


HOUSE C O M M IT T E E  R E  PC T

Date Referred to Committee: March 7, 2007 FURTHER REFERRALS: Finance
Date of Committee Action: 3  " Z m - Q I _______
Ebe STATE AFFAIRS Committee considered: Hg 13

HOUSE BILL NO. 13 RETIREMENT SYSTEM LIABILITY/BONDS/CORP.
uii* 8 10 PrtP*>n«iiti Of accrued actuarial liabilities of government retirement systems; relating to (he Alaska .Municipal Bond Bank Authority; 

permitting the Alaika Municipal Bond Bank Anthorlty or a «ub«ldlary of the authority to aiilit Kate and municipal governmental employen by inuing bondi, note, 
commercial paper, or other obligation* to enable the governmental employer* to prepay ail or a portion of the governmental empl yen' ifaarea of the unfunded 
accrued actuarial liabilltiei of retirement ijitcim; authorizing a governmental employer lo bine obligation* to prepay all or a portion of the governmental 
employer i (hare* of the unfunded accrued actuarial liabilities of retirement syitem* and to enter into a leaie or other contractual agreement with a truitce or the 
Alaika Municipal Bond Bank Authority or a lubiidlary of the authority in connection with the (nuance of obligation! for that purpoic, and relating to thoie obligation*; and providing for an effective date."

Recommends it be replaced with | j HCS or | Xl CS for h/3  I 3_______________________________( t l ) V Ad )
Fo r  Senate Bills with new title: I j  Technical Title f  / Sew Title: HCR  | | Same Title [ | New Title

| ] attach amendments
[ j add new referral to ____________ Committee
| j Letter oflntent___________ Committee

(7)

List of 
Abbrtv 
for
Dtpfs.:
ADM
CED
COR
CRT
EED
DEC
DFG
GOV
HSS
LWF
LAW
LEG
MVA
DNR
DPS
REV
DOT
LA

NEW  FISCAL NOTES
•Assigned by C h ie f  Clerk's O ffice

L ist by Dcpt(s): *FN# Fisca l Indet. Zero

____

.1

PREVIOUS FISCAL NOTES
L ist by Dept(s): [ FN# F' :«l Indet. Zero

ftzU tM lL# / X

1
11

1



HB 13
Nancy Manly

From: Juli Lucky

Sent: Wednesday, March 21, 2007 11:50 AM

To: Nancy Manly

Subject: Teleconference request - additional names

Nancy, 

l m sorry rhis meeting keeps getting more complicated. Goldman Sachs called in to ask if the 
following people could he added on to the teleconference: 

Ami karnik 415 393 7754 
* Dick Shobcr 206 613 5533 
cTim Romer 310 407 5886 

I hank you for your consideration ol this request. I ct me knov :l it s ok and III send them the call in 
number.

juli Lucky
Ofliceol Representative Mike llawker 
(907)465 494v, fax: 465 4979 
Capitol Bldg Room 502, Juneau. AK 99801

Page 1 o f 1

From: Juli Lucky
Sent: Monday, March 19, 2007 3:07 PM
To: Nancy Manly
Subject: Teleconference request

N a n c y .

I mi requesting a teleconference olfnet for tin follow jn*_i people

Andrew I’rmdlc. Goldman Sachs (310)
I rank Ingrassia, Goldman Sachs (212) 902 M I7 

'•-> I mdsjy Sovdc and Mark I’nissing. Se ule Northwest Securities (2<'o) 628 287s 
Isaai sine .mil Jell Brown Merrill I vn^nfcC oCOMSlO oiCS

I’le.tse let me know tl these are ok and I II give them the fdeconlcrcncc numher I hank you1

|nli I laky
t >llu e ol Representative Mike I law ker 
(907)-IPs la.\ JPs S>70 
< apitol I'klg Room i02, Juneau. \k  *WSul

3 /21 /2007
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REUTERS

Prlnl | Close this window

Alaska prepares to sell pension-obligatior. 
debt
Ttm Apr Mj I'OUf 0 OJpfrt ht / J

By Yereth Rosen

ANCHORAGE, Alaska, April 10 (Reuters) - Alaska is poised to issue 
pension-obligation bonds to cover part of a nearly 59 billion combined 
shortfall in its retirement systems for state workers and teachers, thanks lo a 
bill passed by lawmakers, the measure's prime sponsor said on Thursday.

The debt has the potential to help Alaska bolster its pension financing, said 
state Rep, Mike Hawker, the Anchorage RepuL can who sponsored the bill 
authorizing the bonds.

"Under current market conditions, we would save several hundreds of 
millions ot dollars, if not over 51 billion, in resolving these liabilities," Hawker 
said.

Alaska plans to Issue the bonds later this year, said Brian Andrews, deputy 
commissioner of the state's Department of Revenue.

The bill passed by lawmakers last week authorizes the sale of up to S5 billion 
in pension-obligation bonds and creates the new Alaska Pension Obligation 
Bonding Corp

The bill also authonzes existing state entities, such as the Alaska Housing 
Finance Authority and the Alaska Municipal Bond Bank, to issue nunsion- 
liability bonds

Lawmakers expect Gov Sarah Palin lo sign the b. which Andrews said 
gives Alaska the same means to tackle pension fund financial woes as other 
states.

"The state looked around and said. 'What are other states doing far as 
their unfunded liabilities?"’ Andrews said "Other states have been doing this 
since the 1990s"

While legislators debalinq the measure expected the sale of 52 billion of the 
debt, state officials have yet to settle on a total, according to Andrew

"It could be anyw are from 550b million to $b billion," he said.

Along with settling on an amount. Alaska must choose an investment bank 
and financial advisers for any debt sale, Andrews said

"The earliest tha' a transaction could happen would be in the next three to six 
months," he said.

STATE COFFErS FLUSH WITH OIL

The combined unfunded liability In Alaska's Public Employees Retirement 
System and Teachers Retirement System is estimated at $8.6 billion,
Andrews said.

The legislation authorizing the debt was paired with a bill that shifts all 
responsibility tor local governments' unfunded pension liabilities to the state

http://www.reuters.com/articlePrint?articlcld=USN 1037743720080410 4/24/2008

http://www.reuters.com/articlePrint?articlcld=USN
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Palin, '.vho supports both bills, has also proposed that lawmakers appropriate 
$450 million to pay down part of the unfunded liability for the Teachers 
Retirement System, Anorews said.

It is unclear yet whether lawmakers will put such a provision in the coming 
fiscal year's budget before the legislative session adjourns next week, 
Andrews said.

Overall, Alaska is In better shape to handle the liability than other states, 
Hawker said.

Alaska is enjoying budget surpluses from record-high oil prices and has 
always had a conservative, cautious approach for estimating future liabilities, 
he noted.

Alaska has already taken major steps toward reducing the liability, including a 
shift in 2006 to a defined-contribution system for public employees' and 
teachers' retirement plans from a defined-benefit system -  a change that 
remains controversial. (Reporting by Yereth Rosen in Anchorage, Alaska; 
Editing by Jim Christie and Jan Paschal; Reuters Messaging: 
jim.christie.reuleis.com@reuters.net))
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Overview of
Pension Obligation Bonds (POBs)



P e n s i o n  O b l i g a t i o n  B o n d s  ( P O B s )

■ Pension Obligation Bonds are bonds issued by a state or 
local government to pay its obligation to the pension 
system in which its employees are members.

■ POBs have been an increasingly popular and successful 
way for state and local governments to accomplish 
financial and other objectives.

■ According to Thomson Financial, during the past decade 
there have been 340 POB issues by state and local 
government issuers in at least 26 states.



Why Should We Consider Issuing POBs?

Interest rate savings -  the interest rate of POBs issued in the near 
future will be lower than 8.25% charged by the pension system.

Arbitrage -  the actual investment return of pension asset exceeds 
the POB cost.

POBs are not generally viewed as adding to the debt burden of the 
state or local government issuer because they replace existing 
pension obligations.



Alaska Pension Bill/Unfunded Accrued 
Actuarial Liability (UAAL) in 2006

Total $8.6 Billion: 
$5.5 Billion PERS 

$3.1 Billion TRS

AK Pension System
State & Local 
Governments



P a y i n g  t h e  B i l l / U A A L

Option A: Pav the total with Cash

Y 2 5 :  $ 0 . 8 2  B
Y l :  $ 0 . 8 2  B

Y 2 :  $ 0 . 8 2  B

Option B: A "loan" of 25 years at 8.25% cost

$8.6 Billion $ 8 . 6  B i l l i o n

4



Interest Rate Savings



I n t e r e s t  R a t e  S a v i n g s

Comparing the amortization of $1 billion debt at 8.25% cost to $1 
billion debt at 5.75% over 25 years:

> Saving on interest cost is 2.5%;

■ Saving on annual debt payment is $19 million;

■ NPV of savings on annual debt payment over 25 years is $272 
million discounted at 5%.

A m o u n t  ( S B i l l i o n )  I n t e r e s t  C o s t  A n n u a l  P & l  P a y m e n t  ( $ M i l l i o n )

$  1 8 . 2 5 % $ 9 6

$  1 5 . 7 5 % $ 7 6

S a v i n g s  2 . 5 0 % $ 1 9

N P V  o f  C u m u l a t i v e  S a v i n g s  @  5 % $ 2 7 2



I n t e r e s t  R a t e  H i s t o r y

■ 10-Year Treasury yield is 4.52% as of March 14, 2007. This rate is 
extraordinarily attractive when viewed in a historical context.

1 0 - Y e a r  T r e a s u r y  Y i e l d s

Source: YahoolFinance





Historical Investment Returns of State Pension 
Plans (PERS)

FY RO R

2 0 0 6  11.69%
2 0 0 5  8 .8 6 %
2 0 0 4  14.73%
2 0 0 3  3.82%
2 0 0 2  -5.40%
2 0 0 1  -5.30%
2000 1 0 .12%  

1 9 9 9  10.65%
1 9 9 8  14.62%
1 9 9 7  18.07%
1 9 9 6  13.70%
1 9 9 5  15.56%
1 9 9 4  2.66%
1 9 9 3  14.25%
1 9 9 2  11.80%
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H is to r i c a l  I n v e s t m e n t  R e t u r n s

20.00%

15.00%
10.00%

5.00%
0.00%

-5.00%
-10.00%

■ The average return from 1992 to 2006 is 9.09%.

■ Standard Deviation is 7.25%. i , ,
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Historical Investment Returns of State Pension 
Plans (TRS)

FY ROR
11.72%
8.90%

14.75%
3.81%
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10.19%
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18.00%
14.35%
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The average return from 1992 to 2006 is 9.14%. 

Standard Deviation is 7.31%.



L o n g  T e r m  T a r g e t  A s s e t  A l l o c a t i o n

Asset Class Allocation Range
Domestic Large Capitalization 30% ±3%

Domestic Small Capitalization 6% ±3%

International Equity 14% ±3%

Emerging Markets Equity 2 % ±2%

Private Equity 7% ±5%

Domestic Fixed-Income 20% ±3%

High Yield 2% ±2%

International Fixed-Income 2% ±2%

Real Estate 10% ±4%

Absolute Return 4% ±4%

Other 3% ±3%

Cash 0% ±3%

Median Return 8 .0 5%

Standard D eviation 12 .27%

Source: Callan Associates, Inc. 9



Credit Neutrality



C r e d i t  R a t i n g  C o n s i d e r a t i o n

Credit Neutral -  debt obligation is already recognized and POBs are 
net considered new debt.

"Moody's believes the issuance of POBs is one effective way of 
addressing an unfunded liability."

' Standard & Poor's has viewed POBs as a strategy for savings on 
carrying charges as long as the transaction are structured 
conservatively and the assumptions were reasonable and 
attainable."

' \
it

y<
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I n v e s t m e n t  R i s k  ( P E R S ) < f

Estimated 
Cost of

Estimated 
Cumulative Net

FY ROR Borrowing Return to 2006
2006 11.69% 5.55% 6.14%
2005 8.86% 5.04% 10.47%
2004 14.73% 5.02% 20.22%
2003 3.82% 4.76% 20.06%
2002 -5.40% 5.36% 6.90%
2001 -5.30% 5.77% -6.22%
2000 10.12% 6.78% -8.94%
1999 10.65% 6.40% -2.03%
1998 14.62% 6.01% 9.70%
1997 18.07% 7.10% 10.86%
1996 13.70% 7.19% 16.47%
1995 15.56% 7.32% 23.28%
1994 2.66% 7.84% 11.86%
1993 14.25% 6.62% 35.35%
1992 11.80% 7.76% 23.43%

Estimated Cumulative Net Return to 2006 (PERS)

- Based on PERS actual investment history, we can see what the cumulative net return to 2006 
might have been if POBs had been issued in any given year.

- For 12 out of 15 years the issuance of POBs would have resulted in a gain to the pension 
system.

n



I n v e s t m e n t  R i s k  ( T R S )

Estimated 
Cost of

Estimated 
Cumulative Net

FY ROR Borrowing Return to 2006
2006 11.72% 5.55% 6.17%
2005 8.90% 5.04% 10.54%
2004 14.75% 5.02% 20.31%
2003 3.81% 4.76% 20.14%
2002 -5.41% 5.36% 6.97%
2001 -5.36% 5.77% -6.21%
2000 10.19% 6.78% -8.86%
1999 10.73% 6.40% -1.87%
1998 14.73% 6.01% 9.97%
1997 18.00% 7.10% 11.06%
1996 14.35% 7.19% 17.32%
1995 15.89% 7.32% 24.46%
1994 2.61% 7.84% 12.99%
1993 14.16% 6.62% 36.39%
1992 11.58% 7.76% 24.25%

Estimated Cumulative Net Return to 2006 (TRS)

40.00%
35.00%
30.00%
25.00%
20.00%
15.00%
10.00%
5.00%
0.00%
-5.00%

-10.00%
-15.00%

C M c o ^ m c o f ^ c o o0 ) 0 ) 0 0 ) 0 0 0 ) 0 )0 ) 0 ) 0 ) 0 ) 0 ) 0 ) 0 0 )

Based on TRS actual investment history, we can see what the cumulative net return to 2006 
might have been if POBs had been issued in any given year. 

■ For 12 out of 15 years the issuance of POBs would have resulted in a gain to the pension 
system.

12



I n v e s t m e n t  R e t u r n  F o r e c a s t

With an asset mix of 70% S&P 500 Equity and 30% 
Government/Credit Bonds, the average return over 25 years is 
9%.

2 00% 4 00% 6.00% 8.00% 10.00% 12.00% 14 .00%

Monte Carlo Simulation 

• 10,000 iteration

■ Annualized Average Return: 9%

Probability of outperforming 5.75%: 91.45%



Types of POBs



S e c u r i t y

■  G e n e r a l  o b l i g a t i o n  b o n d s

Bonds that satisfy any constitutional debt limitation and are backed by the 
full faith and credit and taxing power of the issuing state and local 
government.

>  O b l i g a t i o n s  i m p o s e d  b y  l a w

Obligations imposed by the state or local government by the constitution or 
by statute or by court judgment as distinguished from a voluntary exercise 
of the borrowing power by the state or local government.

■  A n n u a l  a p p r o p r i a t i o n  b o n d s

Bonds that are not considered debt subject to a constitutional debt 
limitation because the state and local government issuer has no legal 
obligation to pay them and payment is therefore subject to annual 
appropriation of funds for mat purpose at the discretion of the legislature 
or governing body of the state or local government issuer.

14



Taxable POB Bond Alternatives (1 of 2)

Taxable Product Alternatives
Product Investors Advantages Disadvantages
Current Interest Bonds 
(CIBS)

Domestic Institutions; 
European Banks

Low-Cost Financing; 
No Basis Risk

Typically Non-Callable or Issued with 
a Make-Whole Call on Term Bonds; 
Call Option Expensive

Zero Coupon Bonds 
(CABs)

Domestic Institutions; 
European Banks

Defers Debt Service More Expensive than CIBs; 
Noncallable

Put Bonds Domestic Institutions; 
Corporations

Benefit of Upward Sloping Yield 
Curve Versus Conventional 
Fixed-Rate Bonds

Interest Rate Risk

Quarterly Unsecured 
Interest Bonds 
(QUi's)

Domestic Retail Provides Most Efficient 5-Year 
Call Option

Slightly Higher Yield; 
3% Issuance Cost

Floating Rate Notes 
(FRNs)

European Banks Fixed Spread to LIBOR; 
Historically Least Costly Form of 
Financing;
Provides Quarterly Call Options; 
No Ongoing Fees

Interest Rate Risk

Variable Rate Demand 
Bonds

Money Market Funds Historically Least Costly Form of 
Financing:
Continuously Callable at Par

Interest Rate Risk, 
Facility Renewal Risk

Auction Rate Notes Corporations;
High Net Worth Retail

Historically Least Costly Font, of 
Financing;
Continuously Callable at Par

Interest Rate Risk

Source: Morgan Stanley 15
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Taxable POB Bond Alternatives (2 of 2)

Variable Rate Demand 
Bonds

Auction Rate Notes Floating Rate Notes 
(Private Placement)

Prepayment Yes Yes Yes

Interest Rate Reset Weekly Varies Varies

Liquidity Facility Required Yes No No

Rating Required Yes Yes No

Legal Documentation Substantial Substantial Simplified

Concerns Failed Remarketing Failed Auction Short-term interest rates only

Investor Base Money-market funds Retail investors European banks

Term Out Provisions Yes No No

Source: Morgan Stanley 16
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I Potential Saving



P O B s  a n d  C a s h  I n f u s i o n

Pay partial UAAL off with cash and borrow partial at 5.75% by issuance 
of Pension Obligation Bonds (POBs).

Im plications
■ Immediate reduction of the UAAL;
■ Increase in the Funded Ratio;
■ Reduction of employer past service contribution rate.

17



C a s e  S t u d y  ( P E R S )

Employer Contribution Rates
POBs (in billions)

Savings on Annual Contribution Amount (in millions)
POBs (in billions)

£ • $ 0.5 5 1.5 $ 2.5 $ 3.5 5 4.5 $ 5.5 $ ■ 5 0.5 $ 1.5 $ 15 $ 3.5 $ 4.5 $ 5.5
0% 9% 27% 45% 64% 62% 100% /—N(/> 0% 9% 27% 45% 64% 82% 100%

$ - 44.49% 43.91% 42.76% 41.61% 40.46% 39.31% 38.15% co $ • $0.00 $9.65 $28.96 $48.27 $67.58 $86.89 $106.20
$ 0.5 41.64% 41.06% 39.91% 38.76% 37.60% 36.45% 15 $ 0.5 $47.84 $57.50 $76.81 $96.12 $115.43 $134.73
$ 1.5 35.93% 35.35% 34.20% 33.05% 31.90% c $ 1.5 $143.53 $153.19 $17249 $191.80 $211.11
$ 2.5 30.22% 29.64% 28.49% 27.34% -C $ 2.5 $239.22 $248.87 $268.18 $287.49
S 15 24.51% 23.94% 22.78%

I/)
<3 $ 3.5 $334.91 $344.56 $363.87

$ 4.5 18.80% 18.23% $ 4.5 $430.59 $440.25
$ 5.5 13.09% * 55 $526.28

Savings on Employer Contribution Rates
POBs (in billions)

5 - $ 0.5 $ 1.5 $ 2.5 $ 15 ( 4.5 $ 5l5
0% 9% 27% 45% 64% 82% 100%

$ - 0.00% 0.58% 1.73% 2.88% 4.03% 5.18% 6.34%
$ 0.5 2.85% 3.43% 4.58% 5.73% 0.89% 8.04%
$ 1.5 8.56% 9.14% 10.29% 11.44% 12.59%
$ 2.5 14.27% 14.85% 16.00% 17.15%
$ 15 19.98% 20.55% 21.71%
$ 4.5 25.69% 26.26%
$ 5.5 31.40%

$1.5 billion POBs issued in 2007 

Assumed $5.5 billion PERS UAAL in 2007

NPV of Savings on 25-year Contribution Amount (in millions)
POBs (in billions;

$ $ 0.5 $ 1.5 $ 2.5 $ 3.5 $ 4.5 $ 5.5
0% 9% 27% 45% 64% 82% 100%inc $ . $0.00 $136.07 $403.21 $680.36 $952.50 $1,224.64 $1,496.78o $ 0.5 $674.31 $810.38 $1,082.52 $1,354.66 $1,626.80 $1,898.95

15 $ 1.5 $2,022.92 $2,158.99 $2,431.13 $2,703.27 $2,975.42
$ 2.5 $3,371.53 $3,507.60 $3,779.74 $4,051.89

-Cinm $ 3.5 $4,720.14 $4,856.21 $5,128.35
(3 $ 4.5 $6,068.75 $6,204.82

$ 5.5 $7,417.37

Funding ratio will be improved from 65.12% to 74.64% (based on prelim inary $10.27 billion PERS asset as of Dec 31, 2006) 18
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C a s e  S t u d y  ( T R S )

Employer Contribution Rates
POBs (in billions)

Savings on Annual Contribution Amount (in millions)
POBs (in billions)

$ - $ 
0%

1.0
32%

$ 2.0 $ 3.0 $ 3.1 
65% 97% 100%

$ - % 
0%

1.0
32%

$ 2.0 
65%

$ 3.0 
97%

% . 57.65% 54.45% 51.25% 48.04% 47.72% COc $ - $0.00 $19.31 $38.62 $57.93
% 0.5 49.72% 46.51% 43.31% 40.11%

o
$ 0.5 $47.84 $67.15 $86.46 $105.77

$ 1.0 41.78% 38.58% 35.38% $ 1.0 $95.69 $115.00 $134.31
$ 1.5 33.85% 30.65% 27.44% $ 1.5 $143.53 $162.84 $182.15
$ 2.0 25.91% 22.71% JC.COn« $ 2.0 $191.37 $210.68
$ 2.5 17.98% 14.78%o (3 $ 2.5 $239.22 $258.53
$ 3.1 8.46% $ 3.1 $296.63

3.1
100%

$09.86

Savings on Employer Contribution Rates
POBs (in billions)

$ $ 1.0 $ 2.0 $ 3.0 % 3.1
0% 32% 65% 97% 100%

$ . 0.00% 3.20%o 6.40% 9.61%) 9.93%
$ 0.5 7.93% 11.14% 14.34% 17.54%
$ 1.0 15.87% 19.07% 22.27%
$ 1.5 23.80% 27.00%o 30.21%
$ 2.0 31.74% 34.94%
$ 2.5 39.67%o 42.87%
$ 3.1 49.19%

NPV o f Savings on 25-year Contribution Amoant ( «n millions)
POBs (in billions)

$ $ 1.0 % 2.0 $ 3.0 $ 3.1
0% 32% 65% 97% 100%

- $0.00 $272.14 $544.28 $816.43 $843.64
0.5 $674.31 $946.45 $1,218.59 $1,490.73
1.0 $1,348.61 $1,620.75 $1,892.90
1.5 $2,022.92 $2,295.06 $2,567.20
2.0 $2,697.22 $2,969.37
2.5 $3,371.53 $3,643.67
3.1 $4,180.70

$0.5 billion cash infusion and $2.0 billion POBs issued in 2007 

Assumed $3.1 billion TRS UAAL in 2007

Funding ratio will be improved from 59.9% to 92.24% (based on prelim inary $4.63 billion TRS asset as o f Dec 31, 2006) 19



Tax Issues



T a x  E x e m p t  B o n d s  v s .  T a x a b l e  B o n d s

Taxable Bonds
a Can be issued for any purpose
■ Complete flexibility with use of proceeds
■ Interest rate about 1% higher than tax exempt in current market

Tax Exempt Bonds
■ Can only be issued for public capital projects
■ Earnings on proceeds are restricted to yield paid on bonds
■ 1% lower interest rate than taxable bonds in current market



D i f f i c u l t y  w i t h  T a x  E x e m p t

■ Very difficult to identify appropriate GF funded capital projects to 
issue bonds for.

■ Certificates of Participation issuance is the most viable option.
■ However the existing, yet unexpended GF funded capital projects are 

small, for private purposes, short lived acquisitions, operational grants, 
or federal match.

■ Fiscal Year 2008 capital budget is only $100 million, all of which could 
not be funded with tax exempt bonds.

■ Any use of tax exempt bonds to fund capital projects would have to 
be coincidental, rather than integrated, to any use of on hand Co.h 
to fund PERS/TRS contributions.

21
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T a k e - a w a y s

POB issuance is a financial transaction which will lower 
the cost of funding the UAAL by the state and local 
governments -  POBs issued in the near future will be 
at a cost lower than 8.25% charged by the pension 
system.
We are in a very favorable interest rate environment -  
take advantage of it!
Risks associated with POB issuance are quantifiable 
and statistically justified by the rewards.
Doing nothing is not a viable option.
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| u l i  L u c k y  

4 6 5 - 6 5 8 7  d i r e c t

TO: Representative Bob Lynn, Chairman
House State Affairs Committee

FROM: Representative Mike Hawker
Chair, House Special Committee on Ways &  Means

RE: House Bill 13

DATE: March 7,2007

Transmitted herewith is CS For House Bill No. I3(W&M). This bill provides statutory 
authority for the state and political subdivisions to structure Pension Obligation Bond 
(POB) transactions for the purpose ol reducing the unfunded actuarial liability of 
government retirement systems and lowering ultimate costs to the public treasury

H1313 is the result of a collaborative effort between its sponsor. Representative Mike 
Hawker, and the Departments of Revenue and Law. The Department of Revenue has 
testified in support of 1 IB 13.

The bill version passed from the 1 louse Special Committee on V\ ays and Means provides 
necessary authority for the 'rate and local governments to structure POB transactions 
reducing the unfunded liabilities m both the PI RS and I RS systems. HB 13 does not 
authorize any specific transaction; it only provides the ability lor government agencies to 
contemplate and structure transactions that are in the public interest.

Indn idual members of the committee differed in their opinion as to whether such POB 
transactions should be allowed lor individual employers participating in the IRS 
system. Those opposed expressed concern that an indie idual LRS employer structuring 
a transaction that reduced their individual annual contribution rate would introduce a 
rate differential that does not currently exist in the TRS system Proponents of allowing 
individual TRS employers to structure pension bond transactions believe that providing 
the greatest possible array of tools for addressing unfunded retirement system 
obligations is in overriding consideration. They also respond that the bill includes 
regulatory authority for the TRS system managers to develop accounting procedures or 
credit mechanisms that could recognize the benefit of disproportionate contributions 
made by inch idual employers in a manner that does not change the blended system 
rates.

Authorizing individual TRS employers to structure pension obligation bond 
transactions is an identified policy question most appropriate tor consideration in the 
House Committee for State Affairs. 1 request that you consider this matter in youi 
deliberations.



Possible Teleconference Requests for House Bill 13

The following individuals have testified via teleconference during previous meetings. 
Larry Sem m ens, City of Kenai, Kenai LIO 
Michael Lamb, Fairbanks North Star Borough, Fairbanks LIO

The following individuals from national investm ent banking firms have expertise in 
Pension Obligation Bonds. They have testified and been available via te leconference to 
answer com m ittee questions.

Goldman Sachs:
Frank Ingrassia, Managing D irector 
Dick Schober, V ice President 
A ndrew  Prindle, Analyst 
Am i Karnik, Analyst

Merrill Lynch Global Markets
Paul Bloom, Dir & Regional M anager

Seattle-Northwest Securities
Carol Samuels, V ice President 
Lindsay Sovde, Vice President 
lohn W anam aker



Sections 2

Section 6: 

Section 7:

Section 8:

Sections 9 - 

Section 11:

Section 12: 

Sections 13

Section 1:

C S  H o u s e  Bii! 13  
W ork  D ra f t  V e r s io n  E 

S e c t i o n a l  A n a l y s i s
Prepared by Representative Mike Hawker’s Office

Allows a Teacher’s Retirement System (TRS) employer to make a lump sum 
payment to prepay all or a part its share of the unfunded accrued actuarial 
pension liability (UAAL); allows the commissioner to accept a lump sum payment 
that is less than the full amount; allows administrative fees to be charged; outlines 
how the lump sum payment and earnings or losses will be credited; and holds an 
employer who prepays its liability harmless if there are future state discretionary 
payments that benefit multiple employers. Requires the administrator of the TRS 
plan to recalculate the employer contribution rate within 180 days of the lump 
sum payment.

5: These sections allow the Alaska Housing Finance Corporation (AHFC) to create
a subsidiary to aid an employer in the financing of a prepayment of all or a portion 
of that employer’s UAAL.

Outlines how municipalities can join together to issue debt obligations and allows 
funds diversion agreements between the municipalities and state agencies.

Adds Article 8 to the State Bonding Act, which authorizes the state bond 
committee to issue Pension Obligation Bonds (POBs) and provides guidelines 
and requirements for bond issuance, sale, structure, repayment and the 
investment and accounting of bond and investment proceeds

Creates the Alaska Pension Obligation Bond Corporation, which is authorized to 
issue POBs. Provides guidelines and requiremer *s for bond issuance, sale, 
structure repayment and the investment and accounting of bond and investment 
proceeds.

10: Adds facilitating language to two sections of the accounting statute for the Public
Employees Retirement System (PERS) to accommodate lump sum payments.

Allows a PERS employer to make a lump sum payment to prepay all or a part its 
share of the accrued actuarial pension liability: allows the commissioner to accept 
a lump sum payment that is less than the full amount; allows administrative fees 
to be charged; outlines how the lump sum payment and earnings or losses will be 
credited; and holds an employer who prepays its liability harmless if there are 
future state discretionary paymems that benefit multiple employers. Requires the 
administrator of the PERS plan to recalculate the employer contribution rate 
within 180 days of the lump sum prepayment.

Adds to the statutory policies established for the Municipal Bond Bank Authority. 
Provides a directive to assist governmental employers to meet their unfunded 
retirement system obligations by ;ssumg POBs on their behalf. Specifies that the 
bond bank should provide the lowest rates possible without subsidizing the 
employers beyond their means

14: These sections allow the Municipal Bond Bank to create a subsidiary to aid an
employer in the financing of a prepayment of all or a portion of that employer’s 
UAAL.

Page 1 of 2
Revised 3/6/2007



Section 16: 

Section 17:

Section 18: 

Section 19:

Section 15: Exempts “Pension Obligation Bonds" from the current limit for revenue bonds that 
the Municipal Bond Bank may issue each year.

Authorizes the Municipal Bond Bank to issue “Pension Obligation Bonds.”

Exempts “Pension Obligation Bonds” from the current limit for total revenue 
bonds and notes that the Municipal Bond Bank may have outstanding at any 
time.

Adds a definition for “governmental employer" to the definitions section for the 
Municipal Bond Bank.

Immediate effective date.

Page 2 of 2
Revised 3/6/2007
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R e p r e s e n t a t i v e  M i k e  H a w k e r

A l a s k a  S t a t e  L e g i s l a t u r e

Session:
Sta le  C ap i to l  
Ju n eau ,  A K  99801 
9 0 7  4 6 5 - 4 9 4 9  d irec t  
8 0 0  4 7 8 - 4 9 5 0  toll t re e  
9 0 7  4 6 5 - 4 9 7 9  fax

Interim 
“ 16 W  4'" A v e n u e  
A n e 1- i r a g e ,  A K  9 u5 () |
9 0  2 6 9 -0 2 4 4  o f l ic c  
9 0 7  2 6 9 -0 2 4 8  tax

Member 
House Finance Committee 
Legislative Bin/get 

A  luchl ('omnultee

e District 32:
•le Hirer 

Anchorage 
Rainbow 
Indian 
Binl
< Urdwood 
Fort age 
Whittier 
Sunrise 
Hope

H o u s e  Bill 13 
S p o n s o r  S t a t e m e n t  

S h o r t  T itle : R e t i r e m e n t  S y s t e m  L ia b i l i t y /B o n d s

HB 13 provides governm ental em ployers the opportunity to utilize a 
financial mechanism generally referred to as a "Pension Obligation 
Bond" (POB) to help reduce the ultimate cost of satisfying the unfunded 
accrued a c tu a rit! liabilities o f their retirement system s. A POB is 
essentially a legal arbitrage transaction where m oney is borrowed at a 
lower rate of interest than the m oney earns when invested by the 
retirem ent system.

HB 13 clarifies the ability o f m unicipal entities to include POBs in their 
strategy to reduce the cost o f meeting unfunded pension liabilities and 
expands the authority of the A laska Municipal Bond Bank Authority, the 
Alaska Housing Finance Corporation, and the state bond com m ittee to 
support governmental em ployers seeking assistance engaging in such 
transactions. HB 13 also creates the Alaska Pension Obligation Bond 
Corporation. The authority granted in this legislation will allow for the 
greatest flexibility in creating transactions to fit the needs of public 
em ployers.

This bill does not authorize any debt instrum ents to be issued. Separate 
specific action would be required to initiate any transaction under the 
authority provided by HB 13.

Staff Contact: Juli Lucky 465-4949 Revised 3/6/2007



FISCAL NOTE
STATE OF ALASKA
2007 LEG IS LA T IV E  SESSION

Revision Date/Time (Note if correction): 
Title Pension Obligation Bonds

Fiscal NoteNumber: 1
Bill Version:
(H) Publish Date 3/7/07

Deot Affected Revenue
RDU
Component Treasury

Taxation and Treasury

Sponsor
Requester

Representative Hawker
House Ways and Means Component No 121

Expenditures/Revenues (Thousands of Dollars)
Note: Amounts do not include inflation unless otherwise noted below
OPERATING EXPENDITURES FY 2008 FY 2009 FY 2010 FY 2011 FY 2012 FY 2013
Personal Services 
Travel 
Contractual 
Supplies 
Equipment 
Land & Structures 
Grants & Claims 
Miscellaneous

TOTAL OPERATING 0.0 0.0 0.0 0.0 0.0 0.0

CAPITAL EXPENDITURES

CHANGE IN REVENUES (

FUND SOURCE (Thousands of Dolla/s)
1002 Federal Receipts
1003 GF M3tch
1004 GF
1005 GF/Program Receipts
Bond Proceeds
Bond Bank Operating Budget

TOTAL 0.0 0.0 0.0 0.0 0.0 0.0

Estimate of any current year (FY2007) cost: _ 0 0
Mark this box (X) if funding for this bill is included in the Governor's FY 2008 budget proposal: 

POSITIONS
Full-time
Part-time
Temporary

ANALYSIS: (Attach a separate page if necessary)
The bill expands the powers of the Alaska Municipal Bond Bank Authority (Bond Bank) and the State Bond 

Committee (SBC) anc creates the Pension Obligation Bond Corporation (POBC) for the purpose of issuing obligations 
to provide funds to prepay unfunded accrued actuarial liabilities of the retirement systems The premis of undertaking 
this type of transaction is borrowing at rates that are at least 1 5% lower than the actuarial assumed rate of return on the 
pension funds (8 25%).
The fiscal note is indeterminate in cost as it is uncertain how or if a transaction will develop if the legislation is 

passed If a transaction is undertaken it is likely that it will be of considerable size, up to several billion dollars, and 
occur in FY 2008. Contractual costs include rating agency fees, financial advisor, bond counsel, printing, cusip service, 
underwriting. & other miscellaneous costs would need to be funded in the year of issuance as well as ongoing costs for 
administrative monitoring and cost of contractors over the life of the bonds.

Prepared by Deven Mitchell__________________________________________ Phone 465-3750
Division Treasury_________________________________________________Date/Time 3/6/07 12 00 AM

Approved by Jerry Burnett____________________________________________ Date 3/6/2007______
Agency Department of Revenue___________________________________

(RtflMd 0/18/2000 OMB) Page 1 of 1
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CHAPTER ONE

Introduction

Pension obligation bonds (“ POBs") an; bonds issued by a slate or local government 

to pay lis obligation to the pension fund or system in which its employees (or others 

lot whose pension benefits it is responsible) are members POBs are an incteaslnglv 

popu ^ r way fo r state or local governments to accomplish a variety o l financial and 

other (includ ing political) objec lives.

According to Thomson Financial, during Ihe past decade llk .e  hav<; been at It; t 

275 POB issues by state and local government Issuers in  at least 22 states

T lv  purpose o! this pamphlet is lo introduce interested parties lo ihe reasons why 

POBs ate issued, advantai es/dlsadvantages. stiu rtu re alternatives, federal lax issues, 

and representative programs in three states where POBs are particularly p u p u l' ,

The author is cha ir o f the Public Finance Department at O rrick . Herring ton & 

S litc lllle I II ' and has been bond counsel on mote Ilian twenty POBs III vaiious slate. 

J rr ic k is the nation's ptein iur bond counsel lin n , ranked number one lo t more Ilian 

a dt de. W i l l i extensive experience In all types ol POP aid similar Unant mgs.'

Rankings tor securities ttansact'ons ol va ous types ate performed annually by ’ homson financial, 
whim has ranked Oriick number one in the country as bond counsel since poor to 1990. In an aveiage 
ye,11, Onick handles nicne than yoo b nd issues, aggiegaling moie than $20 billion.
' Omsk is ranked by Ihortison financial as the number one bund coiinsc. in the country lor POBs over 
the last decade, with moie than /, times as many such issues as the second ranked firm.
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CHAPTER TWO

Pension Obligations

Pension obligations generally fall in to two categories:

m. Unfu ded Accrued Actuarial Liability (UAAL)

The unfunded accrued actuarial liab ility ("U AA L ") is determ ined by the actuary 

lor Ihe pension fund to be the amount by wliic.li the pension fu d is short o l the 

amount that w ill be necessary, w ithou t further payments ho in the stale or local 

government, to pay benefits ahead) earned liy current and former employees 

coveted by the pension system The UAAL is based on assumptions (in some cases 

established by the a uary and in some cases by the pension system or by the state or 

local government) as to retirement age, mortality, projected salary increases attributed 

to in fla tion , across the board raises and merit raises, increases in ictireme: ' benefits, 

cost o l liv ing adjustments, valuation c f current assets, investment return arid o ilie r 

mailers In order to avoid vo la tility in Ihe UAAL based on swings m market 

valuation, the investment gains and losses on assets in the pension fund are often 

tecogni/e il (sometimes referred to as “smoothed ) ovei a 5 lo 5 year period .1 I lie 

slate oi local government is obligated lo mini ti/e the UAAL over a pel lo il established 

b' , iw ot agreement w ith the pension system, typically al an assigned inlciest rate 

established by the pension system, which assigned interest tale usually the same .is 

the actuary's assumed rale o f investment return on pension fund assets (sometimes 

tv fe tre i' lo as the “At mortal Rate )

Note IM  the smoothing methodology referred to mar result in "unreall/ed” of "lagging" unfunded 
liability. See discussion ol POB possibilities in footnote

'INSITN OBLIGATION BONDS



B. Normal annual contribution

In add ition to making payments toward anv UAAL, the slate or local government 

is required to make payments to the pension fund each year in respect o f the present 

value o f tile benefits being earned by the current employees covered by the pension 

fund (that Is, Ihe amount being earned by those employees w ith eacli paycheck 

necessary to pay luture retirement benefits, based on assumptions o f morta lity rates, 

salary increases, assumed ate o f Investment income and the o t' er assumptions 

referred to in the preceding paragraph), genera"v referred lo as the "normal annual 

con tribu tion .

AN INTRODUCTION TO
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CHAPTER THREE

Reasons For Issuing POBs

The reasons why state or local governments issue POBs vary from issuer to issuer 

and from lim e to time w ith economic, .unditions and other circumstances However, 

lliese reasons generally fall in lo one 01 more o f the fo llow ing categories:

A. Interest Rate Savings

As described m Chapter Two. most ocnsion systems assign an interest ompom nt 

In i lk  payments the state or local government is requited lo make in respect ol its 

UAAL . Assigned interest rates currently generally range from 7'/,% lo 8'/.% 

depending on the particu lar pension system. When taxable bond rat..s are low. unci 

us ol lall 31)03 they are roughly 5.95% or less fo r 30 year debt, then POBs can 

lu n rtlo r i like a classic interest rate savings refunding. For example, i f the assigned 

i.ile is 7.5% on a U AA L o f S 100.000,000, tile annual all in tost would be roughly 

$8,500,000 assuming a 30 year amortization. cumpared lo an .ill in cost ol 

$7,300,000 on POBs amortized ovn the same period assuming a 5.95V;? in tc ir.il

iate and i osts of Lssuame u f 1% I liesc savings to a ile j. ir r can be lim it loaded oi 

ollie tw ise s lumm ed to octm when most needed (see Section I of Chaptei 5)

O n the olhei hand, because the factors on w filc li die UAAL Is based are i onslantly 

changing (such .is m orta lity and investment le lin n ), the Itnal a ino in il ol inlerest rale 

savings c.ninot Ik delerminecl w ith  rettam ty. Also, die assigned interest rule may 

i liange Irmu time in lim e during die lile ol ihe bond issue, and, at least theoretically, 

tin- .m in im i o f interest late sav mgs could become negative (even i f all the odiei 

la rlo is ii'in . i il i the same) il Ihe assigned interest tale Were lo d top and remain below

PENSION OBLIGATION BONOS 5



Hit; bond interest rate for a substantial period. So far this has no t occurred, even 

though the assigned interest rate m sorne cases has dropped by more than one 

percentage poin t since the mid-1990s. Th is possib ility is furthermore generally 

considered to be unlikely, icrause the assigned interest rate is based on an assumed 

investment ra'e o f ic tu r i which reflects investments /ith  a higher risk profile and, 

therefore, higher projected return than tiie POBs.

B. DiSCOdltS

In some cases, it may also be poss'blr lo negotiate J... "un is w ith the pension 

system fo re a ily payment Lif the normal annual con tribu tion 01 'veil the UAAL 

(which, may reflect the pension fund's assumed rale o f investment return or even its 

then currcni investment opportun ity ). It may also be an opportun ity to renegotiate 

other terms o f ihe pension obligation.

C. Arbitrage

Generally, pension funds may invesl in a much broader rjnge o! investments 

than die stale or local governments, and Ihe size and dlvi is ily o f Ihe pension fund's 

po rtfo lio allows fo r a higher risk profile I ban the stale r t(]i al govei nineitl i m ild 

prudently sustain w ith its own investments As mentli nod al.ove, this is why the 

assumed rale o f inveslnienl return Is generally materially higher titan Ihe bond 

rate. T h " actual inveslnienl pet lorinancc o f most pension sysrems (al leasl in most 

years) has substantially exceeded Ihe assumed inleiCsl rale I heieluie, I hen* is 

Ihe possibility (hat pmceeds o l the POBs w ill be invested by ihe pension lun tl .a 

significantly hlghci return than the interest cost on the POBs (even it interest on 

the POBs is taxable)

In almost all cases, the benelll ol earnings on investment ol bond pi meeds in lie 

pension h ind vs ill lie ucdued lo die Male 01 local government issuei r ill le i in re d ie e il

AN INTRODUCTION TO
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UAAL or reduced normal annual con tlio u tlo n or both. In some cases, the allocation 

o f litis benefit is subject to negotiation between the state or local government and the 

pension system and may i be decided by the slate or local government each year 

Th is benefit from earnings is why interesl on POBs is generally not exempt from 

federal income tax (sec Chapter 6). So this arbitrage is not the typical municipal 

bond arbitrage derived fron t borrow ing at tax exempt rates and investing at taxable 

rales, but rather svh.il m ight be called risk arbitiage derived from borrow ing againsi 

ihe credii o f the stale or local government and participating through the pension 

h ind in a portfo lio o! investments dial is designed to produce a liig lie i yie ld and 

manage the higher risk through diversification. O f course, there Is no guaranty that 

such arbitrage w ill be positive.

D. Buu'get Relief

Particularly in die current cnv ironmelll ol suh*'antial budget deficits, POBs are 

being used for budget relief. Th is may be a .umplishcd by:

(1) lea ino itiz lng the UAAL by replacing (In.* obligation lo the pension land w ith 

POBs having a longer term and/or lower payments In die early years (or even no 

debt service in the cut ly yt-ais il capital appreciation bonds (CABs) or capitalized 

imeresl Is used), and/m

(2) b ind ing the normal annual lo n li lb ii l iu n  Tor die tu t ie iu  (and maybe the next) 

fisc ill ye.n (lo Ihe rx lrn l permuted l»V applicable stale law)

E. Labor Relations Benefits

Some state or Incut governments h ive used POBs. at leasl in pan, to Impiovc 

n I,dure (or negotiations) w ith its employees and I heir unions h\ lundm , unfunded 

pension liah ilii 'o ihuse employee

PENSION OBLIGATION BONDS 7
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F. Better Than The Alternatives

In  some cases. P O B s are simply better than (lie alternatives: (i) paying more 

in to the pension fund; (il) asking employees to pay more in to the pension fund, 

(iii) reducing benefits; o r (iv) hoping that gains on pension fund Investments w ill 

substantially exceed the assumed rale o f investment return.

8 AN INTRODUCTION TO

CHAPTER FOUR

Possible Disadvantages of POBs

Despite the foregoing benefits o f POBs. there are a few possible disadvantages.

A In some Jurisdictions, a slate oi 'oca! government may negotiate o r even 

unilaterally make changes in il.s pension obligation, perhaps by postponing 

payments or changing assumptions. POBs replace Ihis potentia lly flexible 

pension obligalion w ith a more immutable bond obligation.

B. As explained in Chapter 3, while unlikely, it is possible that tile assigned interest 

rate w ill drop below the bond interest rate or that the pension fund w ill have 

negative earnings. In each case for a sustained period.

