state.

M. Barnhill spoke to budget certainty and relayed that a
switch to a fixed contribution system under the governor's
proposal created at |east near-term budget certainty in the
fixed paynent, which was inportant. The issue was
particularly inportant as the state |ooked at wusing the
next five years as a transition tine towards a potenti al
gas pi peline i nvest nment. Addi tionally, t he pl an
acceptability to stakeholders was also inportant. There was
a significant array of stakeholders (alnobst every Al askan
was a stakeholder in sone way). He discussed that the
relative acceptability of the various proposals fell far
short for sone stakeholders. The state was |ooking for a
proposal that was nore than marginally acceptable to nost
st akehol ders; the admnistration believed the governor's
plan fell wunder this category. Finally, the state was
| ooking at the various risks to beneficiaries that the
vari ous proposals presented. The admnistration believed
the governor's plan decreased risks to beneficiaries in
sone fashion, which was inportant to beneficiaries and
bal anci ng stakeholder interests. He acknow edged that all
of the plan proposals had pros and cons; ultimtely the
admnistration was Jlooking for a fair and acceptable
bal ance.
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2:38:17 PM
AT EASE

2:40: 02 PM
RECONVENED

JOHN BOUCHER, SENI OR ECONOM ST, OFFICE OF MANAGEMENT AND
BUDGET, OFFICE OF THE GOVERNCR, thanked the committee and
M. Teal for their work on the issue. He remarked that M.
Teal had highlighted some of the challenges the state faced
for the next ten years. He did not want to give the
cormittee the inpression that the admnistration was
unaware of the problens and that it would happily spend its
way out of reserves for the next ten years. He pointed out
that the admi nistration had denonstrated over the last ten
years that it was serious about curbing the operating
budget. The adm nistration was working to address sone of
the large issues including the retirenent system and
Medi caid spending. The adm nistration appreciated that the
i ssue was a bal ancing act and | ooked forward to working in
partnership with the legislature during deliberations. He
t hanked the comm ttee for its work.

Vi ce-Chair Fairclough remarked that the chairman had been
good about having "kitchen cabinet"” conversations on big
issues. She noted that M. Teal had pointed to sone
consi derations. She wondered what 20 to 30 years neant to
local nunicipalities versus the State of Al aska. She
di scussed M. Teal's presentation to the committee on the

| evel dollar nmethod (to frontload the systen). She
addressed where the state would start if it could not fund
$11.9 billion at present. She surm sed that 70 percent was

the first step. She was interested in hearing al
perspectives. She remarked that when the unfunded liability
was spread to local conmunities sone would experience
significant debt.

Co-Chair Kelly asked M. Teal to address what the options
| ooked like with level percent of pay versus |evel dollar
and 25 versus 30 years.

2:44: 50 PM

M. Teal replied that the concepts were not easily grasped
and addressed the line graph titled "Cumulative Costs of
Options to Elimnate TRS Unfunded liability ($ mllions).
He spoke to a $2 billion cash infusion and |evel percent of

Senat e Fi nance Comm ttee 13 04/ 15/ 14 1:40 P. M



pay (green dashed line). The line started | ower and crossed
over with all of the other options around 2023/2024; beyond
that point |evel percent of pay neant that cost increased
as payroll increased over time. He explained that because
the option cost less upfront, it ended up costing nore in
the long-run. Anortizing over 30 years was slightly nore
expensive upfront than |evel percent of pay, but it
extended the paynents for a longer tinefranme. He el aborated
that the cost would continue to clinb (simlar to pay-as-
you-go). He advised that it was a tradeoff between near and
| ong-term

M. Teal used a honme nortgage as an exanple and expl ai ned
that a person preferring a 15-year nortgage would choose
the level dollar method because it paid the debt off
faster. Level dollar was nore |like a nortgage; a constant
anount was paid, which was simlar to the governor's plan
that would pay a fixed $343 mllion per year. He pointed
out that Ievel dollar would have a 25-year anortization
with a cash infusion of $2 billion and an annual cost of
approxi mately $196 million, which would extend paynents by
two years and would vary slightly as opposed to the
governor's fixed paynent plan.

