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S e n a t o r  K i m  E l t o n

SB 183 -  R estoring Pension Benefits for Public Em ployees

Sponsor S tatem ent

SB 183 retu rns guaranteed pension and health care benefits to Alaska public employees. 
It will m ake it easier to recruit and retain teachers, police officers, firefighters, and other 
public em ployees.

Analyses bv actuaries and the state Division of Retirem ent and Benefits show  that 
A laska's defined benefit pension -  paying a guaranteed  m onthly benefit plus health 
care -  costs the sam e as the new defined contribution system  but provides m uch better 
benefits. In a worst-case scenario, m onthly costs m ight increase by $5 per public 
em ployee. W ith SB 183, A laskans get m ore benefit for the sam e cost.

SB 183 repeals the laws putting public em ployees into risky individual savings account 
plans, and enrolls them  in the least expensive pension plans, the curren t public 
em ployee tier III and teacher tier II. The State already adm inisters these tiers for 
thousands of m em bers, so no new  bureaucracy is required.

A few years ago, Alaska beefed up oversight of the pension system: now  two actuaries 
analyze the health of the pension funds, there are m ore frequent experience studies, and 
the state s topped  the practice of som etim es paying less than the cost of benefits. SB 183 
retains these sm art reforms, m aking Alaska pensions stronger than ever.

The K-12 teachers and  university professors w ho educate our children, the police and 
firefighters w ho protect our families, and  the public em ployees who serve our state and 
cities deserve a secure retirem ent in return  for their service.

I respectfully ask for your support.

------------------------------------------------------  Ala sk a  se n a t e ------------------------------------------------ -—
S t a te  Ca p it o l  • J u n e a u , Alask a  9 9 8 0 1-1182 • (907) 465-4947  • Fax (907 )-465 -2108
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Memorandum
TO: Sens. Hoffman and Stedman, co-chairs, and Finance Committee members

FROM: Sen. Kim Elton

RE: Defined Benefit/Defined Contribution

DATE: March 30,2007

Attached are slightly reformatted charts codifying data provided by Buck Consultants 
in their letter dated March 19, 2007. The Buck letter responds to requests by the 
committee to disaggregate by tiers data that previously was dum ped into only two 
buckets for comparison purposes—a defined benefit bucket and a defined contribution 
bucket. Now we have several buckets of data—four PERS buckets (tiers 1-4) and three 
TRS buckets.

The normal cost charts for PERS and TRS are easy-to-read comparisons of PERS pension 
and medical costs by tier and TRS pension and medical costs by tier. The third chart, the 
accrued liability chart, puts dollar amounts to liabilities by tier.

Here are some demonstrable basics revealed by the Buck data:
• the PERS tier 3 DB employees are just slightly more expensive than the new DC 

employees;
• the new TRS DC employees are very slightly more expensive than the TRS tier 2 

DB employees;
• the very slight cost advantage of a PERS tier 4 over a tier 3 is erased when tier 4 

employees leave early and take employer dollars that, if left in the system, would 
help meet pension benefit obligations in the out years; so

• the DB PERS tier 3 and the DB TRS tier 2 fundamentally fixed the problems the 
governor claimed had to be fixed by his new DC plan.

There also are some other DB/DC inferences ihat can be drawn:
• recruitment for quality public employees is made more difficult when Alaska is a 

defined contribution pension system (without even the backstop of the defined 
Social Security benefit) because professionals can work with other public 
employers that are just as competitive on wages and almost all of whom provide 
a defined benefit pension; and

• retention is made more difficult with the portability provisions of the defined 
contribution because relatively short-term employees can take their contributions 
as-well-i.s employer contributions out of the retirement systems and go to

------------------------------------------------------------------------------------------------- A l a s k a  S e n a t e ----------------------------------------------------------------------------------------------------

S ta t e  C a p i t o l  •  Ju n eau , A la s k a  w so i-i 1S2 • (907) 465-4947 •  f a x  (907) 465-21 US
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another public employer that provides a defined benefit (any federal employer, 
or any other state, or almost all municipalities or school districts outside Alaska). 
As we know, a high percentage of teachers and public employees leave before 
five years and now new DC employees have a special financial inducement to 
leave— they can cut and run and take the employer dollars, too.