C- I f the pension fund enjoys highei Ilian expected earnings, the pension fund

may In come overfunded and result in temporary con tribu tion holidays, but also 

can lead lo increases in retirement benefits that may be costly to sustain at some 

poin t in the future

D  POBs result in payment lu and investment by the pension h ind ol a lump sum

amount dial o llie i wise would have been paid and Invested 111 increments ovt i a

period ol ye,its. ( om en !la lm g ratliei than spreading market tim ing risks

f  Almost all l'O B s aie taxable and most taxable bonds w ill: fixed Interest nites

aie sold vs none.ilia ile bonds Adding a icdempiiun feature w ill ord inarily 

lesnll in a materially highei interest mle cost Ilian the same redemption le tim ­

id lax exempt bonds I hereloie. taxable nomallable bonds may he expensive 

(o refund m di'lease. although then* base been a number ol successful Icudei 

o ile r refundings o f taxable l'O Bs (dia l is. a lender oflei sv.is made lo i ihe p ilo i 

bonds and die lendei pi ire Was paid w il li p io reedso l new le liu u lin g bunds)
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Another way to address th is concern is oy using variable rate bonds, which 

may conta in ledemption [envisions w ithou t additional Interest rate cost, and 

may be accompanied bv a floating-lo-flxed interest rate swap If a fixed rale 

obliga tion is desired.

Note that many of these issues can be addressed in whole nr in pan by using POBs in 
fund less than all of the UAAL.

AN INTRODUCTION TO

CHAPTER FIVE

Types of POBs

A. Security

fvlosl POBs ai payable from the general fund i f  lire issuing slate o r local 

government. As such, they must either satisfy or be exempt Irom the debt lim ita tion 

provisions typ ica lly found In ihe applicable state cons titu tion and. accordingly, 

generally fall in to one o l the fo llow ing three categories:

1 General obligation bonds, which term generally tefers to bonds that satisfy any 
constitutional debt lim ita tion and ate backed by the fu ll fa ith and credit and taxing 

power ol Ihe issuing slate or local government. An example is the S 10,000.000,000 

State o f Illino is General Obligation Bonds Pension Funding Series o f June 2003 

(Taxable), the largest POB issue to date A variation is fu ll faith and credit lim ited 

lax bonds payable from available general funds but w ilhou l any obligation k  levy 

additional taxes. See discussion in C hap in 10

2 Obligations imposed by law, w t li ih  term tile rs to an exception let ogni/ed 
in a few slates from the othnvvlse applicable debt lim ita tio n < untamed in tile 

state constitu tion It applies to obligations imposed on lie ' state oi lo n il 

government bv the constitu tion or by statute or, in some cases, by cou il judgment 

as distinguished Irom a vo lun ta iv exen ise ol the burrow ing puwet by the stale or 

local government, Musi pension obligations would tjuah ly and. in stales in which 

the obligations imposed by law loncep l applies, bonds issued to hind those pension 

obligations (POBs) arc* Ljiis lile ie iJ lo have the same legal charaetei as the pension
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obligations themselves. POBs issued in Califo rn ia during the past decade have all 

been obligations Imposed by law. See discussion in Chapter 9.

POBs issued as obligations imposed by law generally cannot include reserves or 

capitalized interest because those components o l the obligation are not considered 

to be imposed by law. even on the theory they are essential to marketing the bonds 

(because so many obligations imposed by law POBs have been issued w ithou t them) 

O n the other hand, costs o f issuance may be included. The inab ility to include 

capitalized inlcresl means that it may he d ifficu lt to achieve complete budget re lie f in 

the early period fo llow ing issuance o f the bonds w ithou t resort to capital appreciation 

bonds (CABs).

3. Annual appropriation bonds, which term refers to bonds that aie not 
considered debt subject to a constitu tional debt lim ita tion because the state or local 

government issuer has no legal ob liga tion to pay them and payment is therefore 

subject to annual (or other periodic) appropria tion o f funds fo r that purpose at the 

discretion o f the legislature or governing body o f the state or local government Issuer. 

Examples include the $773.5 m illio n POBs issued i 1996 fo r the Slate o f New York 

and (lie $2.8 b illion POBs issued in 1997 lo r the Stale o f New Jersey.

4. Other. In the mid-1980s and occasionally since, some cities and counties In 
Californ ia issued POBs as so called asset-strip lease revenue bonds or certificates 

o f partic ipation (COPs) The city m co tln ly leased existing facilities (w ith a value 

at leasl equivalent to the amount o f bonds/COPs to be issued) to a jo in t powers

out I un ity ot other governmental en tity or to a nonpro fit corporation, simultaneously 

leasing them back, the leaseback was assigned to a trustee and bonds/COPs were 

issued secured by the leaseback payable Irom  the c ity oi enmity's general fund, and 

the proceeds ol the bonds/COPs weie paid to the pension fund net o l costs o f 

issuance and reseives and capitalized interest retained by the liustec

III ceila in circutiisiJiH.es. It may also make sense to use revenue bonds as POBs 

(lot example. If the issuer is a revenue pmdui lug enterprise, au tho i.tv or d isto rt)

(See also Chapter 10.)
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B .  C r e d i t  R a t i n g s / B o r r o w i n g  C a p a c i t y

Because POBs replace existing pensior obligati' s, they are not generally viewed 

as adding to the debt burden o f the state or local government issuer (much like a 

conventional re fund ing).' To quote the rating agencies:

"M o o d y , believes the e '"  tnce of peasion obligation bonds (POBs) is one 

effective way o f addre , an unfunded liability. Sirire POBs reduce ihe cost 

o f fund ing an unfunded liab ility , their issuance is not by itse lf a credit weakness. 

I lowever, the- planning and analysis conducted by a local government as pan o f 

the decision lo grant expanded benefits, the government's plan fo r fund ing any 

unfunded pension liability, and its ab ility and willingness to budget appropriately 

lo i any'attendant higher costs, are reflective o f the quality o f the government's 

overall financial management These factors, therefore, w ill he considered in our 

assessment o f a government s general credit quality.

"Standard &  Poor's factors the effects ol a pension obligation bond slraiegy in to 

Ihe long-term rating o f Ihe Sponsor Standard &  Pout's lies viewed POBs as a 

strategy for savings on carrying charges as long as the transaction was structured 

conservatively and the assumptions were reasonable and attainable Th is 

requires a clear financing plan includ ing reasonable assumptions and manageable 

leverage. Prudent expectations lot investment returns and the cautious use o f 

resultant savings help insure a POBs success. Another positive la ito r for a 

POB Is. o f course, to he Ibrtunate enough lo sell the bonds in a low' Interest 

rale env lionm e iil, thereby tu re "dug ihe spread between interest costs and 

investment return expectation* and lowering the risk ol underperformance

“ F itch believes that POBs. if used moderately and in con junction w ith a prudent 

appn a It to investing the proceeds and other pension assets, can he a useful tool 

in asset liab ility management. I lowever. a failure to lo llow balanced and prudent 

investment practices w ith respect lo PUB proceeds could expi e Ihe sponsor lo 

inaiket losses

Mote that to the extent the POBs lund the normal annual contribution, new lone, term debt is created 
which could have an jffect on credit latings not present it the POBs tund only the IjAAL
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Because a sponsor's unfunded pension liab ility is already factoied in to the rating, 

the issuance o f POBs simply moves the obliga tion from one part o f the balance 

sheet to another. However. Filch notes that POBs create a true debt, one which 

must be paid on time and In fu ll, rather than a softer pension liab ility that i an 

be deferred or rescheduled from time to time during periods o f fiscal stress,

Consequently, POBs can have a significant effect on financial flex ib ility over time. "

The aclual ratings on the POBs w ill depend prim arily on legal structure. General 

obligation bonds and annual appropriation POBs should be rated the same as the 

issuer's other general obligation or annual appropriation debt. Obligations imposed 

by law POBs are generally rated In between: a notch Ih'Iow die issuer's general 

obligation bond rating and a notch above its lease or other annual appropriation debt.

C .  S t r u c t u r e s

Because POBs are generally payable directly from llic general fund o f the state 

or local governmental issuer, the struc ture o f the bond Issue Is usually simple and 

straightforward, varying prim arily in Interest rale mode, using one or a combination 

o f the follow ing:

1, Fixed rate bonds. Because most POBs are issued, at least mi part, lo achieve 
interest rate savings, most POBs ate Issued as fixed rate bonds. The advantages 

are the same as lived rate bonds generally, namely, lliey lock in interest cost and 

w ith interest rales at historic lows, llils is a very allraclive prospect In itse lf I lie 

disadvantages ate: (i) (he assigned inlerest rale on tile pension obligations lundec! 

w ith POBs is not fixed, so interest savings cannot he fixed w ith ce it.iio iv (see Section 

A o f Chapter li), and (li) fixed rate taxable bonds .lie usually sold as iionuillah le so 

they cannot be easily refunded or deleased il tales d iop 01 i in uuisiant es i li.inge (see 

discussion Section E o l Chapter ‘1).

2. Variable rate demand bonds. Vaiiahle rare demand bonds are bonds die 
holders of w ltk .lt may tenclei them back In the issuei or lls agent upon slio il notice
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(usually 7 clays, but may be 1 day. 1 m onth or other periods), fo r a purchase price 

equal to par plus arc rued interest. As a result, they bear interest at rates like, and 

have some other characierlstics of, short term obligations. Variable rate demand 

bonds generally require a bank letter o f credit, standby purchase agreement or other 

fac ility to assure liqu id ity in the event bonds are tendered and cannot lie remarketed. 

Unless the issuer is highly rated, variable rate demand bonds are typ ica lly also credit 

enhanced w it l i either bond insurance or bank lette; o f credit or other credit facility. 

The advantages o f variable rate demand POBs are that (l) their interest rates are 

generally lower Lhan fixed rale bonds, and (ii) they are usually subject to redemption 

at any time 'ithou t prem ium and at no extra interest rate cost for the righ t to 

redeem. However, while the interest rale usually starts ou t lower lhan fixed rale 

bonds, the rate is variable and subjects die issuer lo inlerest rate exposure and risk lo 

die inlciesl rale savings objrc live and lo file risk arbitrage pension fund investment 

objective lo r issuing die POBs (see discussion in Sections A and C o f Chapter 3). 

Interest rates may be affected not only by market cond itions but also by ihe financial 

cond ition o! the Issuer or the credit provider oi liq u id ity provider In add ition , there 

are risk, costs and aggravation associated w ith renewal o f any bank liq u id ity or credit 

facilities, which usually have a term o f one lo live years, compared to the POBs wh it Ii 

typically have a term o f more than 20 years

3 Auction rate bonds. Auction rate bonds appeal to be the most popular current 
variable tale inode at this time because they do not require a bank letter o f credit, 

standby purchase agreement oi sim il.it liq u id ity fa il lily  required lot v.mable tale 

demand bonds ot commercial paper. Ib is is because am lion rale bonds are not 

|>utlable li.it k tu the Issuei but instead are subject to periodic auction (typically every 

7. 2S oi 35 (lavs) il the lioldei would like to dispose o l lls bonds o ilie r Ilian by direc t 

sale I be interest rale is reset by the auction j i i l i e and tends to be materially less 

dia li llie then current fixed rates (lor example, m file k ill ol 11003. 7 day am lio n rale 

taxable POBs bure rates "Idough ty I 0 5 V  I . I5."u compared to 30 year taxable fixed 

tales ol approximately 5 05%) I lowever. there is no assurance tli. i l auction tales w ill 

not Hu lease to exceed the fixed tale at w lilt h I lie POBs c otlld have been originally 

Issued II there is an am lio n w ith no buyers (i.e.. a killed am lion ), the interest rale
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usually goes to the maximum rate (typically 12 to 15%). Failed auctions are rare. 

T iie prim ary reason they may occur is (i) a cloud o i some kind on the tax-exemption 

o f the bonds (for example, an IRS audit or challenge to the tax-exemption of sim ilar 

bonds), which is not a risk fo r most POBs because they are taxable; or (ii) a shock 

lo the security fo r the bonds (for example, bankruptcy o f an important source of 

revenue) which is improbable w ith general fund obligations like POBs unless the 

Issuer goes bankrupt (which states cannot do under U.S. bankruptcy law, and cities 

and counties do very rarely).

4. Indexed bonds. Indexed bonds are variable rale hoods that an- not subject to 
tender back to the issuer and, therefore, do not require a bank liqu id ity facility, and 

bear interest al a fixed spread over a market index (typically either ihree or six month 

L IBOR ) reset at the end o f each accrual period (typically quarterly i f three month 

L IBOR is used or semiannually if six month LIB>. I is used). L IBOR refers tu the 

London Interbank Offered Rale and is published daily as page 3750 on the felerate, 

Inc news and in fo rm ation service (referred to as the O ffic ia l L IBO R Page) Indexed 

bonds o f this type are used prim arily lo facilitate marketing o f POBs oulside o f the 

U.S. where investors are more accustomed lo L IBOR based Investments, but are ,!so 

attractive io many U.S. investors as well. Like auction rale bonds, index bonds may 

be subject to redemption w ithou t penalty. However, also like auction rale bunds 

llierc is no assurance that L IBOR indexed rates w ill not Increase to exceed the lixed 

rate at wh ich Ihe POBs could have been orig ina lly issued. However, unlike auction 

rales, Ihe I.JBOR index is not aliened by events affe tling the POBs issuei ut the 

POBs. Index bonds may also be swapped to fixed more effic iently and w ith litlle or 

no basis risk compared to auction or other variable rate bonds because the global 

swap market is prim arily L IBO R based

:>. Capital appreciation bonds. Capital appreciation bow ls (CABs) aie bonds 
llia l bear no ecirrcill Interest, which instead is acciued. compounded (usually 

semiannually) and paid at the matu rity o f the bonds. I hey aie used primarily to 

reduce debt service in the early years A sanation is convertible CABs. that function 

as CABs for several years and then convert on a certain dale io m u c in  mlcivsi
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bonds (w ith interest paid on the then accrued value o f the bonds, being the original 

principal amount plus the antouni o f accrued, compounded interest up to the 

conversion date). The disadvantage o f CABs is that higher rates o f interest arc 

required in order lo  rnaikct them.

6 Swaps. I f var iable rate bonds are used, ihe resulting Inlerest rate exposure may 
lie swapped to a fixed rale, in whole or in part, using a floating to-fixed interest 

rale swap. W h ile swaps may often make a great deal o f sense In this i ontext. they 

are complex financial investments and beyond the scope o f this pamphlet It is 

importan t lo make sure that if a swap is to be used, il is consistent w ith die issuers 

objectives and docs not itself expose the issuer to risks or consequences tile issuer 

does ito l fu lly understand or are inconsistent w ith lls objectives. For example. If the 

purpose o f using variable rate POBs is io allow for re funding or early redemption if 

rates drop or other circumstances change, the term ination payment that may he due 

on early term ination of the swap may ollscl the benefit o f and effectively prevent 

refunding or redemption. There are also other circumstam es in which a substantial 

term ination payment may be due from the stale or local government such as default 

o f the swap provider or downraling o f cither party', as well as other terms that can b. 

modified to suit the state or local government s objectives Expert advice should he 

sought IxTore entering in to any swap.

D. Payments to the Pension Fund; Whole or Part

POBs may be issued to pay all nr any pail nl lire IJAA I. or (depending on 

applicable slate law) the normal annual ■ or.tnhu tiw ii .• Frequently, issueis i house 

P. use POBs in fund only a portion ol the UAAL. generally to avoid in reduie the 

concerns described In Chap in 4. I he portion ol the UAA l lu in led may he ( I I a 

pen rnl.ige i it l Iw (i il.il 11A AI as i -t the date u I Issuance ol ihe PC IBs, or (2) all < >1

beprnding on -.tale lavv aim tinancrng structure, i! may also lie possible to finance tuture year's 
normal annual contribution aml/ur unfunded kainlily created bv inveslnienl losses run yci realised 
doe to aito.iual smoothing methodologies (winch phase m investment gams ana losses over a period 
ol. usually t to y, years)
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certain years contributions to (lie UAAL . I f agreed to by the pension system, the 

second approach can result in suspension o f all U AAL contribu tions during those 

years (for example, the next succeeding 10 years). A t the end o f the period, the 

UAAL w ill be recalculated and amortized over the remaining orig inal term o f the 

UAAL. The risk ol this second approach to partia l payment o f Ihe UAA l., which 

is much less common than the lirst approach, is that i f investment performance o f 

the pension fund is substantially below the assumed rate o f return, there could he 

a significanl increase in die amount o f UAAL to he amortized over die remaining 

term. To a degree, that risk can be addressed by subsequent issues o f POBs (before 

or after die date o f recalculation).

AN INTRODUCTION TO

CHAPTER SIX

Tax Issues

A. Taxable Bonds

Mosl POBs are taxable. That is, inlerest ori the bonds is included in gToss income 

for federal tax’ purposes, although they are usually exempt from income taxes of Ihe 

stale in wh ich the issuer is located. Th is affects not on ly the interest rate al which 

the POP are sold but also the types ol investors to which they are marketed (lo i 

example, corporate pension funds, charitable endowments and others not subject to 

fedcial Income lax and. for som" o f the larger issues, non-U.S. investois). 1 here are, 

however, a lew circumstances in which POBs may be tax-exempt.

W ily most POBs are taxable, w ith these few exceptions, is explained below.

B. Tax-Exempt POBs Prior to 1986 Tax Act

Prior io the enactment ol ilieT ax Reform A ti ol I9 8 li (die 1986 Tax A u j  

i'O B s dial were properly slim ton d could bear interest dial was excluded from gross 

1111 011 le loi federal tax purposes. I lowever. to get tax-exempt Ircaln ienl investment 

o f bond proceeds lor the benefit o f the cove: d employees and former employees 

had In be designed so 1I1.1I die issuerA’mployei did not benefit hum (he investment 

in any way other than relieving lie issuei ol the responsibility o f paying ils retirees

Il pioieeds deposited 111 the pension lund were expected lo lie invested in set unties 

01 obligations w ith a yield higher ri 1,111 tin- y ield on die l'OBs, the issuer s obligation 

lo make ad ililio n .il« out l i t i i i l lot is in to ihe h ind would be reduced 111 die future, a
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p io liib lle d anticipated direct benefit from the investment o f the bond proceeds by 

the pension fund.

However, the situation was different where the issuer contracted w ith someone else 

to take over tile responsibility o f making payment to the retirees and paid lo r that 

transfer o f risk w ith proreeds o f l’ OBs -  fo r example, by purchasing an insurance 

company annu ity whereby the Insurance company took over all lia b ility fo r the 

payment o f the pension benefits In that case, the insurance company bore the r.sks 

and benefits o f investment return -  the issuer got no benefit from investments made 

by the insurance company even if the expected investment re turn was reflected in 

the price paid by the issuer to r the annu ity policy. In addition, the purchase o f an 

annuity was no l treated as the purchase o f a “security" or “ob liga tion" under tire tax 

law. A number o f tax-exempt POB transactions were consummated in the early 

1980's in wh ich the proceeds were deposited in to a pension fund and were used to 

acquire insurance company annu ity contracts.

C. Tax Reform Act of 1986; Transition Rules

I Stopping New Issues of Tax-Exempt Pension Bonds. As a result of the 
threat o f a pro liferation ol tax-exempt POB issues, Congress decided ,_i amend the 

tax law to prevent the investment o f tax-exempt bond proceeds m annuity contrai ls. 

New lules were adopted in ihe 1986Tax A ' I "Invesln ien l type properly, includ ing 

annu ity Contracts, was added to “securities' and "obligations' , potentia l .U llage 

investments. In addition, because o f the urgency w it l i whu h it viewed the malle i. 

Congress m. luded a special effective dale rule in the 1980 Tax At l relating to annuity 

contracts wh ich applied to all bonds issued after September 25. 1985 I he r986 lax 

Act essentially ended the issuance o f lax exempt l'O B s lo i the purpose o f depositing 

lit • proceeds Into i pension h ind or for (lie purpose ol purchasing annuities lo replace 

the Issuers responsibilities to its retirees, ext ept as dev hired below,

2. Transition Rules for Refundings of POBs. Ihe status o f refundings o l pie !98b 

Tax Act POBs Witt not specll ■ ally addressed in the 1981)'la x Act In connection 

w ith two latet t.ix acts, the technical Cotrei I Ions B ill o f 1988 and lei In itia l and
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Miscellaneous Revenue Act o f 1988, Congress attempted to clarify its position on 

refundings. W h ile the statutory language and legislative history are a b it confused, 

the related House, Senate, and Conference Comm ittee Reports Indicate that Congress 

intended generally lo perm it one advance refunding o f pre-September 25. 1985 POBs 

(at least where the amount o f the refunding Is not greater than the amount o f prior 

bonds) Additionally, the legislative history indicates that Congress intended to 

perm it any number o f current refundings ol pre-September 25. 1985 POBs where 

the refunding bonds do nol additionally burden (he lax-exempt market, but merely 

replace existing tax-exempt debt.

D. Columbus Case

1 he Slate o f O h io created a stale fund In io which municipa l corp .alions in lire 

Stale were required lo transfer, on January I. 1967, all existing assels and liabilities o f 

tlie ii local pension funds lo r police and firelighters. Under the State law. all pension 

liabilities accruing, after the transfer would be supported by current employer and 

employee contributions However, wlule the State iund completely assumed the assets 

and liabilities o i a city's retirement fund, llu : law mandated the city pay to  the Iund, 

either immediately o- over lime, an amount equal lo the present value o f the accrued 

but unfunded liab ility determined at the time o l the transfer. T lie C ity o f Columbus 

opted to satisfy its ob liga tion ovei tim e lugether w ith the required interest

In 1998. the Stale modified the law to allow any c ity still ow ing money io the 

Iund in extinguish us remaining U A A l. in return loi a single payment equal to Ob' 

o f the tin ,i unpaid principal halame. i he C tlv deckled in piepay its obligation. 

Howevei. upon hearing that the C ity was going lo issue las exempt bonds to Iund lls 

prepayment, representatives ol die Internal Revenue Semce notified die C ity drat 

they would assert I li.it Interest on these bonds would be taxable I lie Cuy sough! a 

private leltei ru ling Irom the Intelnal Revenue Servk e aid received an adverse id lin g 

whu h it appealed to Ihe lax Court

In the ro u it piorecdings (hr Seiv lie argued, among o th ri dungs, that die illscnunl 

die C ity received on the prepayment ul its obligation to (he Iund was a fo rm  ol
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investment return and thus created impermissible arbitrage pro fit. The Service 

reasoned that the pric ing o f tire prepayment reflected the expectation o f tire State fund 

that It would be able to invest the amount o f tlie prepayment at a yield materially 

higher than the yield on the C ity s bonds. As a result, the Service believed that both 

the C ity and Stale fund would benefit form the earnings on die investments. In 

udditi n, the Service argued that the prepayment constituted tire use o f bond proceeds 

to acquire "investment-type property'' at a yield higher than that on the bonds (after 

taking in to account the discount received on lire prepayment) in that absent the 

discount pric ing o f the prepayment there would be no economic savings lo r the City.

U ltimately, the C ity prevailed on appeal as the Court o f Appeals concluded that 

there was an existing obligation o f the C ity to die State Iund, the C ity would not 

benefit from the investment o f amounts by the State fund and the prepayment o f the 

C itys own debt obligation to the State fund did not constitute the acquisition o f 

investment type property by the City. The C ity was then able to refund Us obligation 

to the State lii t id  by issuing tax exempt POBs.

W hile the unusual facts In this case have application beyond the C ity ol Coli.mhus 

such application is like ly to be fa irly lim ited and to attract unfavorable attention 

It un i Ihe Internal Revenue Service.

E. Tax-Exempt Working Capital Bonds

W h ile directly Issuing bonds lo deposit the proceeds into a pension fund does no l 

appear lo he perm itted nuclei current lax law eoveming tax-exempt bonds, in certain 

cases it may he possible lo r a state oi local government to ind irec tly Iund the current 

year s pension depos.l For example, a stale oi local government may issue short 

term lax or revenue anticipation notes oi long tenn work ing capital bonds to liiianu - 

a cash How budget deficit oi a so-called slruclcii.il budget deficit I he deficit analysis 

would m i lode any cash llow ili bcil relating in the stale oi local governments 

obligation lo de posit amounts In to If. pension hind

It may Ilf that this type o f ftiiant ihg Is best done so that the bond proceeds .ire 

not required lo be deposited in the pension fund, licit rather, arc used to fund deficits
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created by work ing capital expenditures inc lud ing the deposit o f amounts in to the 

pension fund In other words, it is im portan t that the bond proceeds not be "traced” 

in to the pension fund or required to be deposited there and the bonds should no t be 

railed Pension Obliga tion Bonds.

Among other things, long term bonds o f this type would bring in to play the 

application o f some complex federal tax rules relating to when proceeds can be 

treated as spent, allocation o f the deficit tn sizing the issue, perm itted amortization 

structure, the application o f so-called "other replacement proceeds” rules, applicable 

yield and other investment restrictions, post-issuance compliance matters, plus the 

Intersection in sizing and In post-issuance compliance w ith the issuance o f normal 

lax or revenue antic ipa tion notes and any other short term or long term work ing 

capital obligations

F. Investment of POB Proceeds in Municipal Obligations

I lie primary tax problem in the use o f tax-exempt POBs to make a deposit lo a 

pension fund is that the proceeds are not treated as spent, hut rather are treated as 

Invested. Moreover, under the so-called “proceeds spent last ' rule applicable to 

work ing capital financings, these proceeds cannot be treated as paid out to pension 

recipients un til all other available amounts ate first expended, wh ich as a practical 

matter, means that lire proceeds w ill never be deem i expended. Unless the 

investment yield o il the investments In the pension fund Is not more than the yield 

011 the hoi Is, the bunds w ill become taxable arbitrage bonds In addition, tint 

hedge bond” ru li . would result in Ihe bonds being treated as taxable hedge bonds 

unless Ihe issuer actually expected to spend the proceeds w ith in a three or five-year 

time frame, taking in to account the "proceeds spent Iasi rule

rwcver, under both me arbitrage rules and Ihe hedge bond rules, inleresl on the 

bonds used to fund the pension Iund could he lax exempt il the issuei invested the 

proceeds o f the bonds ip niu iiic ip.il obligations the Interest on which is not subjet t to 

the alternative m in im um  tax (so called nun A M  I municipal bonds). Undei these 

provisions as long us lire amount ot non -AM  I municipa l bund investments In (he
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pension fund Is at least equal to 95% of lie amount o f POBs outstanding at any 

time, interest on the POBs w ill be lax exe npt. As the POBs ate amortized, there is a 

sim ilar reduction In the amount required lo be invested only In non -AM T municipal 

bonds in the pension fund.

W h ile this structure allows fo r POBs to be issued as tax exempt, the benefit o f 

the tax exemption on the bonds may be outweighed by the lim ita tion on the type 

o f investments allowed w ith the proceeds.

G. Other Considerations: Effect on TRANs

Tax and revenue antic ipa tion notes (TRANs). arc typically Issued by state and 

governmental units o f all sizes to fund the annual cash (low deficit which arises due 

to the tim ing mismatch between annual revenues and anti il expenses. TRANs are 

almost always issued as short term notes w ith maturities c f 13 morilhs or less and are 

repaid at or shortly after the end o f the fiscal year by whii Ii lim e it is expected that 

revenues w ill have "caught up w ith expenses. To the ext r : the POB proceeds are 

used to fund a deposit to the pension fund that otherwise would have been made o til 

o f current year's revenues, Ihe deficit w ill be llkclv be reduced by the same amount, 

impacting the sizing o f any TRANs Issued lor dial year. The one circumstance where 

this would not happen is if trie calculation o f the maximum cash How defic it used in 

sizing the TRANs shows I lint II Is Incurred pnoi tu the lime o f the pension deposit 

In that case, die use o f proceeds io make dial deposit would nol have any impact on 

the size o f the TR AN  issue.

AN INTRODUCTION TO

CHAPTER SEVEN

Federal Reimbursement Issues

Certain costs o f state and local government in adm inistering programs under 

grants from or contracts w ith the feder al government are eligible for reimbursement 

from I he federal government. Sucli costs include compensation and benefits, 

includ ing pension benefits, o f stale or local govorninenl employees for Ihe time 

devoted lo the adm inistration o f such programs. Such allocable pension benefit cosis 

even include the Inlerest assigned to the slate or local government's unfunded liability. 

Tlie principles governing such •'■imbursement are set ou t in O ffice o f Management 

and Budget Circular A-87 .some stales have sim ilar programs fo r reimbursement ol 

local governments lor cosis related lo the adm inistration o f slate programs.

POBs replace the state oi local government’s payment o f some or nil o f these 

pension costs w ith payment o f die principal o f and interest on the POBs. Issuers 

w ill waul lo be tom lo rlab le that the federal government svlll treal debt service on 

lire l’OBs as die siitlogale loi llie pension obligations funded or refunded w ith I lie 

l’OBs and w ill continue to reimburse lls allocable share Stateniriils have been 

issued bv die O ffice o f Management and Budget and die Department o f I Icaltli 

and I lurnari Sen ices lo die elfecl that the POBs. Including prin t ipal (n presenting 

amounts paid to die pension Iund). interest and costs of issuance, w ill be allowable 

as Ihe pension curls luudcd o f refunded thereby, sn long as the POBs are not more 

losdv to tin federal government than the regulai pension uists funded or refunded 

ovei the remaining hie ol the unfunded liability. I he same principles should apply 

to refunding POBs l im ber details o f lederal and state reimbursement piogtams are 

licynnd die scope ol iIns pamphlet.
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CHAPTER EIGHT

New York

A greater number o f POBs (roughly 95) have been issuer! by the state and local 

governments in New York over the past decade than Irom any other state.

The issuance o f POBs by local governments in New York w;is firs t authorized itt 

1989 The State and Local Fmployecs Retirement System o f the Stale o f New York 

C'ERS"). the New York Slate Police and Fire Retirement System ("PFP.S") and the 

New York State Teachers Retirement System (“TRS", in the aggregate referred to as 

the "NYS Retirement System") were all modified 111 1989 w ith respect to the method 

by which the annua! con tribu tion amounts were to be calculated in tin* future. As a 

rem it, each system was significantly undeifunded. requiring a "catch-up" payment to 

return to actuarial lu ll funding. Participating local governmental un its weie offered 

the option o f (1) amortiz ing the UAAL amount due by a dale certain through a 

direct loan from the Slate which carried an 8% (fo rTRS ) or 8V4% (for F.RS and 

PFRS) r.rte o f interest un til Ihe liab ility was lu lly met. o r (2) financing lire UAAL 

through the issuance o f general obligation bonds over a statutory period (applicable 

to the particular retirement system), or (3) paying cash by the date certain. Few local 

governments, except small jurisd ic tions w ith few employees, look the th ird op tion

During lire period 1989 llnough 1993, counties, cities and larger school tlis liicrs. 

in particular, issued geneial obligation bonds lo pay o il tlre ir then current balance 

o f unamorlized UAAL whenever interest rates dipped sulfa ieutly to perm it a lower 

net interest r ost on their own bonds than lire 8% or 8'/,% rate being charged by the 

State D in in g this period, local governments could issue ten year general obligation 

bonds w ith net interest costs in the range ol (i‘ b to 7,37.V?u depending cm their credit 

rating, The 1989 legislation tu rih c r provided llr.rt at sut h lim e as the remaining 

amortization per iod was less than five years, local governments could no longer issue
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the ir own debt !o pay o f! ( l i t outstanding balances. Thus, w ith a perm itted 

maximum statutory amortization period o f seventeen years fo r most UAALs, the 

possibility o f financing o f the 1089 UAALs ended in the 2001-2002 fiscal year o f 

rr.osl local governments.

Beginning in 1995, the State adopted legislation almost every year creating new 

retirement Incentive programs for various categories o f State and local government 
employees, largely to suppor t a goal o f effic ient downsizing o f government. Generally 

the legislation establishing these ptograms did not at the . imc include provisions 

fo r financing o f the resulting unfunded liabilities. Such costs, which added lo any 

existing UAAL , were paid cithe r by amortization through the NYS Retirement 

System or by cash.

Concu rien tly in 'h is time period, another type o f pension-related program was 

developed by Ihe State legislature which authorized local governments to create 

service awa cl and defined benefit programs for volunteer ambulance and fire-fighting 

personnel, I he legislation perm itted the financing o f con tribu tions to certain o f 

such piograms attributable to years o f volunteer service rendered during die five yeais 

p rio r lo adoption oi such progrants. Sucli financing cannot be amortized over a 

period exceeding live yeais

In 2UU3, new legislation was adopted lo r the purpose o f structuta l reform in the 

method and mannei o f emplciyei contribu tions to the NYS Retirement System, 

which legislation also included U'.o ptovisicms lui l i l t ' Issuance o) POBs.

1 Local governments an* now pet m illed lo issue POBs lor any outstanding 

obligations lo Ihe Stale fo i any existing i cement incentive program f/.c.. 

the retirement incentive programs established annually m the years lim it 1995 

th iough 21)112) (This provision was dia lled by 1 lir ic k  attorneys on behall 

ol the New Yotk Stale Association o! Counties.) ! lie amortiZJiUoi) peimd is 

lim ited in live years

2 Sim ilar to the 1989 legislation, a Ire a! government (and the Slab itsell w ith 

regard to Its own employees) is pcrm lUetl In unionize a pea I Ion o l its nonn.tl 

annual co n liiln ilio n  loi one lista l visit that Is. local governments .lie perm itted
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to amortize the amount clue m i December 15, 2004 to the ERS o r PFRS 

component oi .e NYS Retirement System (except deficiency payments, 

adjustments relating to prio i year payments, obligations for retirement Incentives 

o r other sim ilar amounts) to the extent that such amount exceeds 7%  o f the 

estimated “pensionable salary" base fo r the then current fiscal year (2004-2005). 

Th is “amount eligible fo r amortization may he amortized over a five year period 

at 8% w ith the Slate, or local governments are authorized lo issue their own debi 

obligations lo pay surh amount, w ii l i m axim um matu rity not to exceed five 

years. O n or about O rtobe i I j , 2003, the Slate Comptro lle r is to del 'm ine 

the "amounts eligible for amortization.

The only lype o f financ ing specifically authorized fo i l ’OBs in New York State 

are genei.il obligation bonds (w inch obligations Include a pledge o f the fu ll faith and 

credit and taxing power o f ihe local government). These bonds musi be Issued in 

the same manner, under the same procedural requirements and subject to the same 

debt lim its and ullie l constraints as for any capital project o f the local government 

Mandatory oi permissive referendum requirements applicable lo general obligation 

bonds o f the particular lype o f local government apply to bond resolutions 

authorizing l ’OBs. F'o example, school districts must receive voter approval before 

issuing debt fo r any purpose authorized bv the 2003 legislation. Note that the 

legislation in 1989 exempted such school d istric t POBs from the voter approval 

requirement, tins omission in Ihe 2003 legislation may be corrected dunng a future 

legislative session) Likewise, lire districts wou ld need pi lot vote; approval. The bond 

resolutions counties, n.wns and villages which authorize payment for live years 

oi less are not subject to mandatory or permissive referendum. Similarly, i l ly  bond 

ordinances shemici not be subject to mundalois or pel missive referendum unless 

spec I tied by applicable special it y rha iie t piuvisions.

t l in e  a bond resolution lias been adopted by a local goseniinenl authorizing 

the issuance nl l ’OBs, It is genet a lly necevsarv tu publish a legal notice ol estoppel 

ire lud ing a summary of the bond resolution and allow the 20 day estoppel period 

to elapse p ilo t lo the sale o l the I ’t )Bs. ! he |toijiose ol the estoppel notice I', lo 

ensure dial debt issued In the lo, al government • annul be challenged on any basis.
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procedural o r otherwise, except on constitutional grounds once the estoppel period 

elapsed.

The New York Slate Legislature has also authorized the State itself to borrow In 

order to fund its UAAL on at least two occasions. In 1996, the State through the 

Dorm ito ry Au tho rity o l the State o f New York issued S773.475.UOO o f 1’OB . as 

annual appiopria tion d e b t . These bonds had a fina l maturity in 2003. The 2003 

legislation described above also amended the Stale Retirement ant! Social Security 

Law to authorize (lie Stale io amortize a portion o f Ihe States con tribu tion bill lor 

the fiscal year ending March 31, 2005. The amortizable portion is calculated in the 

same manner as that perm itted local governments. Likewise, the Stan may either 

amortize that portion through the office o f the Slate Comptro lle r lor five years al 

8% or issue POBs

AN INTRODUCTION TO

CHAPTER NINE

California

Pension obligation bonds had liie ir start w ith  the famous C ity o f Oakland, 

Califo rn ia pension bond financing In 1985. the first POB in the country, which 

O rric k nelped to Invent and for wh ich II served as bond counsel. Tha t financing 

and a number of copy-cats trial rap id ly followed were tax-exempt and prim arily 

driven by then legal arbitrage possibilities. As explained in Chapter b. tax-exempt 

POBs largely tame to an end w ith the in troduction o f tax legislation that became 

pai l o f the lax Reform Act o f 1986

A new taxable vetsion o f POBs surfaced in late 1993. During the Iasi decade 

since, tllirlce- ii so cities and seventeen oi so counties •) Californ ia have issued ovei 

60 POBs (second only to New York) aggregating more than SI I b illion (more than 

from any other state) W ith the exception o f one tax-exempt transaction rule (see 

Chapter 0C) POB tr ansactions issued as lease levenue bonds, all of these POBs 

have been issued under Ihe local agency reb ind ing law (d ia lled by O rrick a few 

yeais before loi other purposes) Callturn ia < ilies and counties do nut have specilii 

au tho rity to issue POBs However, the local agency refunding law is available (o 

all local public entities in Califo rn ia to refund pi loi bore ' or "other evidence o f 

Indebtedness I he pension obligation to the counts pension system .'ire Californ ia 

Public Employees Retirement System oi other ic liiem c iit syslrm is memorialized as a 

"debenture," 1 hereby becoming an "evidence oi indebtedness," whu Ii i.m  he le lo iided 

by PC IBs undei the lex al agency re lund ing law

' flie Stale of California enacted specific authority fur Sljs- POBs in 2001
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INVESTORS

CITY/COUNTY ------------------------------► TRUSTEEISSUER INDENTURE

The POBs an' typically structured as obligations payable Irom the general fund 

o f the city or county issuer. They ate not lu ll la itli and credit taxing power general 

ob liga tion bonds backed liy 'lie issuer's taxing power, because the Californ ia 

Cons titu tions debt lim ita tion requires such type ol bonds to be approved by tv. a- 

thirds ol the electorate. Instead, Californ ia POBs have generally been designed to 

be valid w ithout, vo.er approval under a jud ic ia lly created exception lo the Stale 

Cons titu tion debt lim ita tion , which exception is get tent I ly referred to as obligations 

imposed by law" See discussion in Section Ac! o l I  baptei 5. Because tills exception

10 the Constitu tiona l debt iin il was and is much less developed in the ease lav. (lew 

cases t loi direr t ly on po lil l) than the othci two judti ia lly created except ii "is (lot 

lease financing and revenue bonds) each POB issue n . California lus lxs.ii validated 

pursuant to California's validation statute (Code ol C iv il Ptocedun* ijSjNliO f t my/).

W h ile (here have been mans validation actions fo r POBs. so bn (lies base all 

ended svilli a default pidgn ien t and no published opin ion , meaning Ibal they have 

no precedenttai value oi applit alton to anv (tansai (Ion olhet lhan die spec Hit

11 <11 isacdori(s) validated

Whal is validated in sum valldallon .it lions is nol legal pi In t i pics b ill die bonds 

.aid th , o ilie r principal legal ilm umenis approved In a bond resolution. Belnre die
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validation action Is liled, It is necessary for the state oi local government issuer to 

first adopt tire resolution and author!?*: the bonds, the documents and the validation 

action. The validation action is filed in die superior court of the county in which the 

issuer is located, and a il order for pub lica tion o f summons is received. Summons 

can then lie published (usually in a newspaper o f general circu la tion in the city oi 

coun ty in which the Issuer is located), which takes a m in im um  o f 21 days. I f no one 

answers die compla in t by the dale specified in the summons, which must be at least

10 days after completion o f publication, the clerk can enter a default, and schedule a 
hearing before the judge for die default judgm en t (the tim ing o f which w ill depend 

on the Jl . isdictlon, and may be a day or two or, in some jurisd ic tions, at least 15 days 

after the clerk enters the default).

So assuming the very best case, obta in ing a validation judgment takes a m in im um 

ol 31 lo 46 days (depending on ihe ju risd ic tion ) alter filing the validation compla. it. 

O l course, issuers are at the mercy o f the judge and tile clerk, and il sometimes 

takes a week or more to get an order for publication o f summons, or longer than 

!5 tljy s after the cleric enters a default to schedule the hearing. In addition, the 

judge could lake Ihe matter under submission for an inde fin ite arnouni of lime 

or even disagree Wills the proposed default judgm en t, and decline lo validate the 

transaction. Once granted, the default judgm en t may be appealed on ju risd ic tiona l 

grounds w ith in 30 days. Therefore, it is typically assumed that the validation action 

w ill lake approximately 60 days (not includ ing ,c appeal period). It is generally 

i oi widen'd reasonable lo sell Ihe POBs w ithou t waiting fo r die 30 day appeal period 

to run. assuming no one has answered tile complaint, because the grounds for appeal 

are so nurmw. hut usually the bond closing does not occur un til alter the appeal 

pel lod has expired.

11 someone dues nnswei the complaint, then there is true iwn parly litiga tion on 

die met lls While some expedited procedures are available, the .lin ing lo t resolution 

ol the litiga tion c annul Ik? predicted, and may take many months unless settled oi 

abandoned So lai. no one has answered the complaint and dclault judgments base 

been ubt.cited foi every < ay and county Pi lP> issuer I lowever, die same was not tiue 

ol die Slate ol ( '.ililum i.i whose valldallon i nmpiam l was answered b\ the I luward 

larvis taxpayers Association, and resulted in a decision on Scplemhci 23. 2003 by
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the Sacramento Coun ty Superior Court declin ing to v a l id ; t h e  State’s proposed 

POBs. wh ich decision, as o f this w riting , is being appealed by the State.

The va lida tion actions can and usually do validate not on ly the POBs to be 

issued but also any fu ture POBs or refund ing POBs. Not all validation actions 

arc as inclusive or as I xiblc as they rou ld he (some leaving out M u re  new money 

or re fund ing POBs or costs o f issuance or locking in semiannual Interest payment 

Hate-, etc.). and must be carefully reviewed before relied on lo r future POBs or 

re fund ing POBs.

Note, as ment oned in Sertlon A2 o f Chapter 5, that the ‘obligations imposed by 

law" concept that Is generally used to support POBs in California does not support 

reserves or capitalized in te r t because inclusion o f such components in the bond 

issue arc considered vo litiona l not mandatory (as evidenced by the numerous 

Ca lifo rn ia POBs issued w ithou t them) and therefore nol “obligations imposed by 

law. Costs o f issuance, on the other hand, can be included on the dieory that they 

cannot be avoided The Inability to Include capitalized Interest makes achieving 

current budget relief more challenging (see disc ussion ol .tincture1 options In Section 

C o f Chapter 5). Alternatively, the POBs could be Issued as annual impropria tion 

bunds or asset-strip lease revenue boucc, (see Section A3 and '1 o f Chapter 5), which 

can Include reserves and capitalized interest.
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CHAPTER TEN

Oregon

State and local government issuers in Oregon have been among the most active 

users o f POBs lo finance the ir share o f unfunded liab ility to die Oregon Public 

Employees Retirement System. POBs are issued in Oregon either as lim ited lax 

bonds or as revenue bonds.

P rio r lo the passage o f tlit Pension Bonding Act in 20UI. Ihe C ity orPortland , 

M ultnom ah Coun ty and Josephine County issued significant sized POBs under 

Oreguns Un ifo rm  Revenue Bond Act. In 2001, the Oregon Legislative Assembly 

approved the Pension Bonding Act (which O rrick attorneys wen- involved in 

drafting). The Pension Bonding Ae t granted authority lo "governmental units, 

inelud ing cities, counties, school districts, special districts, public corporations and 

intergoveiiirnenl.il coi potations, to sell fu ll fa ith and credit obligations lo r the 

purpose o f refinancing pension obligations POBs issued under the Pension Bonding 

Ac t are nol subject to voter approval o r annual appropria tion and may be issued by 

local governments indiv idually or jo in tly .

Significant pooled POB issues have been done by Oregon school distiic Is. 

com im im ly college dish id s and local governments In these transactions, the 

p .irlk l|;.n its pledge the - lu ll fa ith and credit w ith in the lim ita tions o f the Oregon 

Cons titu tion and Issue lim ited tax bonds payable Irom available general funds ol the 

Issuer Available general funds include all acl valorem piopei ly tax revenues ret eived 

Imm levies nuclei each issuers permanent tale lim it and all uthc-i uniestru ted taxes, 

lees, charges and icvt .mes legally available to pay debt service on the POBs 1 b 

issueis are lin t authorized lo levy additional taxes to |iav the- P( IBs.
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In the pooled school dis tric t and comm unity college district transactions, Individual 

districts issued lim ited tax POBs in favor o f a bond Trustee, which in turn issued 

obligations that represent a proportionate and undivided interesl in and right lo 

receive POB payments pursuant to a Trust Agreement. The POBs were further 

secured by an Intercept Agreement between the State Department o f Education and 

the school districts and comm un ity colleges under which thcT iustee was authorized 

lo Inlercepl specific education revenues otherwise paid by the Slate to the school 

districts and comm un ity colleges in an amount equal to the debt service on each 

issuers POBs. Specific examples ul recently completed Oregon pooled POB issues 

include: 5153,582.299.60 Oregon C omm un ity College D istric ts L im ited Tax 

Pension Obligations) Series 2008 (Federally Taxable); 5927,079,763.45 Oregon 

School Boards Associalion L im ited fax Pension Obligations, Series 2003 (Federally 

Taxable); and $238,743,693.40 Oregon Local Governments L im ited Tax Pension 

Obligations, Series 2002 (Federally Taxable). Each o f the pooled tiansa ilions have 

been enhance' bond insurance. By pooling these transactions, the issuers were 

able lo Inc ~>e llie amount c f bonds sold, which increased access lo Investors, and 

m lower Interest tales and reduce costs o l issuance.