M. Teal relayed that as wth a home nortgage, the higher
t he down paynent the |ower the down paynents; additionally,
a 30-year nortgage would have |ower paynents, but would
cost nore in the end. He communicated that the three
"l evers" included how much cash would be put down upfront,
what the desired annual paynment would be, and the desired
length of tinme for making paynents. He discussed the
bal ancing act and considering whether the preference was
flexible reserves or having reserves tied up in retirenent.
He stated that tying them up in retirenment was great
because the system would be healthier and interest earnings
were 8 percent instead of 4 percent. However, he asked how
healthy the system had to be. He elaborated that credit
raters would rate the health of the system based on the
retirement system funding percentage; if the system was
funded at 100 percent the ratings agencies may give the
state 10 points, whereas, if the system was funded at 80
percent the agencies may give the state 9 points (towards
their rating scale). He noted that the point system was not
directly proportional. He comuni cated that i f t he
retirement system was below 50 percent funded, the state's
credit rating would be downgraded for an unheal thy system
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M. Teal referred back to his presentation and relayed that
| evel percent of pay started out with |ower paynments, but
as payroll clinbed, the option becane nore expensive than
| evel dollar. He stated that it was a choice of nethods and
the nethods nade a difference. Wth |evel percent of pay
and a $2 billion cash infusion the state would pay $8
billion. Wth the level dollar anortization nethod the
state would pay $6.8 billion.

2:50: 29 PM

Co-Chair Kelly noted that the second option was fine if
there were no other goals in mnd; however, the state did
have other goals. He observed that the state would not make
substantial gain anywhere by 2024; however, it could hold
on to sone of the noney |longer within the w ndow, which was
the only reason he liked |evel percent of pay better than
the level dollar nmethod. He did not want the cash infusion
to be "massive." He believed the state should bring the
retirement system up into the healthy range (sonewhere in
the 70 percent range). Additionally, he |liked weighting the
funding heavier towards TRS because the state was
responsi ble for all of the paynents. He |iked |evel percent
of pay because it provided sone flexibility between the
present day and 2024 where the state was trying to get nore
revenue.

M. Teal responded that regardless of the nethod used, the
state was always allowed to put in nore noney if it chose.

Senator Bishop referred to M. Teal's testinony that NCSL
recommended putting the paynent plan in statute. He wanted
to keep the state's bond rating health. He discussed
testimony from M. Teal, the admnistration, and others on
reasons to keep the system healthy. He agreed that npney
applied to the retirenment system would not be [ost on
Al aska's econony. He stressed that the noney woul d be spent
in-state, which would keep the state's economny turning.

2:53:42 PM

Co-Chair Kelly thought it was inportant to discuss the
i mpact of GASB changes on nunicipalities. He asked M.
Barnhill to address the subject. He discussed the conmttee
di scussion on a $2 billion cash infusion and paying nore
into TRS than PERS. He wunderstood that the governor
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preferred another route. He asked about inpacts to
muni ci palities.

M. Barnhill replied that GASB had adopted two GASB
statenents. He detailed that GASB 67 becanme effective in FY
14 and required all public pension plans with multiple

enpl oyers to allocate the unfunded liability or net pension
l[iability anmongst the enployers. In FY 15, all public
enpl oyers who participate in a pension plan wuld be
required to include the allocated net pension liability on
t heir bal ance sheets.

Co- Chai r Kel l'y asked for verification t hat t he
muni ci palities would be required to carry the unfunded
liability on their books even if the state was carrying a

portion. He asked for verification that the state would
also be required to carry the liability on its books. M.
Barnhill responded that there was a special funding
situation. He elaborated that 1in a special funding

situation where a third party paid on behalf of a
participating enployer and the third party entity was
"legally responsible” for the underlying obligation, then
the third party was supposed to pick up the paynents
attributable to the net pension liability and include the
l[iability on its books. He noted that there was an open
guestion under GASB 68 whether the State of Alaska fell
into the category of legally responsible. In FY 15 the
enpl oyer contribution rate would be 44 percent; the
enpl oyer contribution rate cap was 22 percent. Therefore

under the current nethodolgy the state would pay the
difference between 44 and 22 percent. He elaborated that if
the state fell into the category of legally responsible it
woul d pick up the net pension liability attributable to the
22 percent paynent and would include it on its books.

2:56: 39 PM

Co- Chai r Kel l'y asked i f muni ci palities woul d be
subsequently relieved of the obligation. M. Barnhill
replied that the nunicipalities would be relieved of
putting the liability on their books in the given year. He
added that it was open question; in Alaska there was a
prohi bition against dedi cated funds; t her ef or e, t he
Departnment of Law (DOL) had informally advised that the
statute providing for the funding was not enforceable (it
was subject to appropriation). He equated the situation to
a person's parents meking a nortgage paynent on their
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behalf for a five-year period (w thout signing the note).
The question becane whether the paynent on the person's
behal f made the parents obligors under the note. He stated
that legally the parents would not be responsible. The
adm nistration had been informed that GASB intended for
entities like the state to pick up the special funding on
their books. He did not believe | awers and accountants had
been fully engaged on the drafting of the GASB statenent.
He believed there was a plausible argunent that the state
was not legally responsible for the paynents. He concl uded
that it remained an item of discussion wthin the
adm ni stration with DOL.