These inferences are now backed with anecdotal Alaska evidence, even after less than a 
year's experience with tier 4. Further, the anecdotal Alaska evidence mimics the real-life 
experience of the two states that actually moved to a defined contribution but later 
back-tracked because of recruitment and retention problems.

Given the instructive Buck numbers that finally compare the immediately previous DB 
plans to the replacement DC plan and given, too, the cost-sharing bills that will spread 
the past service costs to employers regardless of tiers, we need to review what we 
wrought with SB141.

We m ust not assume our only options now are passing a DC 'fix-it' bill and passing a 
cost sharing bill that spreads the pain of past service costs. At a minimum we must also 
decide whether to give new employees a choice of tier 3 or DC in the PERS system or 
tier 2 and EXT in the TRS system. If the cost differences are a wash, why limit the ability 
of employers to recruit and retain, and limit new employees to a risky defined 
contribution plan?
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Normal Cost

E m p lo y e r  N o rm a l C o s t 
R ate

PERS
P e n s io n

PERS
M ed ica l

PERS T o ta l # o f  A c tiv e  & 
R e tired

Tier 1 (DB) 9.15% 10.46% 19.61% 26,263
Tier 2 (DB) 5.33% 10.41% 15.74% 10,999
Tier 3 (DB) 1.55% 9.28% 10.83% 18,719
Tier 4 (DC) 5.67% 3.99% 9.66% 2,214

E m p lo y e r  N o rm a l C o st 
R ate

TRS
P e n s io n

TRS
M ed ica l

TRS T o ta l # o f  A ctiv e  & 
R e tired

Tier 1 (DB) 7.18% 8.02% 15.20% 11,872
Tier 2 (DB) 2.16% 8.96% 11.12% 7,635
Tier 3 (DC) 7.56% 3.99% 11.55% 754

Accrued Liability

A c c ru e d  L ia b ility  (DB)
PERS
P e n s io n

PERS
M ed ica l

PERS T o ta l TRS P en s io n TRS
M ed ica l

TRS T o ta l

Tier 1 $5,628,778 $4,036,751 $9,665,530 $3,925,023 $1,816,223 $5,741,247
Tier 2 1,123,559 1,334,674 2,458,233 409,562 347,748 757,309
Tier 3 334,854 386,224 721,078 N /A N /A N /A
Total $7,087,191 $5,757,650 $12,844,841 $4,334,585 $2,163,971 $6,498,556
Assets $8,442,919 $3,958,939

Accrued Liability $4,401,922 $2,539,617
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AN IS S U E  IN B R IEF

C E N T E R  F O R  

R E T I R E M E N T  
R E S E A R C H

AT BOSTON COLLEGE

IN V ESTM EN T  RETURNS: 
D E F IN ED  B EN EF IT  VS. 401 (k) PLANS

B y  A l i c i a  H .  M u n n e l l , M a u r i c i o  S o t o , J e r i l y n  L i b b y , a n d  J o h n  P r i n z i v a l l i *

Introduction
P en sio n  coverage in  th e  p rivate  sec to r h a s  sh ifted  
from  d efin ed  b en e fit p lan s  w h e re  p ro fess io n a ls  m a n ­
age  th e  m o n ey  to 4 0 i(k ) p lan s  w h ere  p a rtic ip an ts  
invest th e ir  ow n  acco u n ts . T h e  su p p o s itio n  is th a t 
in d iv idua ls  a re  no t very good  at in v es tin g  th e ir  ow n 
m oney. T h e  q u e s tio n  is w h e th e r  th e  su p p o s itio n  is 
b o rn e  o u t by th e  facts. T h a t is, a re  re tu rn s  o n  4 0 i(k ) 
p lan s  m arked ly  low er th a n  th o se  o n  trad itio n a l d e ­
fined  b en e fit p lans?