INVESTORS

OBLIGATIONS
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O ther jurisd ic tions, inc lud ing the C ity o f Portland. C ity o f Corvallis. M ultnomah 

County. M arion County. Josephine County, Eugene Water and Electric Board . nd 

Portland Comm un ity College D istric t have sold POBs on a stand-alone basis.

As an alternative lo issuing POBs as lim ited tax bonds pursuant to the Pension 

Bonding A rt as described above, issuers have the option to issue POBs as revenue 

bonds pursuant to the Un ifo rm  Revenue Bond Act or the Pension Bonding Act 

1 he U n ifo rm  Revenue Bond Act allows municipalities to issue revenue bonds for 

any public purpose secured by designated "revenues," which may include taxes and 

virtua lly all o ilie r general and special fund revenues and receipts ol the municipalities. 

T lie U n ifo rm  Revenue Bond Act requires notice and a 60-day referendum period 

during w hich revenue bonds are normally subject to referral to a vole o f the electorate 

i f w ith in the 60-day period 5% or more o f the vo te r file petitions requesting a 

vole on lire bonds. Revenue bonds issued pursuant to the Pension Bonding Act arc 

exempt from this requirement.

In a special election on September 16, 2003, Oregon voters approved an 

amendment to the Oregon Cons titu tion that authorizes lire Stale Treasurer lo Issue 

POBs .is general obligation bonds o f the Slate o f Oregon fo r the purpose ul paying 

substantially ail o f the State's UAAL . lire  amendment provides that the general 

obligation o f the State must contain a direct promise o il hehall of the Stale to pay 

the principal, prem ium , if any. and inteiesl on that indebtedness 7 he State also 

Will pledge its fu ll fa ith and credit and taxing power lo pay that indebtedness; 

however, the ad Valorem taxing power ol the Slate may nol lie pledged to pay that 

indebtedness The amount o f POB indebtedness authorized by (lit amendment that 

mav be outstanding at any tune cannot exceed lVu o* the real market value of all 

piopertv In the Stale The Stale presently expects to issue approximately $2 b illion 

in ! ’ ( )B \ and to list them on the Luxembourg Stock Exchange in order lo lu iilitu ic 

sales lo European Investors.

In 2(103 the Oregon Legislative Assembly made substantial i Manges lo O tegoil 

PERS Plie amount o f lilig a llo n sunou iid lng PERS in Oregon is iin  leasing. and a
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number o f challenges to the legislative changes are (lending in the courts Seveial 

lawsuits have been filed in ihe Oregon Supreme Court and in the federal district 

com t in Oregon seeking to have changes that were enacted to PERS enjoined or 

declared an unconstitu tional impairment c r contract or unconstitu tional taking ol 

p r r ' erty A lthough these cases are not directly related to any particular bond issues, 

their outcome could have far-reaching implications w ith rcspei i to PERS and related 

liability.

AN INTRODUCTION TO

CHAPTER ELEVEN

Similar To POBs

Pension obligations are sim ilar lo other state and local government non bond 

obligations, which it may be possible lo Iund in a manner sim ilar to POBs W hile 

lliis pamphlet is intended lo cover primarily POBs, and 11 icy aie the rnosl frequently 

used and high ly developed of (his category, il is useful tu note, al least briefly, that 

there may be o ilie r applications o f Ihe same concepts discussed above. Several 

examples (rio t an exhaustive list) may Include such other actuarial!)- based insurance 

o r bcnelit obligations as workers compensation, health benefits and unemployment 

insurance or such non-acitiarial obligations Imposed by law as court rendered 

lodgments fo r damages Jg..insi the state or local govcrnmenl and. in California, 

i oun ty obligations under the teeter delinquent property tax program.
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Research

Pension obligation bonds (POBs), the once-arcane debt instrument used to finance unfunded pension 
liabilities, have returned with a vengeance after a brief hiatus, and are again making their mark on the 
public finance landscape A number of conditions have fallen into place to spark this resurgence, including:

• The rapid growth in unfunded liabilities for public pension funds over the last few years, driven by 
investment losses, benefit enhancements, and greater longevity of pension plan beneficiaries:

• The relatively low mterest-rate environment, which widens tl.e spreads between the POB interest 
costs paid by the issuer/employer and the assumed investment return rate of the pension systems, 
which makes the economics of the transaction more attractive: and

• The potential cost savings from a POB, as many slate and local employers struggle with budgetary 
imbalances and other savings alternatives become scarce.

Because of the confluence of these factors, POBs are back. This report details the mechanics of how 
POBs work, their history, the special risks unique to this debt instrument, the critical rating factors and 
implications, and future prospects.

m How POBs Work
While the financial implications of POBs are complex, the actual mechanics are relatively simple. 
Generally, the municipal employer will use the findings from the most recent actuarial valuation, or have 
a new valuation completed, to determine the pension system's unfunded actuarial accrued liability 
(UAAL) Then, it will decide what portion of the UAAL (either all or a part) will be funded with the POB 
In the 1990s most employers funded the entire UAAL. but for various reasons discussed below, many 
now tend to finance less than the full amount Once the POB is sized and sold, the net proceeds are 
placed in the pension trust fund to be commingled with the other funds, and usually invested according 
to the existing asset allocation guidelines (see Chart) Thus, the pension fund experiences a rapid 
increase in assets resulting in a higher funded ratio (actuarial value of assets divided by actuarial 
accrued liability) For the POB to generate savings for the employer, *he investment return rate on the 
POB proceeds must be greater than the interest cost of the bonds (and ideally equal to, or exceed the 
pension system's investment return assumption), and the larger the spread between these to two rates 
the better. The employer, as POB issuer and obligor, would then be projected to achieve lower total 
pension contribution and debt service costs than it would have if it had not sold the POB
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Brief History
While there were a few issues in the 1980s, the first big wave of POBs really came in the early 1990s. 
By the end of the decade about $15 billion of POBs had been issued The years 2000 and 2001 were 
slow from a POB standpoint, with 2000 correlating to the apex of U.S. public pension funding at an 
average funded ratios of slightly over 100%, up from only about 80°a in 1990 These robust funding 
gains were fueled by above-average equity returns during the period and a general shift in the 
weighting of public pension assets to this asset class from fixed-income. The corollary to a high funding 
level is a lower or nonexistent UAAL. Falling funding ratios, now estimated to be heading towards the 
90%, have been exacerbated by a combination of adverse circumstances, some uncontrollable and 
some self-inflic*ed These factors include the decrease in asset values from poor equity returns and the 
increase in liabilities from benefit enhancements and demographic changes (for example, members 
living longer). The second wave of POBs, driven by burgeoning unfunded liabilities, has come on strong 
in 2002 and 2003. As in the first wave, California counties have been leading the pack, and there are a 
number of repeat borrowers, but there are also significant new players. The state of Illinois, which 
issued in June of this year, now holds the POB record for sheer size at $10 billion —  almost four times 
larger than the previous record. Oregon sold a $2 billion issue last fall, and other states that have 
recently completed or plan a POB sale include Kansas, Wisconsin, and West Virginia.

POB Risks
The principal risks to the issuer of a POB fall into a number of categories

• Arbitrage (investment return/POB interest cost);
• Leverage:
• r larket risk; and
• Political.

POBs are essentially an arbitrage play, the success of v ich is dependent on the premise that the 
pension fund assets (including POB proceeds) will earn on average more than the interest cost on the 
POBs and hopefully the assumed investment return rate (generally about 8%) or better each year for 
the life of the bonds If the bonds are sold at an interest cost of 6%, for example, the spread could 
generate handsome savings if the investment returns goals are met over the life of the bonds. The 
problem is that there is no certainty that the average 8% return will be realized over time, and therein 
lies the principal risk of the POB to the issuer If the pension fund earns 8% or more on the POB 
proceeds, then the result will be success by virtue of having to pay lower pension-related costs 
(contributions plus POB interest) than without the POB However, if the investment return is l^ss than 
the POB interest cost, the transaction becomes a drag on cash flows Not only will the employer have 
the new POB debt service costs but also higher contribution rates attributable to new unfunded 
liabilities from under perfonning investment returns. If returns are above 6% (as in the example above) 
but below 8%, the employer will have increasing contribution rate costs, but it would have had them 
even without the POB. When investment returns are less than the POB interest costs, the POB puts 
additional strains on financial operations rather than helping

While the 1990s produced some impressive investment returns, no pension fund consistently earns 8% 
or higher every year in perpetuity returns vary dramatically and may (or may not) average the 
investment return assumption or even the POB interest rate cost The POB paradigm has a goal to 
average or beat the 8% investment return assumption over the long-term. v\/ith the appropriate asset 
allocation strategy this goal may be attainable, but market experience over the last several years has 
led some to believe that an 8% return assumption may be too aggressive.

Another factor in evaluating the success of a POB is that its full effect can only fully be tallied at final 
maturity of the bonds. Due to market gyrations, a POB may look ' ke a great success for several years, 
or even a decade, only to see investment gains erode, and at maturity are pronounced a failure 
Conversely the exact opposite may be true, with poor results in the early years later overcome to 
achieve projected benefits in the final analysis.

In any event, we do know that even if projections are met on average over the life of the POBs, there 
will be years with returns that are higher, and somr iat are lower (maybe significantly), than the 8%

h ttp ://w w w .ra tin g sd ire c t.com /A pps /R D /con tro lle r/A rtic le ? id -355276& iL in ks= fa lse& type ... 1/20/2004

I

http://www.ratingsdirect.com/Apps/RD/controller/Article?id-355276&iLinks=false&type


[20-Jar>-2004] Pension Ob liga tion Bonds A re Surging A fte r B r ie f Hiatus Page 3 o f 4

bogey. We do not have to look back very far to see evidence of such swings: in fiscal 2001 the S&P500 
index of domestic equities fell 16%, in 2002 it fell another 19%, but in 2003 it fell only 1.6% These 
market declines hurt issuers with POBs outstanding: most had to pay increased contribution rates to 
cover the new actuarial losses, plus they had the higher deot service costs due to the POB

The risk of adding too much leverage is another factor for POB issuers to consider. Borrowing for ,y 
purpose increases leverage, and incurring debt to pay unfunded liabilities is no different. While the 
issuer is substituting one type of long-term liability (POB) for another (UAAL). there is a difference In 
most cases, bond debt service is a "harder" obliga':on than the "softer" contribution payments used to 
amortize the JAAL. Bond debt service must be paid in full and on time or the issue falls into default, 
with wide ramifications. For certain employers, contribution payments, on the other hand, may be 
temporarily deferred or reduced without serious negative consequences. Therefore, the size of the POB 
relative to the total debt structure of the issuer must be measured in terms of what level of debt service 
can be managed if actual future investment returns do not meet the original POB plan projections.

Because POBs generate very large infusions of funds into the pension system compared with the more 
steady investment and reinvestment of interest, dividends, and contribu’/ons by the fund, the plan for 
investing POB pioceeds must be consi' ered Should the monies be invested according to the existing 
asset allocation guidelines, or should I- OB proceeds have a special allocation strategy because of 
current market conditions or expectations'? If the chief investment officer of the fund believes that 
international equities, for example, are overvalued, maybe a delay in filling that allocation would be 
warranted. On the other hand, in that pension funds are long-term investors, most have stuck with their 
traditional allocations for proceeds, escnewing market timing strategies Whatever the strategy may be, 
it should be fully vetted before the POB sale.

Another aspect that few envisioned when this instrument was first initiated is the political risk hidden, 
almost like a Trojan horse, within the POB structure As was mentioned in a feature on this subject, 
("Pension Obligation Bonds: Unique Rating Documentation", RatingsDirect. March, 4. 1999). POBs can 
become victims of their own success. For example, if a POB is issued for the full UAAL, resulting in a 
100% funded ratio and subsequent higher-than-average returns push the ratio to 110% or 120%, t! ere 
will arise tremendous political pressure to dist'ibute the so-called "excess" funding by increasing 
benefits, thus incurring new liabilities The excess funding touted in the late 1990s tun .ad out to be 
lusory Even systems bolstered by POBs that did not increase benefits found themselves in under 
runded positions following the market declines from 2000 to 2003. Those that fell victim to the siren's 
song and increased benefits have even lower funding levels. Some pension funding ratios declined to 
the extent that the employers' opted to go back to the market to issue POBs for a second time

m Analysis
The rating process for POBs basically parallels that of long-term debt wit, similar security plus with 
certain additional analytical factors pertinent to the POB and pension system Most POBs issued to 
date have a GO or general fund pledge Also, a high percentage of those sold have Deen additionally 
secured by bond insurance. In Standard & Poor's analysis specific to POBs we focus on the effect of 
the bonds on th issuer's debt structure and its ability to meet its obligations The financial review 
includes the impact on both the balance sheet and the operaung statement or cash flows The status of 
the issuer’s pension fund on a pro forma basis is also part of the review as with any similar analysis

From the balance sheet perspective we look at how the POB fits into the issuer's total debt plan Does 
the POB dramatically alter the issuer’s debt profile? We 'ook at total debt with and without the POB so 
as not to penalize a POB issuer in comparison to another issuer that might have relatively low debt (and 
no POBs) but sizable unfunded pension liabilities Also, we evaluate the leverage added by the POB 
Does it markedly increase hard, fixed costs (bond debt service) in place of a softer, more discretionary 
obligation (pension contributions)? If sub par investment returns put upward pressure on contribution 
rates will they, coupled with the new higher debt service costs due to the POB, put the issuer's budget 
under greater strain? fhe issuer must also be cognizant of the effect the POB issuance may have on 
statutory debt limits Will the POB use up debt capacity that might be needed for other, more pressing 
needs?

From a cash flow standpoint, Standard & Poor's reviews projected debt service and contribution costs, 
with and without the POB, including the validity of the assumptions including those for POB interest
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costs and pension fund investment returns. How do the projections compare in total and on an annual 
basis? The spread between interest costs and investment return generates the savings expected from 
the transaction What is the magnitude of annual savings and total present value savings? Where (in 
what years) are the savings taken? Are the savings front-loaded in an attempt to mask budgetary 
stress? Will any front-loading lead to higher, unsustainable contribution rates in later years? Do the 
potential savings form the POB outweigh the risks involved? The analysis of the cash flows is a critical 
component to understanding the full impact of the transaction

As part of the POB analysis we also review the current status of the recipient of bond proceeds —  the 
pension system itself. What is the statutory relationship between the issuei/employer and fund? How 
have the laws and precedents for making contributions affected funding progress and how do they play 
into the POB strategy? Have funding levels generally been increasing overtime? What are the funding 
goals and how will the POB impact these objectives?

The pension fund's general actuarial methods and assumptions also will be reviewed for comparative 
purposes. The fund's asset allocation strategy will be studied for consistency with the POB assumptions 
and for the general risk profile. An aggressive investment strategy may make the POB objectives more 
difficult to achieve on a consistent basis.

M Rating Implications
Employers looking to help manage their unfunded liabilities through the issuance of a POB should 
weigh the pros and cons very carefully. Any applicable risks from the above list should be evaluated 
There should be a clear POB plan with attainable actuarial and investment assumptions and a 
conservative structure. Prudent allocation for projected savings over time limits the chances for 
problems

It is possible for POBs to have a negative effect on credit quality, especially in the investment 
environment over the last several years or if they were structured poorly at the outset Standard &
Poor's will continue to evaluate POB risks in light of each employer's individual profile at the lime of sale 
as well a r 'heir projected effects overtime POBs may work as planned over the long-term, but short­
term fiscai dislocations resulting from these structures are part of their baggage

S Special Rating Documentation Requirements for POBs
The unique nature of POBs requires certain additional documentation not normally requested for other 
types of ratings

• POB financing plan, including its effect on the overall debt plan;
• Projections of UAAL contributions and debt service with and without the POB;
• Latest pension fund annual report;
• Most recent actuarial valuation and experience studies of the fund, and
• Pension fund's current asset allocation strategy and plan for investing POB proceeds

Copyright <0 1994-2003 Standard & Poor s, a division ot The McGraw-Hill Companies 
All Rights Reserved Privacy Policy The McGrow Hit! Companies
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State governments have a long history of providing retirement security for their employees-and in many 
cases certain local government employees-through large, defined benefit pension systems, which, 
throughout the 20th century, had been successful in meeting their intended goals. However, after state 
pension funds reached their apex of financial soundness, based on funding levels, in 2000, they have 
since deteriorated-in many cases precipitously-leaving most funds with the problem of managing new. 
large unfunded liabilities. The rapid growth and significant magnitude of these liabilities has become an 
increasing credit concern for many state ratings, reaching crisis proportions in some cases.

This article provides a brief overview of public pension funds in the U.S., along with the factors leading to 
their current status and some of the options available for managing pension liabilities. In addition, the 
status of a number of state funds, with a range of funding levels, and some of the strategies states have 
used to address their respective pension situations, will be examined

m Historical Background

Defined benefit pension plans, as used by most states, provide a systematic method for setting aside 
sufficient monies to pay promised retirement benefits to employees in the future. The benefits are 
funded by contributions, usually from both employer and employee, and the investment income derived 
from such contributions. Most states have two principal funds: one for state employees, and possibly 
certain local government employees, called public employee' retirement systems; and one for teachers, 
referred to as state teachers' retirement systems Some have one, monolithic system for all government 
employees (state and local), vvhile others have multiple systems for individual job specialties, such as 
judges and safety officers

Public pension funds in the U.S., of which the lion's share of assets belong to state funds, have come a 
long way from their humble beginnings-some dating to the beginning of the 20th century. Starting with 
little or no assets to offset liabilities, and some initially operating on a pay-as you-go-basis, pension 
funds gradually improved their funding ratios (actuarial value of assets divided by actuarial accruea 
liability) to the 50% level in the mid-1970s, and further to around 80% by 1990. Early on, pension assets 
were invested largely, if not exclusively, in fixed income investments Gradually, investment strategies 
became more diversified, however, and by the end of the 1990s public funds had increased their 
allocations to equities and other higher yielding a set classes significantly. This shift in allocations 
coincided with, and to some extent was fueled by, the bull markets in domestic equities that lasted from 
the early 1980s through fiscal 2000 At June 30 (the fiscal year-erid for most public pension funds), 
2000, the average funding ratio for a'l U S public funds was slightly above 100%, and was even Higher 
for state funds

The party to celebrate the final defeat of unfunded pension liabilities was short-lived, unfortunately, as 
dark clouds soon began to appear Trends that would adversely affect actuarial balance impacted both 
liabilities and assets Liabilities were being inflated not only by normal growth and inflationary pressures 
but also by overt changes in benefits and actuar al assumptions The late 1990s saw a number of 
improvements to pension benefits, which automatically boosted liabilities, und the actuarial 
consequences of many of these changes really kicked in after 2000 due to the normal delayed reaction 
m contribution increases Demographic and lifestyle trends-along with the resultant assumption 
changes, such as retirees iving longer (a global phenomenon) and more employees taking early 
retirement-had a similar, expansionary effect on liabilities. However, the biggest component in the 
steep decline in funding levels from fiscals 2001 to 2003 came from tne asset side, and was caused by 
the bottom falling out of the domestic equity markets The investment return assumption requirement for 
most public funds to maintain actuarial balance, about 8%, could not be sustained when the averagj 
allocation to domestic equities stood at 40%-50% and the annual returns of the S&P 500 Index were
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negative 16%, negative 19%, and positive 2% in fiscals 2001, 2002, and 2003, respectively. The net 
result was that, by June 30, 2003, average funding ratios for state funds had fallen from an average 
overfunded level h 2000 to an estimated 80%-90% in just three short years. While the S&P 500 saw a 
17% gain at fiscal year-end June 30, 2004, public pension fund actuarial results, on average for the 
year, will not report major funding gains due to the effects of the actuarial smoothing of gains a"d 
losses over a period of years used by most. With five-year smoothing, for example, a fund in fiscal 2004 
would still be accounting for a portion of the losses (or gains) from the prior four years.

i Alternatives to Improve Funding
The range of options to fix a pension mismatch of assets and liabilities is relatively narrow, and almost 
all are difficult to implement due to legal, economic, or political impediments. Corrective measures 
should act to stop or slow pension liability growth or grow assets, or both. From a liability standpoint, 
most states have constitutional or statutoiy pension benefit praterhons that preclude any reductions in 
benefits already promised to existing employees. One way around these restrictions is to close off the 
current benefit to new employees and offer new employees a reduced level of benefits. This tactic of 
creating a new tier of benefits has been used by a number of funds to reduce liability growth.
Completely closing existing plans and creating new. less generous defined benefit plans, and even new 
defined contribution plans, is another option

Changing actuarial assumptions to reduce liabilities has been used in the past; the current demographic 
and economic realities related to the major variables, however, make these options difficult The raising 
of the actuarial investment return assumption to 8 25% from 8 00%, for example, would automatically 
lower actuarial liabilities, all other assumptions being equal. However, the investment experience over 
the past three or four years and current expectations would tend to preclude such a change at this time.

Th: principal options to improve pension balance by increasing assets fall into three mam categoiies

• The pension fund may alter its asset allocation strategy to enhance investment returns;
• The pension fund sponsor may sell pension obligat: m bonds (POBs). placing the proceeds in 
the pension trust and thus reducing or eliminating me unfunded actuarial accrued liability 
(UAAL); and

• Annual contribution rates for sponsors or employees may be mcre^ed

Pension funds in the U.S., as major global investors with more than $2 trillion in assets, have developed 
sophisticated asset allocation plans over the years, arid, with access to professional asset managers, 
attempt to maximize returns within their prescribed tolerance for risk For an individual fund to 
dramatically enhance yields by altering its allocations, there would most likely need to be a sea change 
in thinking about the fund's view of risk. Minor tweaking of strategies is a more regular occurrence as 
funds seek to keep up with changing markets, risk profiles, and expected returns of various asset 
classes, but major strategy changes leading to markedly improve^ .esults are rare.

Some states as sponsors, have opted to pursue the POB route to significantly boost assets in one bold 
move, while at the same time taking advantage of the projected lower carrying charges this vehicle 
offers to a sponsor (For further information, see report titled "Pension Obligation Bonds Are Surging 
After drief Hiatus," published Jan. 20, 2004. on RatingsDirect). While no panacea, POBs are basically 
an arbitrage play based on the premise that, as a result of the bond proceeds being invested at an 
expected yield above the cost of the bonds, net savings will be achieved by the sponsor over the life of 
the bonds. In other words, after the issuance of the POB, combined debt service plus pension 
contribution costs will be lower than they would have been without a POB The success of this formula 
depends on the realization of a certain investment return, which is in no way guaranteed. Whether a 
POB succeeds or fails cannot fully be evaluated until the final maturity of the bond, and it is a given that 
some years will be winners and others losers. The bad years may add short-term fiscal stress to the 
POB issuer (pension sponsor), which could be significant based on the amount of leverage the POB 
exerts With most POBs having been issued over the past 10 years or so, it would be premature to 
pronounce them an unqualified success (or failure). The best that can be said to date is that POB 
results have been mixed, w'th some having met or exceeded expectations while others have come up 
short based largely on the vicissitudes of market timing.

The last major option for increasing assets, and the most common alternative used to manage new, 
unfunded liabilities, is to simply increase annual contribution rates. Indeed, a major principle of an 
actuarially funded defined benefit plan is that if assets id liabilities become unbalanced, increasing



(or decreasing if the system is overfunded) contributions will bring the system back into balance. 
Sometimes employ .e contributions are increased, but usually it is the sponsor that steps up to the 
plate: the investn i t risk of a public defined benefit plan and the burden nake good on benefit 
promises are ultima ely the responsibilities or the sponsor Thus, the prin. pal byproduct of the current 
state pension fundir. i crisis has been increasing contribution costs coming at a time when states, in 
recent years, have been squeezed by weak revenues and burgeoning expenses, including security and 
health care cost pressures.

How Are Soma States Managing Their Pension Liabilities?

Arizona.
The Arizona S .ate Retirement System, a multiple-employer defined benefit plan, provides pension 
benefits for employees of the state, political subdivisions, and public schools, with more than 500 
employers an'1 222,000 active members. The system's funded ratio fell to 98.4% at June 30. 2003, 
after a decade of more than 100% funding. As reported in the June 30, 2003, actuarial valuation, the 
major contrif Jtor to this decline was investment losses for the year that resulted in a decrease in the 
actuarial va e of assets by $1.2 billion. In November 2002, the state retirement system board 
removed th requirement that actuarial assets be within 20% of market value, and changed the 
period for r „ognizing investment gains or losses to 10 years from five years. At June 30, 2003. the 
system's market value of assets ($18.1 billion) was 77% of actuarial value The 2003 actuarial 
valuation developed hypothetical contribution rates for both employees and employers (odd-year 
calculations are not actually implemented) of 6.96% each, compared with 1.92% each in 2001

California.
Californ a has two large state pension funds: one for state and certain local emplcyees-California 
Public T nployees' Retirement System (CalPERS)-with asse*s exceeding S170 billion; and the other 
for tearhers-California State Teachers’ Retirement System (CaiSTRS)-with more than $115 billion 
in assr's. These systems have been experiencing some of the same pressures as pension funds in 
other states, and have experienced declines in funding levels. For example, the funded ratio for the 
state ■ tember category of CalPERS had fallen to 84% as of ̂une 30, 2003, compareJ with 111% in 
2000 State contributions to CalPERS for its employees, as actuarially determined, have risen from 
$16' nillion in fiscal 2001 to $2 2 billion in fiscal 2004. In the same vein, the funded ratio for the 
Ca ĵ RS defined benefit plan fell from 110% in 2000 to 82% in 2003. However total amounts 
cr tr buied to CalSTRS by members employers and the state, as set by statute, increased just 
'v during th ame period.

A n mber of changes for both pension systems have been proposed over the last year. In relation to 
Cr f ERS, the state's 2005 budget included certain pension reforms, such as a two-year delay of 
co ributions into CalPERS from new miscellaneous and industrial employees, thus obviating the 
st. e's obligation to make contributions on their behalf over that period A $900 million POR was 
prc posed, the proceeds of which would be used to pay a portion of the current contribution payment 
as opposed to paying a portion of the unfunded actuarial accrued liability like most other POBs.
Court validation of the POBs is being sought. The 2005 state budget also included proposals to 
increase employee contribution rates and lower benefits for new employees to pre-1999 levels.

n December 2004. CalSTRS proposed a number of options to help address the funding deficiency 
in its defined benefit plan. At June 30, 2003, the system's unfunded actuarial obligation totaled $23 I 
billion. The first option was for the state to issue a POB to pay down the entire I' bility Other options 
included a change in the amortization period of the unfunded liability and a nuniuer of changes to 
how benefits are calculated. One option that could have a large effect on the amortization cost is to 
eliminate the 2% benefit adjustment Several alternatives included increases in contribution rates by 
all three contribution bases: members, employers, and the state

On July 1, 2003, the state did not make its full contribution payment to CalSTRS' supplemental 
benefit maintenance account, although it did make the required payment to the system's defined 
benefit program. The state paid $59 million of the $559 million required supplemental benefit 
maintenance account amount In October 2003, CalSTRS fiied suit in Sacramento County Superior 
Court to have the $500 million payment restored. The state is currently defending the action

Of late, proposals to replace the two California state defined benefit plan., with defined contribution 
plans, and to eliminate state contributions to CalSTRS, have been actively debated.



Florida,
The Florida Retirement System was created in 1970. The system was created to provide a defined 
benefit pension plan for participating employees. The plan is administered by the state division of 
retirement in the department of management services. Participation by local governments in the 
state is optional, but is generally irrevocable once the government opts to participate in the plan. 
Currently mere are 866 participating employers and 956,875 individual participants. Of the total 
participants, 23.5% are retirees and beneficiaries. Contrary to trends for most other states, the 
actuarial value of assets in the system has consistently exceeded the actuarial accrued liabilities ;n 
recent years. The funded ratio of the pension system has ranged from 112% in fiscal 2004 to 118% 
in fiscal 2000. Investment performance in fiscal 2004 was strong, wilh a return of 16 6% compared 
with the 7.75% assumed rate of return The actuarial value of assets at July 1, 2004, was $106.7 
billion. The solid asset position of the Florida Retirement System has provided budget relief in the 
form of lower contribution requirements for the state and participating local governments.

Illinois.
Illinois sponsors five defined benefit retirement plans for about 630,000 members and annuitants, 
including public employees, teachers, university personnel, and judges By 2003, the funded ratio of 
the Illinois funds ranked near the Du'tom compared with other states in the U S Contributing to the 
$26.9 billion increase in unfunded liabilit.es from 2000 to 2003 were'

• Contribution shortfalls ($4.8 billion of the total).
• Investment losses ($14.1 billion), and
• Benefit improvements ($3.3 billion).

Adding to the state's pension woes is a 2002 early retirement incentive plan for state employees, 
wh'ch resulted in a liability that, at $2.5 billion, was quadruple the original estimate Part of the 
variance was due to a much larger number of employees (11,032) takinq part in the program than 
originally projected (7,215). Due to the requirement ̂ f i iC-year amortization of this liability, the early 
retirement program contribution for 2005 is $382 million, compared with the originally projected $70 
million

In 2003, the state sold a $10 billion POB, the largest on record, using the proceeds to fund a portion 
of the UAAL ($8.1 billion) and to pay ($1.9 billion) the state's current pension contribution for fiscals 
2003 and 2004. The POB increased the combined system's funded ratio by seven percentage 
points At the end of fiscal 2003, the funded ratio for the combined systems wa„ 57% 'after qiving 
effect to the POB), and the UAAL was $35,8 billion

New York State.

The New York State comptroller is the sole trustee of the state's common retirement fund, which 
includes all assets of the New York State Retirement System. Members of the system are typically 
employees of New York State or employees of municipalities in the state (excluding New York City) 
As of March 31, 2004, there were 2,985 participating government employers in the system The 
overall membership in 'he system exceeds 970,000; this includes 641,721 members and 328,357 
retirees and beneficiaries. Overall, membership has expanded continuously, but the growth from 
retirees has been most significant. Retirees now make up 34% of the system's members, compared 
with 26% in 1990 Benefit payments continue to rise, reflecting impiovements in final average 
salaries, cost of living adjustments, and benefit improvement The increased benefit payments, 
coupled with the performance of the stock marke. after 2000, i. ive required significant employe, 
contribution ircreases, with significant increases forecasted for the next two years as well At March 
31, 2004, about 63% of the pension system assets were invested in various s'acks. For the largest 
component in the system-'he New York State and Local Employees' Retirement System-employer 
contributions had averaged 1 75% from fiscals 1996 through 2003. Contributions will increase in 
fiscal 2004 to 5.9%, totaling 31.2 billio . This rate is projected to more than double in fiscal 2005 to 
12.9%, ora $2.6 billion contribution, followed by an estimated 11.4% contribution late in fiscal 2006. 
Similar increases are forecasted in the New York State and Local Police and Fire Retirement 
System (PFRS) for fiscal 2004 The contribution rates for fiscals 2005 and 2006 are projected to be 
even steeper for PFRS, however, growing to 17.6% and 16.3%, respectively These contribution 
increases have been, and will continue 'o be, a significant source of budget pressure for the state 
and its local governments The legislature has allowed a portion of the increase to be funded with 
the issuance of bonds or a loan from the state comptroller For governments that choose this option, 
fixed costs to service pension contributions will include an interest component, with the fixed costs 
extended for up to 10 years. The system uses the aggregate actuarial funding method, which does



not identify or separately amortize unfunded actuarial liabilities. Due to the use of this funding 
method, there is no disclosure or schedule provided on funding progress.

Oregon.
Oregon has historically delivered pension benefits for stale and local employees through a single 
system called the Oregon Public Employees Retirement System (OPERS). After experiencing 
relatively high funding levels through the 1990s, the UAAL of OPERS at Dec. 31. 2001, was 
estimated at $9.7 billion, almost three times the prior year. With 2002 investment losses, this figure 
was estimated to be almost $15 billion-of which about one-third was the state's share Contributing 
factors to the increase in UAAL included some of the usual suspects: benefit increases in the late 
1990s and poor investment returns. In addition, under the plan, tier-one members were guaranteed 
a minimum 8% on their regular account assets regardless of actual investment returns earned by the 
system, and in 2001 and 2002, like most other funds, the system generated negative returns.

In 2003, the state initiated a number of reforms to OPERS, including

• Modernizing the mortality tables and requiring regular updates;
• Shifting future employee contributions to a defined contribution plan,
• Converting the annual 8% guaranteed rate of return to an assumed 8% to be received over 
the length of members' service;

• Temporarily suspending future cost of living increases for retirees in certain instances, and
• Creating a new, more independent, retirement system board.

In addition, for new employees hired after Aug 29, 2003, the state created a new retirement plan 
called the Oregon Public Service Retirement Plan, which includes both defined benefit and defined 
contribution components. Employer contributions fund the defined benefit plan, and employee 
contributions fund the defined contribution plan

The legislative changes to OPERS resulted in an estimated reduction in the state's UAAL to $2 2 
billion from $4 6 billion. A number of lawsuits have been filed challenging some of the OPERS 
changes. The state intends to continue to defend the challenges. In October 2003, the state sold $2 
billion of GO POBs to further reduce its UAAL The preliminary results of the OPERS 2003 actuarial 
valuation reported the pension system's funded ratio at about 97% Employer contribution rates 
under the valuation showed an increase to 18.27% from 9 96%.

West Virginia.
The West Virginia Teachers' Retirement System (TRS) is a multiple-employer, defined benefit plan 
for 55 county school systems, certain state higher education employees, and .he state boards of 
education and h gher education The state provides substantially all funding for the system TRS has 
occupied the bottom rung among state plans in terms of funded ratios for some time As of July 1 
2003, the funded ratio was 19%, and the UAAL was $5 1 billion The state supreme court has ruhd 
that the UAAL of TRS is a pubi lebt, and has required the state to fund TRS in an actuarially 
sound manner This requirement entails the elimination of the UAAL over a 40-year period beginning 
July 1, 1994, enabling TRS to meet cash flow requirements to fulfill future obligations to members

While for a number of years West Virg.nia has attempted to clear the way to issue a POB to help 
lower or eliminate the UAAL in TRS anc other state funds, its efforts have been blocked by legal 
issues, including the requirement for vott approval. If bonding is not 3n option, the state may have 
to pursue other a .enues to cure its pensioi ills.

^ Looking Ahead
States are under varying degrees of pressure to fund the burgeoning liabilities of their pension systems 
The common theme lies in developing strategies to manage increasing contribution rates at a time 
when other demands are conspiring to break the budget, growing health can., education, and security 
costs to name a few Options to reduce pension liabilities or even slow their growth, and thus moderate 
contribution rates, are few and usually difficult to bring to fruition. Even with adequate investment 
returns, the pension funding problem will be in the forefront for J  least a few more years, and possibly 
much longer if the markets don't cooperate. As if pension liabilities were not enough to handle, states 
and other governments will soon have to deal with funding issues related to liabilities from Other 
Postemployment Benefits (OPEB)-largely retiree health care costs. The GASB has established new 
accounting rules for reporting on OPEB liabilities. (For further information, see report titled "Reporting &



Credit Implications of GASB 45 Statement on Other Postemployment Benefits," published Dec. 1, 2004, 
on RatingsDirect.) Both pension and OPEB liabilities will act to constrain ratings over the foreseeable 
future.
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R e s e a r c h :  P e n s io n  O b l ig a t io n  B o n d s :  W e r e  T h e y  A  G o o d  B e t?

P u b l ic a t io n  d a te :  0 8 -N o v -2 0 0 1
C re d i t  A n a ly s t:  P a i iy  Y o u n g , N e w  Y o rk  (1 )  2 1 2 -4 3 8 -2 1 2 0 ;  S te v e n  J M u rp h y , N e w  Y o rk  (1 ) 2 1 2 - 4 3 8 - 2 0 6 6

W h a t d o  th e  v o la t i l i ty  in  e q u i ty  p r ic e s  a n d  the d e c l in e  in  m a r k e t  in d ic e s  o v e r  th e  p a s t  y e a r  o r  tw o  m e a n  fo r 
th e  s e c u r i ty  o f  p u b l ic  p e n s io n  in v e s tm e n ts  an d , fu r th e r , w h a t  is  th e i r  e f f e c t  o n  th e  s tra te g y , u se d  by  a  
n u m b e r  o f  g o v e rn m e n ta l  p e n s io n  s p o n s o r s  o v e r  the  la s t  d e c a d e , o f  s e l l in g  p e n s io n  o b l ig a t io n  b o n d s  to  f ' ,d 
th e  u n fu n d e d  l ia b i li ty  o f  th e ir  p e n s io n  fu n d s ?  S p e c if ic a l ly ,  g iv e n  th e  c u r re n t  a n d  e x p e c te d  m a rk e t 
c o n d i t io n s ,  w a s  th e  P O B  s t ra te g y  a  g o o d  id e a  a n d , i f  so , d o e s  it  s t i l l  h a v e  v a l id i ty ,  a n d  d o e s  th is  te c h n iq u e  
r e p re s e n t  a  v ia b le  o p p o r tu n i ty  fo r  g o v e rn m e n ta l  s p o n s o r s  w h o  m a y  fin d  th e m s e lv e s  w r e s t l in g  w ith  
u n fu n d e d  l ia b i l i t ie s  a s  a  ie s u l t  o f  th e  d e c l in e s  in  e q u ity  p e r fo rm a n c e ?

B r ie f  H is to r y

W h ile  a  fe w  P O B s  w e re  d o n e  in  th e  19 8 0 s , th ey  re a lly  c a m e  in to  t h e n  o w n  in  th e  19 9 0 s  w ith  m o re  th a n  $ 10  
b i l l io n  b e in g  so ld  O v e r  lli»* la s t  tw o  y e a r s ,  o n ly  a  fe w , re la t iv e ly  sm a ll , P O B s  h a v e  b e e n  f lo a te d  T h e  
a v e r a g e  p r in c ip a l  a m o u n t  to r  P O B s  ra n g e d  fro m  $ 1 0 0  m il lio n  to  $ 3 0 f  m il lio n  w ith  a  fe w  e x c e e d in g  $1 
b i l l io n  o r  m o re . M o s t  P O B s  is s u e d  to d a te  h av e  b e e n  g e n e ra l  o b l ig a t io n  o r g e n e ra l  fu n d  se c u re d , 
c a p i ta l iz in g  o n  th e  c red - q u a li ty  o f  th e  p e n s io n  s y s te m 's  sp o n s o r .

T h e  P O B  E x p e r ie n c e  T h r o u g h  2 0 0 0

W ith  (h is k in d  o f  d e b t  in s tru m e n t,  t im in g  •' v e ry  im p o r ta n t  a n d  is s u e rs  o f  P O B s  in  th e  e a r ly -  to  n u d -1 9 9 0 s  
c o u ld  n o t  h a v e  h a d  b e t te r  t im in g . W h ile  p u b lic  p e n s io n  fu n d s  d u r in g  th e  1 9 9 0 s  w e re  b o o s t in g  th e ir  a 1 e ra g e  
a l lo c a t io n s  in  d o m e s t ic  e q u i t ie s  fr >m 3 5 %  to  a lm o s t  5 0 % , th e  r e tu rn s  o n  th is  a s s e t  c la s s  w e re  s u s ta in e d  at 
l e v e ls  w e ll a b o v e  th e  h is to r ic a l  e x p e r ie n c e . T h e  a v e ra g e  a n n u a l in c r e a s e  in  th e  S & P  5 0 0  in d e x  fo r Ih e  10 
f is c a l  y e a r s  e n d e d  J u n e  3 0 , 2 0 u 0  .m o st p u b lic  p e n s io n  fu n d s  h a v e  J u n e  f is c a l  y e a r s ) ,  w a s  a ln io s i  ! A%, 
e o m p a ie d  to  a h is to r ic a l  a v e r a g ' o f  a b o u t  10% . T h e  f iv e -y e a r  to ta l  p o r tf o l io  re tu rn  fo r  p u b lic  fu n d s  h a s  
a \  r r a g e d  m o re  th a n  13% . T h ese  p e r fo rm a n c e s  s h o u ld  b e  v ie w e d  in  th e  c o n te x t  o f  a v e ra g e  in v e s tm e n t 
r e tu rn  a s s u m p tio n s  fo r p u b lic  »• is io n  s y s te m s  o f  o n ly  a b o u t  8 %

F o llo w in g  th e  is s u a n c e  o f  P O B s  to  in c re a s e  th e  fu n d in g  s ta tu s  o r to  fu l ly  fu n d  a s y s te m , th is  e x c e s s  re tu rn  
p h e n o m e n o n  c o u ld  e a s i ly  r e s u l t  m  fu n d e d  ra tio s  g re a tly  e x c e e d in g  1 (X)% H o w e v e r , in  th a t a e tu a ria lly  
fu n d e d  p e n s io n  s y s te m s  te n d  t o  b e  s e lf -b a la n c in g , th is  o v e r fu n d in g  im b a la n c e  w o u ld  h a v e  b e e n  c o rre c te d  
I y a c t io n s  ta k e n  to  a f f e c t  c i th e r  th e  p e n s io n  fu n d ’s  a s s e ts  o r l ia b i l i t ie s ,  o r  b o th , h i  th e s e  c i rc u m s ta n c e s ,  
p e n s io n  fu n d  s p o n s o r s  w o u ld , u p o n  th e  re c o m m e n d a tio n  o f  th e ir  a c tu a r ie s ,  d e c re a s e  o r  te m p o ra r i ly  
e l im in a te  p e n s io n  c o n t r ib u t io n s  (c o n tr ib u tio n  h o lid a y ) , th u s  s lo w in g  th e  g ro w th  o f  a s s e ts .  O n  ih e  lia b ili ty  
s id e , so m e  s p o n s o r s  m a d e  th e  d e c is io n  to  im p ro v e  e m p lo y e e  '- e n c f i ts ,  in s ta n tly  in c r e a s e d  lia b i li t ie s  b u t  a lso  
b a la n c in g  o v e r fu n d in g .  R e g a r d le s s  o f  h o w  d ie  “p ro b le m "  o f  o v e r fu n d in g  w a s  m a n a g e d  by  sp o n s o rs  or 
p en  io n  fu n d s  th a t u se d  P O B s  p n o r  to f is c a l 2 0 0 0 , P O B s  p ro d u c e d ,  a s  p ro m is e d ,  a n  e c o n o m ic  b e n e f it  a n d  
in  m o s t  c a s e s  it w a s  s u b s la n tia l



2001: Harbinger of Tough Times for POBs?

F o r  th e  f is c a l  y e a r  e n d e d  Ju n e  3 0 ,2 0 0 1 ,  th e  S A P  5 0 0  d e c lin e d  1 5 .8 %  (an d  fe ll a fu rn .e r  15%  in  d ie  n e x t  
q u a r te r ) ,  w h ic h  w a s  i ts  wor_* p  r f o rm a n :e  s in c e  f isc a l 1982. T h is  f isc a l 2001 re s u lt  fo l lo w e d  th e  b e lo w -  
a v e r a g e  p e r fo rm a n c e  o f  p o s i t iv e  6 %  fo r  f is c a l 2 00 0 . F o llo w in g  tw o  d e c a d e s  o f  a b o v e -a v e ra g e  e q u ity  
re tu rn s ,  i t  is  p ro b a b le  th a t  th e se  re tu rn s  w il l  a p p ro a c h  th e  h is to r ic a l  p a tte rn  g o in g  fo rw a rd

W h ile  a  lo n g - te rm  e n v iro n m e n t o f  w eak  in v e s tm e n t re tu rn s  w il l  lo w e r  p e n s io n  fu n d in g  le v  Is , it m a y  b e  
p re m a tu re  fo r is s u e rs  o f  P O B s  a n d  p e n s io n  fu n d s  in  g e n e ra l to  a d ju s t  in v e s tm e n t e x p e c ta tio n s  b a s e d  o n  th e  
m o s t re c c n i  re s u lts . A ; m o re  d a ta  b e co m e  a v a i la b le ,  i f  it  is  a p p a re n t  th a t a  tren d  is  d e v e lo p in g , s o m e  
r e a c t iv e  c h a n g e s  m a d e  b e  n e ed e d . R e g a rd le s s  o f  th e  c a u s e s ,  a n y  in v e s tm e n t u n iio rp e r fo rm a n c e  o v e r  an  
e x te n d e d  p e r io d  o f  t im e  w il l  lead  to  a c tu a r ia l  lo s s e s  an d  n e w  u n fu n d e d  l ia b ili t ie s ,  re s u l t in g  in  th e  n e e d  to  
in c re a s e  c o n tr ib u t io n  r a te s  to b r in g  th e  s y s te m s  b a c k  in to  b a la n c e . I t sh o u ld  b e  k e p t in  m i .d d ia t  s u c h  a 
n e e d  w o u ld  b e  in  sh a rp  c o n tra s t  to  re c e n t y e a r s ,  vhen  a  d e c re a s e  in  th e  n e e d e d  c o n tr ib u t io n  r a le s  a c tu a l ly  
p ro v id e d  b u d g e ta ry  f le x ib i li ty  fo r  fu n d  s p o n s o rs . M a n y  fu n d s  n o w  u se  sm o o th in g  m e th o d s  fo r a c tu a r ia l  
p u r p o s e s  in  v a lu in g  a s s e ts  to  sp re a d  in v e s tm e n t g a in s  an d  lo s s e s  o v e r  u p  to  fiv e  y e a rs . T h is  p ra c t ic e  w o u ld  
te m p e r  th e  e f f e c ts  o f  th e  f is c a ls  2 0 0 0  an d  2001 in v e s tm e n t re tu rn  e x p e r ie n c e . W ith  f iv e -y e a r  s m o o th in g ,  fo r  
e x a m p le , o n ly  2 0 %  o f  th e  f is c a l  2001 lo s s e s  w o u ld  b e  in c lu d e d  in th e  Ju n e  3 0 ,2 0 0 1  v a lu a tio n , w h ic h  
w o u ld  s t i l l  b e  ta k in g  in to  a c c o u n t  p r io r  y e a r  g a in s  a s  far b a c k  a s  1997 .