Co-Chair Kelly asked about the inpact on nunicipalities
where nothing had changed, but they were required to carry
the liability on their books. M. Barnhill clarified that
GASB 67 and 68 only applied to pension liability, not to
health liability. O the $11.9 billion unfunded liability
about $3.8 billion was health liability. Additionally, GASB
rules did not allow actuarial snoothing; therefore, market
val ue of assets woul d be used.

Co-Chair Kelly asked for an explanation of actuarial
snoothing. M. Barnhill replied that actuaries put 20
percent of any gains and |osses into the actuarial value of
assets and snoothed the gains and |osses over a five-year
time period. He added that under the GASB nethod all of the
gains and | osses were reflected in the year they occurred;
therefore, it was a nore volatile asset figure.

2:59:40 PM

Co-Chair Kelly asked what happened to municipalities
picking up the pension obligation. M. Barnhill used
Anchorage as an exanple. Factoring in the anount the
muni ci pality contributed to PERS and the anount of its
payrol |l (Anchorage's payroll divided by total payroll), the
city was at approximately 8 percent. Therefore, 8 percent
of the total PERS pension liability would be allocated to
Anchorage for inclusion on its bal ance sheet.

Co-Chair Kelly asked what would happen next. M. Barnhill
answered that Anchorage had nultiple balance sheets (i.e
utilities and various funds); he did not know how it would
allocate the liability anongst its bal ance sheets.
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Co-Chair Kelly remarked that the GASB rule inpact was the

i mredi ate consequence if the state was considering
wei ghting a cash infusion to TRS. He wondered about the
actual financial inplications other than "wailing and

gnashing of teeth." He asked what checks would be witten
as a result.

M. Barnhill replied that there had been wailing and
gnashing of teeth because the prospect of taking a
meani ngf ul percentage of the significant unfunded liability
was not a welcone one for any of the nunicipalities. He
addr essed al | ocati ng bet ween PERS and TRS. H s
under standing was that the requirenent would apply with TRS
as well; mny nunicipalities consolidated their school
district balance sheets on the municipality balance sheet.
Presumably, those nunicipalities my be indifferent on
whet her fundi ng was wei ghted to TRS or PERS.

Co-Chair Kelly directed the question to M. Teal for
further detail. He was interested to know the inpact on
muni cipalities required to carry the liability on their
bal ance sheets. He stated that no one was anticipating that
the state would not pay the check. He wondered what woul d
happen to the nunicipality in actual "check witing
consequences. "

M. Teal answered that there would be very little inpact in
terms of check witing costs. However, the change would
impact the municipalities' credit rating, which could be a
bi g issue.

Co-Chair Kelly observed that the issue would result in
check witing costs |ater on.

M. Teal agreed. He added that each enployer could be

allocated a share of the Iliability. For exanple, if
Anchorage's share was 8 percent, it would be allocated $657
mllion of the liability; it would carry approximtely 60

percent of the figure on its balance sheet because nearly
40 percent would be healthcare cost. He comrunicated that
the state's law allowed any enployer (e.g. the Minicipality
of Anchorage) to make and credit an extra paynent to its
own account. He elaborated that the nunicipality could pay
dowmn its wunfunded liability to reduce its rate in the
future. However, he could not inmagine that occurring given
the state's paynments on behalf of nmunicipalities and the
cash flow of nunicipalities.
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3:04:14 PM

M. Teal continued to address Co-Chair Kelly's question. He
stated that there were few (if any) nunicipalities that
could cone up with the funds to pay off their unfunded
l[iability. For exanple, Juneau could not cone up with $132
mllion to pay off its unfunded Iliability any nore than
Anchorage could cone up with $650 mllion. He detailed that
the state's share of the $8 billion liability was about $4
billion and the University of Al aska's share was
approximately $500 mllion. He stated that PERS was also
big in school districts; since the state paid schoo
district PERS as part of the state formula it was actually
responsi ble for an additional 15 percent of the liability.
He relayed that only 22 percent of the unfunded liability
would fall to nunicipalities; however, those nunbers were
"crushing.” He noted that carrying the noney on their books
did not mean nunicipalities would have to wite |arger
payroll checks or pay nore noney in contributions to the
state, but if they borrowed noney, their credit rating
woul d be downgraded and borrowi ng at |ow costs would not be
possi bl e unless they used the Alaska Minicipal Bond Bank,
whi ch used different credit.