T h is  brief first rep o rts  ra tes o f  re tu rn  o n  defined  
b en efit a n d  401 (k) p lan s  over th e  p e rio d  1 9 8 8 -2 0 0 4 . 
T h e  seco n d  sec tio n  th en  looks a t th e  h o ld in g s  o f  th e  
tw o types o f  p lan s  to  see  w h e th e r  th e  d iffe ren ces  
in  re tu rn s  can  be exp la ined  by a m o ie  risky p o rtfo ­
lio. T h e  th ird  sec tio n  sp e c u la te s  ab o u t th e  ro le fees 
play in  th e  resu lts . T h e  fo u rth  sec tio n  exp lo res the  
im p lica tio n s o f  th e  fin d in g s  fo r4 0 i(k )  p a rtic ip an ts . 
T he  final sec tio n  rep o rts  o n  Ind iv idua l R e tirem en t 
A ccoun ts (IRA s), b ecau se  th e  a sse ts  in  th e se  acco u n ts  
now  exceed h o ld in g s in  e ith e r  d e fin ed  ben efit o r

d e fin e d  c o n tr ib u tio n  p lan s , a n d  m o s t o f  th e  m o n ey  is 
ro lled  over from  em p lo y er-sp o n so red  p lan s .

T h e  b o tto m  lin e  is th a t over th e  peri ad 1 9 8 8 -2004  
d e fin ed  b enefit p la n s  o u tp e rfo rm e d  4 0 i(k )  p lan s  by 
o n e  p e rcen tag e  po in t. T h is  o u tc o m e  o ccu rred  desp ite  
th e  fact th a t 4 0 i(k )  p lan s  held  a h ig h e r  p o rtio n  o f  
th e ir  a sse ts  in  eq u itie s  d u r in g  th e  bu ll m a rk e t o f  th e  
1 9 9 0 s . P art o f  th e  exp lan a tio n  m ay  res t w ith  h ig h e r 
fees, w h ich  a re  d ed u c te d  befo re  re tu rn s  a re  repo rted  
to p a rtic ip an ts . But th e  o n e  p e rcen tag e  p o in t shortfa ll 
u n d e rs ta te s  th e  in v e s tm e n t p ro b lem  in 4 0 i(k )  p lan s , 
s in ce  an  ag g reg a te  n u m b e r  d o es n o t reflec t the fact 
th a t m o re  th a n  h a lf  o f  p a rtic ip an ts  in  4 0 i(k )  p lan s  do  
n o t follow  th e  p ru d e n t in v e s tm e n t s tra tegy  o f  d iver­
s ify ing  th e ir  h o ld in g s . Finally, the  availab le  d a ta  s u g ­
gest th a t IRAs p ro d u ce  even  low er re tu rn s  th a n  4 0 i(k ) 
p lan s , w h ich , i f  tru e , im p lie s  tro u b le  a h ead  g iven  th e  
m assiv e  a m o u n t o f  m o n ey  th a t is b e in g  ro lled  over 
in to  th e se  acco u n ts .