N o  m a t t e '  h o w  s p o n s o r s  w h o  u ti l iz e  a  P O B  s tra te g y  c h o o s e  to  m a n a g e  th e ir  a c tu a r ia l  g a in s  fro m  th e  e x c e s s  
in v e s tm e n t  r e tu rn s  fo l lo w in g  P O B  sa le s  ( lo w e r  c o n tr ib u tio n s  o r  in c re a se d  b e n e f its ) , m o s t  a re  l ik e ly  s till 
fu lly  fu n d e d , a lb e i t  w ith  a  lo w e r  c u sh io n . In  a  lo n g - te rm  lo w e r  re tu rn  e n v iro n m e n t w ith  d e c l in in g  fu n d in g  
'e v c ls ,  th o s e  s y s te m s  th a t h a v e  ta k e n  th e  b u lk  o f  th e ir  e x c e s s  fu n d in g  o u t  o f  th e i r  P O B  s t ru c tu r e  m a y  see  
t r o u b le  a h e a d .

F o r  e x a m p le ,  say  a  s ta te  so ld  P O B s  in  1985  w ith  a  3 0 -y e a r  a m o r t iz a t io n  to  fu lly  fu n d  i ts  r e t i r e m e n t  sy s te m  
a n d  h a d  a v e ra g e  a n n u a l in v e s tm e n t re tu rn s  o f  12%  a g a in s t  its  in v e s tm e n t a s s u m p tio n  o f  8 % . H o w e v e i ,  
in s te a d  o f  p e rm it tin g  th e  n a tu ra l  in c re a s e  in  th e  fu n d e d  ra t io  th a t th e s e  c o n d i t io n s  w o u ld  h a v e  c a u s e d ,  th e  
s ta te  m a n a g e d  its  fu n d in g  ra t io ,  th ro u g h  c o n tr ib u t io n  h o lid a y s  an d  b e n e f it  im p ro v e m e n ts , to  m a in ta in  th e  
r a t io  a t a r o u n d  100% . I f  w e  a re  in fac t h e a d in g  in to  a  lo w e r re tu rn  p e rio d  ( th e  a v e ra g e  a n n u a l in c r e a s e  in 
th e  S A P  5 0 0  fo r th e  1 f> y e a r s  fro m  196 6  to  19 82  w a s  a  m e a g i r  2 .7 % , fo r  e x a m p le ) , the  s ta te  m a y  liav e  
a l re a d y  re a p e d  a ll i t s  g a in s  fro m  th e  t ra n s a c tio n  s tru c tu re  a n d  b e h e a d e d  fo r lo s s e s  I f  a c tu a r ia l  lo s s e s  s ta r t  
to  be  in c u r r e d ,  c o n t r ib u t io n s  w ill h a v e  to  in c re a s e . I f  re tu rn s  fa ll b e lo w  the in te re s t  c o s t o n  i ts  P O B  th a t w ill 
m e a n  th a t  th e  P O B  w ill h a v e  b e c o m e  a n e t  f in a n c ia l d ra in . I f  in v e s tm e n t y ie ld s  fa ll b e lo w  P O B  in te re s t  
c o s t,  to lu l  u ob t s e r v ic e ,  in c lu d in g  th a t on  th e  P O B , p lu s  n o rm a l and  n e w  u n fu n d e d  a c tu a r ia l  a c c ru e d  lia b i li ty  
(d u e  t o  lo w  re tu rn s )  c o n tr ib u tio n s ,  w ill n o w  o c  h ig h e r  th an  i f  th e  P O B  h a d  n o t b e en  so ld . T o  ju d g e  th e  fu ll 
e f f e c t  o f  a P O B , h o w e v e r ,  an y  fu tu re  lo s se s  h a v e  to  b e  w e ig h e d  a g a in s t  p r io r  p e r io d  g a in s , W ith  a  P O B , its  
u l t im a te  s u c c e s s ,  o r  fa i lu re ,  c a n  o n ly  b e  ju d g e d  at i ts  (trial m a tu r i ty  is  ap p r e h ed  T h e  f in a n c ia l  d y n a m ic s  
m a y  b e  a  w in n in g  fo rm u la  fo r 25  y e a r s ,  fo r e x a m p le , an d  th e n  a  lo s in g  o n e  in th e  la s t f iv e  v e a is  ( o r  v ic e  
v e rsa ).

POBs Going Forward

S ta n d a rd  A  P o o r 's  fa c to rs  th e  e f f e c ts  o f  a p e n s io n  o b lig a t io n  b o n d  s t :a te g y  in to  0k  lo n g  te rm  r a t in g  o f  Ihe 
s p o n s o r  S ta n d a r d  A  P o o r 's  h a s  v ie w e d  P O B s  a s  a s t ia te g .  for s a v in g s  o n  c a r ry in g  c h a r g e s  a s  lo n g  a s  the  
tra n s a c t io n  w as  s tru c tu r e d  c o n se rv a tiv e ly  a n d  th e  a s s u m p tio n s  w e re  re a so n a b le  a n d  a t ta in a b le  T h is  re q u ire s  
a  c le a r  f in a n c in g  p la n  in c lu d in g  re a so n a b le  a s s u m p tio n s  an d  m a n a g e a b le  le v e ra g e  P ru d e n t e x p e c ta t io n s  for 
in v e s tm e n t  re tu rn s  a n d  ih e  c a u tio u s  u se  o f  r e s u l ta n t  s a v in g s  h e lp  in su re  a  i 'O B 's  su c c e ss  A n o th e r  p o s i t iv e  
fa c to r  fo r  a  P O B  is , o f  c o u r s e ,  to  be fo r tu n a te  e n o u g h  to  se ll ih e  b o n d s  in  a lo w  in te re s t  ra le  e n v iro n m e n t,  
th e re b y  in c r e a s in g  th e  sp re a d  b e tw e e n  in te re s t  c o s ts  an d  in v e s tm e n t re tu rn  e x p e c ta tio n s  a n d  lo w e r in g  th e  
r isk  o f  u n d c rp e r fo rm a n c c . T h e  lo n g -lc im  e x p e c ta t io n s  for in v e s tm e n t re tu rn s  h a v e  n o t y e t  c l ia n g e d  b e c a u s e  
o f  th e  r e c e n t  re tu rn  e x p e r ie n c e  o r  c u rre n t  e c o n o m ic  a n d  p o li tic a l  c o n d itio n s  an d  p u b lic  fu n d s  w ill  re ly  o n  
d iv e r s i f ic a t io n  o f  in v e s tm e n ts  to  m a in ta in  n e c e s s a ry  to ta l  re tu rn s . T h u s , a so u n d  P O B  p la n  to d a y  s h o u ld  he  
a s  v ia b le  a s  it  w a s  10  y e a r s  ag o . T h e  2 0 0 0  P u b l ic  P e n s io n  C o o rd in a tin g  C o u n c il  S u rv ey  o f  S la te  a n d  L o c a l



G o v e rn m e n t  R e ti r e m e n t  S y s te m s  re p o r te d  to ta l  p u b lic  p e n s io n  fu n d  u n fu n d e d  l ia b i li t ie s  a t m o re  th a n  $10 0  
b i l l io n ,  w h ic h  w o u ld  b e  th e  th e o re t ic a l  l im it  o f  P O B  b o n d in g  c a p a c i ty  n a tio n w id e .

C on c lu s io n

P e n s io n  o b l ig a t io n  b o n d s ,  d e s p i te  re c e n t  e q u ity  m a rk e t  g y ra tio n s ,  h a v e  la rg e ly  b e en  a  b o o n  to  th e  sp o n s o rs  
w h o  h a v e  u s e d  th is  s tra te g y . O v e r  th e  la s t  10 y e a r s ,  d u r in g  w h ic h  p e r io d  th e  v a s t  m a jo r i ty  o f  th e s e  b o n d s  
w e re  is s u e d , in v e s tm e n t  y ie ld s  h a v e  c o m fo r ta b ly  e x c e e d e d  th e  in v e s tm e n t re tu rn  a s s u m p tio n s  o f  p u b lic  
p e n s io n  fu n d s  a n d  th e  in te re s t  c o s t  o f  th e  P O B s , g e n e r a t in g  h a n d s o m e  a c tu a r ia l  g a in s .

D o  th e  m a th : a c tu a l  r e tu r n  o t a p p ro x im a te ly  12%  m in u s  e x p e c te d  r e tu rn  o f  8 %  e q u a ls  4 %  g ra v y . S o m e  o f  
th e  g ra v y  w a s  u se d  to  lo w e r  c u r re n t  c o n tr ib u t io n s  an d  s o m e  to  in c r e a s e  b e n e f its .  B y  an y  e c o n o m ic  m e a su re  
P O B s  h a v e  b e e n  a  s u c c e s s .  H o w e v e r ,  fo r  a  P O B  to  b e  a  to ta l  s u c c e s s  th e  m a th  h a s  to  w o rk  (o r  g e n e r a te  ne t 
s a v in g s )  o v e r  th e  fu l l  a m o r t iz a t io n  o f  th e  b o n d s  an d  fo r m o s t  P O B s  w e  a r e  n o t  e v e n  h a lfw a y  th e re . T o  u se  a  
b a s e b a l l  a n a lo g y ,  P O B s  a re  a h e a d  3 -1 , b u t i t 's  o n ly  th e  fo u rth  in n in g . I f  th e  P O B  p la n  w a s  so u n d  to  b e g in  
w ith ,  th e y  sh o u ld  s t i l l  b e  w in n in g  a t th e  f in a l o u t. T h e  s a n e  in g re d ie n ts  th a t  h e lp e d  o u ts ta n d in g  P O B s 
s u c c e e d - c o n s e r v a t iv e  p la n n in g  a n d  e x p e c ta t io n s  c o u p le d  w ith  f o r tu i to u s  t im in g —w il l  a ls o  h e lp  fu tu re  
P O B s  to  b e  a  v ia b le  a l te r n a t iv e  fo r  s a v in g s .

C o p y r ig h t  ©  1 9 9 4 -2 0 0 2  S ta n d a rd  &  P o o r 's ,  a d iv is io n  o f  T h e  M c G r a w '- ll i l l  C o m p a n ie s  A ll R ig h ts  
R e s e rv e d  P r iv a c y  P o lic y
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PERS TRS
Asset base $ 52.9 billion $8.6 billion $4.0 billion

Covered Employees 324,914 71,009 21,865

Average employer rate 14.80% 0) 21.77% P) 26.00% 0)

Projected high rate 30.00% 0) 35% 64%

Funded ratio 91.00% 65.70% 60.90%

UAAL as of 2005 valuation $ 4.6 billion (5) $4.4 billion $2.5 billion

c f lM

m m
' 7

.

• •• K

(2)
(3)
(4)
(5)

* As of December 31, 2005 for Oregon and June 30, 2005 for Alaska.
(1) Tier 1 and Tier 2 only.

39.76% for 2008. Actuariaily computed at 28.19% for 2007 and 32.51% for 2008 by Buck Consultants. 
54.03% for 2008. Actuariaily computed at 41.78% for 2007 and 42.26 for 2008 by Buck Consultants. 
Prior to reforms.
Not counting bond proceeds in side accounts.
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Many Oregon jurisdictions have chosen to finance PERS liabilities with bonds.

■ Original statutory authority provided to local governments and school 
districts in 2001 for issuance of "full faith and credit obligations/'

■ Jurisdictions also granted authority to enter into intercept agreements 
with the State, whereby operating funds were additionally pledged. This 
approach resulted in "State" credit rating.

■ State Constitutional amendment approved by voters in 2003 authorizing 
the State to issue GO bonds for its share of the liability. Voter approval 
margin was 55.25%.

■ Bond proceeds are placed in a "lump sum account" for benefit of 
employer. Earnings and losses directly accrue to that account.

■ Lump sum account is used to provide prepayment credit on payroll rates
charged to jurisdictions.

■ Although bonds have to be sold on taxable basis, interest rates for most
borrowings have been well under 6%.

T,. ‘ a -c • J'> •* * •

BS



Under Constitution, "debt" must be for capital improvements and 
approved by voters.

Restrictions do not apply to "Certificates of Participation" or other 
obligations subject to appropriation.

Subject-to-appropriation debt is somewhat more expensive than full 
faith and credit debt.

Although some home rule municipalities may be able to issue 
obligations under their own charter provisions, there is no general 
statutory authority for the issuance of pension obligation bonds.

HB13 would provide authority for the issuance of obligations for 
this purpose.
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* - Issuer . Par Amount

• .
TIC PV Savings

September 2005 Local Governments-12 jurisdictions $ 186 m 5.04% $ 57 m
June 2005 OSBA - 16 school districts $ 492 m 4.77 $ 171 m
June 2005 OCCA - 6 community colleges $ 57 m 4.86 S 19 m
May 2004 Local Government Pool - 10 cities, counties, 

special districts
S 126 m 6.11 $ 23 m

February 2004 OSBA - 23 school districts $ 400 m 5.49 s 120 m
OCCA - 6 community colleges $ 100 m 5.49 s 25 m

October 2003 State of Oregon $ 2,000 m 5.78 $ 481 m
April 2003 OSBA - 44 school districts S 927 m 5.73 s 230 m

OCCA - 6 community colleges S 153 m 5.72 s 37 m
October 2002 OSBA - 41 school districts S 775 m 5.60 s 207 m
March 2002 Local Government Pool - 10 cities, counties, 

special districts
$ 238 m 7.00 $ 21 m

Total $ 5,454 m $ 1,391m (1)

(I) Assumes 8% return. 
M iscellaneous other cities, counties and special d istric ts  have sold bonds since 1999 at rates ranging from 

6.50%  to 7 .80% , to ta ling  in excess o f  $1 b illio n  dollars.
a tC
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IsliMiS:' Issuer Pair A m o u n t T IC T o ta l R e tu rn * A n n u a l iz e d

Series 2005  -  L o ca l G o v e rn m e n t P o o l $ 186 m 5.04% 19.27% 15.42%

Series 2005 S ch oo l D is t r ic t  P oo l $ 492  m 4.77% 26.43% 17.62%

Series 2005  C o m m u n ity  C o lle g e  P oo l $ 5 7 m 4.86% 26.43% 17.62%

Series 2004 - Loca l G o v e rn m e n t P o o l $ 126 m 6 .1 1 " . 46 .96% 18.18%

S eries 2004  - S ch o o l D is tr ic t  a n d 
C o m m u n ity  C o lle g e  P oo l

$ 400  m 5.49% 46.06% 16.26%

Series 2003 - S ch oo l D is tr ic t  a nd 
C o m m u n ity  C o lle g e  P oo l

$ 1 ,080  m 5.73% 79.60% 21.71%

Series 2002  - S ch o o l D is tr ic t  P oo l $ 775 m 5.60% 88.03% 21.13%

S eries 2002 A & B  - Loca l G o v e rn m e n t P oo l $ 238 m 7.00% 69.15% 14.56%

NOTE: Earnings reflected through December 31,2006. 
■!**■■.XB?’.

* X.; a**
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O r e g o n A la s k a P E R S

P a r A m o u n t  Issu e d $5.4  b i l l io n $5 .0  b i l l io n $2 .9  b i l l io nT o ta l S ys te m  P ar A m o u n t

N u m b e r  o f  J u r is d ic t io n s N u m b e r  o f  J u r is d ic tio n s

A v e ra g e  T IC  % A s s u m e d  T IC

$1.4  b i l l io n  (2) $1 ,123  b i l l io n  (3> $652 m i l l io n  P)P ro jec te d  P V  S a v in g s

P ro je c te d  S a v in g s  % P ro je c te d  S a v in g s  %

Issued between 2002 and 2005 
At assumed rate of 8%.
At assumed rate of 8.25%.



Payment to PERS does NOT guarantee UAAL will be paid off in full. 

1. Changes in Calculation of UAAL

* Judicial, legislative, regulatory or investment activities can cause 
future changes to UAAL. Further increases would continue to be 
responsibility of jurisdiction.

H Reductions: Lump sum payment would put jurisdiction in 
surplus. Funds will not be returned to jurisdiction, but surplus 
is used to reduce payroll rates further.

■ Increases: Lump sum payment would defray total deficit.
UAAL would not be as high as would otherwise be the case.

In any case, arbitrage risks remain the same for existing lump 

sum payment.
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4.

Variations in crediting rate due to changes in payroll growth

■ Rate adjustment will be different in each valuation based upon 
actual vs. projected growth in payroll.

“ Timing of rate adjustment may cause short-term cash flow 
mismatch.

Bond Related Considerations

Bonds are not likely to be subject to early redemption.
■ Rating agencies will scrutinize structure carefully to ensure payment 

of liability is not further deferred.
■ Changes "soft" liability to "hard" liability, which may put some 

limitations on financial flexibility.
PERS Regulatory and Accounting Issues
■ Adequate protection and proper accounting of tump sum account 

are critical issues.
■ Oregon statutes and regulations needed to be modified to ensure 

that the employers making the deposit were the ones getting the 
credit. HB13 would provide for this in Alaska.
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Legislative reforms were necessary to make most significant 
reductions in cost.

Pension Obligation Bonding worked to help defray some of the 
costs, but it is critical to fully understand all lisks.



C a r o l  S a m u e l s ,  S N W  

- (503) 275-8301 

E csamuels@snwsc.com

L i n d s a y  S o v d e ,  S N W

■ (206) 628-2875

■ lsovde@snwsc.com
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■  J o h n  W a n a m a k e r ,  S N W

- (907); 78-4804 

■ jwanamaker@snwsc.com

■ E l d o n  M u l d e r

* (907) 523-0904 

“  e m u l d e r @ g c i . n e t

mailto:csamuels@snwsc.com
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P r e s e n ta t io n  to  th e  S ta te  o f  A la s k a

Pension Obligation Bends -  Overview of Structure 
and Current Market Opportunities

February 14, 2007



A number of factors have caused a steady growth in unfunded 
pension and OPEB liabilities nationwide since 2000.

■  F u n d in g  ra tio s  fo r  P u b lic  P e n s io n  F u n d s  g re w  fro m  a ro u n d  a n  8 0 %  in 1 9 9 0  to  o v e r 1 0 0 %  
fu n d e d  in 2 0 0 1 .

•  Led  to  the  n e g o tia tio n  o f m o re  g e n e ro u s  b e n e fit c o n tra c ts  w ith  p u b lic  e m p lo y e e s  in m a n y 
s ta te s

■  F u n d in g  ra tio s  fe ll s ig n if ic a n tly  a fte r  2 0 0 1 , c re a tin g  an u n fu n d e d  lia b ility  o f  o v e r $ 3 4 0  b illion 
n a tio n a lly  b y  2 0 0 5 ^ .

•  B y  2 0 0 2 , s ta te  p e n s io n  a s s e ts  n a tio n a lly  fe ll b y  $ 1 2 0  b illion  -  la rg e ly  as  a re su lt o f 
n e g a tiv e  in v e s tm e n t re tu rn s .

o O v e r th e  s a m e  p e rio d , lia b ilit ie s  g re w  by  10%

■  E x p o n e n tia l g ro w th  in O th e r  P o s t E m p lo y m e n t B e n e fit (O P E B ), p r im a rily  m e d ica l, c o s ts  h as 
fu rth e r  c o n tr ib u te d  to  u n fu n d e d  lia b ilit ie s  o f  s ta te  and  lo ca l g o v e rn m e n ts .

■  S ta n d a r d  a n d  P o o r s  re fe rs  to  th e  u n fu n d e d  lia b ility  as  a c ris is  b e c a u s e  th e y  v ie w  the  u n fu n d e d 
p e n s io n  lia b ility  th e  s a m e  a s  th e y  v ie w  debt<a).

Alaska Pension (a) Wisconsin Research Institute Policy Report "Mounting Cost ol Deferred Responsibility in Government" January 2007 
Obligation Bonds I



The current funding 
ratios fo rth . PERS 
and Thts Programs 
is 65.7% and 60.9%, 
respectively. 
Accordingly, the 
Stale has a large 
Unfunded Actuarial 
Accrued Liability 
("UAAL")

Alaska’s pension funding experience has been similar to other state 
pension systems.
■  In 1 9 9 9  th e  fu n d in g  ra tio s  fo r  P E R S  a nd  T R S  w e re  1 0 6 %  a nd  1 0 3 % , re s p e c tiv e ly .

Funding Status as of June 30, 2005<al

P E R S T R S T o ta l

2004 2005 2004 2005 2004 2005

Valuation  A sse ts **1 

A c c r u e d  Liability*"1 

U A AL*"1

Fu n d in g  R a tio  (V a luation  A s s e ts )

58,030,414

511,443,916

53,413,502

70.2%

58,442.919

512.844,841

54,401,922

65.7%

53,845,370

56,123.600

52 .2 78 ,23°

62.8%

53,958,939

56,498,556

52,539,617

60.9%

511,875,784 

S17.567 .516  

55,691,732 

67 6%

S12.401 .858  

519,343,397 

56 ,941 .539 

64 1%

1979 1981 1983 1985 1987 1989 1991 1993 1995  1997 1999  2001 2 0 0 3  2 0 0 5

■ "Informally, il is believed that an 80% ratio is the demarcation between a serious and a manageable underfunding situation. It a funa s 
ratio exceeds 80%, it is likely that investment returns combined with increased contributions will be able to restore the ratio to a level 
much closer to 100%. However, pension funds with ratios below 80% are likely to face a contribution increase that will significantly 
strain Ihe budget of the underlying government. Further, if Ihe requirsment is not met, the problem is compounded Like a snowball 
rolling down hill, the pension obligation then becomes difficult to manage and can significantly affect the government's operating 
budget."(b>

Alaska Pension
Obligation Bonds

(a ) F ig u re s  from  B u ck  C o n su lta n ts  A ctuaria l Va luation  R e p o rt d a ted  9/15/2006. All dollar a m o u n ts  in th o u sa n d s
(b ) W is co n s in  R e s e a r ch  Institute P o licy  R eport, "Mounting C o s t  o f  D e fe rred  R esponsib ility  in G overnm en t" . Ja n u a ry  2007 2



A n  U n f u n d e d  A c c r u e d  A c t u a r i a l  L i a b i l i t y  ( U A A L )  is  t h e  d i f f e r e n c e  b e t w e e n  t h e  

a s s e t s  c u r r e n t l y  in  t h e  p e n s i o n  f u n d  a n d  t h e  p r e s e n t  v a l u e  o f  t h e  r e q u i r e d  

p a y m e n t s  t o  e x i s t i n g  p la n  p a r t i c i p a n t s  o v e r t i m e .

■  E ach  y e a r  the  S ta te ’s p e n s io n  s y s te m s  re v ie w  the  a s s u m p tio n s  in th e  p e n s io n  fu n d  a c tu a ria l 
re p o rt to  d e te rm in e  th e  re q u ire d  p a y m e n t s tre a m  a nd  c o m p a re  it to  the  e a rn in g s  p o te n tia l o f 
th e  a s s e ts  on  h a n d .

■  T h e  p ro  fo rm a  a n n u a l sh o rtfa ll is th en  d is c o u n te d  a t th e  a s s u m e d  in te re s t ra te  (8 .2 5 % ) to 
d e te rm in e  the  p re s e n t v a lu e  o f  the  sh o rtfa ll k n o w n  as the  U A A L .

■  T h e  U A A L , th e re fo re , re p re s e n ts  an u n fu n d e d  lia b ility  (i.e . d e b t) o f th e  S ta te  to  its p lan 
p a rtic ip a n ts , c a rry in g  an  in te re s t ra te  o f 8 .2 5 %  and  a m o rtiz e s  like  d e b t.

■  T h is  d e b t o b lig a tio n  to  p lan  p a rtic ip a n ts  is c o n s titu tio n a lly  p ro te c te d  by  A rtic le  X II, § 7 o f th e 

A la s k a  S ta te  C o n s titu tio n .

Alaska Pension
Obligation Bonds 3



Pension Obligation Bonds (POBs) may be used to refinance at a lower 
cost the State’s existing debt to its plan participants.

Current Treasury Rate: 4.86°/<

% of Time Lower: 8.927<

Actuarial Assumption: 8.25°/c

This is an ideal time to lock in low 
rates on POBs and maximize 
potential cost reductions.

9 Interest rates are near historical 
lows.

Taxable POBs would have an all-in 
True Interei Cost (TIC) of 5.56% (a) 
compared to the 8.25% rate on the 
UAAL liability.

Potential savings to the State from a 
POB refinancing are significant.

• Assuming funding 80% of the 
UAAL on PERS, the State could 
issue $2.1 Bn of bonds for 
$626.6 million savings(b).

* Assuming funding 80% of the 
UAAL on TRS, the State could 
issue $1.3 Bn of bonds for 
$384.2 million savings(b).

Current 30 Year Treasury and Estimated Yields

4% -

2% -]--------------T--------------T-------------- I--------
Feb-81 Feb-85 Feb-89 Feb-93

N ole: A s  o f C lo s e  o f B u s in e s s  Feb ru a ry  9. 2007

 1----
Feb-97

— i------------- 1—
Feb-01 Feb-05

U A A u  r t cU

(a ) E s t„ n a te d  taxable P O B  all-in T I C  b a se d  o n  cu rren t m arket cond ition s  and stru ctu re  ot b o n d s  de fin ed  on  p a g e  11
(b ) E s tim a te . S a v in g s  d e p e n d e n t on  a ctua l in ves tm en t p e rfo rm a n ce 4
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POBs can be used as a single tool or in combination with other 
strategies to achieve the State’s UAAL funding objectives.

■  Factors impacting size of UAAL

• Actuarial assumptions -  life expectancy, 
demographics, etc.

• 8.25% Actuarial Assumed Rate of 
Return

• Actual Investment Returns

• Changes in contractual benefits

o Benefits cost assumptions vs.
actual/experienced, especially medical

' Due to these variables the size of the 
UAAL is constantly shifting.

■  Most pension systems target. a funded 
ratio of 80% to 90% to avoid 
dramatically under or over-funding(a).

■  Options for funding UAAL

* Upfront cash contribution from State 
or employer reserves

* Increased annual employer 
contributions

o Prefund with Pension Bond 
proceeds at 5 .56% (b) interest rate

Pension systems can develop a strategy 
for reaching the target funding ratio 
using a variety of funding options.

Strategies should address both political 
sensitivities and budget constraints.

UAAL funding cost savings can likely be 
achieved through the use of POBs.

A la s K a  t e n s i o n  W is co n s in  R e s e a r ch  Institute P o licy  R ep o rt, "M ounting C o s t  o f D e fe rred  R esponsib ility  in G overnm ent" , Jan ua ry  2007
Obligation Bonds (b )  E s t im a te  of co s t  o f taxable P O B  capita l b a se d  on  cu rren t m arket co n d itio n s  and  structure. 5
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Since 2001 over 
$29 billion of POBs 
have been issued 
nationwide 
n $800 million
Detroit Retirement 
System Fund 
(6/06)

■ $2.1 billion State 
of Oregon (10/03)

• $10 billion State 
of Illinois (06/03) 

a $927 million 
Oregon School 
Boards 
Association 
(04/03)

As a result of the growth in urfunded pension liabilities and ideal 
market conditions, there have been a number of POB issuances over 
the last few years.

■  One study of POBs in 2004 concluded that 84% were profitable to their issuers with another 7% at a 
breakeven, leaving only 9% that have lost money.

Alaska Pension
Obligation Bonds

Slates With POB Issuances 
From 2001-Present

POB Issues bv Year POB Issues by Size

Year
Amount
($Mn)

Number of 
Issues

Issue Size 
(SMn)

Amount
(SMn)

Number of 
Issues

2006 $1,408.34 10 $100 and under $3,292.09 134
2005 3,971.32 37 $100-250 4,275.92 28
2004 3.676.42 32 $250-500 4,928.48 13
2003 17,685.31 71 Over $500 17,380.82 9
2002 2,599.31 25 $29,877.33 184
2001 536.64 9

$29,877.33 184
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Rating agencies have varying views of pension liabilities and their 
effect on issuers’ credit.

M o o d y 's  g e n e ra lly  in c o rp o ra te s  a v ie w  o f th e  ‘s o ft ’ c o s t o f  u n fu n d e d  p e n s io n  lia b ilit ie s  in th e ir 

d e b t c a lc u la tio n s .

-  Issu ing  d e b t to  fu n d  the  u n fu n d e d  p e n s io n  lia b ility  is m o v in g  a ‘s o ft ’ c o s t to a ‘h a rd ’ 
cost.

-  S h o u ld  n o t h a v e  an  im p a c t on  d e b t ra ting

S & P  d o e s  n o t in c lu d e  p e n s io n  lia b ilit ie s  in th e  c a lc u la tio n  o f d e b t ra tio s , b u t in c o rp o ra te s  th e m  
in th e  o ve ra ll ra ting  a n a ly s is .

Im p le m e n tin g  a p lan  to  a d d re s s  the  e x is tin g  U A A L  a n d  a fu n d in g  p la n  fo r  fu tu re  o b lig a tio n s 

cou ld  be  c o n s id e re d  a c re d it p o s itive .

Issu in g  p e n s io n  b o n d s  to  p a y  d o w n  U A A L  w ith o u t s e ttin g  p o lic ie s  fo r  fu n d in g  lia b ilit ie s  a nd 
g ra n tin g  ben e fito  m a y  be  v ie w e d  as  a p a rtia l s o lu tio n  by th e  c re d it a g e n c ie s .

Alaska Pension
Obligation Bonds 7
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Pension Obligation Bond Mechanics

■  Currently the total annual employer contribution for pension liabilities is comprised of two major components:

•  The “normal pension contribution" to meet the annual pension expenses accrued in the current fiscal
year;

c The “UAAL component” is sized to help amortize unfunded liabilities over some period of time.

■  As the UAAL has grown in recent years, the second component has become increasingly larger.

■  To achieve an 80% funding level the State needs to contribute the following amounts through cash or POBs:

• $2.1 billion for PERS<a>

« $1.3 billion for TRS(a)

■  The mechanism could be structured so that employer contributions and debt service do not exceed current 
contribution levels.

Pension/U AAL Paym ents Before POBs Pension/U AAL Paym ents A fte r POBs

Normal Pension Debt

Bond Proceeds Pay Down UAAL

(a ) F ig u re s  from  2005 B u ck  C o n su lta n ls  A cluaria l Va luation  R ep o rt d a led  9/15/2006. 
Alaska Pension (p j A s s u m e s  100%  funding o f the U A A L  and  no  future am ortization  obligation o f  U A A L
Obligation Bonds ( c )  B o n d  yield b a se d  on cu rren t m arket co nd ition s  a nd  stru ctu re  o f b on ds . 8



Recognizing and managing risks is key to POB success.

Alaska Pension
Obligation Bonds

Benefits

■  A rb itra g e

© T h e  b ro a d  ra n g e  o f in v e s tm e n ts  u tilize d 
b y  p e n s io n  fu n d s  g e n e ra lly  re s u lt in 
re tu rn s  s u b s ta n tia lly  h ig h e r th a n  to d a y ’s 
d e b t ra te s .

•  R e tu rn s  a b o v e  a s s u m e d  a c tu a ria l 
in v e s tm e n t re tu rn  w ill p ro d u c e  g re a te r 
th a n  e x p e c te d  s a v in g s  fro m  P O B s .

e R e tu rn s  b e lo w  a s s u m e d  a c tu a ria l 
in v e s tm e n t re tu rn  b u t a b o v e  P O B  y ie ld 
w ill p ro d u c e  s a v in g s , b u t less  th an 

p ro je c te d .

■  L o ca l G o v e rn m e n t B e n e fit

o P O B s  c a n  b e  u se d  to  im p ro v e  re la tio n s 
w ith  lo ca l g o v e rn m e n ts  a n d  p o litica l 
s u b d iv is io n s  by  p ro v id in g  m o re  s e c u rity 
w ith  a h ig h e r  fu n d in g  ra tio .

•  P O B s  w ill p e rm it m o re  s ta b le  b u d g e t 
p la n n in g  fo r a ll p a rtic ip a n ts  in P E R S  a n d 
T R S

Risks

■  A rb itra g e  R isk

© R e tu rn s  b e lo w  th e  b o n d  in te re s t ra te  w ill 
re su lt in n e g a tiv e  e a rn in g s .

■  C o n v e rs io n  o f “s o ft” o b lig a tio n  to "h a rd ” 
o b lig a tio n .

■  M a rke t risk

*  P O B s  re su lt in a lu m p -s u m  p a y m e n t in to 
a p e n s io n  fu n d , c o n c e n tra tin g  ra th e r 
than  s p re a d in g  m a rk e t tim in g  risk .



Alaska Pension
Obligation Bonds

Authority to Issue POBs in Alaska

■  S in c e  th e  S ta te  C o n s titu tio n  lim its  th e  is s u a n c e  o f  g e n e ra l o b lig a tio n  d e b t t< c a p ita l 
im p ro v e m e n ts , P O B s  c a n n o t be  is s u e d  as  g e n e ra l o b lig a tio n s .

■  S ta te  is s u a n c e  o f  P O B s  w ill re q u ire  n e w  le g is la tiv e  a u th o rity . D e b t s e rv ic e  p a y m e n t on  P O B s 
w ill be  s u b je c t to  a n n u a l a p p ro p r ia tio n .

■  S u b s ta n tia l m a rk e t d e m a n d  e x is ts  fo r  P O B s  is su e d  b y  the  S ta te  o f  A la s k a  a n d  s e c u re d  by an 
a n n u a l a p p ro p r ia tio n  p le d g e .

■  A la s k a  c o u ld  c o n s id e r  a p o o le d  p e n s io n  o b lig a tio n  p ro g ra m  w h e re b y  th e  S ta te 's  c re d it s e rv e s 
as b a c k s to p  to  P E R S  p a rtic ip a n ts  o r it c o u ld  c re a te  le g is la tiv e  a u th o rity  fo r  loca l g o v e rn m e n ts 
to  is su e  P O B s  in d iv id u a lly , s im ila r to  la s t y e a r 's  p ro o o s e d  H o u se  le g is la tio n  th a t w o u ld  h a ve 
a llo w e d  th e  B o n d  B a n k  to  s e rv e  a s  th e  c o n d u it fo r  s u c h  issu e rs .

■  H o m e  ru le  m u n ic ip a l g o v e rn m e n ts  m a y  be aDle to  is su e  P O B s  u n d e r th e ir  c h a rte r  p ro v is io n s :

e A n c h o ra g e , J u n e a u , S itka , F a irb a n k s

10
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Alaska Pension
Obligation Bonds

POB proceeds invested in the pension system are expected to have 
returns that are higher than the POB borrowing rate, creating 
significant UAAL funding cost savings.

TRS POB Program (000s)

Ta rg e t Fu n d in g  Ratio: 80%

Par.- 51,320,045

All-in T I C : 5.56%

A s s u m e d  P e n s io n  S y s te m  IR R : 8.25%

E s t im a te d  G r o s s  S a v in g s 1’ 1 $720,166

E stim a ted  P V  S a v in g s :1®1 5384,157

A v e ra g e  A nn ua l E m p lo y e r
C on tribu tion  Sa v in g s : 528,806

PERS POB Program (000s)

T a rg e t  Fu n d in g  Ratio : 80%

P a r 52,145,330
All-in T I C : 5.56%

A s s u m e d  P e n s io n  S y s te m  IRR : 8.25%

E s t im a te d  G r o s s  S a v in g s :1’1 $1,174,594

E s tim a te d  P V  S a v in g s :1®1 $626,563

A v e ra g e  A nn ua l E m p lo y e r
Con tribu tion  S a v in g s : 546,984

TRS Payment Structure PERS Payment Structure

2008 2011 2014 2017 2020 2023
Fiscal Year Ending

2026 2029 2032 2008 2012 2016 2020 2024
Fiscal Year Ending

2028 2032

(a ) Es tim a te . A s s u m e s  8.25%  earning  rate on  in ves tm en t and P V  rate o l 5.56% . S a v in g s  d e p e n d e n t  on a ctu a l in ves tm en t p e r fo rm a n ce
(b ) A s s u m e d  level am ortiza tion  o f U A A L  b a sed  on  the D ep a rtm en t o f Adm in is tra tion  o f P E R S  and  T R S  report da ted  2/2/2007. All o ther a ssu m p tio n s  

b a sed  o n  the B u ck  C o n su lta n ts  A ctuaria l Valuation R ep o rt da ted  9/15/2006.
( c )  C o s t  o f d eb t s e rv ice  b a se d  on  cu rren t m arket cond itions. 11
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Summary of Changes in Employer Contribution Rates
Teachers' Retirement System -  8.25% Earning Rate 
UAAL: $2.5 Billion as of June 30, 2005

« The matrix provides employer contribution rates required to achieve a target funding ratio of 80%  by 2032, 
given corresponding cash contributions and POB issuances.

Status Quo 
Contribution 

Rate 
44.96%

$0

10 yr. Avg. 
Employer 

Contribution

Pension Obligation Bond
$500 Mn

10 yr. Avg. 
Employer 

Contribu tion

$750 Mn

10 yr. Avg. 
Employer 

Contribu tion

$1 Bn

10 yr. Avg. 
Employer 

Contribution
Contribution Rate Rate Rate Rate

$0 44.96% 43.84% 43.28% 42.72%

$250 Mn 41.39% | 40.27% 39.71% 39.15%

$500 Mn 37.82% 36.70% 36.14% NA

$750 Mn 34.25% 33.13% NA NA

$1 Bn 30.68% NA NA NA

■  Through a combination of a $250 million cash infusion and $500 million POB issuance, the 
State can lower their projected annual contribution rate from 44.96%  to 40.27%  while still 
achieving a funding ratio of 80% in 2032.

■  A ddcioase of 5% in the employer contribution rate equates to $31 2 million annually.

■  Instead of a one-time up-front payment, the contribution could be spread over a period oi years, 

e An annual contribution of $250 million for 3 years would lower the contribution rate to 35.04%.

Note. Estimate, Savings dependent on actual investment performance
Assumed level amortization of UAAL based on the Department of Administration of PERS and TRS report dated 2/2/2007 All other
assumptions based on the Buck Consultants Actuarial Valuation Report dated 9/15/2006 12

Annual
Cont-ibution

Rate
40.27%
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Summary of Changes in Employer Contribution Rates
Public Employees' Retirement System - 8.25% Earning Rate 

UAAL: $4.4 Billion as of June 30, 2006

■ The matrix provides employer contribution rates required to achieve a target funding ratio of 80% by 2032, 
given corresponding cash contributions and POB issuances.

Status Quo 
Contribution 

Rate 
29.53%

Cash Contribution

Pension Obligation Bond
SO $1.0 Bn

10 yr. Avg. 
Employer 

Contribution 
Rate

10 yr. Avg. 
Employer 

Contribution 
Rate

$2.0 Bn
10 yr. Avg. 
Employer 

Contribution 
Rate

$0 

$250 Mn 
$500 Mn 
$750 Mn 

$1 Bn

29.53%
28.36%
27.18%

28.84%
27.66%
26.49%

26.01%
24.83%

25.31%
24.14%

28.15%
NA
f.A
NA
NA

■ Through a combination of a $500 million cash infusion and $1 billion POB issuance, the 
State can lower their projected annual contribution rate from 29 53% to 26.49% while still 
achieving a funding ratio of 80% in 2032.

■ A decrease of 5% in the employer contribution rate equates to $94.8 million annually.
■ Instead of a one-time up-front payment, the contribution could be spread over a period of years.

« An annual contribution of $250 million for 3 years would lower the contribution rate to 26.27%.

Annual
Contribution

Rate
26.49%

Note. Estimate, Savings dependent on actual investment performance.
Alaska Pension Assumed level amortization of UAAL based on the Departrm' of Administration ol PERS and TRS report dated 2/2/2007 All other
Obligation Bonds assumptions based on the Buck Consultants Actuarial Valuation Report dated 9/15/2006 13
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Sensitivity of Employer Contribution Rates to a 8.1% Earnings Rate
Teachers’ Retirement System

■ The matrix provides employer contribution rates required to achieve the target funding ratio cf 80% by 2032 
assuming the actual earnings rate achieved is 8.1%.

Cash Contribution

Pension Coligation Bond
$0 $500 Mn $750 Mn $1 Bn

10 yr. Avg. 
Employer 

Contribution 
Rate

10 yr. Avg. 
Employei 

Contribution 
Rate

10 yr. Avg. 
Employer 

Contribution 
Rate

10 yr. Avg. 
Employer 

Contribution 
Rate

$0 46.09% 45.07% 44.55% 44.04%
$250 Mn 42.57% 41.54% 41.03% 40.52%
$500 Mn 39.04% 38.02% 37.50% NA
$750 Mn 35.52% 34.49% NA NA

$1 Bn 31.99% NA NA NA

■ Lowering the assumed earnings rate on the system from 8.25% to 8.1% increases the projected Employer 
Contribution Rate by approximately 1% annually.

■ All other variables used to calculate and amortize the UAAL are assumed to remain the same.

■ A lower actuarial assumed earning rate will increase the size of the UAAL.

Note: Estimate. Savings dependent on actual investment performance
Alaska Pension Assumed level amortization of UAAL based on the Department ol Administration of PERS and TRS report dated 2/2/2007 All other
Obligation Bonds assumptions based on the Buck Consultants Actuarial Valuation Report dated 9/15/2006. 14



Sensitivity of Employer Contribution Rates to a 8.1% Earnings Rate
Public Employees’ Retirement System

■ The matrix provides employer contribution rates required to achieve the target funding ratio of 80% by 2032 
assuming the actual earnings rate achieved is 8.1%.

Pension Obligation Bond

Cash Contribution

$0 $1.0 Bn $2.0 Bn
10 yr. Avg. 
Employer 

Contribution 
Rate

10 yr. Avg. 
Employer 

Contribution 
Rate

10 yr. Avg. 
Employer 

Contribution 
Rate

$0 30.48% 29.84% 29.21%
$250 Mn 29.32% 28.68% NA
$500 Mn 28.15% 27.52% NA
$750 Mn 27.00% 26.36% NA

$1 Bn 25.83% 25.20% NA

■ Lowering the assumed earnings rate on the system from 8.25% to 8.1% increases the projected Employer 
Contribution Rate by approximately 1% annually.

■ All other variables used to calculate and amortize the UAAL are assumed to remain the same.

■ A lower actuarial assumed earning rate will increase the size of the UAAL.

Note: Estimate, Savings dependent on actual investment performance.Alaska Pension Assumed level amortization of UAAL based on the Department of Administration of PERS and TRS report dated 2/2/2007. All other
Obligation Bonds assumptions based on the Buck Consultants Actuarial Valuation Report dated 9/15/2006. 15
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A Cash Optimization Program could provide a cost-effective strategy 
to reduce the State’s overall portfolio cost.

■ Under a Cash Optimization Program, the State re-deploys General Fund revenues, currently 
projected to be used for current Capital Expenditures, to make contributions to the pension 
system to reduce the UAAL.

■ Capital Expenditures that would otherwise have been funded with current funds are funded 
with tax-exempt bonds.

■ Revenues from the General Fund are re-deployed to pay debt sewise on tax-exempt bonds.

■ The net effect is a reduction in borrowing costs for the State’s overall portfolio and an increase 
in the benefit of funding the UAAL.



0

C jrrent Year

Annually
Going
Forward

Using Cash Optimiz?'^. n, the State achieves all of its policy goals at 
an overall lower net c '

State’s Funding Options
POB Issuance

Pay Down 
UAAL

Amortize
UAAL
8.25%

SOU Source I 1 Use I. -1 Savings

Status Quo

Cap ita l
E xpend itu res

Cash Optimization

Pay D own 
UAAL

Cap ita l
E xpend itu res

Tax-Exempt 
Debt Serv ice  

4.57%

Alaska PensionObligation Bonds (a) Estimated savings dependent of actual investment performance. 17
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A Cash Optim ization Program provides a cost-effective strategy to 
reduce the State’s cost to am ortize the UAAL of the TRS program.

■ A Taxabie Pension Obligation Bond decreases the State’s imputed cost of capital of 8.25% to 
5.56%.

■ A cash optimization program with tax-exempt financing results in a borrowing cost for the 
State on its debt of 4.57%.

■ Assuming a $1.2 billion issuance, the net benefit of the lower cost to the State translates into 
an increase in gross savings of $232 million, which is equivalent to a 1.49% reduction to the 
average annual employer contribution rate.

TRS Program (000s)
Target Funding Ratio: 80%
Par: 51,247,015
All-in TIC: 4.57%
Assumed IRR: 8 25%
Estimated Gross Savings: S951 890
Estimated PV Savings:'8* 5560.544

(a) E stim ate  A ssu m e s  4 57%  PV  R ate  S av ings d e p e n d en t on 
ac tu a l investm ent p erfo rm ance

18
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To: Representative Bob Lynn
Chairman, House State Affairs Committee

From: Representative Mike Hawker 

Date: March 7, 2007 

Re: House Bill 13

'V

V

! request that House Bill 13, which would allow public employers to 
utilize Pension Obligation Bonds (POBs), be scheduled for a 
hearing in the House State Affaiis Committee at your earliest 
convenience.

A POB is essentially a legal arbitrage transaction where money is 
borrowed at a lower rate of interest than the money earns when 
invested by the retirement system. POBs are a proven and 
acceptable tool to mange pre-existing liabilities for state and loral 
pensions. Bond market participants are receptive to POBs, 
including bond insurers, rating agencies and investors.

This bill does not authorize any debt instruments to be issued. The 
state or a municipality would need to take a separate specific action 
to utilize this option.