Senator Bishop referred to GASB rules 67 and 68. He
di scussed the 22 and 44 percent responsibilities. He
wondered if the state should wait to take action until the
GASB rules were inplenented. He surmsed that the state
could end up having a larger PERS liability than the
muni ci palities.

Co-Chair Kelly asked for wverification that the state
already carried the liability on its balance sheet. He
asked for confirmation that the state's bal ance sheet could
not get worse under the scenario described by Senator
Bi shop.

M. Barnhill did not believe that anyone had carried the
actual wunfunded liability on their balance sheet; no one
wanted to do it. He stated that any deposit to the PERS
Trust Fund would serve to reduce the total unfunded
liability, which would reduce the anobunt allocated to
muni ci pal bal ance sheets regardl ess of any special funding.

3:07:45 PM
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Senator Bishop focused on the ratings agencies and the
state's credit rating. He wanted to ensure that in two
years' tinme the state would not determne it should have
made a | arger cash infusion due to GASB 67 or 68.

M. Teal addressed the possibility of GASB inpacting the
state in unexpected ways. He noted if the state paid $2
billion towards PERS (one quarter of the total liability),
it would reduce Anchorage's share by one quarter
(approximately $150 mllion, except that health was
included). He stated that if GASB nmade a decision that nade
muni ci palities look bad the state could make another cash
infusion of $1 billion in the following year or two. He
believed that the current proposals did not represent a
conpl ete payoff of the wunfunded liability. He did not
believe a conplete payoff was a good approach. He referred
to the admnistration's testinony that the goal was finding
a "sweet spot"; a balance between paying the liability off
upfront, helping mnunicipalities, mintaining reserves, and
a healthy retirement system There was also a balance
bet ween paying nmore upfront or nore |ater on. He observed
that all of the decisions neant the |egislature would have
a difficult fiscal note. He referred to a bill a few years
earlier that would have addressed the liability; some had
recomrended paying down the liability upfront in order to
avoid dealing with it during a time of fiscal deficit.

3:10: 53 PM

M. Teal relayed that the bill had not noved forward.
Subsequently, the issue had not gone away and had becone
increasingly difficult due to deficits. However, the

responsibility of the debt was not relieved by the
situation and it did not change the bal ance point.

Vice-Chair Fairclough referred to M. Teal's testinony that
a 50 percent funded retirenment plan would be downgraded and
considered unhealthy. She stated that TRS was currently
funded at 52.1 percent. She agreed that the plan absolutely
needed a cash infusion. She addressed the |evel dollar
met hod versus a | evel percent nethod. She believed M. Tea
had conmmunicated that |evel dollar would frontload the
system and let the cash work over tinme, whereas |evel
percent would neet the state's actuarial obligations. She
asked if her remarks were accurate.

M. Teal agreed.
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Vi ce-Chair Fairclough spoke to the difference between |evel
dollar and Ilevel percent nethods. She used an exanple of
paying interest on a personal credit card as |evel percent
and nmaking paynent on principal as level dollar. She
reasoned that credit card debt would be paid off faster if
paynents were not limted to the interest owed.

M. Teal agreed. He elaborated that even under the |evel
percent nethod the debt would be paid off. He referred to a
spreadsheet titled "TRS Options: Undiscounted Annual State
Assi stance"; the spreadsheet included a $2 billion cash
infusion and colums for |evel percent of pay and |evel
dollar. The state would pay less wth |evel percent in the
early years ($170 million versus $220 mllion), but in the
| ong-term nore noney would be paid for a |onger period of
timne. He stated that the |level dollar nethod would cost the
state $6.8 billion whereas, |evel percent would cost $7.9
billion. He added that the different nmethod would not make
t he paynents easier

3:14: 58 PM

Vi ce-Chair Fairclough wondered if the tine period was 20,
25, or 30-years. She noted that financing a car over a
| onger period would rmake paynents easier to make, but nore
woul d be paid in the long-term

M. Teal replied that the spreadsheet included two col unms
with a 25-year anortization. The colum on the right used a
30-year anortization; the paynents were |ower, but paynents
ended in 2042 instead of 2036. The cost was $7.2 billion,
which fell roughly in between the other two nethods.

Vi ce-Chair Fairclough wondered whether the current paynent
plan had been started on a 20, 25, or 30-year period. M.
Teal answered that the current plan used a 25-year period.
He added that the law allowed for a period of up to 30
years.