* Alicia H. Munnell is the Director o f the Center for Retirement Research at Boston College (CRR) and the Peter F. Drucker 
Professor in Management Sciences at Boston College’s Carroll School o f  M anagement. Mauricio Soto is a senior research 
associate. Jerilyn Libby is a research associate, and John Prinzivalli is a student research assistant at the CRR. The authors 
would like to thank Sylvester Schieber and Brendan McFarland for providing access to Watson Wyatt’s previous research 
and Peter D iamond and Francis Vitagliano for helpful com m ents.
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Rates o f Return in  Defined 
Benefit and 4 0 1  (k) Plans
F inancia l a sse ts  in p rivate  sec to r d e fin ed  b en e fit a n d  
d e fin ed  co n tr ib u tio n  p lan s  ( in c lu d in g  IRAs) to ta led  
$8.5 tr illion  a t th e  en d  o f  2 0 0 5  (see Table 1). At th a t 
tim e, d e fin ed  b enefit a sse ts  a cco u n ted  for on ly  23 
p e rcen t o f  the  total, w hile  se lf-d irec ted  d e fin ed  c o n tr i­
b u tio n  p lan s  a n d  IRAs m ad e  u p  th e  rest. T h u s , th e  
q u e s tio n  o f  how  in d iv id u a ls  fare w h en  in v e s tin g  th e ir  
ow n  re t ire m e n t fu n d s  is a n  im p o rta n t one .

Ta b u  :. P rivate S r c r o a  R e t ir e m e n t  Assets, Yea* 
E nd  2005

Type o f  plan Billions o f  dollars Percent o f  total

Defined benefit $1,916.5 22.7%

Defined contribution 2.868.7 33-9
IRAs 3,667.0 43-4
Total 8.A52.2 100.0

Source: U.S. Board o f Governors o f the F edeH  Reserve 
System (2006).

T h e  first s tep  in  a s se ss in g  th e  p e rfo rm a n c e  is to 
co m p a re  m e d ia n  a n n u a l ra tes o f  re tu rn  for d e fin ed  
benefit a n d  4 0 i(k )  p lans . T h e  ana ly s is focuses on  
c o m p a n ie s  th a t sp o n s o r  b o th  types o f  p la n s  to m in i­
m ize  th e  effec t o f  co m p an y  o r  p a rtic ip an t c h a rac te r­
is tics 011 th e  re s u lts . ' T h e  fo rm u la  fo r ca lcu la tin g  
ra te  o f  re tu rn  is o n e  c o m m o n ly  u sed  by a c tu a rie s .2 It 
re la tes th e  c h a n g e  in  a sse ts  (A( -  A t). n e tt in g  o u t 
th e  im p ac t o f  b en e fit p ay m en ts  from  th e  p lan  (B) an d  
c o n tr ib u tio n s  to  th e  p lan  (C). to in itia l a s se ts  (A ) 
p lu s h a lf  o f  n e t in flow s (C -  B):

R etu rn s , even  m ed ian  re tu rn s , can  be ca lcu lated  
in a n u m b e r  o f  ways. T h e  an a ly s is  p re se n te d  below  
s ta rts  w ith  th e  s im p le s t a p p ro ach , a n d  o n e  u sed  in 
e a rlie r  s tu d ie s , tha t a rrays th e  p lan s  a n d  rep o rts  the 
re tu rn  for th e  p lan  at th e  50"' p e rcen tile . In  te rm s  o r  
th e  ex am p le  sh o w n  below, th e  m e d ia n  ra te  o f  re tu rn  
w ou ld  be 5 percen t. O n e  obv ious q u e s tio n  is w h e th e r 
c o m p a r in g  m ed ian  ra tes o f  re tu rn  is th e  rig h t exer­
c ise , s in ce  th ree -q u a rte rs  o f  th e  to tal a sse ts  in  the 
ex am p le  a re  in  P lan  A e a rn in g  10 p e rcen t. A n a lte r­
native  m easu re  w ould  be  o n e  th a t w e ig h ted  re tu rn s  
by p lan  asse ts , an d  th en  id en tif ied  th e  m e d ia n . S uch 
a n  ap p ro ach  w ould  yield a re tu rn  o f  to  p e rcen t in  th is 
exam p le . In  o u r view, th is  is th e  p re fe rred  ap p ro ach , 
a lth o u g h  b o th  re su lts  a re  rep o rted  below.