Please feel free 'o contact me. or my legislative aide, Juli Lucky, if 
you need any additional information
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■ Introduction and Overview

■ Descriptions of Proposed Programs

■ Medical Program -  Proposed Method and Assumption Changes

■ Medical Program -  Medicare Reform

■ Alternative 1 -  Valuation Results and Cost Projections

■ A'ternative 2 -  Valuation Results and Cost Projections

■ Next Steps

■ Appendix
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I n t r o d u c t i o n  a n d  O v e r v i e w

f.-u. : .:M t
s: Meeting Objectives
i l : ' !';:i

■ Review revised effect of proposed assumption and method changes 
for valuing post-retirement medical benefits, including impact of 
Medicare reform

■ Review cost implications of two proposed tier alternatives

Mercer Human Resource Consulting



’ S i r ,  I n t r o d u c t i o n  a n d  O v e r v i e w

Key Objectives

System benefits should favor longer-service members 
Increase predictability and stability of employer contributions 
Share investment risk between employers and members
Medical program
-  Offer access
-  Decreased cost & risk associated with pre-Medicare-eligible
-  Offer increased benefits after Medicare eligibility
-  Decrease healthcare inflation risk
-  Increase cost sharing & retiree responsibility

Reduced employer cost relative to current Tiers

Mercer Human Resource Consulting



lilllllilllllllllliiillil'In tro d u c t io n  and  O v e rv ie w
Proposed Tier Alternatives

Alternative 1
-  Basic defined benefit component
-  Defined contribution component
-  Post-retirement medical program

Alternative 2
-  Defined contribution component
-  Post-retirement medical program

Member contributions under both alternatives are higher than the 
current tiers
Post-retirement medical program is the same for both alternatives

Mercer Human Resource Consulting



di k  In tro d u c t io n  and  O v e rv ie w
Target “Normal Cost” Rates

■ As discussed at the July meeting, Alternative 1 targets approximate 
normal cost rates as follows:

Normal Cost Rates

TRS PFRS

Medical norma! cost rate 4.50% 4.00%

Defined benefit normal cost rate 6.00% 6.00%

Defined contribution rate 8.25% 6.00%

Gross normal cost rate 18.75% 16.00%

Member contribution rate (10.00)%  (8.00)%

Employer normal cost rate 8.75% 8.00%

Mercer Human Resource Consulting 6



In tro d u c t io n  and  O v e rv ie w
Target “Normal Cost” Rates

■♦ 11 • •

■ Alternative 2 targets approximate normal cost rates as follows:

Normal Cost Rates

TRS PERS

Medical normal cost rate 4.50% 4.00%

Defined contribution rate 14.25% 12.00%

Gross normal cost rate 18.75% 16.00%

Member contribution rate (10.00)% (8.00)%

Employer normal cost rate 8.75% 8.00%

Mercer Human Resource Consulting
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In tro d u c t io n  and  O v e rv ie w
I Social Security “Opt-Out
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Both PERS and TRS alternatives 1 and 2 satisfy the Socia! Security 
minimum requirements through the defined contribution component 
(together with 1.5% of member contributions for PERS Alternative 1)
-  A combination of employer and member contributions must exceed 7.5% 

of compensation

Mercer Human Resource Consulting
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A . —«V Employer Rates
m :

■ As for the current tiers, employer rates can be expected to vary over 
time from the normal cost rates

■ Differences between actual experience and that predicted by the 
actuarial assumptions will result in funding deficits or surpluses

■ Alternative 1 and 2 can be expected to produce rate volatility that 
differs by source and magnitude

■ Sources of volatility
-  Alternative 1: Medical and defined benefit components
-  Alternative 2: Medical component only

■ For both alternatives, there is no volatility associated with the defined 
contribution component

Mercer Human Resource Consulting 9
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Defined Benefit
o f  P ro p o se d  P ro g ra m s
Alternative

Key features of Alternative 1 defined benefit program
■ 1 percent of final average pay
■ Five-year averaging period
■ Base pay only
■ Normal retirement at the earlier of

-  (1) age 60 with 5 years of service (8 years for TR S), or
-  (2) 25 years of service (30 years for P E R S  “others”)

■ Post-retirement pension adjustments similar to current tiers
■ No 10 percent Alaska cost-of-living adjustment (COLA)

Mercer Human Resource Consulting
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io n s  o f  P ro p o se d  P ro g ra m s
Defined Contribution Alternatives
V  '

Key features of defined contribution components
■ Individual accounts are maintained for e.ich member
■ Contributions are a percentage of total pay
■ Various investment options (member-directed)
■ 100% vested
■ Terminating or retiring member takes account (eligible for rollover)

Mercer Human Resource Consulting
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£%& P ro p o se d  M e d ic a l P rog ram
Key Features

JIM*<** «**-•'*l»Mi

Key features of post-retirement medical program
a Members must retire directly from the System to be eligible
a System sponsored health plan with varying levels of subsidy or cost to 

members
a Early retirees get “access only” prior to normal retirement eligibility
a Defined dollar benefit from normal retirement to Medicare eligibility 

(currently age 65)
a Defined health benefit after Medicare eligibility, similar to the current 

program with the following key exceptions:
-  Method of coordination with Medicare
-  Retired members will share in the cost through premium contributions

Mercer Human Resource Consulting 13



Illillllllllllllll'illlill'P ro p o se d  M e d ic a l P rog ram
_ System Sponsored Health Care Plan

*  %;j!|! I

System sponsored health plan available to all eligible retirees, but 
varying levels of subsidy
Basic plan design elements

Medical
■ Coordination with Medicare
■ Deductible
» Out of Pocket
■ Outpatient Surgeiy Coinsurance

Prescription Drug
■ Retail
- Generic
- Brand Formulary
- Brand Non-Formulary

« Mail Order
- Generic
- Brand Formulary
- Brand Non-Formulary

Current Plan Alternative Plan

Total Allowable Maintenance of Benefits 
$150/person, $450/family $2u0/person, $750/family

$800
100%

90 day supply 
$4 
$8 
$8

90 day supply 
$0 
$0 
$0

$2,500 
80%

30 day supply 
$5 

$15 
$30

90 day supply 
$5 

$15 
$30

Dental, Vision, Audio No Change

Mercer Human Resource Consulting
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P ro p o se d  M e d ic a l P ro g ra m
Eligibility

r
'1

Normal retirement eligibility for medical benefits will be defined as the 
earlier of
-  (1) age 60 with 10 years of service
-  (2) 25 years of service (30 years for P E R S  “others” retirees).

Disabled participants will be eligible
Terminated vested participants are not eligible. A member must retire 
directly from active service in order to receive coverage

Mercer Human Resource Consulting 15
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P ro p o s e d  M e d ic a l P rog ram
Early Retirement

r ! 1

Early retirees who have not reached normal retirement eligibility
-  Receive “access only”
-  Will not be eligible for subsidized retiree health plan costs
-  Pay 100% of the pre-age 65 per member per year (PMPY) claim costs

Dependent spouses of early retirees will pay 100% of the appropriate 
pre-Medicare or Medicare eligible PMPY claim cost

Mercer Human Resource Consulting 16
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P ro p o se d  M e d ic a l P ro g ra m
Normai Retirement to Medicare Eligibility

♦

Members who retire (or early retire) directly from the Systems will be 
eligible for a “defined dollar" benefit upon reaching eligibility for normal 
retirement
Fixed dollar subsidy toward system sponsored health coverage
Access to system sponsored retiree medical plan as outlined above
Subsidy amount is based on length of service
Subsidy amount indexed each year by healthcare inflation up to a 
maximum of 5 percent (with a “catch-up” provision based on years 
when healthcare inflation is less than 5%)

Mercer Human Resource Consulting 17
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P ro p o se d  M e d ic a l P ro g ra m
Normal Retirement to Medicare Eligibility

1

■

Upon becoming eligible for Medicare (currently age 65), such 
members will become eligible for the “defined health" benefit
Pre-Medicare dependent spouse is eligible for the same subsidy as 
retiree

b Medicare eligible dependent spouse is eligible for the after Medicare 
eligible benefit level, with contribution percentage based on retiree 
length of service

Mercer Human Resource Consulting 18
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P ro p o se d  M e d ic a l P rog ram

‘ • Normal Retirement to Medicare Eligibility

Apply percentages to the applicable subsidy base to arrive at the 
appropriate subsidy amount.
Defined Dollar Subsidy Base Annual PMPY for fiscal year 2004:

Pre Medicare $5,962*
Subsidy Percentage

Service (yrs) Subsidy %
10-14 30%
15-19 45%
20-24 60%
25-29 75%
30+ 90%

Member contributions are determined by subtracting the annual 
subsidy amount from the annual claims cost for a given year.

‘Equivalent to FY2004 pre-Medicarc projected claim cost. 
Mercer Human Resource Consulting
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P ro p o se d  M e d ic a l P rog ram
Defined Dollar Subsidy Projection

. _ _ , ^ J P W | V | p

NV ♦

Subsidy Projection Assumptions
-  Pre Medicare retiree, 25 years of service
-  Year 1 assumes plan cost and subsidy base are equal
-  Average plan cost increases with blended medical, Rx trend of 11%
-  Subsidy base increases at healthcare Inflation rate up to 5%

Plan Subsidy Retiree Retiree Percent Contribution 
________Cost_______ Base______Subsidy Contribution Increase Percent__

Y e a r  1 5 , 9 6 2 5 , 9 6 2 4 , 4 7 2 1 , 4 9 1 N / A 2 5 %

Y e a r  2 6 , 6 1 8 5 , 2 6 0 4 , 6 9 5 1 , 9 2 3 2 9 % 2 9 %

Y e a r  5 9 , 0 5 1 7 , 2 4 7 5 , 4 3 5 3 , 6 1 6 2 1 % 4 0 %

Y e a r  1 0 1 5 , 2 5 1 9 , 2 4 9 6 , 9 3 7 8 , 3 1 4 1 7 % 5 5 %

Y e a r  1 5 2 5 , 6 9 9 1 1 , 8 0 4 8 , 8 5 3 1 6 , 8 4 6 1 4 % 6 6 %

Mercer Human Resource Consulting 2 0
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P ro p o se d  M e d ic a l P rog ram
After Medicare Eligibility

a Defined health benefit similar to current program
■ Retirees who were previously eligible for 100% subsidy of retiree 

health plan costs will no.« participate in the premium cost.
= Contributions are per covered individual
■ Pro-Medicare dependent spouses are eligible to receive a defined 

dollar subsidy with percentage based on retiree length of service
■ Medicare eligible dependent spouses are eligible to receive the same 

defined health benefits as the retiree and pay the same contributions

Mercer Human Resource Consulting
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P ro p o se d  M e d ic a l P ro g ra m
After Medicare Eligibility

Contribution Base PMPY for fiscal year 2C04:
Post Medicare $2,667

Contribution Percentage
Service (yrs) Contribution % 

10-14 30%
15-19 25%
20-24 20%
25-29 15%
30+ 10%

■ Apply percentages to the contribution base to arrive at the applicable 
contribution amount

Mercer Human Resource Consulting
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and Assumption Changes



M e t h o d  a n d  A s s u m p t i o n  C h a n g e s

■ Independent review of claims development methodology
-  Potential refinement on going forward basis

■ Update claims basis used in the valuation with more recent 
experience.
-  Update for experience through May 2004
-  Valuation claims were based on experience through August 2003

■ Refinement of current valuation assumptions in advance of next 
formal assumption review
-  Current assumptions were last reviewed in 2000
-  Based on access to and detailed analysis of claims data

Mercer Human Resource Consulting



P ro p o se d  M e th o d  and  A s su m p tio n  C h a n g e s
Primary Changes

■ We are recommending changes to the following elements:
-  Claims cost methodology
-  Claims costs
-  Medicare offset
-  Aging factors
-  Trend

Mercer Human Resource Consulting 25



P ro p o se d  M e th o d  an d  A s su m p tio n  C h a n g e s
K.«a*orv»A

* 4v3Tw>«*w«r-'- '56» nt Claims Cost Methodology
]h

■ Current Methodology
-  Total rate for all retirees equals current premium rate
-  Pre-65 cost and (lower) post 65 claim cost per retiree are determined
-  Pre and post 65 costs increased with appropriate trend

Proposed Methodology
-  Analysis of claims is completed based on claims information from Aetna 

and enrollment information from the State
-  Paid claims for June 2001 -  May 2004 are tabulated and an average 

annual claim amount is determined. Next, four adjustments are applied.
□ Participation adjustment to account for differences in exposures between the 
expe ience period and current census.

□ Trend factor to trend historical claims from the midpoint of the experience 
period to the midpoint of the valuation period.

Mercer Human Resource Consulting



§ Claims Cost Methodology
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■ Proposed methodology (continued)
a Incurred claims adjustment to restate paid claims on an incurred basis. This 
assumes claims are paid on average three months after the incurred date.

□ Adjustments to paid claims to account for changes in the plan

-  Administrative costs are added to arrive at total projected costs for the 
valuation period

-  Distribution of per capita claims cost is developed by allocating total 
projected costs to the population census used in the valuation. The 
allocation is separate for medical and prescription drug costs.

P r o p o s e d  M e t h o d  a n d  A s s u m p t i o n  C h a n g e s

Mercer Human Resource Consulting



SflBI 1111! I i i i IUI! 1111111II11

j .  P ro p o se d  M e th o d  and  A s su m p tio n  C h a n g e s
Chart of Claims Development
i i  liff

Detailed Development of Claims Cost
For the period 7/1/2003 through 6/30/2004

Medical Rx
P s : d  C l a i m s  ( 6 / 0 1  -  5 / 0 2 ) 1 1 5 , 9 0 4 , 7 2 9 4 2 , 1 7 4 , 0 7 3

P a i d  C l a i m s  ( 6 / 0 2  -  5 / 0 3 ) 1 3 3 , 7 9 4 , J. 3 1 4 9 , 7 6 1 , 2 0 1

P a i d  C l a i m s  ( 6 / 0 3  -  5 / 0 4 ) 1 4 3 , 0 4 2 , 7 2 9 6 1 , 5 8 3 , 4 2 0

E s t i m a t e d  a n n u a l  p a i d  c l a i m s 1 3 0 , 9 1 3 , 8 6 3 5 1 , 1 7 2 , 8 9 8

P o p u l a t i o n  a d j u s t m e n t l 1 . 0 5 2 1 . 0 3 9

T r e n d  A d j u s t m e n t  ( 1 3 . 0  m o n t h s ) 2 1 . 1 0 9 1 . 1 6 3

I n c u r r e d  A d j u s t m e n t 2 1 . 0 2 4 1.000

P r o j e c t e d  i n c u r r e d  c l a i m s 1 5 6 , 3 3 4 , 1 4 2 6 1 , 8 5 6 , 3 5 8

A d m i n i s t r a t i v e  c o s t s 3 7 , 5 4 0 , 7 3 1 0

Projected Plan Costs $163,874,873 $61,856,358

Mercer Human Resource Consulting



Claims Cost
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P r o p o s e d  M e t h o d a n d  A s s u m p t i o n  C h a n g e s

Current Revised Revised Age 65*
Average Claim Cost PSPM PSPM PMPM PMPM

Pre Medicare $1,016 $971 $553 $709

Medicare eligible $387 $442 $253 $212

Composite $777 $738 $425 N/A

‘Note: Age 65 costs represent pre- and post-Medicare medical and prescription drug costs for an age 65 participant

■ Current claims cost are on a Per Subscriber (Retiree) Per Month 
(PSPM) basis

■ Revised claims cost are on a Per Member Per Month basis (PMPM)
■ Revised pre-65 costs are less, post-65 costs are greater
Mercer Human Resource Consulting 29



Bff iljllill'l'ililliil'll1111 . --P ro p o se d  M e th o d  an d  A s su m p tio n  C h a n g e s
Medicare Offset

Revised offset of 85%
Based or. experience study of pre- and post-65 members 
Currently no explicit Medicare offset assumed

Mercer Human Resource Consulting



o se d  M e th o d  and  A s su m p tio n  C h a n g e s
Factors

%  ! Ij
1 ' i  ! •

Aging factors represent the expected incremental increase in claims 
cost as an individual ages 1 year
The following table shows proposed aging factors:

I l l

Age Medical Rx
00-44 2.0% 4.5%
45-54 2.5% 3.5%
55-64 3.5% 3.0%
65-74 4.0% 1.5%
75-84 1.5% 0.5%
85+ 0.5% 0.0%

• For example, this means we expect medical claims to be 3.5 percent 
higher for a member age 57 compared to a member age 56

n Currently no explicit aging factors assumed

llllllf I I

P ro p
Aaina
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P ro p o se d  M e th o d  and  A s su m p tio n  C h a n g e s
■'M&lfijWh
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S~2 Chart of Claims Costs by Age

Claims cost per member per year by age band

Age Medical Cost Medicare Offset After Offset Rx Cost
Total Cost 
After Offset

4 5 $ 3 , 8 8 4 N / A $ 3 , 8 8 4 $ 7 8 6 $ 4 , 6 7 0

5 0 $ 4 , 3 9 5 1 , / A $ 4 , 3 9 5 $ 5 3 4 $ 5 , 3 2 8

5 5 $ 4 , 9 7 2 N / A $ 4 , 9 7 2 $ 1 , 1 0 9 $ 6 , 0 8 1

6 0 $ 5 , 9 0 5 N / A $ 5 , 9 0 5 $ 1 , 2 8 6 $ 7 , 1 9 1

6 5 $ 7 , 0 1 4 $ 5 , 9 6 1 $ 1 , 0 5 2 $ 1 , 4 9 1 $ 2 , 5 4 3

7 0 $ 8 , 5 3 3 $ 7 , 2 5 3 $ 1 , 2 8 0 $ 1 , 6 0 6 $ 2 , 8 8 6

7 5 $ 1 0 , 3 8 2 $ 8 , 8 2 4 $ 1 , 5 5 7 $ 1 , 7 3 0 $ 3 , 2 8 7

8 0 $ 1 1 , 1 8 4 $ 9 , 5 0 6 $ 1 , 6 7 8 $ 1 , 7 7 4 $ 3 , 4 5 1

Mercer Human Resource Consulting
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Sllllllitllf J mill IIP ro p o se d  M e th o d  and  A s su m p tio n  C h a n g e s
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■ Factors used to determine current and ultimate trend levels include:
-  Most recent 36 months of claims experience by claims cost category

u Examined rolling 12 month averages and multiple regression models

-  Mercer’s Actuarial and Financial Steering Committee retiree medical trend 
guidelines by claims cost category

-  Medicare trend forecasts
-  Current market observations

Mercer Human Resource Consulting 33



■■■BSUiUHIilllHiiiililll'lP ro p o se d  M e th o d  and  A s su m p tio n  C h a n g e s
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The following table shows our proposed changes to assumed health 
care cost increases

Year
Current

Medical/Rx
Proposed
Medical

Proposed
Rx

F Y 0 4 1 2 . 0 % 1 0 . 0 % 1 5 %

F Y 0 5 1 2 . 0 % 9 . 5 % 1 4 %

F Y 0 6 1 1 . 5 % 9 . 0 % 1 3 %

F Y 0 7 1 1 . 0 % 8 . 5 % 1 2 %

F Y 0 8 1 0 . 5 % 8 . 0 % 1 1 %

F Y 0 9 1 0 . 0 % 7 . 5 % 1 0 %

F Y 1 0 9 . 5 % 7 . 0 % 9 %

F Y 1 1 9 . 0 % 6 . 5 % 8 %

F Y 1 2 8 . 5 % 6 . 0 % 7 %

F Y 1 3 8 . 0 % 5 . 5 % 6 %

F Y 1 4 7 . 5 % 5 . 0 % 5 %

F Y 1 5 7 . 0 % 5 . 0 % 5 %

F Y 1 6 6 . 0 % 5 . 0 % 5 %

F Y 1 7  a n d  l a t e * 5 . 0 % 5 . 0 % 5 %

Mercer Human Resource Consulting



P r o p o s e d  M e t h o d  a n d  A s s u m p t i o n  C h a n g e s
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Valuation Results
1 1 1 t ' ' i | * 1 I ' ' ' • 1

The proposed assumption changes produce the following percentage 
changers in medical liabilities:

________________ Percentage Change
Accrued Liability
(medical only)

Normal Cost 
(medical only)

1 1 . 1 %

0 . 8 %

f/tercer Human Resource Consulting 35



P r o o o s e d  M e t h o d  a n d  A s s u m p t i o n  C h a n g e s

The following pages show the effect the proposed medical assumption 
changes would be expected to have over time on actuarial calculated 
contribution rates

■ For purposes of isolating the effect of the proposed medical 
assumption changes, non-medical benefits have been kept 
unchanged from the current program

■ Data, assumptions and methods are as described in the Appendix

Mercer Human Resource Consulting



P ro p o se d  M e th o d  and  A s su m p tio n  C h a n g e s
Cost Projections - TRS
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Contribution Comparison - TRS
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P ro p o se d  M e th o d  and  A s su m p tio n  C h a n g e s
CostiProjections - PERS
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Reform



M e d ic a re
Update
%

R e f o r m

■ CMS issued proposed regulations on July 26, 2004
■ Proposed regulations do not reach a final conclusion

-  Broad array of possible actuarial equivalence tests given
-  Solicit comments on the tests under consideration

■ Written comments to CMS are encouraged; must be received by 
October 4, 2004, to receive consideration

b Final regulations are expected in the first quarter of 2005

Mercer Human Resource Consulting
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M e d ic a re  R e fo rm
New Information

Qualified retiree drug plans

Plan must be actuariaily equivalent to standard 
Medicare drug benefit
Plan-wide testing
Several different tests under consideration 
Actuarial attestation as to equivalence

Monthly payments proposed
Alternative payment mechanisms may be 
considered

Other proposed rules------—  ---------------  -------

Enrollment
Medicare Part D kickoff: 11/15/05 - 5/15/06
Annual open enrollment in 2007 and later; 
11/15-12/31

“Creditable coverage” notices
Disclose to retirees and CMS whether drug benefit 
is “creditable"
Rules for content, method, timing - TBD

Rules merely proposed

For many items, CMS provided alternative Content of the final regulations may differ from
positions and is seeking comments the proposed version

Mercer's Medicare reform website: w w.mercerHR cum/usmeciicar preform

Mercer Human Resource Consulting
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Actuarial Equivalence
i l lP i

■ Range of alternatives presented for actuarial equivaience
■ “One-pronged” approach” -  Gross Value of Benefit j Medicare Part D 

Gross Value
-  Same as creditable coverage test, easiest to pass
-  Financing of coverage is not considered
-  Does not avoid employer windfall

■ “One-pronged” approach with subsidy limit -  Gross Value of Benefit j 
Medicare Part D Gross Value - PLUS - Subsidy limited to plan 
sponsor’s cost for the prescription drug benefit
-  Still easy to pass test
-  Prevents windfall
-  Sponsor cost can be zero, but does not allow gain

Mercer Human Resource Consulting 42
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M e d ic a re  R e fo rm
Actuarial Equivalence
W  " ’ ' ' ”

“Two-pronged” approach -  Net value of benefit must be as rich as 
Medicare Part D value
-  Net Value is Gross Value less retiree contributions
-  Most difficult test to pass
-  Prevents windfall

Mercer Human Resource Consulting
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M e d ic a re  R e fo rm

I Assumption Changes
■ i l l !

Total Projected Claims Cc st for Fiscal Year 2004 - $225,731,

Revised Health Costs
Rx Post 65 

14%

Rx Pre 65 
13%

Med Pre 65
61%

Mercer Human Resource Consulting
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Assumption

*

R e fo rm
Changes

■  B e g i n n i n g  i n  2 0 0 6 ,  t h e  f e d e r a l  g o v e r n m e n t  w i l l  p r o v i d e  a  c a s h  i n c e n t i v e  p a y m e n t  t o  p l a n  

s p o n s o r s  t h a t  m a i n t a i n  R x  p l a n s  w h i c h  a r e  a t  l e a s t  a c t u a r i a i l y  e q u i v a l e n t  t o  M e d i c a r e  

P a r t  D

■  P l a n  s p o n s o r  g e t s  2 8 %  s u b s i d y  f o r  c o v e r e d  d r u g  c o s t s  f r o m  $ 2 5 0  t o  $ 5 0 0 0  ( i n d e x e d )  

p e r  e l i g i b l e  p a r t i c i p a n t

Medicare
________________________    Eligible Rx

Rx Post 65
M e d i c a r e  E l i g i b l e  R x  T o t a l  C o s t  $ 3 2 . 2  M

E s t i m a t e d  S u b s i d y  2 3 . 3 %

E s t i m a t e d  S a v i n g s *  $ 7 . 5  M

‘Represents savings in 2004 dollars.
Actual medicare subsidy will be effective in 2006.

Mercer Human Resource Consulting 45



M e d i c a r e  R e f o r m

Assumption Changes

A s  p a r t  o f  t h e  M e d i c a r e  P r e s c r i p t i o n  D r u g  I m p r o v e m e n t  a n d  M o d e r n i z a t i o n  A c t  o f  2 0 0 3 ,  

a  s p e c i a l  p r o v i s i o n  a f f e c t i n g  p h y s i c i a n s  i n  A l a s k a  w i l l  r e s u l t  i n  m o r e  t h a n  a  5 2 %  i n c r e a s e  

i n  a v e r a g e  P h y s i c i a n  f e e  s c h e d u l e  p a y m e n t s  f o r  2 0 0 4

A s s u m p t i o n s

- Portion of physician sei vices performed in Stare of Alaska - 65%
- Portion of medical expenses related to physician cost - 61 % Physician 

Fee Increase
P o s t - 6 5  P h  . - . i c i a n  

R e i m b u r s e m e n t
$ 2 7 . 1  M

E s t i m a t e d  I n c r e a s e 2 0 . 6 %

E s t i m a t e d  C o s t  I n c r e a s e $ 5 . 6  M

Mercer Human Resource Consulting 46
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*>

Revised Total Projected Claim Cost 
$225.7 M

Rx Post 65 
14%

Rx Pre 65 
1 3 %

Med Pre 65 
61%

Mercer Human Resource Consulting

Total Claim Cost after Medicare Reform
$223.6 M'

Rx Post 65 
1 1 %

Med Post 65 
1 5 %

Rx Pre 65
1 3 %

‘Represents savings in 2004 dollars.
Actual medicare subsidy will he effective in 2006.

r 
n



R e f o r m

R e f o r m  i m p a c t

Claims Cost Assumptions -  Age 65 Per Member Per Year

__________ Medical_____________ Prescription Drug______
Pre-Medicare Post-Medicare Pre-Medicare Post-Medicare

R e v i s e d  A s s u m p t i o n s  $ 7 , 0 1 4  $ 1 , 0 5 2  $ 1 , 4 9 1  $ 1 , 4 9 1

M e d i c a r e  R e f o r m  $ 7 , 0 1 0  $ 1 , 2 6 2  $ 1 , 4 9 1  $ 1 , 1 3 2

‘Represents savings in 2004 dollars.
Actual medicare subsidy will be effective in 2006.

Mercer Human Resource Consulting 48
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Medicare Reform Impact
" V

Valuation Results
■ Incorporation of claims and assumption changes related to Medicare 

Reform produces the following percentage changes in medical 
liabilities (relative to revised assumption liabilities):

______________Percentage Change
Accrued Liability 
(medical only)

Normal Cost 
(medical only)

-3.1%

- 2 . 6 %

Mercer Human Resource Consulting



Cost Projections
• M i O  *<■».- *
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The following page? show the effect the changes due to Medicare Reform 
would be expected to have over time on actuarial calculated contribution 
rates
■ For purposes of isolating the effect of the Medicare Reform changes, 

non-medical benefits have been kept unchanged from the current 
program

■ Data, assumptions and methods are as described in the Appendix

M e d i c a r e  R e f o r m

Mercer Human Resource Consulting 50
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k  M e d ic a re  R e fo rm
Cost Projections -  TRS
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Contribution Comparison - TRS
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C u r r e n t  A s s u m p t io n s  
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New Assumptions Medicare Reform
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M e d ic a re  R e fo rm
Cost Projections -  PERS

Contribution Comparison - PERS

3 5 . 0 0 %

3 0 . 0 0 %

$  2 5 . 0 0 %
0£
c
o
■■§ 20.00%

o  1 5 . 0 0 %

10.00%

5 . 0 0 %

Fiscal Year Ending
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o o o o o o T—
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CM CM CM CM CM CM CM

Current Assumptions New Assumptions Medicare Reform
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.v jm nw ifW M e d i c a r e  R e f o r m
Key Observations

■ N e t  e f f e c t  o f  n e w  a s s u m p t i o n s  a n d  M e d i c a r e  r e f o r m  i s  a  m o d e s t  

i n c r e a s e  i n  t o t a l  e m p l o y e r  a c t u a r i a l  c o n t r i b u t i o n  r a t e

■ A s s u m p t i o n  a n d  m e t h o d  i m p r o v e m e n t s  o v e r  c u r r e n t

-  S e p a r a t e  c o s t s  a n d  t r e n d  f o r  m e d i c a l  v e r s u s  R x

o More accurate estimation and valuation of benefit changes
-  E x p l i c i t  r e c o g n i t i o n  o f  e f f e c t  o f  a g i n g  o n  c l a i m s

-  D e t a i l e d  a n a l y s i s  o f  c l a i m s  c o s t s  b y  M e d i c a r e  e l i g i b i l i t y  s t a t u s  ( p r e  a n d  

p o s t  6 5 )

■ O p p o r t u n i t y  f o r  f u r t h e r  m e t h o d  i m p r o v e m e n t s

-  A n n u a l  r e v i e w  r e c o m m e n d e d

-  D e p e n d e n t  c o v e r a g e  d a t a  f o r  r e t i r e e  p o p u l a t i o n

Mercer Human Resource Consulting



t i v e  1  -  V a l u a t i o n  R e s u l t s  a n d  

p r o j e c t i o n s
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i Alternative 1 -  Valuation Results and Cost 
Projections

N

C l a i m s  C o s t  A s s u m p t i o n s  -  A g e  6 5  P M P Y

__________ Medical_____________ Prescription Drug______
Pre-Medicare Post-Medicare Pre-Medicare Post-Medicare

Revised Assumptions $7,014 $1,052 $1,491 $1,491

Medicare Reform $7,010 $1,262 $1,491 $1,132

Plan Alternative $6,381 $1,149 $1,252 $951

Mercer Human Resource Consulting 55



A l t e r n a t i v e  1 -  V a l u a t i o n  R e s u l t s  a n d  C o s t

A c t u a l  “ n o r m a l  c o s t ”  r a t e s  f o r  A l t e r n a t i v e  1 a r e  a s  f o l l o w s :

Normal Cost Rates

TRS PERS

M e d i c a l  n o r m a l  c o s t  r a t e  3 . 7 5 %  3 . 5 %

D e f i n e d  b e n e f i t  n o r m a l  c o s t  r a t e  5 . 0 %  4 . 5 %

D e f i n e d  c o n t r i b u t i o n  r a t e  8 . 2 5 %  6 . 0 %

G r o s s  n o r m a l  c o s t  r a t e  1 7 . 0 %  1 4 . 0 %

M e m b e r  c o n t r i b u t i o n  r a t e  ( 1 0 . 0 ) %  ( 8 . 0 ) %

E m p l o y e r  n o r m a l  c o s t  r a t e  7 . 0 %  6 . 0 %

Mercer Human Resource Consulting



Alternative 1 -  Valuation Results and Cost 
S B  Riojedltions
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T h e  f o l l o w i n g  p a g e s  s h o w  t h e  e f f e c t  t h a t  p r o p o s e d  p r o g r a m  a l t e r n a t i v e  1  

w o u l d  b e  e x p e c t e d  t o  h a v e  o v e r  t i m e  o n  a c t u a r i a l  c a l c u l a t e d  c o n t r i b u t i o n  

r a t e s

■ M e m b e r  d a t a ,  a s s u m p t i o n s  a n d  m e t h o d s  a r e  a s  d e s c r i b e d  i n  t h e  

J u n e  3 0 ,  2 0 0 3  a c t u a r i a l  v a l u a t i o n  r e p o r t s ,  e x c e p t  f o r  r e v i s i o n s  t o  t h e  

m e d i c a l  a s s u m p t i o n s  p r e v i o u s l y  d e s c r i b e d

■ P r o p o s e d  a s s u m p t i o n  a n d  m e t h o d  c h a n g e s  ( i n c l u d i n g  t h e  e s t i m a t e d  

e f f e c t  o f  M e d i c a r e  R e f o r m )  h a v e  b e e n  i n c o r p o r a t e d  i n  t h i s  a n a l y s i s

■ D a t a ,  a s s u m p t i o n s  a n d  m e t h o d s  a r e  a s  d e s c r i b e d  i n  t h e  A p p e n d i x

Mercer Human Resource Consulting 57
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A l t e r n a t i v e  1 -  V a l u a t i o n  R e s u l t s  a n d  C o s t
Projections - TRS
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Alternative 1
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A l t e r n a t i v e  1 -  V a l u a t i o n  R e s u l t s  a n d  C o s t
Projections - PERS
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Contribution Com parison -  P E R S
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Key Observations

A l t e r n a t i v e  1 r e d u c e s  o v e r a l l  c o s t

C o s t  i s  s h a r e d  b e t w e e n  e m p l o y e r s  a n d  m e m b e r s

M u c h  o f  t h e  i n v e s t m e n t  r i s k  c o n t i n u e s  t o  b e  b o r n e  b y  e m p l o y e r s

H e a l t h c a r e  i n f l a t i o n  r i s k  i s  b o r n e  b y  b o t h  e m p l o y e r s  a n d  m e m b e r s

Mercer Human Resource Consulting
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Alternative 2 -  Valuation Results and Cost 
1  Projections
_  - «>

IT ♦

■ A c t u a l  “ n o r m a l  c o s t ”  r a t e s  f o r  A l t e r n a t i v e  2  a r e  a s  f o l l o w s :

Normal Cost Rates

TRS PERS

M e d i c a l  n o r m a l  c o s t  r a t e  3 . 7 5 %  3 . 5 %

D e f i n e d  c o n t r i b u t i o n  r a t e  1 4 . 2 5 %  1 2 . 0 %

G r o s s  n o r m a l  c o s t  r a t e  1 8 . 0 %  1 5 . 5 %

M e m b e r  c o n t r i b u t i o n  r a t e  ( 1 0 . 0 ) %  ( 8 . 0 ) %

E m p l o y e r  n o r m a l  c o s t  r a t e  8 . 0 %  7 . 5 %

Mercer Human Resource Consulting



Alternative 2 -  Valuation Results and Cost 
■

. • A W Projections - TRS
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Alternative 2 -  Valuation Results and Cost 
Projections - PERS
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Alternative 2
-  v w iw . 'ir t m  v a t

:rS~£ Key Observations
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A l t e r n a t i v e  2  r e d u c e s  o v e r a l l  c o s t

C o s t  i s  s h a r e d  b e t w e e n  e m p l o y e r s  a n d  m e m b e r s

E m p l o y e r s  b e a r  l e s s  i n v e s t m e n t  r i s k  t h a n  e i t h e r  t h e  c u r r e n t  p r o g r a m  

A l t e r n a t i v e  1

M e m b e r s  b e a r  h e a l t h c a r e  i n f l a t i o n  r i s k  

-  C a n  e x p e c t  t o  p a y  g r e a t e r  s h a r e  o v e r  t i m e

Mercer Human Resource Consulting
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■ 'is m  Next Steps

':'»'’ «35$^5 lw »«  ! j j I 1 ' '
Hint
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■ A g r e e  o n  m o s t  d e s i r a b l e  a l t e r n a t i v e

■ P r e s e n t a t i o n  t o  f u l l  B o a r d s

■ D o c u m e n t a t i o n  n e e d s

Mercer Human Resource Consulting
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Data, Assumptions and Methods for Cost Projections
IMffl! l i i

M e m b e r  d a t a ,  a s s u m p t i o n s  a n d  m e t h o d s  a r e  a s  d e s c r i b e d  i n  t h e  

J u n e  3 0 ,  2 0 0 3  a c t u a r i a l  v a l u a t i o n  r e p o r t s ,  e x c e p t  f o r  r e v i s i o n s  t o  t h e  

m e d i c a l  a s s u m p t i o n s  p r e v i o u s l y  d e s c r i b e d

P r o p o s e d  a s s u m p t i o n  a n d  m e t h o d  c h a n g e s  ( i n c l u d i n g  t h e  e s t i m a t e d  

e f f e c t  o f  M e d i c a r e  R e f o r m )  h a v e  b e e n  i n c o r p o r a t e d  i n  t h 1 ;  a n a l y s i s

A c t i v e  p o p u l a t i o n  s c e n a r i o :  1  %  g r o w t h

N e w  e n t r a n t s  b r o u g h t  i n  t o  r e p l a c e  m e m b e r s  a s s u m e d  t o  d i e ,  

t e r m i n a t e ,  r e t i r e ,  o r  b e c o m e  d i s a b l e d

N e w  e n t r a n t  p r o f i l e s  b a s e d  o n  a v e r a g e  n e w  e n t r a n t  p r o f i l e s  f r o m  t h e  

p r i o r  3  y e a r s

Mercer Human Resource Consulting
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Data, Assumptions and Methods for Cost Projections

F u t u r e  l i a b i l i t i e s  a n d  a s s e t  r e t u r n s  a r e  c a l c u l a t e d  a t  8 . 2 5 % ,  e x c e p t :

-  1 7 %  i n v e s t m e n t  r e t u r n  f o r  F Y 0 4

A d o p t e d  c o n t r i b u t i o n  r a t e  i s  e q u a l  t o  t h e  a c t u a r i a l l y  c a l c u l a t e d  r a t e  f o r  

a l l  f u t u r e  y e a r s .
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Context

T h e  f o l l o w i n g  c h a r t s  s h o w  p r o j e c t e d  a c t u a r i a l  c o n t r i b u t i o n  r a t e s  

a s s u m i n g

-  N o  b e n e f i t s  a r e  a c c r u e d  b y  n e w  m e m b e r s  t o  t h e  S y s t e m s

-  N e w  m e m b e r s  a l s o  d o  n o t  c o n t r i b u t e  t o  t h e  S y s t e m s

T h i s  i s  n o t  p r e s e n t e d  a s  a  t i e r  a l t e r n a t i v e

I t  i s  s h o w n  f o r  c o n t e x t ,  t o  s h o w  t h e  l o n g - t e r m ,  g r a d u a l  e f f e c t  o f  n e w  

t i e r  c h a n g e s  o n  e m p l o y e r  c o n t r i b u t i o n  r a t e s

P r o j e c t i o n s  f o r  t h e  c u r r e n t  S y s t e m s  a s s u m i n g  n o  c h a n g e s  a r e  s h o w n  

f o r  c o m p a r a t i v e  p u r p o s e s

K e y  a s s u m p t i o n s :

-  A d o p t e d  r a t e s  a r e  e q u a l  t o  a c t u a r i a l  c o n t r i b u t i o n  r a t e s

-  O t h e r  a s s u m p t i o n s  a s  f o l l o w s

iijj|||||||||||||i|||||l|i
Appendix
Current Financial
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ggfgSsr Appendix
.x S fr .  Cur.ent Financial Context

■ M e m b e r  d a t a ,  a s s u m p t i o n s  a n d  m e t h o d s  a r e  a s  d e s c r i b e d  i n  t h e  

J u n e  3 0 ,  2 0 0 3  a c t u a r i a l  v a l u a t i o n  r e p o r t s

O t h e r  k e y  a s s u m p t i o n s

■ A c t i v e  p o p u l a t i o n  s c e n a r i o :  1 %  g r o w t h

■ N e w  e n t r a n t s  b r o u g h t  i n  t o  r e p l a c e  m e m b e r s  a s s u m e d  t o  d i e ,  

t e r m i n a t e ,  r e t i r e ,  o r  b e c o m e  d i s a b l e d

■ N e w  e n t r a n t  p r o f i l e s  b a s e d  o n  a v e r a g e  n e w  e n t r a n t  p r o f i l e s  f r o m  t h e  

p r i o r  3  y e a r s

■ F u t u r e  l i a b i l i t i e s  a n d  a s s e t  r e t u r n ^  a r e  c a l c u l a t e d  a t  8 . 2 5 % ,  e x c e p t :

-  1 7 %  i n v e s t m e n t  r e t u r n  f o r  F Y 0 4

Mercer Human Resource  Consulting
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Current Financial Context

l
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s\

posed Agenda
"SSL*.

♦

I n t r o d u c t i o n

B e n c h m a r k i n g

I n c o m e  a n d  C u r r e n t  P r o g r a m  A n a l y s i s

D e m o g r a p h i c s

F i n a n c i a l  A n a l y s i s

M e d i c a r e  R e f o r m  a n d  I m p l i c a t i o n s

E m p l o y e r  S u r v e y  R e s u l t s

M e m b e r  F o c u s  G r o u p  R e s u l t s

M e d i c a l  P r o g r a m  I s s u e s  a n d  A l t e r n a t i v e s

R e t i r e m e n t  ( N o n - m e d i c a l )  P r o g r a m  O b s e r v a t i o n s ,  T r e n d s  a n d  A l t e r n a t i v e s  

N e x t  S t e p s

Mercer Human Res. u, ~e Consulting
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1 1  f [ 1 1 1 M H ^  1 1 M M1 1 1 1 1 «1

Introduction
s . «Rsnw>tmia»w 
« ftacw* Meeting Objectives

D e v e l o p  a  t h o r o u g h  u n d e r s t a n d i n g  o f  r e l e v a n t  f a c t s  a p p l i c a b l e  t o  t h e  

S t a t e  o f  A l a s k a ’ s  P u b l i c  E m p l o y e e s ’ R e t i r e m e n t  S y s t e m  ( P E R S )  a n d  

T e a c h e r s ’ R e t i r e m e n t  S y s t e m  ( T R S )

R e v i e w  r e t i r e m e n t  s y s t e m  o b j e c t i v e s ,  a n d  e x a m i n e  c u r r e n t  t r e n d s  a n d  

a l t e r n a t i v e s

D i a f t  f u t u r e  d i r e c t i o n s  f o r  t h e  r e t i r e m e n t  s y s t e m s

Mercer Human Resource Consulting 3



m

Hi i l l l l l HHI HHI Hl l l l

Introduction
■

Retirement Program Financial Management

Funding
Policies
Assumptions 
& Methods

Investment
Policy

Benefits
Policy

Plan Provisions

Assets

Mercer Human Resource Consulting
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Meeting Context

R i s i n g  c o n t r i b u t i o n  l e v e l s

V o l a t i l e  i n v e s t m e n t  r e t u r n s  

-  I n v e s t m e n t  u n c e r t a i n t y

R i s i n g  m e d i c a l  c o s t s

Mercer Human Resource Consulting

a



■ I m p l i c a t i o n s  o f  o p t i n g  o u t  o f  S o c i a l  S e c u r i t y

-  R e q u i r e d  m i n i m u m  l e v e l  o f  b e n e f i t s

-  S e p a r a t e  r e q u i r e m e n t s  f o r  d e f i n e d  b e n e f i t  v e r s u s  d e f i n e d  c o n t r i b u t i o n s  

p l a n s

-  D e s c r i b e d  i n  F e d e r a l  I n s u r a n c e  C o n t r i b u t i o n s  A c t

Mercer Human Resource Consulting 6



R e q u i r e d  m i n i m u m  l e v e l  o f  b e n e f i t s  -  d e f i n e d  c o n t r i b u t i o n  p l a n s

-  A l l o c a t i o n s  m u s t  b e  a t  l e a s t  7 . 5 %  o f  c o m p e n s a t i o n

-  E m p l o y e r  m a t c h  m a y  b e  t a k e n  i n t o  a c c o u n t

-  D e f i n i t i o n  o f  c o m p e n s a t i o n  m u s t  a t  l e a s t  i n c l u d e  b a s e  p a y

Mercer Human Resource Consulting



Introduction
• #>ew S « I

S ^ K tt^S w U iiU r.

■ R e q u i r e d  m i n i m u m  l e v e l  o f  b e n e f i t s  -  d e f i n e d  b e n e f i t  p l a n s

-  M i n i m u m  a c c r u e d  b e n e f i t

-  E x p r e s s e d  a s  a n n u a l  a m o u n t  c o m m e n c i n g  o n  o r  b e f o r e  S o c i a l  S e c u r i t y  

r e t i r e m e n t  a g e

-  M u s t  a t  l e a s t  e q u a l  P r i m a r y  I n s u r a n c e  A m o u n t  ( P I A )

Mercer Human Resource Consulting 8





P u r p o s e  o f  B e n c h m a r k i n g

■ Q u a l i t a t i v e

-  I d e n t i f y  k e y  f e a t u r e s

-  T r e n d s  ( w h a t  a r e  o t h e r  s t a t e s  d o i n g ? )

n  Q u a n t i t a t i v e

-  I d e n t i f y  p o s i t i o n  i n  m a r k e t

Mercer Human Resource Consulting



S ta te  of A lask a  TRS R o g ra m

■
■ X M

HK1^■Ml ....