Vi ce-Chair Fairclough conpared the possible solutions to
refinancing debt, which would be carried for a |onger
period of tinme or shortening debt to the 20-year tine
period to pay it off in a reasonable tinmefrane. She was
concerned about how paying the debt off in a |onger
timeframe would negatively inpact nunicipalities. She
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reasoned an extension could cost nunicipalities hundreds of
mllions of dollars. She asked if her analysis was fair.

M. Teal responded in the affirmative.

3:17: 35 PM

Co-Chair Kelly agreed with remarks nmade by Vice-Chair
Fai rcl ough. However, he noted that the state did not
currently have reliable revenue or incone. The state did
not know what the future would hold, which was vastly
different than the average household. He reasoned that the
decision to nmke |onger or shorter credit card paynents
woul d be balanced with the need to save reserves for itens
like a new car, college education, healthcare, and other.
He did not know the state had the luxury to save noney for
the distant long-term when it had goals of building a gas
line to access new revenues. He |ooked at the 20-year
versus 30-year paynents.

M. Teal replied that in 2021 the paynent would be $198
mllion for a 20-year plan versus $182 nillion for the 30-
year plan. The cost continued at $196 mllion under the 25-
year plan [beginning in 2024] and $180 nmillion under the
30-year plan [beginning in 2024]. He reiterated that annual
paynents were reduced under the longer-term plan, but
ultimately the | onger plan would be nore expensive.

Co-Chair Kelly referred to the 25-year versus 30-year
conparisons. He was interested in the |evel dollar versus
the | evel percent nethods shown on the spreadsheet.

M. Teal addressed the |level percent of pay colum on the
spreadsheet, which started out paying $170 mllion versus
the $230 million for level dollar; payments changed to $198
mllion and $196 nmillion respectively by 2024. In later
years |level percent of pay increased to $250 million, while
| evel dollar rermained at $195 nmillion. He detailed that in
the future level percent would cost the state $100 mllion
nore annual |y and paynments woul d be made two years | onger.

3:21: 23 PM

Senator Hof fman observed that the spreadsheet M. Teal was
speaking to was |imted to TRS. M. Teal replied in the
affirmative.
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Senator Hoffman referred to $1 billion paynents under |evel
dollar for 2018. He observed that wunder |evel percent of
pay the paynents were $800 nmillion. He noted the $200
mllion difference. He observed that the graphs provided by
LFD all differed depending on the scenario. He wondered
where the state would be financially and its ability to
build the gas line. He believed the decision to choose
|l evel dollar wversus Ilevel percent needed to take into
account the state's ability to build the gas line with its
cash calls in 2024. He reasoned the state would need the
gas line revenue out past 2024 in order to neet the
obligations between 2024 and 2032. He concluded that
somewhere the state had to put the needed cash calls into a
schedul e to determ ne where the state was headed.

Co-Chair Kelly agreed. However, he observed that it was
difficult to make reserve solutions in dealing wth the
PERS/ TRS nodel. He reasoned it had to be spending or
revenue. He surmsed that none of the unfunded liability
scenari os were positive.

Senator Dunl eavy discussed the level percent versus |evel
dollars methods. He wondered which scenario worked better
under an increasing inflation rate over 10 to 20 years. He
asked when inflation was an ally.

M. Barnhill replied that it depended on an estimation of
how the investnment markets were correlated to inflation.
For exanple, he would double down on level dollar if a
hyperinflation environment was resulting in boom ng equity
markets. He stated that the situation was sonetines, but
not al ways, the case.

3:25: 57 PM

M. Teal agreed with M. Barnhill. He added that pensions
were essentially fixed cost; with inflation the pensions
eroded. He remarked on the difficulty of the question. He
expl ained that benefits increased with salary increases,
whi ch neant pension liabilities would clinb with inflation.
However, the scenario was offset if market returns also
increased with inflation. He reasoned that the nunbers
could be included in a nodel; however, the outcome was
determined conpletely by assunptions. He could not
determine whether high inflation would be a help or
hi ndrance; it would have an inpact in nmany ways.
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Vi ce-Chair Fairclough believed the level dollar nethod was
the best for the people of Alaska in the [retirenment]
system She did not believe making a decision based on a
|arge project was the right focus. She observed that the
mar ket would do what it did; if the state had a good
project, it would have the ability to borrow at a low rate

She believed nmany investors would be at the table to
purchase the bonds. She enphasized that the state had $1
billion on the table in the deci sion.

3:27:54 PM
AT EASE

3:29:17 PM
RECONVENED

Co- Chair Meyer discussed the agenda for the foll ow ng day.

SB 220 was HEARD and HELD in commttee for further
consi derati on.

#
ADJ OURNVENT
3:30:34 PM

The neeting was adjourned at 3:30 p. m
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