Exa m ple : U n w e ig h t e d  versus W e ig h t e d  M ed ia n s

Plan Assets Rate o f  return
Plan A $75 10%

Plan B 20 5
Plan C 5 2

Figure j show s th e  s im p le  m e d ia n s  over th e  
period  ig 8 8 -2 0 0 4 .4 D u rin g  th e  pe rio d , th e  average 
o f  th is  m easu re  su g g es ts  th a t th e  p e rfo rm a n c e  o f  
d e fin ed  b en efit a n d  4 0 t(k ) p lan s  is v irtua lly  iden tica l 
—  8.3 p e rcen t v ersu s 8 .2  p e rc e n t.’

Fk u  a r  i . U N w rio H ii r> M e d i \ n Rates o r  R etu rn  
h >r D e f in e d  P, f s  ff 11 w o  401 (k) P lans, 1 9 8 8 -2004

30%

20%

10%

R ate o f  re tu rn
( A , - A t J  + B - C  

(At J  + '/a(C -B )

0%

-10%

T h e  D e p a rtm e n t o f  Labor’s Form  5500 filings 
p rov ide  data  on  asse ts , c o n tr ib u tio n s , a n d  b en efits  fo r 
each  p lan  over th e  period  i9 8 8 -2 o o 4 .}

Source: Authors’ calculations from U.S. Departm ent o f 
Labor (1990-2006).

—  Defined Benefit

Defined benefit 
1988-2004 8.3%

1988 1992 1996 2000  2004
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Issue in Brief

F tc .u r f  2. W ru .u rn D  M e d ia n  R a te s  o i  R eturn f o r  
D e f in e d  B i n e i i i  a n i> 4 o i(K | I’ i a n v  1 9 8 8 -2 0 0 4

jo%

20%

10% 

o%

•10%

The Impact o f Portfolio 
A llocation
O n e  q u e s tio n  is th e  ex ten t to  w h ich  portfo lio  d if­
fe re n c e s  c an  exp la in  d iffe ren ces in  ra tes  o f  re tu rn . 
B ased o n  h is to rica l p e rfo rm an ce , stocks have a  h igh  
yield a n d  big flu c tu a tio n s  in  a n n u a l ra tes o f  re tu rn : 
c o rp o ra te  b o n d s  have a  low er yield a n d  m u c h  less 
v a ria tion : T reasu ry  bills a re  th e  m o s t p red ic tab le  
in v e s tm e n t b u t p rov ide  th e  low est re tu rn  (seeT ab le  3).

Source: Authors’ calculations from U.S. Departm ent o f 
Labor ((990-2006).

F igure  2 reca lcu la tes  ra tes  o f  re tu rn  w e ig h tin g  re­
tu rn s  by a sse ts  in th e  p lan . Two factors ch a n g e . First, 
th e  re tu rn s  a re  h igher. S econd , defin ed  b en efit p lans 
ap p ea r to  have o u tp e r fo rm e d  4 0 i(k ) p lan s  by o n e  pet 
cen tag e  p o in t (10.7 p e rcen t v e rsu s  9 .7  percen t).

T h e  h ig h e r  re tu rn  reflec ts the fact that la rg e r p lans 
have h is to rica lly  p e rfo rm ed  b e tte r  th a n  sm a lle r  o n es  
(see Table 2). T h e  u su a l exp lan a tio n  is th a t large 
p lan s  can  h ire  b e tte r  m a n a g e rs  and  sp read  fees over a 
la rg e r base . S ize m a tte rs  m u c h  less for 401(b) p lan s , 
because  th e  o u tc o m e  reflec ts a m yriad  o f  ind iv idua l 
in v es tm en t d ec is io n s .