A*M*

Comparison with Other Programs

S ta te  of A lask a  A E  R o g ra m  

S ta te  of A lask a  PF R o g ra m

UFCW R o g ra m

(Vca)
m
V-O
d)_3
fO
>
>.
3cc
<

BP R o g ra m

 W ells F argo  R o g ra m

 S ta te  of O regon  O th e rs  R o g ra m

 S ta te  of O reg o n  R)lice a n d  Fire R o g ra m

 S ta te  of W ash ing ton  O th e rs  an d
T e a c h e rs  R o g ra m

S ta te  of W ash ing ton  Police an d  Fire 
R o g ra m

S ta te  of Idaho R o g ra m

Mercer h u m an  Kesource uonsumng 11



PERS - PF Tier 3 Pension 

PERS - AE Tier 3 Pension 

TRS Tier2 Pension 

7.5% DC Plan 

Social Security

Comparison with Social Security

Present Value o f Benefit Payable as a Lump Sum

Sample Employee 1 Data at 2003: Age = 25, Service = 0, Salary = $35,000

$ 1 ,2 0 0 , 0 0 0

$ 1 ,0 0 0 , 0 0 0

$800,000

$600,000

S400.000

$ 2 0 0 , 0 0 0

25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60

Aga

Equity: Rate o f  return on account ba lance: .VJV'V 6.39“u: 5.3V"n; 4.39 «
Hoiu i: Ra le of return on account balance: 10"«; V"». R" i: 7%; fi"o 
Equ ity investment mi\ S(l"n; 70"a: 60"«; SO",,, 40"«; Posl-rclire inenl 20 •>
Sa lon' increase rah 5.5'V 4"»

Mercer Human Resource Consulting
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■ B e n e f i t  a c c u m u l a t i o n  g r a p h s  s h o w  h o w  b e n e f i t s  a r e  e a r n e d  u n d e r  t h e  

S y s t e m s  a n d  e x p r e s s  v a l u e  a s  a  l u m p  s u m

■ A l l  c o m p o n e n t s  o f  t h e  S y s t e m s  a r e  i n c o r p o r a t e d ,  p e n s i o n  a n d  r e t i r e e  

m e d i c a l

■ B e n e f i t s  a r e  e a r n e d  t h r o u g h o u t  a  m e m b e r ’s  c a r e e r ,  w i t h  m o s t  

s i g n i f i c a n t  v a l u e  e a r n e d  a t  l a t e r  a g e s

■ T h e  b e n e f i t  a c c u m u l a t i o n  g r a p h s  a l s o  s h o w  h o w  S y s t e m  b e n e f i t  

v a l u e s  w o u l d  c o m p a r e  t o  a  d e f i n e d  c o n t r i b u t i o n  p r o g r a m  w i t h  s i m i l a r  

a n n u a l  c o s t

■ S y s t e m  a n n u a !  c o s t  i s  b a s e d  o n  t h e  n o r m a l  c o s t  r a t e  ( e m p l o y e r  

p o r t i o n )

■ A  d e f i n e d  c o n t r i b u t i o n  p r o g r a m  w i t h  s i m i l a r  a n n u a l  c o s t  d e l i v e r s  

g r e a t e r  v a l u e  e a r l y  o n  i n  a  m e m b e r ’s  c a r e e r ,  b u t  p r o v i d e s  s i g n i f i c a n t l y  

l e s s  a t  r e t i r e m e n t

Mercer Human Resource Consulting 1
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Income and Current Program Analysis
Retirement Spending and Employee View of Risk

R e t i r e m e n t  s p e n d i n g  c h a r t s  f o c u s  o n  t h e  “ s p e n d  d o w n ”  o f  R e t i r e m e n t  

P r o g r a m  a s s e t s  a f t e r  a g e  6 0

R e t i r e m e n t  n e e d  t a r g e t e d  a t  7 0 %  ( p l u s  r e t i r e e  m e d i c a l )  i n c o m e  

r e p l a c e m e n t  ( a d j u s t e d  f o r  i n f l a t i o n )

P e n s i o n  a n n u i t i e s  w i l l / c a n  c o n t i n u e  f o r  l i f e ,  w i t h  s o m e  a d j u s t m e n t  

a n n u a l l y  f o r  i n f l a t i o n

S a v i n g s  a r e  d r a w n  d o w n  e a c h  y e a r  t o  f i l l  g a p  t o  m e e t  n e e d s

A  d e f i n e d  c o n t r i b u t i o n  p i a n  o f  s i m i l a r  c o s t  r u n s  o u t  s o o n e r :

-  T h e  a c c u m u l a t i o n  i s  l e s s  a t  a g e  6 0

-  T h e r e  i s  n o  p o o l i n g  o f  l o n g e v i t y  r i s k

Mercer Human Resource Consulting 15



$600,000

$400,000

$ 2 0 0 , 0 0 0

25 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60
Age

Equity.' R a l e  o f  retiav o n  a c c o u n t  balance: S . 3 9 % ;  7 . 3 9 % :  6.3V"n; 5J0"»: 4.39 '«
Bond: Ru le o f  return on account ba lance I O".,: 0'V ' <», <S"»
Equ ity  investment m ix SO"a. 7 0 " rtfl'V 50'V Post-retirement 20",,
Salary increase rate: 5.5%: 4"n

$1,4L 3,000

$ 1 ,2 0 0 , 0 0 0

$800,000

P r e s e n t  Value  o f  Benef i t  Pa ya b l e  a s  a L u m p  S u m
Sample Employee 1 Data at 2303: Age = 25, Service = 0, Salary = $35,000

$ 1 ,0 0 0 , 0 0 0

Income and Current Program Analysis 
PERSljOthers
Benefit Accumulation -  Long Service Member

PERS - AE Tier 3 Pension 

10% DC Plan

Mercer Human Resource Consulting 16



lillllllliilllililllllllllIncome and Current Program Analysis 
PERSliOthers
Retirement Spending -  Long Service Member

Post-Retirement Spending Needs and Sources -- Terminal Age = 66
Sample Employee 1 Data at 2003: Age = 25, Service = 0, Salary = $35,000 

Retirement Age = 60, Target = 70% (plus medical), Tax Rate = 28%, Post Ret COLA = 4%

$ 1 ,2 0 0 , 0 0 0

$ 1 ,0 0 0 , 0 0 0

$800,000

$600,000

$400,000

$2 0 0 , 0 0 0

80 85 90

S a l a r y  i n c r e a s e  r a t e  5 5 % ;  4%

H  PERS - AE Tier 3 Medical 

" ■ PERS - AE Tier 3 Pension 

H  Accumulated Surplus 

—  Target

Mercer Human Resource Consulting 17



iiiiimii!
Income and Current Program Analysis 
jpERSfpthers
Retirement Spending (DC Plan) -  Long Service Member

Post-Retirement Spending Needs and Sources -  Terminal Age = 68
Sample Employee 1 Data at 2003: Age = 25, Service = 0, Salary = $35,000 

Retirement Age = 60, Target = 70% (plus medical), Tax Rate = 28%, Post-Ret COLA = 4%

60

H  PERS - AE Tier 3 Medical 

■  10% DC Plan 

—  Target

65 70 80 85 90 95 1 0 0 105 1 1 0

F.quit\ Rule ofreturn tin account balance: Prc-Rct '.JV'V f>.39"„; 5 3V„. -1.39%. Post-Rct •/.39"„
Bond: Rati ' return tut account balance Pre-Rct: IIP,,; 9",,; R%; 7"„; 6 ' Past Ret: 6%
Equity investment mix SO",,; 70'!,,; fill",,; 30",,; -It)",,; Post-retirement 2013,
St,hay increase rate S..5"«. 4"„

Mercer Human Resource Consulting 18
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IllllllllllllllillPIIIncome ana Current Program Analysis 
^ ^ IP E R ^  Others

^Benefit Accumulation -  Short Service Member
Present Value of Benefit Payable as a Lump Sum

Sample Employee 1 Data at 2003: Age = 45, Service = 0, Salary = $50,000

$350,000

$300,000

$250,000

PERS - AE Tier 3 Pension 

- -  10% DC Plan

$150,000

$ 1 0 0 , 0 0 0

$50,000

45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60

Age

Equ ity  R a w  o f  return tin account balance: B.59%; 739";; 6.59" u; 5.3(,"„; ./ 39 ■„
Bond: Ro le o f  return on account balance: 10" n; 9"„; B% ; 7%; 6",,
Equ ity  investment m ix: BO",,; 70",,: 60",,; 50",,; 40",,; Post-retirement 20",,
S o la n 1 increase rate: 5 . 5 4"„

Mercer Human Resource Consulting 19



Income and Current Program Analysis 
PERS Others
Retirement Spending -  Short Service Member

Post-Retirement Spending Needs and Sources -- Terminal A ge = 60

Sample Employee 1 Data at 2003: Age = 45, Service = 0, Salary = 550,000 
Retirement Age = 60, Target = 70% (plus medical), Tax Rate = 28%, Post-Ret COLA = 4%

5700.000

5600.000

5500.000

5400.000

5300.000

5200.000

5100.000 

SO

60 65 70 75 80 85 90 95 100 105 110

Saltin' increase rale: 5 5"». 4"o

- • 1 —  — A . j  -i—'- . -W J .

■  PERS-AE T ie r3 Medical 

PERS - AE Tier 3 Pension 

—  Target

Mercer Human Resource Consulting 2 0



Income and Current Program Analysis■ - 
■ a . . .  • - — -v •• PERS Others

Retirement Spending (DC Plan) -  Short Service Member
Post-Retirement Speruing Needs and Sources -- Terminal Age = 62

Sample Employee 1 Data at 2003: Age = 45, Service = 0, Salary = $50,000 
Retirement Age = 60, Target = 70% (plus medical), Tax Rale = 28%, Post-Ret COLA = 4%

$700,000 

$600,000 

$500,000 

$400,000 

$300,000 

$2 0 0 , 0 0 0  

S100,000 

SO

60

. . . .  /

■  PERS - AE Tier 3 Medical

■  10% DC Plan 

—  Target

65 70 75 80 85 90 95 1 0 0 105 1 1 0

Equity: Rule o f  return mi account balance: Prc-Ret: R.39%; 7.39%; 6.3V- .39%; 4.39%; Post-Ret: 4.39%
Bond: Rate o f return on account balance: Prc-Ret: 10"o; 9%; S"„; 7%: 6%; Post-Ret: 6"„
Equity investment mis SO",,; 70",,; 60",,: 30"v. 40%: Post-retirement 20",,
Solan increase rale: 5.3%: 4%

Mercer Human Resource Consulting 2 1



■ T B B H n T O ' - ' i t f l f l l  ' i l ' i i V i 1 1  1 .Income and Current Program Analysis 
PERS Police/Fire

S f c benefit Accumulation -  Long Service Member
Present Value of Benefit Payable as a Lump Sum

Sample Employee 1 Data at 2003: Age = 25, Service = 0, Salary = $35,000

$1,400,000 p ' 

$ 1 ,2 0 0 , 0 0 0  

$ 1 ,0 0 0 , 0 0 0  

$300,000 

$600,000 

$400,000 

$2 0 0 , 0 0 0

$ 0

1
/ *

/

<
L ✓*

i
s9

9

4
V

✓

«-

•

----

. _ -r»  • — —
i _ J

. ,  

----- -----

■

PERS - AE Tier 3 Pension 

12.8% DC Plan

25 26 2 7 2 8 2 9 30 31 32 3 3 34 35 3 6 3 7 3 8 39 4 0 41 42 4 3 4 4 4 5 4 6 4 7 4 8 4 9 50 51 52 53 54 5 5 56 5 7 58 5 9 60
Age

Equip: Rate o f  return on account ba lance: 8.39"'»: 7 39%; 6. 39".,: 5 . 3 9 -I 39 o 
Bond Rote of return on account ba lance: 107u; 9"„: <8%: 7"o; 6"„
Equ ity  investment mis 80%: 7flV M"„: 50°,, 4(1".. Post-retirement 20",.
Sa la tx  increase rate: 5 .5 \  4"«

Mercer Human Resource Consulting 2 2



Post-Retirement Spending Needs and Sources -  Terminal Age = 70

Income and Current Program Analysis 
JWJE ffljjj| JPol i ce/F i re
Retirement Spending -  Long Service Member

Sample Employee 1 Data at 2003: Age = 25, Service = 0, Salary = $35,000 
Retirement Age = 60, Target = 70% (plus medical). Tax Rate = 28%, Post-Ret COLA = 4%

$ 1 ,2 0 0 , 0 0 0

$ 1 ,0 0 0 , 0 0 0

S800.000

$600,000

S400.000

$2 0 0 , 0 0 0

80 85 90

Saltin' increase rate: 5 W  -/"><

■  PERS - AE Tier 3 Medical 

PERS - AE Tier 3 Pension 

P ! Accumulated Surplus 

—  Target

Mercer Human Resou ce Consulting 23
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Income and Current Program Analysis 

iPfERSiPolice/Fire
Retirement Spending (DC Plan) -  Long Service Member

Post-Retirement Spending Needs and Sources -- Terminal Age = 70

Sample Employee 1 Data at 2003: Age = 25, Service = 0, Salary = $35,000 
Retirement Age = 60. Target = 70% (plus medical). Tax Rate = 28%, Post-Ret COLA = 4%

$800,000

$600,000

S400.000

$2 0 0 , 0 0 0

$ 1 ,2 0 0 , 0 0 0  

S1 .0 0 0 , 0 0 0

■  PERS - AE Tier 3 Medicat

■  12.8% DC Plan 

—  Target

Equity: Rate o f  return on account baUmco: Pre-Rot. ,V W„. 7..tV"n. 6 W"„. . 5 -I J<4"„. Pnst-Rot 4.J9n„ 
tio ml: Rate o f return on account htthweo Pre-Rot: III'!,,. R%; 7%, 6"<>. Punt-Rot 6%
Equity in\'c.\liiionl in n  SO"... 70",,. 60".10%: 40%: Poil-rotiroinont 70",,
Salary increase rule $.5%; 4"„

Mercer Human Resource Consulting 24



£ f c  Income and Current Program Analysis 
PERS Police/Fire
Benefit Accumulation -  Short Service Member

Present Value of Benefit Payable as a Lump Sum
Sample Employee 1 Data at 2003: Age = 45, Service = 0, Salary = $50,000

$350,000

/

$300,000 -

$250,000

-----
$200,000

— 'H$150,000

$100,000 ►V-TV—

$50,000 - 

cn m ___ ,

0 ̂
- - ■ r '

PERS - AE Tier 3 Pension 

12.8% DC Plan

45 46 47 48 49 50 51 52 53

Age

54 55 56 57 58 59 60

Equity: Rate o f  return on account ba lance: NJW'o; 7.39"u: 6.39"i>; 5.39" a; 4 
Bond: Rate o f  return on account balance: 10%: 9"»: 8%: /"<>; 6"<>
Equ ity  investment m ix: 80%: 70",,: 60",,. 50%: 40%: Post-retirement 21)"n 
Salary increase rate: 5.5"<i. 4"n
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imiiiiiiiiniiiiiiiiiiiiIncome and Current Program Analysis 
PERSiPolice/Fire
HM

Retirement Spending -  Short Service Member
Post-Retirement Spending Needs and Sources -  Terminal Age = 60

Sample Employee 1 Data at 2003: Age = 45, Service = 0, Salary = $50,000 
Retirement Age = 60 Target = 70% (plus medical), Tax Rate = 28%, Post-Ret COLA = 4%

5700.000 

$600,000

5500.000

$400,000

$300,000

$2 0 0 , 0 0 0

$ 1 0 0 , 0 0 0

$ 0  

60 65 70 75 80 85 90 95 100 105 110

Salon' increase rale: 5.5"u; ■t“o

■  PERS - AE Tier 3 Medical 

PERS - AE Tier 3 Pension 

—  Target
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■2S& s Income and Current Program Analysis 

jPERUifolice/Fire
i  r , /  ,»y  <w■apts^Retjrement Spending (DC Plan) -  Short Service Member

Post-Retirement Spending Needs and Sources -- Terminal Age = 63

Sample Employee 1 Data at 2003: Age = 45, Service = 0, Salary = $50,000 
Retirement Age = 60, Target = 70% (plus medical), Tax Rate = 28%, Post-Ret COLA = 4%

Equity Rate o f return on account balance: Prc-Ret' R.JV"a; 7.39",,; 6.39%,: 3.39" 4 39"-,,; Pom-Met ■ 4.39% 
Bond: Rate o f return on account balance: Prc-Ret: III",,. 9 %; 7"„: 6"„; Post-Ret 6%,
Equity investment mix: SO",,. 7()'„:6<)'!„. SO",,. 40%, Post retirement 20",,
Solan increase rate 3 S°„. 4"„
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Income and Current Program Analysis
TRS liill
Benefit Accumulation -  Long Service Member

P r e s e n t  Value  of  Benef i t  Pa yab l e  a s  a L u mp  S u m
Sample Employee 1 Data at 2003: Age = 25. Service = 0, Salary = $35,000

$1,400,000

$ 1 ,2 0 0 , 0 0 0

$ 1 ,0 0 0 , 0 0 0

$800,000
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$400,000

$2 0 0 , 0 0 0

$ 0
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2C 26 27 28 29 30 31 32 33 34 35 36 37 38 39 40 41 42 43 44 45 46 47 48 49 50 51 52 53 54 55 56 57 58 59 60

Age

Equ ity: Rote o f  return on account r . . lance 7. .W"„:ft J0'V 5 V'V 4..W o
Band Rate o f  return on account ba lance ltl"n, !/"«: H"«: /"<>; 6" a 
Equ ity investment nii\: 80"a. 7()"u. ftO' u, 50"40"ot Post-retirement-ft <>
Salary increase rate: 5.5°o,' 4"n

TRS Tier 2 Pension 

12.4% DC Plan

Mercer Human Resource Consulting
28
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Income and Current Program Analysis
l R? !lllRetirement Spending -  Long Service Member

$ 1 ,2 0 0 , 0 0 0

$ 1 ,0 0 0 , 0 0 0

$800,000

$600,000

$400,000

$2 0 0 , 0 0 0

$ 0

Post-Retirement Spending Needs and Sources -- Terminal Age = 63

Sample Employee 1 Data at 2003: Age = 25, Service = 0, Salary = $35,000 
Retirement Age = 60, Target = 70% (plus medical). Tax Rate = 28%, Post-Ret COLA = 4%

H  TRS Tier 2 Medical 

■  TRS Tier 2 Pension 

H  Accumulated Surplus 

—  Target

60 65 70 75 80 85 90 95 1 0 0 105 1 1 0

Saltin’ increase rale 5 5%;
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:V" ; . ĵ||||FJ|'jjijjll■“  - Income and Current Program Analysis
I j ^ R S j  j Ij IJj j;

""^Retirement Spending (DC Plan) -  Long Service Member
Post-Retirement Spending Needs and Sources -  Terminal Age = '’ 0

Sample Employee 1 Data at 2003: Age = 25, Service = 0, Salary = $35,000 
Retirement Age = 60, Target = 70% (plus medical), Tax Rate = 28%, Post-Ret COLA = 4%

Equity Han- o f return on account balance Pre-Rct: 8.39" n: 7.39'’,,; 6.39“.,: 3.39";,. 4.39"-.,. Past Ret 4 39",, 
Bond Rale a] return /„ ccmnU balance Prc-Ret: / tY!>>. 9°,,; 8%: 7“-i6"u: Past-Ret 6"u 
Equity investm nt mix 80%; 70%; fill'!,,; 30%: 40%; Post-retirement 211%
Salary merer- - rate: 3.5%: 4"-b

m  TRS Tier 2 Medical 

■  12.4% DC Plan 

—  Target

1 1 0

iVercer Human Resource Consulting 30



$2 0 0 , 0 0 0  

$150,000 

S1 0 0 , 0 0 0  

$50,000

ifer. income and Current Program Analysis
| r s |||
Benefit Accumulation -  Short Service Member

Present Value o f Benefit Payable as a Lump Sum

Sample Employee 1 Data at 2003: Age = 45. Service = 0, Salary = $50,000

$350,000

$300,000

$250,000

TRS Tier 2 Pension 

12.4% DC Plan

18 49 50 51 52 53 54 55 56 57 58 59 60

Age

'tfiiilv: R a le  o f  return on account balance: ,3.39",,: 7.39"% 6.39"% 3.39",,. ■).39"u 
'unit: Rate o f  return on accoun' balance: 10"% 9"% S% ; 7"% 6" „ 
i/uity investment mix: .30" % 7t>"„; 60"% 50%: 40"% Post-retirement 20",, 
a la iy  increase rale: 5.5"% 4"u
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■JHIfiUIIIPIillji'iPilli'-f=~r Income and Current Program Analysis
IlfRSiillili
Retirement Spending -  Short Service Member

Post-Retirement Spending Needs and Sources -  Terminal Age = 60

Sample Employee 1 Data at 2003: Age = 45, Service = 0, Salary = $50,000 
Retirement Age = 60, Target = 70% (plus medical), Tax Rate = 28%, Post-Ret COLA = 4%

60 65 70 75 80 85 90

Sailin' inert'.use rale: •/"<>

95 1 0 0 105 1 1 0

■  TRS Tier 2 Medical 

TRS Tier 2 Pension 

—  Target

Mercer Human Resource Consulting 32



IIncome and Current Program Analysis
• «* t  n

■ I t O

benefit Accumulation (DC Plan) -  Short Service Member

I I I

Post-Retirement Spending Needs and Sources -  Terminal Age = 63

Sample Employee 1 Data at 2003: Age = 45, Service = 0, Salary = $50,000 
Retirement Age = 60, Target = 70% (plus medical), Tax Rate = 28%, Post-Ret CO! A = 4%

9  TRS Tier 2 Medical 

A  12,4% DC Plan 

—  Target

$700,000 

$600,000 

$500,000 

S4P0.000

5300.000 

$2 0 0 , 0 0 0

5100.000

$ 0  

60

Equity Rate o f return on account h,dunce: Pre-Ret: R.39"i,; 7.J9%; 6.39"u, 5.39%; -3.39",,; Post Ret: I 39",, 
Rond: Ro'e o f return on account balance: Pre-Ret: 10",,. 9"„, ,V‘V 7"„; 6"„; Post-Ref h"„
Equity investment tun St)",,; 7()°„; til)",,; 51)",,; -lit",,. Post retiremen! 30" „
Salary increase rate: 3.3%; 4"„
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Police & Fire

Distribution of W ork Force

600

<25 25-29 30-34 35-39 40-44 45-49 50-54 55-59 60-64 65-69

Age Bracket

2003 2008 2013

>69
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<25 25-29 30-34

- 1 0 0

Mercer Human Resource Consulting

Recruiting Needs

277

35-39 40-44 45-49 50-54

Age Bracket



: J!':' ’I1;£S3£s3 Demographics
Police & Fire

•-**• J f r  .

« jr

■ P r o j e c t i o n  o f  c u r r e n t  p o l i c e  &  f i r e f i g h t e r  p o p u l a t i o n  s h o w s  t h e  

f o l l o w i n g :

-  W i t h i n  5  y e a r s ,  3 3 %  o f  c u r r e n t  m e m b e r s  w i l l  r e t i r e  o r  t e r m i n a t e

-  W i t h i n  1 0  y e a r s ,  5 4 %  o f  c u r r e n t  m e m b e r s  w i l l  r e t i r e  o r  t e r m i n a t e

■ 6 9 %  o f  r e c r u i t i n g  n e e d s  w i l l  b e  a t  a g e s  2 5  t o  3 9  o v e r  t h e  n e x t  1 0  y e a r s

■ T h e r e  a r e  s i g n i f i c a n t  h i r i n g  n e e d s  a t  a g e s  4 0  t o  5 4 :  2 8 %  o v e r  t h e  n e x t  

10 y e a r s

■ W i l l  t h e r e  b e  a  n e e d  t o  m a n a g e  w o r k f o r c e  a t  a g e  6 0  a n d  o l d e r ?

■ 2 9 %  o f  c u r r e n t  a c t i v e  m e m b e r s  w i l l  l e a v e  b e f o r e  r e t i r e m e n t

■ 7 1  %  w i l l  r e t i r e  a n d  r e c e i v e  m a j o r i t y  o f  p l a n ’s  v a l u e

Mercer Human Resource Consulting 37
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Demographics
^  PERS All Others
T S i H S H i i L  r  1
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D e m o g r a p h ic s
PER S All O thers
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D e m o g r a p h ic s
. r f r = ^  PER S All O thers
w

Projection of current others populaiion shows the following:
-  within 5 years, 39%  of current members will retire or terminate
-  within 10 years, 62%  of current members will retire or terminate

There are significant hiring needs across wide spectrum of ages: 85% 
over the next 10 years
-  main needs will be at ages 40 -  54

Will there be a need to manage workforce at age 55 and older?

44% of current active members will leave before retirement 

56% will retire and receive majority of plan’s value

Mercer H u m an  R e s o u rc e  Consult ing 40



55-59 60-64 65-69

r a p h ic s

Distribution of Work Force

2,500  

2,000

Age Bracket

2003 2008 ■“* “ 2013

<25 25-29 30-34 35-39 40-44 45-49 50-54
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D e m o g r a p h ic s
Teachers

N

Projection of current teacher population shows the following:
-  Within 5 years, 35%  of current members will retire or terminate
-  Within 10 years, 60%  of current members will retire or terminate

There are significant hiring needs across wide spectrum of ages: 77% 
over the next 10 years
-  High need for experienced teachers (ages 45  -  54)
-  Also significant need at ages 30 -  34

Will there be a need to manage workforce at age 60 and older?

32% of current active members will leave before retirement 

68% will retire and receive majority of plan’s value

Mercer H um an  R e s o u rc e  Consulting 43





a Calculated rates increase under all population scenarios
■ Calculated rates begin to decline towards end of the projection period under 

the 1% and 2% scenarios.
■ Over the past 9 years, the average annual population increase for the PERS  

has been 1.1%
■ Calculated rates increase to above 30%  under the 1% population increase 

scenario
■ Factors contributing to the projected rate increases are:

-  C o n t r i b u t i o n s  a r e  l e s s  t h a n  t h e  a c t u a r i a l l y  c a l c u l a t e d  r a t e  f o r  t h e  f i r s t  5  y e a r s  o f  t h e  

p r o j e c t i o n

-  N e w  e n t r a n t s  e n t e r  t h e  S y s t e m  a t  l o w e r  p a y  l e v e l s  t h a n  t h e  e x i t i n g  m e m b e r s  t h e y  

a r e  r e p l a c i n g ,  g e n e r a t i n g  l o s s e s  a n d  d i l u t i n g  t h e  p a y - o f f  o f  u n f u n d e d  l i a b i l i t i e s

■ Funding ratios a. e at least 96%  by the end of the 25-year period, under all 3 
population scenarios

S t a t e  o f  A l a s k a  -  P E R S

1  3  P r o j e c t i o n s  a t  C a l c u l a t e d  R a t e  -  O b s e r v a t i o n s
*■>*

Mercer H um an  R e s o u rc e  Consult ing 45
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e Calculated rates increase under all population scenarios
■ Calculated rates begin to decline towards end of the projection period under 

the 1% and 2%  scenarios
■ Calculated rates increase to 42%  even under the 2% population increase 

scenario
■ Factors contribution to the projected rate increases are:

-  C o n t r i b u t i o n s  a r e  l e s s  t h a n  t h e  a c t u a r i a l l y  c a l c u l a t e d  r a t e  f o r  t h e  f i r s t  2  y e a r s  o f  t h e  

p r o j e c t i o n

-  A f t e r  t h e  f i r s t  2  y e a r s ,  t h e r e  i s  s t i l l  a  2 - y e a r  l a g  b e f o r e  c a l c u l a t e d  r a t e s  a c t u a l l y  e n t e r  

t h e  S y s t e m

-  N e w  e n t r a n t s  e n t e r  t h e  S y s t e m  a t  l o w e r  p a y  l e v e l s  t h a n  t h e  e x i t i n g  m e m b e r s  t h e y  

a r e  r e p l a c i n g ,  g e n e r a t i n g  l o s s e s  a n d  d i l u t i n g  t h e  p a y - o f f  o f  u n f u n d e d  l i a b i l i t i e s

■ Funding ratios are at least 96%  by the end of the 25-year period, under all 3 
population scenarios

*~3sM6 S t a t e  o f  A l a s k a  -  T R S

C i  ' H  P r o j e c t i o n s  a t  C a l c u l a t e d  R a t e  -  O b s e r v a t i o n s
J

Mercer  H um an  R e s o u r c e  Consult ing 46
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S t a t e  o f  A l a s k a  -  P E R S

-H Ig s  P rojections at C alculated Rate
Contribution Rates

J r
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0%
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£  Popula tion  Increase 2%

Mercer H um an  R e s o u rc e  Consulting

F isca l  Y ear  E n d i n g
Popula tion  Increase 1%

2020 2024 2028

]  P opulation Increase 0%
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a S H  Pro jections at C alculated F
Contribution Rates

S t a t e  o f  A l a s k a  -  T R S

60%
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2004 2008 2012 2016

^  P opula tion  Increase 2%

Mercer H um an  R e s o u r c e  Consult ing

F isca l  Y ea r  E n d i n g
Popula tion  Increase 1%

2020 2024

j ]  P opulation Increase 0%



Fu
nd

in
g 

R
at

io

Projections at C alculated Rate
Funding Ratios

S ’? S t a t e  o f  A l a s k a  -  P E R S

100%
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60%
2003 2008

B 3 Population Increase 0%
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2013 2018 2023

As of June 30
Population  Increase 1% □  Population  Increase 2%

2028
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Projections at C alculated Rate
Funding Ratios

105%

100%

95%

90%

85%

80%

75%

70%

65%

60% I I I i l l
2003 2008 2013 2018 2023

H  Population Increase 0%
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A s  of J u n e  30
Popula tion  Increase 1% □  Popula tion  Increase 2%

2028
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r i r S  Projections at FY06 Rate -  Key A ssum ptions
B + e t y m f F ,

j F  -*Ti,
' f

■  T h r e e  a c t i v e  p o p u l a t i o n  s c e n a r i o s :

-  0 %  g r o w t h

-  1 %  g r o w t h

-  2 %  g r o w t h

■  N e w  e n t r a n t s  b r o u g h t  in t o  r e p l a c e  m e m b e r s  a s s u m e d  t o  d i e ,  t e r m i n a t e ,  r e t i r e ,  o r  

b e c o m e  d i s a b l e d

■  N e w  e n t r a n t  p r o f i l e s  b a s e d  o n  a v e r a g e  n e w  e n t r a n t  p r o f i l e s  f r o m  t h e  p r io r  3  y e a r s

■  F u t u r e  l i a b i l i t i e s  a n d  a s s e t  r e t u r n s  a r e  c a l c u l a t e d  a t  8 . 2 5 % ,  e x c e p t :

-  1 7 %  i n v e s t m e n t  r e t u r n  f o r  F Y 0 4

■  A d o p t e d  c o n t r i b u t i o n  r a t e  i s  m a i n t a i n e d  a t  t h e  F Y 0 6  l e v e l  f o r  a l l  f u t u r e  y e a r s .

r - '™  S t a t e  o f  A l a s k a

Mercer H um an  R e s o u r c e  Consult ing



S ta te ji lo f  A la s k a
Projections at FY 06 Rate -  O bservations• •

wl
X

PERS Observations
■ System funding declines unaer all three population scenarios

-  F u n d i n q  r a t i o  i s  2 5 %  h i g h e r  a t  e n d  o f  p r o j e c t i o n  p e r i o d  t h a n  if r a t e  w e r e  m a i n t a i n e d  

a t  F Y 0 5  l e v e l

■ Actuarlally calculated rates escalate under all population scenarios
j Assuming 1% population growth, actuarially calculated rates increase to 60%, 

while the funding ratio decreases to 45%  by the end of the projection period.

M ercer  H u m a n  R e s o u r c e  Consult ing 52



Rate -  O bservations

TR? Observations

■ System funding deteriorates under all three population scenarios
-  F u n d i n g  r a t i o s  a r e  i m p r o v e d  t o  p r o j e c t i o n s  a t  F Y 0 5  r a t e

■ Actuarially calculated rates escalate to 90%  or more, depending on the 
population scenario

■ Assuming 1% population growth, actuarially calculated rates increase to more 
than 100%, while the funding ratio decreases to less than 10% by the end of 
the projection period.

Mercer H um an  R e s o u r c e  Consulting 53
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Projections at FY06 Rate
Contribution Rates

S t a t e  o f  A l a s k a  -  P E R S
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Fiscal Year Ending
H  Population  Increase 2%  H  Population  Increase 1%  
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2020 2024

]  Population Increase 0%
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Projections at FY06 Rate
Contribution Rates

S t a t e  o f  A l a s k a  -  T R S
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0% •

2004 2008

M3 P opula tion  Increase 2%
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2012 2016

F isca l  Y ea r  E n d i n g
H  P opula tion  Increase 1%

2020 2024

]  Population Increase 0%

2028
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S t a t e  o f  A la s k a  - P E R S
Projections at FY 06 Rate

•25a  ̂  ~Funding Ratios
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A s  o f  J u n e  30
P opula tion  Increase 1% □  P opulation Increase 2%
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Projections at FY06 Rate
Funding Ratios
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F i n a n c i a l  A n a l y s i s

Liabilities and Costs

■ Present value of future benefits (PVFB) -  value in today’s dollars of 
total benefits expected to be earned by the current System members

■ Accrued liabilities (AL) -  value in today’s dollars of benefits expected 
to be paid based on service to-date (projecting pay)

■ Normal cost (NC) -  value of benefits that are expected to be earned in 
the coming fiscal year

Mercer H um an  R e s o u r c e  Consult ing 58
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F i n a n c i a l  A n a l y s i s

N o r m a l  C o s t  R a t e

■“v

The employer normal cost rate is equal to the total normal cost rate, 
minus the member contribution rate.

I R S  PERS -PF  PERS-AE
Normal cost rate

Non-medical benefits 13 .90% 13 .34% 11 .13%
Medical benefits 9 .07% 6 .05%  9 .00%
Total 22 .97%  19 .39%  20 .13%

Average member contribution rate 8 .69% 7 .50%  6 .75%
Employer normal cost rate 14 .28% 11 .89% 13 .38%

■ If assumptions were always exactly met, the Systems would always 
be 100% funded by contributing the normal cost rate.
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Liabilities and Actuarial Costs (in thousands)

C u r r e n t  P o p u l a t i o n  

______________T e a c h e r s __________________ C u r r e n t  P r o g r a m

A c c r u e d  l i a b i l i t y

A c t i v e s  1 , 7 3 0 , 1 6 4

T e r m i n a t e d  v e s t e d  1 8 9 , 0 5 2

R e t i r e e s  &  b e n e f i c i a r i e s  3 , 8 8 8 , 6 6 3

O t h e r  2 7 , 7 3 0

T o t a l  5 , 8 3 5 , 6 0 9

N o r m a !  c o s t  1 2 2 , 3 4 6

E m p l o y e r  n o r m a l  c o s t  r a t e  1 4 . 2 8 %

C u r r e n t  P o p u l a t i o n  

T i e r  2  B e n e f i t s

1 , 4 3 7 , 9 2 3

1 8 9 , 0 5 2

3 , 8 8 8 , 6 6 3

2 7 , 7 3 0

5 , 5 4 3 , 3 6 8

1 0 8 , 4 2 3

1 1 . 6 7 %
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Liabilities and Actuarial Costs (in thousands)

C u r r e n t  P o p u l a t i o n  C u r r e n t  P o p u l a t i o n  

___________ P o l i c e  &  F i r e ________________C u r r e n t  P r o g r a m __________ T i e r  3  B e n e f i t s ___

A c c r u e d  l i a b i l i t y

A c t i v e s 4 8 1 , 4 3 2 4 1 8 , 9 0 4

T e r m i n a t e d  v e s t e d 4 5 , 8 7 9 4 5 , 8 7 9

R e t i r e e s  &  b e n e f i c i a r i e s 1 , 0 4 9 , 9 4 0 1 , 0 4 9 , 9 4 0

O t h e r - -

T o t a l 1 , 5 7 7 , 2 5 1 1 , 5 1 4 , 7 2 3

N o r m a l  c o s t 3 1 , 1 6 1 2 8 , 8 0 6

E m p l o y e r  n o r m a l  c o s t  r a t e  1 1 . 8 9 %  1 0 . 4 2 %

Mercer H u m a n  R e s o u rc e  Consult ing
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Liabilities and Actuarial Costs (in thousands)

P E R S  O t h e r s

C u r r e n t  P o p u l a t i o n  

C u r r e n t  P r o g r a m

C u r r e n t  P o p u l a t i o n  

T i e r  3  B e n e f i t s

A c c r u e d  l i a b i l i t y  

A c t i v e s

T e r m i n a t e d  v e s t e d  

R e t i r e e s  &  b e n e f i c i a r i e s  

O t h e r

T o t a l

3 , 2 1 9 , 3 8 7  

1 , 2 5 8 , 4 2 6  

4 , 4 6 7 , 5 1 7  

3 9 , 0 7 2  

8 , 9 8 4 , 4 0 2

2 , 6 8 9 , 5 1 3

1 , 2 5 8 , 4 2 6

4 , 4 6 7 , 5 1 7

3 9 , 0 7 2

8 , 4 5 4 , 5 2 8

N o r m a l  c o s t

E m p l o y e r  n o r m a l  c o s t  r a t e

2 6 1 , 6 6 5

1 3 . 3 8 %

2 2 7 , 5 3 5

1 0 . 7 5 %

Mercer H u m a n  R e s o u rc e  Consult ing



F in a n c ia l  A n a ly s is
Estim ated Effect o f M edicare Reform
w
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The estimated effect of Medicare reform is a reduction of about % of 1% 
in the calculated contribution rate

Mercer H um an  R e so u rc e  Consult ing 63
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There may be some overall cost savings already in place
-  New tiers and medicare reform

Looking at contribution rate alone is not sufficient
-  Each assumption is our best estimate based on information available at 

the time
-  Actual experience often deviates from our assumptions
-  Sound funding methods adjust for differences between assumed and 

actual experiences
-  Differences are spread, but they can accumulate, and significant cost 

volatility can result
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Primary sources of cost volatility

■ Investment returns

■ Health care cost increases

■ Longevity

■ Other demographic factors

■ Other economic factors

M ercer  H u m an  R e s o u rc e  Consult ing



‘f jF in a i lc ia l  A n a ly s is
# ,  R ange o f Net Portfo lio Returns

■ Based on capital market assumptions provided by Mercer Investment 
Consulting, Inc.

■ Not including additional return attributable to active management

Mercer  H um an  R e so u rc e  Consult ing 66



■

'?w »r

f m a n c 'a l  A n a ly s is
R ange o f Net Portfo lio Returns (c o n tin u e d )

H i l l  If

V)
CD

c
CD
O!_
CD

a .

P r o j e c t i o n  H o r i z o n  ( y e a r s )

c %

20 30

3.15% 3.93%
10% 4.09% 4.70%
1 5 % 4.72% 5.22%
20% 5.23% 5.63%

2 5 % 5 .6 6 % 5.98%
3 0 % 6 .0 5 % 8.30%
3 5 % 6 .4 1 % 6.60%
4 0 % 6 .7 6 % 6.88%
4 5 % 7 .0 9 % 7.15%

5 0 % 7 .4 1 % 7.41%

5 5 % 7 .7 4 % 7.68%
6 0 % 8 .0 7 % 7.95%
6 5 % 8 .4 1 % 8.23%
7 0 % 8 .7 7 % 8.52%
7 5 % 9 .1 6 % 8.84%

8 0 % 9.59% 9.19%
8 5 % 10.10% 9.61%
9 0 % 10.73% 10.13%
9 5 % 11.68% 10.89%
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F in a n c ia l  A n a ly s is
R ange o f Net Portfolio R eturns (co n tin u e d )

■ Current investment return (8.25%)' > at about 63rd percentile (not 
including additional return attributable to active management)

■ 25% change that 20-year return will be less than 5.7 %

■ 25% chance that 20-year return will be more than 9.2%

Mercer H um an  R e s o u rc e  Consulting 68
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Ways of Reducing Risks

■ Changes to investment policy
-  Reducing risk often means increasing overall cost

■ Transfer all or a portion to members
-  Defined contribution approach
-  Alternative design

Mercer H u m an  R e s o u r c e  Consult ing
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M e d ic a r e  R e fo r m  a n d  I m p l i c a t io n s.̂ u 1111 i i n I! n I) i 11111 n 11

■ Opportunity: Medicare Reform -  Prescription Drugs
-  Reflections

■ Opportunity: Health Savings Accounts

■ Conclusion
-  Q&A

Mercer  H u m an  R e s o u rc e  Consult ing



» M e d i c a r e  R e f o r m  a n d  I m p l i c a t i o n

T S  W h a t ’s  D r i v i n g  R e - e v a l u a t i o n

Medicare Reform Overview

■ Rx benefit is the most significant change to Medicare since its 
inception
-  Legislation is hailbu as “historic breakthrough” by some, criticized as 

flawed and limited by others
-  Rx benefit provides significant savings opportunities for sponsors/retirees

□  P r e s c r i p t i o n  d r u g s  e f e n  a c c o u n t  f o r  5 0 %  t o  7 0 + %  o f  p o s t - 6 5  s p e n d ,  a n d  3 5 %  

t o  4 5 %  o f  t o t a l  r e t i r e e  m e d i c a l  l i a b i l i t y

■ Legislation also helps those not eligible for Medicare with HSAs, 
effective January 1, 2004 (discussed later)

■ Changes to the structure of Medicare
-  Medicare Advantage

o U p d a t e d  M e d i c a r e + C h o i c e  ( b e c o m e s  M e d i c a r e  A d v a n t a g e  in 2 0 0 6 )

□  R e g i o n a l  a n d  n a t i o n a l  p l a n s ;  i m p r o v e d  p a y m e n t s  f r o m  M e d i c a r e

Mercer H um an  R e s o u rc e  uo i  suiting 72
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M e d ic a r e  R e fo r m  a n d  I m p l i c a t io n s
W h a t’s Driving R e-evaiuation

Medicare Reform Overview (continued)
a N e w  l a w  a l l o w s  1 0  t o  5 0  “r e g i o n a l ” p l a n s ,  p l u s  a  n a t i o n a l  p l a n

□ M e d i c a r e  A d v a n t a g e  p l a n s  c a n  r e c e i v e  s o m e w h a t  h i g h e r  p a y m e n t s  f r o m  

M e d i c a r e  t h a n  p r e v i o u s l y  f o r  M e d i c a r e + C h o i c e ,  a t  l e a s t  i n i t i a l l y

-  Competition between Medicare and private plans in 2010
□ B e n e f i t  o f f e r e d  b y  p r i v a t e  p l a n s

- Government payments to private Prescription Drug Plans (PDPs)
- Beneficiaries pay premium

-  Discount prescription drug card effective spring 2004 until 2006
-  Part B deductible will be increased to $110 in 2005, then indexed
-  Medicare Part B premiums will be tied to income

n While new law provides framework for change, it will take time for 
necessary details to emerge 

h Opportunity to re-examine the entire retirement program

Mercer H um an  R e s o u r c e  Consult ing
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Prescription
R e fo r m  a n d  I m p l i c a t io n s
Drugs

Rx savings opportunities

■ New voluntary Part D benefit for retirees

* Federal subsidy for sponsors of qualified retiree health plans
-  Sponsor gets 28%  tax-free subsidy for covered drug costs from $250  to 

$5 ,000 (indexed) per eligible participant
■ Updated Medicare+Choice (becomes Medicare Advantage in 2006)

-  Regional and national plans; improved payments from Medicare
-  Despite past history, could be an option worth considering

■ Currently, there are many accounting, regulatory, and market 
uncertainties

Mercer  H um an  R e s o u rc e  Consult ing



M e d i c a r e  R e f o r m  a n d  I m p l i c a t i o n s

■f P r e s c r i p t i o n  D r u g s

Prescription Drug Benefit (Medicare Part D)

■ Standard benefit design
-  Initial coverage: Deductible of $250, enrollee coinsurance of 25%  up to 

$2,250
-  “Doughnut hole”: No coverage until enrollee reaches out-of-pocket limit of 

$3 ,600
-  Amounts paid by third parties (e.g., plan sponsors, individual coverage, 

etc.) do not count towards out-of-pocket limit
-  Catastrophic coverage: Above the out-of-pocket limit, enrollee coinsurance 

is the greater of 5%  or a fixed co-pay ($2 generic or $5 brand, indexed)
-  Amounts are indexed

Mercer  H um an  R e s o u rc e  Consult ing 76
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M e d ic a r e  R e fo r m  a n d  I m p l i c a t io n s
jfrescrip tion  Drugs

5CL

■i

$5,100

5% Retire 
Coinsurance 
(min. $2/$5 co-- ay)

100% Retiree 
Coinsurance 
(no Medicare 
coverage in 

« doughnut hole) 
($2 ,850 ) ;

  $3,600 out-of-
pocket reached 
($250 + $500 + 
$2,850 = $3,600)

$2,250

$250

75% i
Medicare .
benefit I
(initial 

Coverage)

  25% Retiree
Coinsurance ($500)

: $250 Deductible■
.

Medicare Retiree

Amounts paid by third parties do not count towards out-of-pocket limits

These 2006 covered expense 
thresholds will increase as drug 
expenses increase
For a beneficiary with no other 
coverage, the breakeven point is 
$810 in drug covered expenses

-  5 0 %  t o  6 0 %  o f  r e t i r e e s  a r e  

e x p e c t e d  t o  h a v e  o v e r  $ 8 1 0  in 

2 0 0 6

The Medicare benefit can be 
provided under various 
actuarially equivalent designs
Medicare Part D benefits are 
primary, employer plan 
secondary, if retiree enrolls in 
Part D

Mercer H um an  R eso u rce  Consult ing



Prescription Drug Benefit (Medicare Part D) (continued)
* Cost sharing

-  Member pays roughly one-quarter of Medicare Part D premium (estimated 
$35 PMPM in 2006 )

□ A m o u n t s  i n d e x e d

□  S u b s i d i e s  f o r  l o w  i n c o m e  s e n i o r s

-  Premiums may be increased for “ late’’ enrollees
-  Premiums may be deducted from Social Security benefits
-  Medicare Part D benefits are primary

□  S p o n s o r ’s  p l a n  s e c o n d a r y  if r e t i r e e  e n r o l l s  in P a r t  D

M e d i c a r e  R e f o r m  a n d  I m p l i c a t i o n s

F f r e s c r i p t i o n  D r u g s

Mercer H u m an  R e s o u rc e  Consult ing 78
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Subsidy for Retiree Health Plans

■ Sponsor gets 28% subsidy of eligible drug costs
-  Covered drug costs from $250 to $5 ,000 (indexed) per eligible participant
-  Subsidy only tur participants that do not enroll in either Part D or Medicare 

Advantage drug coverage
-  Subsidy is not taxed to plan sponsor
-  Recordkeeping and documentation requirements, but no details yet
-  FASB requires immediate recognition of change in accounting for retiree 

medical benefits under FAS106
■ Qualification and actuarial equivalence

-  Currently, no regulatory guidance
-  Expect guidance in late summer 2004

M ercer  H um an  R e s o u rc e  Consult ing 79
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Drugs

New Employer Options for Prescription Drug Coverage

■ Sponsor a qualified plan; receive government subsidy

■ Integrate plan sponsor benefits with Medicare Part D

■ Negotiate with a Medicare Advantage plan

■ Maximize savings: significantly reduce or terminate employer- 
sponsored coverage

Mercer H um an R e so u rc e  Consult ing



Employer Op^ons: 28% Government Subsidy

■ Subsidy: 28% of individual covered expenses between $250 and 
$5,000
-  Company plan must be at least actuarially equivalent to Part D
-  Subsidy paid to the employer on a tax-free basis

■ Options
-  Plan design options with subsidy

□ U s i n g  c u r r e n t  d e s i g n  ( i f  a t  l e a s t  a c t u a r i a l l y  e q u i v a l e n t )

□ U s i n g  d i f f e r e n t  d e s i g n  ( l o w e r  o r  h i g h e r  b e n e f i t s )  t h a t  i s  a t  l e a s t  a c t u a r i a l l y  

e q u i v a l e n t  w i t h  P a r t  D

■ Advantages
-  Could be no change for beneficiaries
-  No immediate communication requirements
-  May be only option for some groups

Mercer Human Resource Consulting
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Employer Options: 28% Government Subsidy (continued)
m Disadvantages

-  Requires annual certification
-  Administrative and reporting requirements
-  Significant unknowns

■ Illustrative Impact/Considerations
Paid Claim/ Deduct ion Tax Reduc t ion1 Subs idy After-Tax

Current Sl.00 ($0 .40) $0.00 $0.60

With S u b s id y2 $1.00 ($0 .40) ($0.25) $0.35

'Assumes 40% tax bracket; no "sharing”.
2Assumes 28% subsidy is equal to 25% of paid claims, no retiree contributions

Mercer  H u m an  R e s o u r c e  Consulting



Employer options: Offer a plan that integrates with or wraps 
around Medicare

■ Design options
-  Reduce plan benefits by = mounts payable under Part D (whether or not 

retirees are enrolled in Part D)
-  Fill in gaps in Part D
-  Subsidize all, some or none of Part D premium
-  Shift catastrophic drug liability to Medicare

■ Considerations
-  Must amend plan and communicate to receive funding relief
-  Doughnut hole increases in size
-  Potentially complex administration

- E : ; ; ; ;  M e d i c a r e  R e f o r m  a n d  I m p E i c a t i o n s
**« _  .! ; ' ;!■ . ■ . _

s g g l i  P r e s c r i p t i o n  D r u g s
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M e d i c a r e  R e f o r m  a n d  I m p l i c a t i o n s

-- P r e s c r i p t i o n  D r u g s

Employer options: Offer a plan that integrates with or wraps 
around Medicare (continued)
■ Advantages

-  No annual certification needed
-  Some will save more than with the subsidy option

■ Disadvantages
-  Must amend plan and communicate to receive opportunity relief
-  Doughnut hole increases in size
-  Retirees may have to pay Medicare Part D premium unless plan sponsor 

chooses to subsidize premium
-  Mechanics of integration with Medicare problematic

Mercer H um an R e s o u rc e  Consult ing



M e d ic a r e  R e fo r m  a n d  I m p l i c a t io n s
Prescription Drugs
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Medicare Advantage Plan

■ If health plans offer national plan or regional plans at reasonable cost, 
Medicare Advantage could be a viable alternative for some plan 
sponsors
-  P lans maintain “managed care”
-  Benefits could potentially fill prescription drug “doughnut hole”

■ Past history is problematic: Growth in enrollment, followed by tight 
controls on reimbursement by Medicare, then reductions in enrollment 
With or without sponsor subsidy of Medicare Advantage premium

■ Despite past history, could be an option worth considering

-mm*-.
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Employer options: Maximize savings -  significantly reduce or 
terminate coverage
■ 2006 is a logical effective date

■ Part D (partially) fills in biggest Medicare coverage gap

■ Plan Sponsor Options
-  Terminate Rx coverage completely
-  Reimburse all, a portion or none of Part D premium (and/or Part B 

premium)
-  Voucher for medical expenses (not necessarily a significant .eduction)
-  Only cover 5% catastrophic level

■ Considera+ions
-  Retirees may not be able to purchase supplemental Rx coverage
-  PR/employee morale issues
-  Potential ADEA issue resolution -  EEOC Exemption

Mercer Human Resource Consulting
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Average
Employer

PMPY

PartD
Cost

Pre-Tax

i l l l l l l i l i i l l l l l l l l i i l
M e d ic a r e  R e fo r m  a n d  I m p l i c a t io n s
Prescription Drugs
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Illustrative integration/subsidy comparison

Current Plan 
with Subsidy $2,000 NA $2,000 ($800) $ 1,200 ($500) $700 58%

Integrate w ith  

P art D**
(retiree pays 
Part D premium)

$1,000 $0 $ ' ,000 ($400) $600 $0 $600 50%

Integrate w ith  

Part D** 
(employer pays 
Part D premium)

$1,000 $420 $ 1,420 ($568) $852 $0 $852 71%

* Assumes 40% tax bracket
"Assumes Part D covers 50% of employer cost and no retiree contributions required

Mercer H u m an  R e s o u rc e  Consult ing
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ii— wmijw««pw»rh. R eflections...

a c t i o n  p o s s i b l y  n e e d e d  

f o r  a c c o u n t i n g ,  m o r e  t i m e  l i k e l y  

w a r r a n t e d  f o r  d e s i g n

■ While many plan sponsors will see a significant reduction in cash 
costs and funding requirements, some will not

■ No one approach is the most advantageous for every group

■ For details of 2006 plan design, don’t rush to judgment
-  Look at eme.ging Prescription Drug Plan ( P D F )  designs for equivalent 

Part D plans
□ N e w  i d e a s ,  i n f o r m a t i o n ,  a n d  d e s i g n s  w i l l  e m e r g e

□  S o m e  o p p o r t u n i t i e s  m a y  b e  o e t t e r  t h a n  w h a t  i s  k n o w n  n o w

-  New Medicare Advantage plans may create additional options
-  May want to allow retirees to waive coverage and re-enter at a later date

Mercer H u n a n  R e s o u rc e  Consulting
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R eflections...

How much good news depends on
-  The plan you currently have, including
-  Demographics of plan population
-  Rx utilization o f plan population
-  The option you select and any changes you make
-  How Medicare reform is reflected in plan sponsors ’ financials
-  How various details are resolved through regulation and the courts
-  Plan Sponsor tax situation

Mercer H u m an  R e s o u rc e  Consult ing
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R e f l e c t i o n s . ..

S a v in g s  fo r T h o s e  w ith  N o  C o v e ra g e  O th e r th a n  M e d ica re
Out-of-Pocket(OOP) for Drags After Medicare Reform

i ‘ . •Medicare Net Retiree-Claims ’ 
■ Diaim Amount* Payment . Payment

V* { • ' /• 

Part D Premium •

.Cost anri Savings
: Totaf Cost After 

Reform . * ] .

•• • •

Savings, from - 
Reform”

$0 $0 $0 $420 $420 ($420)

Deductible — ► $250 $0 $250 $420 $670 ($420)

$500 $188 $313 $420 $733 ($233)

Break-even — ► $810 $420 $390 $420 $810 $0
$1,000 $563 $438 $420 $858 $143

Beginning of 
"doughnut hole" $2,250 $1,500 $750 $420 $1,170 $1,080

$4,000 $1,500 $2,500 $420 $2,920 $1,080

End of 
"doughnut hole" $5,100 $1,500 $3,600 $420 $4,020 $1,080

$10,000 $6,155 $3,845 $420 $4,265 $5,735

$20,000 $15,655 $4,345 $420 $4,765 $15,235
‘Total cost prior to Medicare Reform with no other coverage 
"Claims amount less Total Cost after Medicare Reform
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- r » i i  Health Savings A ccounts
toy

Overview

■ Tax favored account to pay for retiree medical expense

■ Carry forward provision (no “use it or lose it” provision)
-  Unused balances are carried into future years, portable, non-forfeitable

» Account Requirement
-  HSAs must be held in an employee-owned trust or custodial account for 

each beneficiary
-  The HSA is owned by the individual, not the plan sponsor
-  May be established with or without plan sponsor funding (individual market 

will likely emerge)
■ Qualified Trustees and Custodians -- Ins Co, Banks, any approved by 

IRS, any who already admin 401 (k)
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R e fo r m  a n d  I m p l ic a t io n s
igs A ccounts

Eligibility Requirements

■ Individuals enrolled in a high-deductible health plan are eligible

■ Not covered by another health plan that is not a HDHP (except for 
permitted coverage such as dental, vision, workers compensation and 
specific diseases)

■ Not eligible to be claimed as a dependent on another’s tax return

■ Not eligible for Medicare

■ Individual covered under a health FSA or Health Reimbursement 
Arrangement (HRA) can qualify or an HSA under limbed 
circumstances
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High Deductible Health Plan

■ Employee must have plan with deductible of $1,000 or more in 2006 
($2,000 for family)
-  Plan out-of-pocket maximum cannot be greater than $5 ,000  ($10,000 

family)
-  Okay if plan imposes no deductible for preventive care or has higher OOP 

limit for out-of-network benefits
■ Deductible OOP and contribution maximum are indexed annually

■ Preventative care covered at 100%

■ Rx can be carved out for 2004 and 2005, then subject to deductible
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Contributions -  Limited

■ Sponsors and employees can contribute (within limits) to the HSA
-  Maximum aggregate contribution is the lesser of the deductible and 

$2 ,600 ($5 ,150 family)
-  Contributions cannot be made for individuals covered by Medicare
-  If sponsor contributes to HSAs, then comparable contributions must be 

made for all employees with comparable coverage
■ Contributions are tax deductible -  without itemizing 

> Nonforeitable and portable 

a Catch up contributions for 55+, $500 in 2004 to $1000 in 2009 

a Transfers from Archer MSA or other HSA only, no FSA or HRAs
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Distributions -  Flexible

■ Does not require HDHP to qet money out, only to put in

■ Tax free for qualified medical expenses

■ Qualified expenses not defined by sponsor or trustee, Sec 213 IRC

■ Premium payments usually not allowed -  except COBRA, 
unemployed, after 65 (no Medigap), LTC

■ All other distributions permitted but taxable + 10% penalty (unless 65)
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Triple Tax Favored (contributions, earnings, distributions)

■ Subject to limits

■ Contributions (subject to limits)

m Distributions
-  Distributions for qualified medical expenses are tax-free
-  Other distributions are inc'uded in income and subject to 10% penalty tax 

(no penalty if eligible for Medicare)
-  Special rules for distributions upon death and divorce

■ Earnings

■ Only approach where contribution, investment earnings and 
withdrawals for health-related expenses are all free from taxation
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M e d i c a r e  R e f o r m  a n d  I m p l i c a t i o n s

Active Design Options

■ Do nothing

■ Offer an HSA-compliant high deductible health plan (HDHP)
-  Employees have option o f setting up HSA on their own
-  No cost to employer for HSA

■ Offer HDHP and sponsor an HSA for eligible employees
-  Employees can contribute through employer or set up HSA on their
-  Administrative cost for employer unless employees pay cost
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Active Design Options

a Do nothing 

a Offer an HSA-compliant high deductible health plan (HDHP)
-  Employees have option o f setting up HSA on their own
-  No cost to employer for HSA

a Offer HDHP and sponsor an HSA for eligible employees
-  Employees can contribute through employer or set up HSA on their own
-  Administrative cost for employer unless employees pay cost

' c H —  M e d i c a r e  R e f o r m  a n d  I m p l i c a t i o n s
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I  Health Savings A ccounts

Active Design Options (continued)

i Offer HDHP, sponsor HSA and make contributions to the HSA
-  Employer plus employee contributions cannot exceed limits on 

contribution
-  Employer pays HSA cost plus administrative cost (unless paid by 

employees)
-  Funding HSAs by employer is not a long-term liability but has a cash cost 

■ Convert existing CDHP from HRA to HSA
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HSAs Retiree Medical Design Opportunities

a Provides pre-funding opportunity (see appendix for details) 

■ Could lead to fundamental shift to defined dollar structure 

■ Reduces employer’s future PRM expenditures 

a Advantages
-  P rov ides em ployees with an efficient veh ic le  to save for retiree medical 

expense

-  Increases flexibility for employee/retiree
□ e.g., HSA funds may be used for LTC

-  Encourages enrollment in H D H P  as active employer?
□ Lower plan costs
□ Possible pathway to consumerism
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HSAs Retiree Medical Design Opportunities (continued)

m Disadvantages
-  G reater em ployee com m unication needs

-  Potentia lly negative P R  because  of inability o f em ployees to afford H D H P

-  Currently, inadequate m arkets for actives and pre-65 insured medical 
products, but robust market for M ed icare  e lig ib les

-  Defined dollar contribution will prove inadequate for those who don ’t pre­
fund

-  Even for those who pre-fund, possib ility that poor cho ices by em ployees 
will leave them with insufficient retiree m edical funds

M e d i c a r e  R e f o r m  a n d  i m p l i c a t i o n s

H e a l t h  S a v i n g s  A c c o u n t s
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H e a l t h  S a v i n g s  A c c o u n t s

Plan Sponsor Considerations

■ Fit with sponsor culture and benefit strategy
-  Consistant w/ active strategy

-  Ability to change retiree m edica l prom ises and strategy

-  Consistency  w/ total retirement com pensation strategy (i.e. defined 
contribution vs. defined benefit -  em p loyee responsib ility, cap costs.

■ High Deductible Health Pan impact on current design

■ HSA contribution strategy
-  None, fixed by tier, vary by em ploym ent status

-  Match ing not c lear

-  W atch for discrim ination
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Plan Sponsor Considerations (continued)

> impact on total medical plan cost
-  Additional admin costs

-  M ed ica l m anagem ent / negotiated provider costs

-  Potentia l adverse se lection  if H D H P  not full rep lacem ent

a Perception by employees 

a Communication
-  Very important to get em p loyee buy in

-  Educate  to reduce anti se lection

 j  M e d i c a r e  R e f o r m  a n d  I m p l i c a t i o n s

H e a l t h  S a v i n g s  A c c o u n t s
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HSA Illustrations

“ 1

■ The follow ing graphs are for on ly illustrative purposes

■ Projections are based on reasonab le  assum ptions for "typical" plans 

n A ssum es the M ed icare  Rx benefit is effective

■ Illustrations reflect on ly sing le  em ployees/retirees 

a All do llar am ounts are shown in future dollars

■ Funds Needed at Retirem ent A ge  (FN ARA ) reflect an actuarial present 
value and include:
-  Employer plan contributions
-  Utilization costs (e.g., deductibles, coinsurance)
-  Medicare Part B and Part D premiums (assumes employer does not reimburse 
any Medicare premiums)
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F N A R A s  are shown on a post-tax basis. The additional tax advantages 
of H S A  are not illustrated 

H S A  Accum ulation:
-  Assumes contributions equal the maximum amount allowed in each year, 

based on the assumed deductible
-  The minimum deductible equals $1,000 (indexed) and the maximum 
deductible equals $2,600 (indexed)

-  Maximum catch-up contributions are included in some scenarios
-  Assumes no employer HSA contributions
-  "No Outflow" scenarios imply that the participant pays all active medical costs 
trom outside the HSA. Other scenarios refect deterministic outflow every five 
years and imply all other active employee medical costs are paid outside the 
HSA
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~~E~lE:lHSA Illustrations
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Em ployees are assum ed to participate in H D H Ps  in all years until 
retirement. Retirees are assum ed to participate in "typical" retiree p lans 

Key Assum ptions
-  Interest Rate: 5.0% or 8.0% (as noted)
-  Typical 2004 pre-65 employer plan rate (at age 65): $7,462
-  Typical 2004 post-65 employer plan rate (at age 65): $2,175 (before the new 

Medicare prescription drug benefit); $915 (after the new Medicare prescription 
drug benefit)

-  Initial trend rates are assumed to be between 11% and 12% and step-down to 
5% in 8 years

-  The post-65 employer plan uses the carve-out Mrdicare integration method
-  HDHP and related HSA threshold amounts are indexed at CPI
-  Retiree contributions under employer plans: 30%
-  Medicare Part B and Part D p.emium indexing
-  Beginning of year payments
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HSA Illustrations

HSA Accunulation Under Various Savings Scenarios
2004 Age = 30 

Assumed Rate of Return = 5.0%

Age at Retirement

— ®—  HSA Accum (Cont=Min Ded/Moderate Events Every 4 Yrs) 
HSA Accum (Cont=Min Ded+Max Catch-up/No Outflow)

— HSA Accum (Max Cont+Max Catch-up/No Outflow)
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I m p l i c a t i o n s

$500,000

$400,000

$300,000

$200,000

$100,000

34 36 38 40 42 44 46 48 50 52 54 56 58 60 62 64 66
Age at Retirement

HSA Accum (Cont=Min Ded/Moderate Events Every 4 Yrs) HSA Accum (Cont=Min Ded+Max Catch-up/No Outflow) 
HSA Accum (Max Cont+Max Catch-up/No Outflow)

$600,000

HSA Accumulation Under V -ious Savings Scenarios
2004 Ag. - 3 0  

Assumed Rate of Return = 8.0%
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$600,000

$500,000

$400,000

$300,000

$200,000

$100,000

$0

Funds Needed at Retirement Age (FNARA) With and Without Post-65 Employer
Coverage 

2004 Age = 30 
Assumed Rate of Return = 5.0%

(reflects future dollars) ♦ ♦

♦ ♦ B  «  ♦ .  D  9  K

. T - .........................................

30 32 34 36 38 40 42 44 46 48 50 52 54 56 58 60 62 64 66 68 70
Age at Retirement

I FNARA (With Post-65 Employer Plan) ♦ FNARA (No Post-65 Employer Plan)
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HSA Illustrations
H

$200,000

$100,000

Shortfall at Retirement Age - With Post-65 Employer Plan
2004 Age = 30 

Assumed Rate of Return = 5.0%
$ 6 0 0 ,0 0 0  r

$ 5 0 0 ,0 0 0

$ 4 0 0 ,0 0 0

$ 3 0 0 ,0 0 0

(reflects future dollars)

♦ ♦ 4 ♦  ♦

$ 2 5 7 ,1 8 2

i

30 32 34 36 38 40 42 44 46 48 50 52 54 56 58 60 62 64 66

Age at Retirement

I Shortfall ♦ FNARA (With Post-65 Employer P'an) HSA Accum (Cont=Min Ded- «/1ax Calch-up/No Outflow)
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M e d i c a r e  R e f o r m  a n d  I m p l i c a t i o n s

$600,000

$500,000

$400,000

$300,000

$200,000

$100,000

$ 0 ----------------

Shortfall at Retirement Age - With Post-65 Employer Plan
2004 Age = 30 

Assumed Rate of Return = 5.0%

(reflects future dollars)

♦ ♦
$25/ ,182

i

30 32 34 36 38 40 42 44 46 48 50 52 54 56 58 60 62 64 66
Age at Retirement

I Shortfall ♦ FNARA (With Post-65 Employe' Plan) HSA Accum (Cont-Min Dec*Max Catch-up/No Outflow)
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$ 6 0 0 ,0 0 0

$ 5 0 0 ,0 0 0

$ 4 0 0 ,0 0 0

$ 3 0 0 ,0 0 0

$200,000

$100,000

Shortfall at Retirement Age - No Post-65 Employer Plan
2004 Age = 40 

Assumed Rate of Return = 5.0%

(reflects future dollars)

*  ♦ '
^  «, ♦ ♦ $222^229

♦ ♦

$0 I--------------
4 0  4 2  ^ 4  4 6  4 8  5 0  5 2  54  5 6  5 8  6 0  6 2  6 4  6 6

Age at Retirement

I Shortfall ♦ FNARA (No Post-65 Employer Plan) HSA Accum (Cont=Min Ded+Max Catch-up/No Outflow)
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$ 6 0 0 ,0 0 0

$ 5 0 0 ,0 0 0

$ 4 0 0 ,0 0 0

$ 3 0 0 ,0 0 0

$200,000

$100,000

$0

Shortfall at Retirement Age - No Post-65 Employer Plan
2004 Age = 50 

Assumed Rate of Return = 8.0%

(reflects future dollars)

4  ♦  ♦

- A-
5 0  5 2  54 5 6 5 8  6 0  6 2

Age at Retirement

6 4 66 68 70

I S h o r t f a l l ♦ F N A R A  ( N o  P o s t - 6 5  E m p l o y e r  P l a n ) - 4 — H S A  A c c u m  ( M a x  C o n t + M a x  C a t c h - u p / N o  O u t f l o w )
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Comparison o f tax-advantaged healthcare accounts

" f j j a i r  M e d i c a r e  R e f o r m  a n d  I m p l i c a t i o n s

H S A s ,  H R A s ,  H e a l t h  F S A s

V r \ v  , . .

Health Savings Account
V  .

(HSA)

Health Reimbursement Account 

(HRA)

Flexible Spending Account 

; (FSA) . >'

Account requirements Funds must be held in trust or 
custodial account

No requirement; often unfundec No requirement; often 
unfunded

Qualifying expenses
Miscellaneous IRC 213(d) 
expenses, limited health premium 
reimbursements*

Miscellaneous IRC 213(d) expenses, 
unlimited premium reimbursements, 
subject to plan design

Miscellaneous IRC 213(d) 
expenses, no health premium 
reimbursements

Non-qualified withdrawals

Yes, but taxable, plus 10% penalty. 
No penalty after age 65, disability, 
or death (no penalty or tax after 
death if HSA goes to spouse)

Not allowed Not allowed

Rollover of unused funds Unused funds roll over indefinitely
Allowed, although employer can 
establish limits Not allowed

Nonforfeitable Yes and fully portable, can take to 
new employer No, but COBRA rights apply

No, but limited COBRA rights 
apply

‘ COBRA, long-term care insurance and premiums for account holders at least 65 or receiving unemployment compensation
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H S A s ,  H R A s ,  H e a l t h  F S A s

Comparison of tax-advantaged healthcare accounts
(continued)

Health Savings Account Health Reimbursement Account
’ • ’ - ’• > 6

Flexible Spending Account

ft, *  (HSA) (HRA) > ? A )  .

Eligibility Individuals (employees) with high 
deductible plan (HDHP)

Employees whose employers make 
available

Employees whose employers 
make available

Health insurance 
requirement

Qualified high deductible health 
plan required

None, although employer typically 
requires high deductible coverage None

Contributions - Source Employer, employee, or both Employer only Employer, employee or both

Taxability of employee 
contributions Tax-free Employee contribution not allowed Tax-free

Taxability of employer 
contributions

Tax-free to employee; tax 
deductible to employer

Tax-free to employee; tax deductible 
to employer

Tax-free to employee; tax 
deductible to employer

Annual contribution limits 
(employee+employer)

Lesser of 100% of deductible or 
fixed amount (established by law)

None legally required, employer sets 
its contribution amounts

None legally required, employer 
sets employee contribution 
limits
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E m p l o y e r  S u r v e y  -  T R S

The following pages illustrate the responses to the employer survey sent to all 
TRS employers. In total, 36 employers responded. TRS represents employers 
of various sizes. As a way to show the five largest employers’ responses (of 
those who responded), we have included the letters A -  E on the charts to 
represent how they answered. The employers have been assigned the 
following letters:

# Active Code
Employer Employees Letter
Anchorage SD 3,464 A
Fairbanks North Star Borough SD 988 B
Matanuska-Susitna Borough SD 936 C
Kenai Peninsula Borough SD 723 D
Juneau Bureau SD 372 E
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E m p l o y e r  S u r v e y  -  T R S
1. Long-Service Employees
B ill PS

Plan should favor long- 
service employees

8

o

I m p o r t a n c e

H i g h  M o d  L o w

Plan should not distinguisl 
on account of length of servic<

8

Key Comments
■ Incentives to reduce teacher turnover always help.

u Anything that keeps employees, saves time in recruitment, hiring, and training.

m Retaining quality employees is far more important. Employees for hire consider immediate compensation, not 
reVrement. Veteran employees deserve rewards.

Key Implications
■ Rewarding long-service employees supports career employment.

m Uniform allocation can be an important attraction tool, but allows dollars to "walk out the door" when short-service 
employees leave the System.

Mercer Human Resource Consulting 120



iillillimillli
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sSl-S* 2. Older Employees
«•*»*

Plan should favor older employees

I m p o r t a n c e

High Mod Lo'v

Plan should not distinguisl 
on account of ag<

8

Key Comments
■ Length of service should be more important than age in determining retirement benefits.

• Inflation and decreases in salary raises are historical in Alaska. Young need to see opportunity in this state, 

n L'qual balance regardless of age.

Key Implications
■ Rewarding older employees supports career employment.

m Uniform allocation can be an important attraction tool, but allows dollars to “walk out the door" when younger 
members leave the System.
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E m p l o y e r  S u r v e y  -  T R S
3. Benefits Build Up

|||
Benefits should build up quickly, so 
"early leavers" have good benefits

Importance

High Med Low

Benefits should build up slowly, so "earh 
leavers" have littl<

HBHSflBvm Mensemi— i---  ---- r i i
1 2  3 4 5 6 7 8 9

Key Comments
In order to save costs in a defined benefit plan, benefits should accrue at a constant rate rather than increase after so 
many years of service.

The System should promote an optimum age or service time that encourages turnover of the workforce without loss of 
good experience while providing a decent retirement.

Key Implications
Does not affect career employees who stay until retirement.

Uniform allocation can be an important attraction tool, but allows dollars to “walk out the door when younger 
members leave the System.
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4. Mid-career Hires

I m p o r t a n c e

i .

Mid-career hires should 
accrue excellent benefits

High Med Low

It's OK for mid-career hire: 
to accrue smaller benefit:

1 2 3
r :— -̂--- —

4 5 6 7 8 9

Key Comments
This offers the chance to attract employees with experience.

Teachers/administrators need an infusion of mid-career change people. We need their experiences and insight in 
educating our kids. We need to not penalize them in retirement planning.

Mid-career employees probably have other benefits.

Key Implications
Sufficient benefits for mid-career hires can be an important tool in order to attract experienced talent. 

Providing higher benefits equals higher cost.

Mid-career hires may be sacrificing good benefits to switch employers.
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E m p l o y e r  S u r v e y  -  T R S

^  5. Remaining in Alaska

The System should not reward 
retirees who remain in Alaska

I m p o r t a n c e

High Med Low

The System should rewar< 
retirees who remain in Alask;

9

— —  maaum im m  mbkbrbh
1 2  3 4 5

? — «  ,
6 7 8 9

Key Comments
Retirees should be encouraged to stay in Alaska.

When people have given and earned their retirement, let them live where they choose without penalty. 

Alaska needs to promote lifelong state citizenship.

Spend money where they want. The employee has earned it.

Key Implications
Providing COLA results in higher System costs, but Alaskan economy benefits from additional dollars spent by those 
who remain in Alaska.

COLA for residents promotes lifelong residency.
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Importance

6. Med Coverage to Term. Vested Members
High Med Low

The System should provide medical 
coverage to terminated vested members

9

The System should not provide medice 
coverage to terminated vested member:

o— 1 1 1 
1 2  3 4 5

■ i 
6 7 8

1
9

Key Comments
This area needs to be reviewed and modified to help control costs. It may be necessary to qualify for benefits or look 
at providing a flat dollar amount for benefits with the retiree paying the difference.

Helps with recruitment. Many come to Alaska to get vested - we need to encourage this trend.

Medical coverage should be available after vesting and attaining a certain specified age (say 60) or direct retirement if 
prior to 60.

Key Implications
> Opportunity for cost savings exists by cutting back medical benefits for terminated vested members 

• By eliminating, employers would lose out on a recruiting tool.
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7. Medical Coverage

f'S S
The retirement program should 
provide medical coverage

22

0

3  

A  D

I m p o r t a n c e

High Med Low

The program should no 
provide medical coverage

2
C

8

0

Key Comments
Biggest selling point in recruiting - medical.

Delaying medical coverage will only force potential retirees to stay in the system longer at the top-end of salary. 

Coverage important, but retirees could pay a share, perhaps based on years of services.

Medical coverage is very important. But with costs increasing as they are, we need to consider changes to the current 
structure.

Key implications
Elimination of medical coverage woi 1 lower System costs significantly over time.

Eliminating medical coverage would drastically change current design and hinder attraction and retent ', n of employees 
as well as possibly providing insufficient overall retirement benefits to meet retirees’ needs. __________
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p l o y e r  S u r v e y  -  T R S
8. Medical Coverage based on Service
i i i i s r

I m p o r t a n c e

The System should provide ievels of medical 
coverage that depend on years of service

8 8

High Med Low

The System should provide the same level c 
medical coverage regardless of years of servia

8

Key Comments
■ Contributions to medical coverage could be based on a formula depending on years of service.

• This will help retain teachers beyond 8 year minimum.

m Eligibility for full retirement (20 years) should make one eligible for full medical benefits.

Key Implications
■ Rewarding long-service employees supports career employment.

• Employees in same tier with differing years of service could potentially have different levels of medical coverage.
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9. Medical Coverage and Medicare
f i l l I

I m p o r t a n c e

■Ve.COra-
m m m

High Med Low

The System should provide medical coverage to all 
retirees regardless of Medicare eligibility

The System should provide medical coverage only t< 
those retirees without access to Medicare coverag<

6 2
B

0
1
D

---------- —1------------------- I —
1 2 3 4  5 6 7 8 9

Key Comments
■ Need to make sure Medicare gaps can be covered.

m Medical coverage should be based on years of service.

Key Implications
■ Limiting coverage would decrease System costs over time.

m Could result in inadequate medical coverage for Medicare eligible retirees.
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E m p l o y e r  S u r v e y  -  T R S
I m p o r t a n c e

• — 3  10. Medical Coverage and Medicare
• i% ; l i r i i j l 1

The System should provide medical coverage to all 
retirees regardless of Medicare eligibility

High Med Low

The System should provide medical coverage only t< 
those retirees with access to Medicare coveragi

o o o o

8

Key Comments
■ Not being able to see into the future to determine what Medicare will look like, it would seem irresponsible to not 

provide retirees with some sense of comfort in a predictable benefit.

• Medical coverage should supplement Medicare up to a maximum amount based on a formula determined by number 
of years of service.

• Medicare should not be a factor.

Key Implications
■ Limiting coverage would decrease System costs over time.

m Without retiree medical coverage before Medicare, members would be more inclined to work until Medicare elig de.

m If medical coverage is not offered by the System to pre-medicare retirees, access to health coverage will be
I significantly reduced.
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11. Medical Coverage

I m p o r t a n c e

jBpWiyj'—  *♦

The System should offer the same medical coverage 
to active and retired members

15

High Med Low

The System should not offer the same medical coveragi
to active and retired member

(Edld not respond)

Key Comments
■ Provide dollar amount of medical for retirees; if medical coverage for active employees provides better coverage, give 

retirees option to make co-pay.

• Those who are retired are less able to provide coverage.

• This is a compc site of many employers. Medical benefits are a negotiated item at the bargaining table.

Key Implications
Potential cost savings by providing lesser medical coverage for retired members.

Different benefit levels for active and reared members may lead to communication and perceived equity challenges.
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12. Retiring Age
X  •. |!;|

We want to be able to encourage 
retirement at a particular age range

Importance

High Med Low

We don’t care when people retin

Key Comments
■ Employees productivity and contribution are not subject to age so mandatory retirement at a certain age may not be 

beneficial.

m Their years of service should determine benefits, not their age. The loopholes allowing short service and full benefits 
should be closed.

• 20 and out needs to be changed. If anyone should be 20 and out it should be law enforcement.

Key Implications
■ By encouraging retirement at a particular age, the System may run the risk of losing productive members too soon 

and/or unproductive members “hanging on" too long.
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13. Retiring after Years of Service
ilwl I’i f l f

We want to be able to encourage retirement 
after a particular number of years of service

o

I m p o r t a n c e

High Med Low

We don't care when people retin

8

Key C o m m e n t s ____________________________________________________________
■ Increasing the number of years of service required, when age is not a factor, would reduce the cost to the retirement 

system.

■ While high salary people are a budget concern, their experience and exoertise is a tremendous plus for a small 
organization.

• 20 years, at least 50 years in age.

Key Implications_____________________________________________________________
■ By encouraging retirement at a particular number of years of service, the System may run the risk of losing productive 

members too soon and/or unproductive members “hanging on" too long.
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14. Early Retirement
l if t%

We want to be able to encourage early retirement 
with ad hoc enhanced benefits through the plan

I m p o r t a n c e

High Med Low

We don't care about encouraging earl 
retirement, or will handle it through other method

8

8

Key Comments
■ RIP and severance plans which offer early retirement have been shown to have a detrimental financial effect on the 

retirement system.

m Given NEA/union's impact on teaching force per seniority, this is needed to bring in new blood to the organization, 

m In times of financial stress this will allow us to be more creative.

Key Implications
Being able to provide ad hoc enhanced retirement benefits gives the System and individual employers an additional 
tool to manage the workforce.
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15. Retirement Income

We want to provide employees with a specific amount of 
retirement income they can count on at retirement

9

I m p o r t a n c e

High Med Low

We will contribute to our employees retiremenl 
but each employee should be entirel' 

responsible for managing their retiremer

o

8

Key Comments
■ A defined contribut.on plan would be more predictable, in terms of costs to the retirement system, and less expensive 

than a defined benefit plan.

• Should not be a crap shoot!

m Some flexibility on this might be useful.

Key Implications
■ By not providing members with a specific amount of retirement income, memberi> may not be saving enough or taking 

the appropriate responsibility to ensure a comfortable retirement.
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E m p l o y e r  S u r v e y  -  T R S

U  J —  'J t z t. . .  16. Investment Risk Responsibility

Employees should assume investment risk

I m p o r t a n c e

High Med Low

Employer should assume investment ris

(—
1 2 3 4 5

■ i i
6 7

^ —i
8 9

Key Comments
Employees should assume responsibility. However employers may want to limit investment options to minimize risk.

Our employees neither have the time nor the investment skills to manage a retirement portfolio.

Defined coniribution plans are bad public policy. Employer should provide access to a pre-tax dollar investment 
program; but a stable retirement income must be in place.

Key Implications
Bearing the investment risk exposes the System to cost increases and volatility, but can also often achieve higher 
returns than an individual due to a longer time horizon and professional management.

Members can often invest too conservatively or too aggressively for their given situation and needs.
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17. Inflation Risk Responsibility

Employees should assume 
pre-retiremei,c inflation risk

o

I m p o r t a n c e

High Med Low

Employers should adjus 
benefits for pre-retirement inflatioi

Key Comments
Employers should adjust benefits for pre-retirement inflation. 

This should lag by a few years.

Key Implications
Value of benefits for members who terminate prior to retirement can erode over time from inflation. 

Providing pre-retirement inflationary protection is a cost to the System.

The final average pay plan design provides some automatic pre-retirement iniiation protection.
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H I 18. Inflation Risk Responsibility

I
Employees should assume 
post-retirement inflation risk

I m p o r t a n c e

High Med Low

Employers should adjust benefit 
for post-retirement inflatioi

8

Key Comments
■ Employees should assume more risk for post-retirement inflation, 

m This should lag by a few years.

Key Implications
Providing post-retirement inflationary protection would ensure that the value of member’s benefits at retirement 
continue to remain as valuable throughout their lifetime.

Providing post-retirement inflationary protection is a cost to the Sy.
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E m p l o y e r  S u r v e y  -  T R S
19. Longevity Risk Responsibility

j r

Employees should assume longevity risk

I m p o r t a n c e

High Med Low

Employers should assume longevity ris

8 (Edld not respond)

Key Comments
m Employers can no longer afford to assume all future cost increases. 

• Employees need to be on the ball in this area.

Key Implications
• F oviding longevity protection is a cost to the System.

m By assuming the longevity risk, the System could predict and manage it more accurately for the entire group than anv 
employee could do individually.
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E m p l o y e r  S u r v e y  -  T R S
20.pavings
f f l  llhi'l1:1

The retirement urogram should heavily 
encourage savings in the plan

1 1

i m p o r t a n c e

High Med Low

The program should perm 
but not push saving

8

I Key Comments
■ Employees need to assume more responsibility for their retirement. Programs should be structured to educate and 

encourage employees to save for retirement.

m Employees should be c 'owed to contribute and enhance their retirement security.

m Savings in one plan should encourage long careers.

Key Implications
■ Without strongly encouraging members to contribute to their retirement, many will not have adequate funds to retire 

comfortably.
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inn

Importance

; 21. Cost of Medical Coverage

Employees should share in 
the cost of medical coverage

9

High Med Low

Employer should assume th« 
cost of providing medical coveragi

o
1 1 

1 2 3 4 5
1 1 

6 7 8
1

9

Key Comments
Employers can no longer afford to pay the entire amount for medical insurance. Employees should share in the cost.

Teacher/administrator salary does not reflect"high wages," hence this benefit should be provided.

Employees share in the cost of medical coverage and retirement benefits through their active career contributions. 
They also contribute via co-pays, deductibles and Medicare Pan 9 premiums.

Key Implications
Members sharing in the cost of medical coverage wculd provide cost savings to the System over time. 

Would be a significant shift from current design and increase financial burden on retirees.
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E m p l o y e r  S u r v e y  -  T R S

—  Wt*s
1

Employees should assume responsibility 
for medical cost increases

I m p o r t a n c e

High Med Low

Employer should assume responsibilit 
for medical cost increase

9

8

Key Comments
a The retirement system should be responsible for the management of the medical coverage while the retiree should be 

responsible for cost increases.

m Both should assume cost responsibilities. It's not either or.

Key Implications
■ Members assuming the responsibility for medical cost increases would provide cost savings to the System over time, 

m Would be a shift from current design and increase financial burden on retirees.
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23. Access to Contributions
M ill 111

Employees should have access to as much of their 
own retirement contributions as legally possible 

8

o

Small portion should he available for "emergency only" situation. 

Access should certainly be very limited.

Only with benefit of understanding the consequences.

Key Implications

Importance

High Med Low

Employees should have no acces 
to plan assets until retiremer

1 2 3 4 5 6 7 8 9

Key Comments

Members may spend retirement income during working lifetime and as a result may be unable to retire.

The capability to use retirement plans for pre-reJrement needs such as a home purchase can be a valuable beiiefit.
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T R S Importance

High Med Low

We’ll sacrifice understandability if necessary t< 
achieve our workforce and benefit objective:

8

Key Comments
■ Employers need to provide good communication and seminars to explain plans, but the plan must be structured so it is 

simple enough for the majority of people to understand.

» Let individuals who want complexity and flexibility do so on their own apart from this.

■ It is their responsibility to understand it. 

m College should teach it!

Key Implications
> Generally a more complex formula can . neet a wider variety of specific objectives, 

m Members may perceive more value in a retirement plan that is more understandable.

 —   ---------------------------------------------------------------------------------------------------------------------------------------------------------------------

S u r v e y  -
Understandability

Understandability is the primary concern
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25. Tangible and Relevant Plan

j r i  w m  IJIN:
All employees should find the 
plan tengible and relevant

I m p o r t a n c e

High Med Low

It's OK if the plan is tangible am 
relevant mainly to older employee

8

Key Comments
■ All employees should understand and value the retirement plan, 

m Recruiting tool.

Key Implications
■ Members may perceive more value in a retirement plan that is tangible and relevant.

Mercer Human Resource Consulting 144



S5SSS=K»' ffllllllllll'llllllllllliril
E m p l o y e r  S u r v e y  -  T R S
26. Predictability and Stability

/»£»■ W-s

f! IlTf̂  ̂  i 1!!! 11;!! • \
We want maximum predictability 
and stability of contributions

12

I m p o r t a n c e

■ -
High Med Low

We're willing to accept volatilit 
as part of our asset strateg

o o

8

Key Comments
• For budgeting purposes, employers need a high degree of predictability.

■ Until schools are adequately funded, predictability and stability are very important. If adequate funding is ever 
established, volatility can be more easily handled.

• Can't swing in a major way in a short period. 5% is ton much of a swing. 1-2% is doable.

Key Implications
■ Volatility is the result of a higher-risk asset strategy with higher potential rewards.
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i p l o y e r  S u r v e y
Change in Cost

Aggregate retirement contributions 
should be less than they are now

High Med Low

Marginal cost increases an 
appropriate to meet other design goal

1 2 3 4 5 6 7 8 9

Key Comments
Employees contribution rates may need to increase!!

We understand that costs are increasing. Want to keep plans competitive while keeping plan costs reasonable. 

We have to contain costs or everyone loses.

Costs need to be sufficient to do the job.

Key Implications
Lowering contributions will result in generally lower level of benefits for letirees.

System benefits may or may not be competitive against peer group if benefits are decreased.
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28. Comparison with the Market
I I I  I 1

We would like our retirement program 
to be low compared to the market

o o

I m p o r t a n c e

High Med Low

We would like our retirement progran 
to be high compared to the marke

8

Key Comments
■ An attractive retirement package is valuable in terms of heiping to retain employees. The retirement package we offer

needs to be competitive in order to recruit and retain (iuality individuals.

■ Make K - 12 public education more attractive to some,

m A good running Chevy will be fine.

Key Implications
■ High-end benefits are an important attraction and retention tool, 

m High-end benefits can be costly.
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Important Questions

1 2 3 4  5  6 7 8  9 10 11 1 2  1 3  14  15  1 6  17  18 1 9  2 0  21 2 2  2 3  2 4  2 5  2 6  2 7  2 8

(Responses are weighted)

The four most important questions with preferred spectrum comment
■ Question # 7: “The retirement program should provide medical coverage” 

Question ^26: “We want maximum predictability and stability of contributions" 

Question #1: “Plan should favor long-service employees”

■ Question #6: (The responses did not indicate a significant difference between the two)
“The System should provide medical coverage to terminated vested members” 

“The System should not provide medical coverage to terminated vested members"
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Important Conclusions

■

■ hmployars want the retirement program to continue to provide medical 
coverage

Many employers, particularly the largest employers, open to the 
possibility of providing differing levels of medical coverage based on 
service or having members share in the cost of coverage

Other potential coat savings areas that some employers seem open 
to:
-  Lowering the post-retirement cost-of-living adjustment

-  Not providing m edical coverage to vested term inated m em bers

Some responses seem to favor continuing a defined benefit approach
-  Rew ard long serv ice

However, responses leaned towards shifting investment risk to 
members
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The following pages illustrate the responses to the employer survey sent to all 
PERS employers. In total, 89 employers responded. PERS represents 
employers of various sizes. As a way to show the five largest employers’ 
responses (of those who responded), we have included the letters A -  E on the 
charts to represent how they answered. The employers have been assigned 
the following letters:

# Active Code
Employer Employees Letter
State of Alaska 15,259 A
Anchorage SD 2,496 B
Anchorage, Municipality of 2,351 C
Fairbanks North Star Borough SD 790 D
North Slope Borough 788 E
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j | :  1. Long-Service Employees

Plan should favor long-service employees

i m p o r t a n c e

High Med Low

Plan should not distinguisl 
on account of length of service

o

1 2 3
--

4
F"

5 6 7
I ! 

8 9

Key Comments
Retirement plans should favor long-service employees.

With over 150 employers in PERS, portability between employers is a real factor. If that can be achieved without 
penalizing long time PERS covered employees, there is not problem.

One of our problems is that baby-boomer "glut" of long service employees. While they should be compensated for 
their time, there seems to be a shortage of professional people entering state/municipal public service.

Key Implications
Rewarding long-service employees supports career employment.

Uniform allocation can be an important attraction tool, but allows dollars to "walk out the door" when short-service 
employees leave the System.
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g 2. Older Employees
- P E R S

I m p o r t a n c e

Plan should favor older employees

20

12
8

High Med Low

Plan should not distinguisl 
on account ofag<

2 5

4 8

Key Comments
■ Length of service should be more important than age in determining retirement benefits.

m Inflation and decreases in salary raises are historical in Alaska. Young need to see opportunity in this state.

Key im plications
■ Rewarding older employees supports career employment.

m Uniform allocation can be an important attraction tool, but allows dollars to "walk out the door” when younger members 
leave the System.
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3. Benefits Build Up

Benefits should build up quickly, so 
"early leavers" have good benefits

I m p o r t a n c e

High Mod Low

Benefits should build up slowly, so "earh 
leavers" have little

Key Comments
■ Benefits should accrue at a constant rate rather than increase after so many years of service,

m It should not pay to leave system as soon as vested,

m All employees are important. Early leavers should accrue good benefits.

Key Implications
a Does i,ot affect career employees who stay until retirement.

m Uniform allocation can be an important attraction tool, but allows dollars to "walk out the door" when younger members
leave the System.
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r  S u r v e y
reer Hires

Mid-career hires should 
accrue excellent benefits

I m p o r t a n c e

High Med Low

It's OK for mid-career hire: 
to accrue smaller benefit:

-  P E R S

Key Comments
■ This offers the chance to attract employees with experience.

m They should start at the same point as everyone else when starting a new job elsewhere.

Key implications
■ Sufficient benefits for mid-career hires can be an important tool in order to attract experienced talent, 

a Providing higher benefits equals higher cost.

m Mid-career hires may be sacrificing good benefits to switch employers.
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5. Remaining in Alaska
■ I E

3#

The System should not reward 
retirees who remain in Alaska

I m p o r t a n c e

High Med Low

The System should rewart 
retirees who remain in Alaskt

1 9

Key Comments
■ They should start at the same point as everyone else when starting a new job elsewhere.

m Living in state could benefit the economy. Should be in state for minimum of 9 months per year to qualify.

• When people have given and earned their retirement, let them live where they choose without penalh'

Key Implications
■ Providing COLA results in higher System costs, but Alaskan economy benefits from additional dollars spent by those 

who remain in Alaska.

m COLa for residents promotes lifelong residency.
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Key Implications
Opportunity for cost savings exists by cutting beck medical benefits for terminated vested members 

By eliminating, employers would lose out on a recruiting tool.

Mercer Human Resource Consulting

Key Comments
■ This area needs to be reviewed and modified to help control costs. It may be necessary to quality for benefits or look 

at providing a flat dollar amount for benefits with the retiree paying the difference.

■ Perhaps the medical benefit could increase for those who retire from active service/decrease for those terminated 
vested members.

m Helps with recruitment. Many come to Alaska to get vested - we need to encourage this trend.

r  S u r v e y  -  P E R S
rage to Term. Vested Members

3

6

Med Low

The System should not provide medics 
coverage to terminated vested member:

The System should provide medical 
coverage to terminated vested members 

1 8
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.*•»- *»•»** 7. Medical Coverage
.k— « v

The retirement program should 
provide medical coverage

o

I m p o r t a n c e

LowHigh Med

The program should no 
provide medical coverag<

8

Key Comments
Biggest selling point in recruiting - medical.

Coverage important, but retirees could pay a share, perhaps based on years of services. 

A must!

Key Implications
Elimination of medical coverage would lower System costs significantly over time.

Eliminating medical coverage would drastically change cu 3nt design and hinder attraction and retention of employees 
as well as possibly providing insufficient overall retirement benefits to meet retirees’ needs.
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8. Medical Coverage based on Service

Importance

j r

The System should provide levels of medical 
coverage that depend on years of service

High Med Low

The System should provide the same level c 
medical coverage regardless of years of servio

1 4

e  .; •
■ ■ ■

1 2 Hi
. .-j

5 6 7 8

r J H B M _,

9

Key Comments
The system cannot afford to provide the same level of medical coverage. The years of service should be considered. 

If work 20-30 years benefits should be higher than someone who vest then quits.

Vested at 10 years of service is adequate. After vested time is met, same level of coverage for all participants.

Key Implications
Rewarding long-service employees supports career employment.

Employees in same tier with differing years of service could potentially have different levels of medical coverage.
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S u r v e y
I Coverage

The System should provide medical coverage to all 
retirees regardless of Medicare eligibility

-  P E R S
and Medicare

I m p o r t a n c e

High M e d Low

The System should provide medical coverage only ti 
those retirees without access to Medicare coveragt

Key Comments
■ Retirees receiving medical coverage should have coverage provided until the retiree reaches Medicare age and then it 

should become a supplemental policy and Medicare becomes the primary carrier.

m Coverage before Medicare should be based on the years of service, current employment of the retiree, and maximum 
contribution.

m Need to make sure Medicare gaps can be covered.

■ Not confident that Medicare will be solvent down the road.

Key Implications
■ Limiting coverage would decrease System costs over time.

m Could result in inadequate medical coverage for Medicare eligible retirees.
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I m p o r t a n c e

10. Medical Coverage and Medicare
j r

■rU, 
%

The System should provide medical coverage to all 
retirees regardless of Medicare eligibility

High Mod Low

The System should provide medical coverage only ti 
those retirees with access to Medicare coverag<

o

8

Key Comments
■ Medical coverage should supplement Medicare up to a maximum amount based on a formula determined by number 

of years of service.

m Reduce benefits when eligible for Medicare. If retire early should have option to purchase health insurance, 

m Future retirees should pay their own medical if eligible for Medicare.

Key Implications
■ Limiting coverage would decrease System costs over time.

m Without retiree medical coverage before Medicare, members would be more inclined to work until Medicare eligible.

m If medical coverage is not offered by the System to pre-medicare retirees, access to health coverage will be 
significantly reduced.
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Medical Coverage

The System should offer the same medical coverage The System
to active and retired members

I m p o r t a n c e

High Med Low

should not offer the same medical coverag* 
to active and retired member:

Key Comments
Provide dc'lar amount of medical for retirees; if medical coverage for active employees provides better coverage, give 
retirees option to make co-pay.

Those who are retired are less able to provide coverage.

Key Implications
Potential cost savings by providing lesser medical coverage for retired members.

Different benefit levels for active and retired members may lead to communication and potential equity challenges.
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1 2 l it e t ir in g  A g e

We want to be able to encourage 
retirement at a particular age range

11

Importance

High Med Low

We don't care when people retin

2 4

1 9

m u m m  h b h
1 2

B U M  m u .... . u w  JB
3 4 5 6 7 8

I- ^ --1
9

Key Comments
Employee's productivity and contribution are not subject to age so mandatory retirement at a certain age may not be 
beneficial.

I believe we will need to discourage early retirement as the available workforce decreases.

20 and out needs to be changed. If anyone should be 20 and out it should be law enforcement.

Key implications
By encouraging retirement at a particular age, the System may run the risk o f losing productive members too soon 
and/or unproductive members “hanging on" too long.
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13. R e t ir in g  a fte r Y e a r s  o f  S e rv ic e

Im portance

We want to be able to encourage retirement 
after a particular number of years of service

High Med Low

We don’t care when people retin

10

— f m i TTTm
1 2 3

it--l.A---1
4 5

 ̂ i
6 ~

1 ■“
8

—1
9

Key Comments
Increasing the number of years of service required, when age is not a factor, would reduce the cost to the retirement 
system.

While high $ *lary people are a budget concern, their experience and expertise is a tremendous plus for a small 
organization.

/As long as the employee meets job qualifications and is productive. This is the real issue.

Key Implications
By encouraging retirement at a particular number o f years of service, the System may run the risk of losing productive 
members too soon and/or unproductive members “hanging on” too long.
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iployer S u r v e y  -
E a r ly  R e t ire m e n t

PERS
Importance

Med L o w

We don't care about encouraging earl 
retirement, or will handle it through other method

We want to be able to encourage early retirement 
with ad hoc enhanced benefits through the plan

Key Comments
RIP and severance plans which offer early retirement have been shown to have a detrimental financial effect on the 
retirement system.

This would help to manage the workforce and take advantage of the knowledge and skills o f older workers.

Key implications
Being able to provide ad hoc enhanced retirement benefits gives the System and individual employers an additional 
tool to manage the workforce.
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E m ployer  S u r v e y  -  PERS
15. R e t ire m e n t In com e

W lllSM BM
We want to provide employees with a specific amount of 
retirement income they can count on at retirement

Im portance

High Med Low

We will contribute to our employees retiremenl 
but each employee should be entire!' 

responsible for managing their retiremer

8

Key Comments
a Seems like this is defined benefits us contribution - which is the key issue for debate and cannot be answered this 

easily -  it needs economic and market analysis on long term ability to attract and retain employees.

m A defined contribution plan would be more predictable, in terms ot costs to the retirement system, and less expensive 
than a defined benefit plan.

a People should be responsible for themselves. Investment advice should be available.

a Should not be a crapshoot.

Key Implications
a By not providing members with a specific amount o f retirement income, members may not be saving enough or taking 

the appropriate responsibility to ensure a comfortable retirement.

Mercer Human Resource Consulting 1 6 5



SHIUilllllUIIHllli -
E m ployer  S u r v e y  -  PERS
16. In vestm en t R is k  R e s p o n s ib il ity

Employees should assume investment risk

Im portanceIJL
High Med Low

Employer should assume investment ris

1 2 3 4 5 *• »v ■' - 7 8 9

Key Comments
■ Employees should assume responsibility. However employers may want to limit investment options to minimize risk, 

n Employer should not assume investment risk, 

m There should be a balance between the employee and employer.

Key Implications
Bearing the investment risk exposes the System to cost increases and volatility, but can also often achieve higher 
returns than an individual due to a longer time horizon and professional management.

Members can often invest too conservatively or too aggressively for their given situation and needs.

Mercer Human Resource Consulting 1 6 6
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E m ployer  S u r v e y  -  PERS
17. I .fla tion R is k  R e s p o n s ib il ity
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Employees should assume 
pre-retirement inflation risk

Im portance

High Med Low

Employers should adjus 
benefits for pre-retirement inflatioi

Key Comments
Their benefits should be equal to the inflation or what's the use o f having a retirement plan if  you can't pay.

Don't support automatic increases for inflation. It's fine to offer it as investment returns and demands on the fund 
permit it

Key implications
■ Value of benefits for meinbers wiio terminate prior to retirement can erode over time from inflation,

m Providing pre-retirement inflationary protection is a cost to the System.

• The final average pay plan design provides some automatic pre-retirement inflation protection.

Mercer Human Resource Consulting 1 6 7
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E m ployer S u r v e y  -  PERS
18. In fla tion  R is k  R e s p o n s ib il ity

Employees should assume 
post-retirement inflation risk

Importance

High Med Low

Employers should adjust benefit 
for post-retirement inflatioi

8 8
12 1 4

1 2 3 4 5 6 7 8 9

Key Comments
It needs economic and market analysis on long term ability to attract and retain employees.

Employees should assume more risk for post-retirement inflation.

Employer rates should reflect a moie conservative estimated annual inflation rate and annual inflation adjustments 
should have an annual inflation cap.

Key Implications
Providing post-retirement inflationary prc action would ensure that the value o f member's benefits at retirement 
continue to remain as valuable thrc ,hout their lifetime.

Providing post-retirement inflationary r otection is a cost to the System.

Mercer Hunan Resource Consulting 1 6 8
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E m p loyer  S u r v e y  -  PERS
19. L o n g e v ity  R is k  R e s p o n s ib il it y

Employees should assume longevity risk

Importance

High Med Low

Employers should assume longevity ris

1 I I 

1 2 3 4 5 6
I

7 8
1

9

Key Comments
■ Employers can no longer afford to assume all future cost increases.

m Why should an Alaska employer become the lifetime guarantor (and lifetime risk taker) for all employees?

■ Employers can ^ssume this risk better.

• It should be the employees obligation to assume some risk.

Key Implications
Providing longevity rotection is a cost to the System.

'Ey assuming the /< gevity risk, the System could predict and manage it more accurately for the entire group than any 
employee could do individually.

Mercer Human Resource Consulting 1 6 9
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E m ployer  S u r v e y  -  PERS
igO]} S a v in g s
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importance

The retirement program should heavily 
encourage savings in the plan

1 5

High Mud Low

The program should perm 
but not push saving

1 1 

1 2 3 4 5
T i ■■ 

6 7 8 9

Key Comments
There are lots o f other options - 401(K)'s, IRA's and 457 plans. But at least one should be heavily pushed to 
emphyee.

Employees need to assume more responsibility for their retirement. Programs should be structured to educate and 
encourage employees to save for retirement.

Employees should be allowed to contribute and enhance their retirement security.

Key Implications
Without strongly encouraging members to contribute to their retrement. many will not have adequate funds to retire 
comfortably.
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 E m ployer  S u r v e y  -  PERS
J H  21. C o s t  o f  M e d ic a l C o v e ra g e

Im portance

■ -wain. I
!i

Employees should share in 
the cost of medical coverage

High Med Low

Employer should assume th< 
cost of providing medical coveragi

1 2 3
■

4 5 6 7 8
i -—-----  |

9

Key Comments
Employers can no longer afford to pay the entire amount for medical insurance. Employees should share in the cost. 

Teacher/administrator salary does not reflect "high wages," hence this benefit should be provided.

The more you sharo in the cost, the more you make wise decisions.

Key Implications
■ Members sharing in the cost of medical coverage would provide cost savings to the System over time, 

m Would be a significant shift from current design and increase financial burden on retirees.

Mercer Human Resource Consulting 17 1



S u r v e y  -  PERS
C o s t  o f  M e d ic a l C o v e ra g e

Employees should assume responsibility 
for medical cost increases

27

Im portance

High Med Low

Employer should assume responsibilit 
for medical cost increase

Key Comments
■ Employees should participate in medical cost increases.

m I think the employee should hold this responsibility along with some help from employer.

m Cost sharing is the key. Then employees will have an incentive to be wiser consumers and the system can manage 
cost increases more efficiently.

Key Implications
■ Members assuming the responsibility for medical cost increases would provide cost savings to the System over time, 

n Would be a shift from current design and increase financial burden on retirees.

Mercer Human Resource Consulting 1 7 2



S u r v e y  -  PERS
to C o n tr ib u t io n s

Employees should have access to as much of their 
own "itirement contributions as legally possible

Importance

High Med Low

Employees should have no acces 
to plan assets until retiremer

Key Comments
■ Small pcrtion should be available for "emergency only" situation.

m If the employee paid it out it should be their choice to have it whenever and how much they want.

m Employees generally have other deferred comp plans available to them to meei emergency needs. PERS is not a 
savings plan, but a long-term retirement vehicle.

Key Implications
■ Members may spend retirement income during working lifetime and as a result may be unable to retire.

• The capability to use retirement plans for pre-retirement needs such as a home purchase can be a valuable benefit.

Mercer Human Resource Consulting 1 7 3
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E m ployer  S u r v e y  -  PERS
24. U n d e rs ta n d a b ility

Importance

Understandability is the primary concern

High Med Low

We’ll sacrifice understandability if necessary t< 
achieve our workforce and benefit objective

1 2 3
1

4
1

5 6 7 8
---------------------------1

9

Key Comments
■ Employees need to understand this plan.

a Employers need to provide good communication and seminars to explain plans, but the plan must be structured so it is 
simple enough for the majority o f people to understand.

m Raise the bar. Ask people to be more responsible.

• Employees need to be involved in their retirement.

• College should teach it!

Key Implications
Generally a more complex formula can meet a wider variety o f specific objectives. 

Members may perceive more value in a retirement plan that is more understandable.

Mercer Human Resource Consulting 1 7 4



E m ployer  S u r v e y  -  PERS
2 5  T a n g ib le  and  R e le v a n t  P la n,oV>■» «» —i
W).

All employees should find the 
plan tangible and relevant

Importance

LowHigh Med

It's OK if the plan is tangible an» 
relevant mainly to older employee

16

1 2 3 4
.mmm , i

5 6
T i l l  BMHWI—

7 8 9

Key Comments
■ Human nature is such that retirement benefits are valued more as you approach retirement. If you want young 

employees to become wildly enthusiastic you have to give away the farm.

m All employees should be responsible for their own decisions.

• All employees need to see the benefits o f the plan.

Key Implications
Members may perceive more value in a retirement plan that is tangible and relevant.

Mercer Human Resource Consulting 1 7 5



E m ployer  S u r v e y
26. P re d ic ta b ility  an d

i

We want maximum predictability 
and stability of contributions

-  PERS
S tab ility

Im oortance

H igh Med Low

We're willing to accept volatilit 
as part of our asset strateg

3
— i

9

Key Comments
■ For budgeting purposes, employers need a high degree of predictability, 

m Governments have to budget. They need to know what to expect, 

m Wide budget swings are hard to deal with.

• ,4s an employer, we're willing to accept volatility as part of our asset strategy, as long as fluctuation isn't too drastic. 
Such as our increase over the next two years.

Key Implications
■ Volatility is the result of a higher-risk asset strategy with higher potential rewards.
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E m ployer  S u r v e y  -  PERS
27. C h a n g e  in C o s t

Importance

W * .

S.

Aggregate retirement contributions 
should be less than they are now

High Med Low

Marginal cost increases an 
appropriate to meet other design goal
1 8

14

| 10

H i
1 2  3 4

I

5 6
i—

7
i i i

8 9

Key Comments
Employees contribution rates may need to increase!!

We understand that costs are increasing. Want to keep plans competitive while keeping plan costs reasonable. 

It would be a fairy tale to want aggregate retirement contributions to be less than they are now.

Key Implications
Lowering contributions will result in generally lower level o f benefits for retirees.

System benefits may or may not be competitive against peer group if benefits are decreased.

Mercer Human Resource Consulting 1 7 7
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E m ployer  S u r v e y  -  PERS
28. C o m p a r is o n  w ith  th e  M a rk e t

WN

We would like our retirement program 
to be low compared to the market

Importance

High Med Low

We would like our retirement progran 
to be high compared to the marke

22

1 0 1
5 | 16 m 6 ^

1 2 3 4 5 6 7 8 9

Key Comments
Our compensation is low compared to the market, so benefits have to be high in order to attract quality employees. 

Want the plan to be competitive or better to retain or hire employees.

This provides for retention of good employees.

A good running Chevy will be fine.

Key Implications
High-end benefits are an important attraction and retention tool. 

High-end benefits can be costly.

Mercer Human Resource Consulting 1 7 8
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E m ployer  S u r v e y  -  PERS
29. M o s t  Im portant Q u e s t io n s

U\ '4

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25 26 27 28
vResponses are weighted)

The four most importcfit questions with preferred spectrum comment 

Question # 7: “The recrement program should provide medical coverage”

* Question #26: “We want maximum predictability and stability of contributions”

Question #1: “Plan should favor long-service employees”

■ Question #6: (The responses did not indicate a significant difference between the two)

“The System should provide medical coverage to terminated vested members”

“The System should not provide medical coverage to terminated vested members”

Mercer Human Resource Consulting 1 7 9
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. ^ 1  Im portan t C o n c lu s io n s
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■ Employers want the retirement program to continue to provide medical 
coverage

■ Many employers open to the possibility of providing differing levels of 
medical coverage based on service or having members share in the 
cost of coverage

a Other potential cost savings areas that some employers seem open 
to:
-  Lowering the post-retirement cost-of-living adjustment
-  Not providing medical coverage to vested terminated members

■ Some responses seem to favor continuing a defined benefit approach
-  Reward long service

■ However, responses leaned towards shifting investment risk to 
members

Mercer Human Resource Con  ̂ Iting 1 8 0
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^ I m p o r t a n t  C o n c lu s io n s
E m ployer  S u r v e y  -  PERS

■ Employers want the retirement program to continue to provide medical 
coverage

■ Many employers open to the possibility of providing differing levels of 
medical coverage based on service or having members share in the 
cost of coverage

■ Other potential cost savings areas that some employers seem open

-  Lowering the post-retirement cost-of-living adjustment
-  Not providing medical coverage to vested terminated members

■ Some responses seem to favor continuing a defined benefit approach
-  Reward long service

■ However, responses leaned towards shifting investment risk to 
members

to:

Mercer Human Resource Consuming 1 8 0



Focus Group Findings

■ Retiree benefits overall are viewed as very important in the decision to 
work within the System and stay in their jobs 'ong term

■ “Tier 1 guilt” may have implications for communication of any new tiers

■ All elements of the retirement package are highly valued, but general 
priorities emerged:
-  Retiree medical is the most highly valued part of the retirement package

-  Disability benefits and COLAs are the least highly valued part of the 
package

Mercer Human Resource Consulting •i 8 2
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M e d i c a l  P r o g r a m  I s s u e s  a n d  A l t e r n a t i v e s

C u r r e n t  S t a t e

T»>

Retiree medical design/redesign is part of a broader strategy

■ Benefit decisions tied more closely to business plan

■ Approaches are multi-phased/multi-year

■ Strategic decision: Is coverage primarily a retirement benefit or an 
extension of active medicai benefits?

B enefits  Con tinuum

TRADITIONAL 
(NO CHANGE)

CHANGE (a) 65

CHANGE@ 
RETIREMENT

Unique Retiree Benefits
Medicare-eligible

= Communication of significant change/need to change mindset
Mercer Human Resource Consulting 1 8 4
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M e d i c a l  P r o g r a m  I s s u e s  a n d  A l t e r n a t i v e s

■ Pre-65 programs
-  Enables less productive employees to retire
-  Helps to enable proper promotion flow
-  Can be used to reward long-service employees
-  Retiree access to coverage is a critical issue
-  Per capita medical costs are significantly higher than both active employee 

and Post-65 costs

■ Post-65 programs
-  Rewards long-term service
-  Can relieve pressure on Retirement benefits
-  Less need for plan sponsor involvement:

a Medicare, Medicare HMOs, Medigap plans 
□ Spending accounts (limited availability prior to Medicare reform)

-65 and Post-65 
programs have different 

objectives, structures, 
and challenge

Mercer Human Resource Consulting 185
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M e d i c a l  P r o g r a m  I s s u e s  a n d  A l t e r n a t i v e s

M  f c u r r e n t  S t a t e

Percentage of Retirees with PRM

35%

Percentage of Employers Capping Contributions by Employer Size

40%

35%

30%

25%

20%
15% 13%

500-999
Employees

1,000-4.999 5,000-9,999 10,000-19,999 20,000 ormore
Employees Employees Employees Employees

I Currently I Considering

— -------

Plan Sponsors are promising less; 
Retirees are paying more when coverage is offered; 

plan changes shift cost to retirees
_

Source: 2003 Mercer National Survey of Employer-Sponsored Health Plans
Employers with 10-499 employees did not report coverage separately for pre-Medicare-eligible and Medicare-eligible.

Mercer Human Resource Consulting 1 8 6
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m  M e d i c a l  P r o g r a m  I s s u e s  a n d  A l t e r n a t i v e s

60%-

50%

40%

30%

20%

10%

Employer Trends:
Retiree Coverage by Employer Size

1 1 1 !  
I  I  I I

10-499 500-999 1,000-4,999 5,000-9,999 10,000-19,999 20,000 or more

■ Pre-Medicare Eligible ■ Medicare Eligible

Employers offering Retiree Medical 
to Medicare-eligible Retirees

Inoustry 1998 2003

Manufacturing 23% 19%

Wholesale/Retail 14% 11%

Services 31% 21%

T ransportation/Communication/ 
Utility 54% 29%

Health Care 17% 8%

Financial Services 57% 32%

Government 55% 58%

All Large Employers 30% 21%

overage is directly related to 
em ployer size and indiistfflf rm jj

Source: Mercer's 2003 National Survey of Employer-Sponsored Health Plans

Mercer Human Resource Consulting 1 8 7



« s ~ ~  M e d i c a l  P r o g r a m  I s s u e s  a n d  A l t e r n a t i v e s

I  G e n e r a l  T r e n d s

Decline in Coverage Availability and Changes in Design

■ Costs and risks will drive decline

■ Increased cost sharing with employees

■ Limit on cost and scope of post-retirement medical program

■ These limits may create adverse selection (healthy retirees purchase 
coverage outside program), increasing cost per participating retiree

Mercer Human Resource Consulting 1 8 8
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M edica" P rogram  I s s u e s  an d  A lte rn a tiv e s
G e n e ra l T re n d s

Costs and Need for Benefits are Increasing

■ Aging population living longer - longer retirements

■ Prescription drug costs increasing dramatically - Medicare coverage 
possible but design is uncertain

■ Semi-retirement phenomenon - ‘bridge’ jobs

■ Labor supply inadequate - employers must be innovative

■ Workplace issues - being attractive to right workers while being fair 
(non-discriminatory)

Mercer Human Resource Consulting 1 8 9
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M e d i c a l  P r o g r a m  I s s u e s  a n d  A l t e r n a t i v e s

i

Attraction and Retention Tool

■ Retiree medical is a key issue for mid-career employees/ new hires

■ Retiree medical is an integral factor in the linkage between workforce 
management and retirement strategy

■ Retiree Medical is a key factor in the retention and recruitment of 
valuable employees for the State of Alaska and participating 
subdivisions

Mercer Human Resource Consulting 1 9 0
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M e d i c a l  P r o g r a m  I s s u e s  a n d  A l t e r n a t i v e s

G e n e r a l  T r e n d s
■
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Cost Sharing

■ Average retiree contribution as a percent of “premium” for large 
employers pre-Medicare retiree coverage was 34% and for post- 
Medicare retiree coverage was 38% for those requiring contributions.

■ For Government Plan Sponsors, retiree contributions were 25% and 
28% of premium for pre-Medicare and post-Medicare retiree medical 
coverage, respectively.

Source: Mercer’s 2003 National Survey of Employer-Sponsored Health Plans

Mercer Human Resource Consulting 1 9 1
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M edical P rogram  I s s u e s  an d  A lte rn a tiv e s
K e y  R e t ire e  M e d ic a l O b je c t iv e s

■

Access to medical and prescription drug coverage for Retirees

Competitive program to aid in attraction and retention of workforce

Cost sharing with Retirees

Long term cost control

Cost stability and risk management

Mercer Human Resource Consulting 1 9 2
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M edica l P rogram  I s s u e s  an d  A lte rn a tiv e s
rren t C o s t  S h a r in g  P h ilo s o p h y

. PERS
-  Full Retiree Contributions

a Under age 60 with less than 30 years of service (25 for Police and Fire)
□ Not tier 1

-  Zero Retiree Contributions
□ Tier 1
a Over age 60
o 30 years of service (25 for Police and Fire)

-  87% of current PERS pensioners and vested terminations get free medical
-  29% of current PERS actives are immediately eligible for free medical upon retirement

-  Full Retiree Contributions
□ Under age 6 0  with less than 25 years of service
□ Not tier 1

-  Zero Retiree Contributions
a Tier 1
□ Over age 6 0

□ 25 years of service
-  97% of current TRS pensioners and vested termi,. tions get free medical
-  37% of current TRS actives are immediately eligible for free medical up on retirement

- TRS

Mercer Human Resource Consulting 193



P rogram  I s s u e s  an d  A lte rn a tiv e s
w ith  O b je c t iv e s

Eligibility

Plan Description

Contribution

Plan Liabilities (APBO) 
- P E R S  & T R S

P E R S  Tier 1 and Tier 2 - 5  years 
P E R S  Tier 3 - 1 0  years 
T R S  -  all Tiers 8 years

Indemnity major medical plan with prescription 
drug, dental, vision and audiology coverage 

Medical $150 deductible, 80% coins,
$800 OOP
Prescription drug $4 generic, $8 brand,
$0 mail order
Dental $50 deductible, coins by class, 
$2,000 annual max

- Vision 80% coins, 1 exam per year
- Audiology -  80% coins, $2,000 every 

three years

P E R S  -  retiree pay all under 60 and <30 
years, no contributions over 60, 30+ years, or 
Tier 1
T R S  -  retiree pay all uncer 60 and <25 years, 
no contributions over 60, 25+ years, or Tier 1 
No cap on company subsidy

$5.9 billion (as of 6/30/03)
- 48% retirees

35% actives 
17% terminated vested

Curront T rad itiona l Plan
Low

Limits employer risk

Long term control of costs 

Access to insurance

Reward career employee

Benefit adequacy

High perceived value 

Competitive 

Understandability

High

'CJ

i
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M edical P rogram  I s s u e s  an d  A lte rn a t iv e sU

O p t io n s  to C o n s id e r

Objectives
-  Cost Control
-  Risk Management

Cost Control

a Focus on:
-  Plan design

□ Traditional
□ Defined dollar
□ Account based

- Cost sharing -  befc-e and after retirement
-  Eligibility
- Prescription drug plans

Mercer Human Resource Consulting 1 9 5



M edica l P rogram  I s s u e s  an d  A lte rn a tiv e s
1  O p t io n s  to  C o n s id e r  -  T ra d it io n a l D e s ig n s

J i l i i l l
Sometimes called a defined benefit approach

Benefit to retiree is specified in the plan design

Contributions are typically based on years of service

Liability and risk after retiree contribution is System’s

Retiree contributions are often specified as a percentage of program 
cost

Increasingly, these plans are being designed with a dollar “cap" on 
employer contributions (may be tied to inflation)

Mercer Human Resource Consulting
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M edical P rogram  I s s u e s  an d  A lte rn a tiv e s
O p t io n s  to  C o n s id e r  -  T ra d it io n a l D e s ig n s

dilflFMil Mill r;;=§srs:-sv,
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■ Cnange eligibility
- Increase age and service requirements or e'iminate coverage

n Benefit design changes
Pre and Post Pre post

Deductibles, copays, maximum Disease management Carveout/non-duplication

Catastrophic plan Health promotion/employee education Supplement to Medicare

Pharmacy management Catastrophic case management Rx only plan

E-health plans

■ Change retiree cost-sharing

■ Phased retirement

Mercer Human Resource Consulting 1 9 7
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Cost Sharing
-  Wide range of contribution alternatives available

□ Fixed retiree co n tr ib u tio n ^ . . .  ►  fixed System contribution
□ Percent of plan cost

- Fixed regardless of service, or based on service
- Same for retiree and dependent, or less for dependent
- Contribution percent based on years of service and age at retirement

-  Changes in retiree cost-sharing are common approaches
□ Tie contribution to age and/or service

M e d i c a l  P r o g r a m  I s s u e s  a n d  A l t e r n a t i v e s

P p t i o n s  t o  C o n s i d e r

EX A M P LE
i y

i v  \  .-V .
Age @ Retirem ent

fie;. • vy v . w.
Percent Paid by System  

Y e a rs  of Serv ice  at Retirement

1 0 - 1 9 2 0 - 2 8 30+-

55-59 40% 50% 60%

60-64 55% 65% 75%

65+ 70% 80% 90%

□ Cap or index for System contribution
□ Higher amounts for dependents, especially those with coverage elsewhere

-  Account-based approaches (Health Savings Account, Health Reimbursement 
Arrangement, defined dollar contribution) are becoming more common

Mercer Human Resource Consulting 1 9 8
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P r o g r a m  I s s u e s  a n d  A l t e r n a t i v e s

*SE3c3  O p t io n s  to  C o n s id e r  -  D e fin e d  D o lla r  D e s ig n s

Defined Dollar Benefit
-  Fixed dollar subsidy at retirement for 

medical coverage
-  May or may not sponsor a health 

plan
-  May structure subsidy to be based 

on service

L o w H i g h

Limits employer risk 

Long term control of costs 

Access to insurance

Reward career employee (high if 
benefit service-reiated, most are not)

Benefit adequacy 
#

High perceived value 

Competitive

Understandability 

Transition difficulty

Mercer Human Resource Consulting 1 9 9



M e d i c a l  P r o g r a m  I s s u e s  a n d  A l t e r n a t i v e s

O p t i o n s  t o  C o n s i d e r  -  A c c o u n t  B a s e d  D e s i g n s

Defined Contribution
-  Basic concept: plan credits “account” 

with a fixed amount for each year of 
service

-  System generally maintains medical 
plan for retirees and dependents 
(except for premium reimbursement 
approach)

-  Credits typically vary by service
-  Eligibility generally no different than 

with traditional plans
-  Account balance only available for 

retiree medical benefits
-  May or may not be funded

Low High

Limits employer risk

Long term control of costs

Access to insurance

*J  <-----
Reward career employee (high
if contribution service-related)

Benefit adequacy

High perceived value 

Competitive 

Understandability

Transition difficulty

J  

J  *
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M e d i c a l  P r o g r a m  I s s u e s  a n d  A l t e r n a t i v e s

^■ jaFg; O p t io n s  to C o n s id e r  -  A c c o u n t  B a s e d  D e s ig n s
^SSrJeE5!!,. .

Advantages

■ Employer’s annual or aggregate cost is capped

■ Benefits are still tax-free

■ New plan is more visible and more easily understood by employees

■ Not vested -  account is forfeited if not eligible for retiree medical 
benefits when employee terminates

Mercer Human P^oi-ice Consulting 201



amount of 
Accrual

ividual

rove Employee 
Contribution

P r o g r a m  I s s u e s  a n d  A l t e r n a t i v e s

C o n s i d e r

Subsidy

Account

Contribution

Approach

Contribution
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M e d i c a l  P r o g r a m  I s s u e s  a n d  A l t e r n a t i v e s

I B e n e f it  S tra te g y  C o n s id e ra t io n s

J ji iS ll
Attraction, motivation and retention of employees

Target position within relevant industry

Markets for labor talents

Ownership in success

Employee ease of use

Administration

Flexibility

Reflection of employee demographics and life cycle needs

Mercer Human Resource Consulting
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■ internal equity

m Critical employee groups/skills

■ Consistency across geographies and employee groups

■ Cost and risk to retirement System

■ Perceived value to employees

■ Communication openness

M e d i c a l  P r o g r a m  I s s u e s  a n d  A l t e r n a t i v e s

B e n e f i t  S t r a t e g y  C o n s i d e r a t i o n s

Mercer Human Resource Consulting
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{T re n d s  an d  A lte r n a t iv e s
I C o n te n ts

lu  ll I  I

General comments 

Defined benefit observations 

Defined contribution observations 

Alternative plan designs

Mercer Human Resource Consulting
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n d s  an d  A lte rn a t iv e s

G e n e ra l C o m m e n ts

V

■ Defined benefit or defined contribution
-  Each approach has advantages/disadvantages
-  Many states are adopting combined approaches

■ There are true “hybrid” plans
-  Cash balance plans (California)
- Pension equity plans
- Legislative uncertainty (court rulings that they are age-discriminatory)

■ There are other types of defined benefit plans
-  Career average plans
- Dollars times years of service
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I I s I e  G e n e ra l C o m m e n ts  ( c o n t in u e d )
22&!-§P58wL» .

j ?  ^ i

■ There is greater reliance on account based plans as a source of 
retirement income
-  Participation in defined benefit plans has declined in private sector from 

almost 40 percent in 1980 to about 17 percent now
- Traditional pension still prevalent in public sector

□ 90 percent of state and local government workers are covered by defined 
benefit plans

-  Several states have reduced the defined benefit component and 
introduced defined contribution plans

■ Many plan sponsors (both private and public sector) have reevaluated 
their benefit programs
- Both level of benefits and pattern of benefit accruals

T r e n d s  a n d  A l t e r n a t i v e s

Mercer Human Resource Consulting 2 0 8



and  A lte rn a tiv e s
en e fit  O b s e rv a t io n s

■ Plans have experienced higher cost levels

■ Funded status has declined in last 3 years

and greater cost volatility

Mercer H'iman Resource Consulting 2 0 9



T r e n d s  an d  A lte rn a tiv e s
D e fin e d  B e n e fit  O b s e rv a t io n s  ( c o n t in u e d )

J l f l t l
■ Advantages (to employer) of defined benefit plans

-  Retention incentives, lower turnover cost

-  Workforce man. jem ent
-  Cost allocated to longer-service emoloyees

■ Advantages (to employee) of defined benefit plans
-  Pooling of longevity risk
-  In most cases, employer Lears investment risk
-  Predictable, stable retirement income

Mercer Human Resou. 1 Consulting
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T re n d s  an d  A lte rn a t iv e s
D e fin e d  B e n e fit  O b s e rv a t io n s  ( c o n t in u e d )

Disadvantages (to employer) of defined benefit plans
-  Investment risk
- Cost volatility

Mercer Human Resource Consulting



T r e n d s  an d  A lte rn a tiv e s
D e fin e d  C o n tr ib u t io n  O b s e rv a t io n s

Advantages (to employer) of defined contribution plans
-  Predictable cost
-  Stable cost
-  Employee assumes investment risk
-  No lona-term administrative commitment
-  Contribution equity among employees

Advantages (to employee) of defined contribution plans
-  Portability
-  Ability to direct investments
-  Contribution equity among employees

Mercer Human Resource Consulting 2 1 2
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T ren d s  an d  A lte rn a tiv e s
D e fin e d  C o n tr ib u t io n  O b s e rv a t io n s  ( c o n t in u e d )

■ Challenges for defined contribution plans
-  More difficult to manage workforce
- Employee directed money often earns less
- Amount needed at retirement is often underestimated
- Employees need to contribute in excess of 10 percent, but most do not
- Retirees generally not equipped to transform lump sum into monthly 

payments that last for a lifetime

Mercer Human Resource Consulting 2 1 3



C o m p a r a t iv e  S p e n d  D o w n  B a la n c e s  
w it h  V a r y in g  D e g r e e s  o f C e r t a in t y  
(1 0 0 %  = lu m p  s u m  v a lu e  o f  a n n u it y )

■■■■■ 1 to 1 odds — 2 to 1 oddsl180.0%

160.0% 4 to 1 odds 

Certainty

9 to 1 odds

140.0%

120.0%
100.0°/
800%

0°/<SO

40.0%

20.0%

Age

SSv-yr- m

an d  A ltern a tiv e s
W e a lth  N e e d e d  to R e a c h  the  C e rta in ty  

by  an  A n n u ity
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A l t e r n a t i v e  P l a n  D e s i g n s

tmmf .1

■

Career Average Plans

■ Benefits are based on compensation over the employee’s entire 
working career, not final average

■ Benefits accrue more slowly than under a final average pay plan

Mercer Human Resource Consulting 2 1 5



DB/OC Combination

■ This is the structure usually employed by large private sector 
employers

■ A modest defined benefit structure is supplemented by a defined 
contribution plan

■ The two plans are not linked and the benefits from each are 
separately determined

■ This is the design of the State of Oregon’s new benefit plan

T r e n d s  a n d  A l t e r n a t i v e s

A l t e r n a t i v e  P l a n  D e s i g n s  ( c o n t i n u e d )

  3
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Tr e n d s  and  A lte rn a tiv e s
A lte rn a t iv e  P la n  D e s ig n s  ( c o n t in u e d )

pY jilfi

Floor Offset Plan

■ Like the DB/DC combination, each employee has both a defined 
benefit and a defined contribution benefit

■ In the floor offset plan, the DB benefit is the “floor" or the smallest 
benefit you can get

■ If the DC account provides a larger monthly benefit upon conversion 
to an annuity, that is the benefit paid to the member

Mercer Human Resource Consulting 2 1 7



*  T r e n d s  a n d  A l t e r n a t i v e s

A l t e r n a t i v e  P l a n  D e s i g n s  ( c o n t i n u e d )

Cash Balance Plan

■ A  cash balance plan is a defined benefit plan which uses the language 
of a defined contribution plan to determine the benefit

■ Each year the benefit is increased by additional accruals as well as 
interest on the previous account balance

■ Upon retirement, the account can be converted to an annuity or paid 
out as a lump sum

■ Legal issues should be considered

Mercer Human Resource Consulting 2 1 8
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C a s :  T r e n d s  an d  A lte rn a tiv e s

A lte rn a t iv e  P la n  D e s ig n s  ( c o n t in u e d )
Omr V v s

^  S r a w ! ! ! l! ! l

Pension Equity Plan

■ A pension equity plan is a defined benefit plan which defines the 
benefit as a lump sum based on final average pay and service

■ Upon retirement, the account can be converted to an annuity or paid 
out as a lump sum

■ The lump sum increases with service and pay increases rather then 
with interest, as in the cash balance plan

■ Legal issues should bo considered

Mercer Human Resource Consulting 2 1 9
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^  T re n d s  and A lte rn a tiv e s
.^ l3 £  A lte rn a t iv e  P la n  D e s ig n s  ( c o n t in u e d )' - 'I
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Variable-Annuity Defined Benefit Plans

■ Key features
-  Defined benefit plans
-  Benefits increase or decrease in response to investment returns
-  Participant bears some or all of investment risk
- Cost is highly predictable

Mercer Human Resource Consulting



f e r  T r e n d s  an d  A lte rn a tiv e s
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A lte rn a t iv e  P la n  D e s ig n s  ( c o n t in u e d )'j- </# .*»

'St;

Variable-annuity defined benefit plans have many familiar features:

■ Plan defines accrual as an annuity payable at retirement

■ Accrual pattern is the same as a traditional DB plan

m Benefit formulas are often the same as in a traditional 
career average or flat benefit plan designs

■ Same vesting provisions

■ Plans can have optional forms, and subsidies
t - t— — ~

ient/ally, variable plans are the same as traditional 
plans, except the benefit provided (or portion of benefit) 

is a variable annuity instead of a fixed annui

Mercer Human Resource Consulting 2 2 1



Bta Trends and A lternatives
aw|By. Benefit variability example

Plan Hurdle Rate 5%

Monthly Benefit 1000 units

Unit Value at Time 1 (UV1) 2.0 $Ret Ben Yr. 2 = 1000 x 2.095 = $2,095

(UV2 = UVi x 1.10/1.05 = 2.095)

Return = 5% ^
$Ret Bent Yr. 1=1000x2.0=$2,000 ^ ► $Ret Ben Yr. 2 = 1000 x 2.000 = $2,000

(UV2 = UVi x 1.05/1.05 = 2.000)

$Ret Ben Yr. 2 =1000 x 1.905 = $1,905 
(UV2 = UVi x 1.00/1.05 = 1.905)
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Jllli'llllilllUillllTrends and A lternatives
Funding for variable plans

F u l l y  f u n d e d  v a r i a b l e  p l a n s  h a v e  n o  i n v e s t m e n t  r i s k  t o  t h e  p l a n  

s p o n s o r

-  Demographic assumptions can create gains or losses

-  Plans that are under- or over-funded can experience investment gains and 
losses

F u n d i n g  c o s t  f o r  a  f u l l y  f u n d e d  v a r i a b l e  p l a n ,  i s  t h e  n o r m a l  c o s t  w i t h  

i n t e r e s t  r e g a r d l e s s  o f  c u r r e n t  i n t e r e s t  r a t e  l e v e l s .

-  Normal cost only fluctuates with changes in demographics

-  Demographic assumptions can create gains or losses

-  Cost to keep plan free of investment risk is normal cost plus demographic 
gains/losses
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Year

Unit Vaiue with 4% Hurdle —■— Unit Value with 5% Hurdle

Variable Fund Unit Value 
(1961 -2003)

111 I III III 111 I 'Trends and A lternatives
Variable benefits - effect of Hurdle Rate
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Trends and A lternatives
Variable benefits -  what people like

Longevity pooling

■ B i g  f i n a n c i a l  a d v a n t a g e  t o  r e t i r e e

-  Eliminates risk of outliving assets

-  Creates economic value
-  Takes smaller asset amount to fund retirement

«  S p o n s o r  a s s u m e s  l o n g e v i t y  r i s k

-  Risk is highly predictable
-  Can fund with conservative assumption or appropriate margin

-  Any gains/losses generally emerge very slowly

Mercer Human R esource Consulting



Trends and A lternatives
Variable benefits -  what people like ( c o n t i n u e d )

Favorable investment results produce increasing benefits

■ P a r t i c i p a n t s  s h a r e  i n  i n v e s t m e n t  g a i n s

■ I f  h u r d l e  r a t e  i s  r e a s o n a b l e ,  e x p e c t a t i o n  o f  i n c r e a s i n g  b e n e f i t s
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Ijjifends land A lternatives
Variable benefits -  what people like ( c o n t i n u e d )

H R '
Sponsor cost pattern

■ C o s t  a n d  f u n d i n g  a r e  h i g h l y  p r e d i c t a b l e ,  g e n e r a l l y  a  l e v e l  p e r c e n t  o f  

p a y

■ I n v e s t m e n t  g a i n s  o r  l o s s e s  a r e  g e n e r a l l y  v e r y  s m a l l ,  r e l a t e d  o n l y  t o  t h e  

s u r p l u s  o r  d e f i c i t  o f  t h e  p i a i  i

■ I f  P l a n  i s  f u l l y  f u n d e d  ( n o  s u r p l u s  o r  d e f i c i t ) ,  n o  i n v e s t m e n t  g a i n / l o s s

■ D e m o g r a p h i c  g a i n s / l o s s e s  g e n e r a l l y  m u c h  s m a l l e r ,  w i l l  r e s u l t  i n  s o m e  

a m o r t i z a t i o n s  a n d  s u r p l u s / d e f i c i t ,  b u t  m a g n i t u d e  i s  g e n e r a l l y  s m a l l
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Trends and A lternatives
Legal concerns
S S i'M l

■ Key messages
-  These issues are unknowns
-  Plan sponsor needs to be aware of legal risks

-  Legal counsel should be involved

■ Age discrimination
-  Pre-retirement indexing is similar to interest credits in a cash balance plan

□ Does a younger employee, with more years of future (pre-retirement) indexing, 
earn a higher “rate of accrual” than an older employee with fewer years of 
future indexing?

-  Risk may vary with hurdle rate

-  To mitigate risk, use a higher hurdle rate
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Trends and A lternatives
2§§~S Legal concerns (continued)

- t iw<'i» ’ * b * r  ■«■»'.
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■ Fiduciary litigation risk
~ Employees’ benefits depend on investment performance of trust

-  Greater participant scrutiny of investment decisions

-  Greater potential for fiduciary litigation if investments perform poorly
-  To mitigate risk -  tie benefits to an external index

■ Definitely determinable benefits
-  Employee’s benefit depends on investment performance, 

which is subject to employer control/discretion

-  1953 Rev. Rul. 185 -  variable benefits are deemed to be definitely 
determinable

-  IRS may be rethinking position

-  To mitigate risk -  tie benefits to an external index
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Trends and A lternatives
Legal concerns ( c o n t i n u e d )

V i

m Age 70-1/2 minimum distribution rules
-  Final regulations prohibit annuity indexation after 70-1/2 unless tied to 

CPI or annuity purchased
□ IRS delayed effective date to reconsider
□ additional guidance expected this year

-  To mitigate risk, wait fo r IRS gu idance

■ Reduction in immediate benefit
-  Normal retirement benefit cannot be less than early retirement benefit

□ Key issue: Are “benefits” measured in dollars or units?

-  Potential violation if benefits are measure in dollars and unit value 
declines between early and normal retirement age
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Trends and A lternatives
Best of both DB & DC worlds?

'•n

Key attributes (blue = desirable; red = undesirable)

DC Plans
Investment Risk 

Investment Management

Longevity Risk 
To Employee 
To Sponsor

Retirement Benefit/Cost Efficiency

Work Force Management

Purchasing Power

Portability

Employee Understanding & Appreciation 

Legal Uncertainties 

Mercer Human Resource Consulting

Employee

Participant
Directed

High
None

Low

No

Real

Yes

High

No

Traditional 
DB Plan

Variable 
DB plan

Employer

Professionally
Managed

Employee

Professionally
Managed

None None
Moderate (pooling) Moderate (pooling)

High High

Yes Yes

Nominal Real

No No

Low Low

No Yes
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A g r e e  o n  a l t e r n a t i v e s  f o r  f u r t h e r  s t u d y

-  Medical alternatives?

-  Incorporate defined contribution component?

-  Explore alternative design?

Mercer Human R esource Consulting