Tabi c 2. Vli dian R a te s  o r  R e tu r n  bv A sset
(jt iNini  iu« D i u m i i H i m i i i  \ \  11 4 0 1 1k ) Pia n s ,  

1 0 8 8 - 2 0 0 4

Asset quintile Defined benefit 40i(k)

Largest 20 percent 10.1% 8.8%

Second 8.9 8.1

Third 8.2 7.8

Fourth 7-4 7.6

Smallest 20 percent 5.6 6.6

I'aui r 3. A n n u m  T o ta i R e tu rn s  o n V a r io u s  
F in a n c ia i In s t r u m e n ts , 1926 2005

Financial instrum ent Rate o f return Standard deviation

Stocks 10.4% 20.2%

Long-term corporate bonds 5-9 8.5

Interm ediate government 5 } 5-7
bonds

U.S. Treasury bills 3-7 3 *
Inflation 3-o 4-3

Source: fbbotson Associates (2006). Based on copyrighted 
works by Ibbotson and Sinquefield. All rights reserved. 
Used with perm ission.

T able 4  sh o w s a b reak d o w n  by type o f  in v es tm en t 
lo r  b o th  d efin ed  benefit an d  d efin ed  co n tr ib u tio n  
p lan s .6 D efined  b en efit p lan s  ap p t a r  to  ho ld  a b o u t 59 
p e rcen t o f  a sse ts  in  e q u itie s , co m p a red  to 35 p e rcen t 
fo r d e fin ed  co n tr ib u tio n  p lan s .7 But th a t is no t th e  
e n d  o f  th e  sto ry  b ecau se  m u tu a l fu n d s  a lso  reflect 
eq u ity  h o ld in g s , a n d  m u tu a l fu n d s  a re  a very im p o r­
ta n t c o m p o n e n t o f  th e  asse ts  o f  d e fin ed  co n tr ib u tio n  
p lan s . In  2 0 0 5 , rough ly  78 p e rcen t o f  th e  m u tu a l 
fu n d  a sse ts  in  4o r(k ) p lan s  w ere  equ ities .*  A pplying 
th a t p e rcen tag e  to  bo th  th e  d e fin ed  b en e fit a n d  d e ­
fined  co n tr ib u tio n  m u tu a l fu n d  n u m b e rs  yields total 
eq u ity  h o ld in g s  o f  67  p e rcen t in  d e fin ed  ben efit p lans 
a n d  65 p e rc e n t in d efin ed  co n tr ib u tio n  p lans .

-20%

Defined benefit 401 (k) 
1988-2004 10.7% 9.7%

2000 2004

—  Defined Benefit

Source: Authors' calculations from U.S. Departm ent o f 
Labor (1990-2006).
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[ Min 4. 1’iiHf lniam. Distribution 01 Assirs in 
Pkivvit Sn vox Dn inld Bi nlfii avo D1.1 ineu
CONTKIHL riON Pi VNv VlAK FN 1) 2005

Financial instrum ent Defined benefit Defined contribution

Equities 58.8% 35.2%

Mutual funds 10.6 18.5

Bonds 21.9 6.7

Cash 3 < 4 -S
GlCs 3.6 8-7
Other 2.0 6.4

Total 100.0 100.0

Source: U.S. Board o f  Governors o f  the Federal Reserve 
System (2006).

F igure 3 sh o w s th e  p e rcen tag e  o f  th e  p o rtfo lio s  in 
e q u itie s  for d e fin ed  b en e fit a n d  d e fin ed  c o n tr ib u tio n  
p lans over th e  p e riod  1 988 -2005 , w h e re  a p o rtio n  o f  
m u tu a l fu n d s  a re  in c lu d ed  in  e q u itie s  as d esc rib ed  
above. T h e  h ig h e r  sh a re  in  eq u itie s  for d e fin ed  c o n ­
tr ib u tio n  p lan s  in  th e  la te  1 9 9 0 s  allow ed 4.01 (k) p lan s  
to o u tp e rfo rm  d e fin ed  b en e fit p lan s . T h e  re lian ce  on 
eq u itie s  a lso  m e a n t tha t 401(h) p a rtic ip a n ts  w ere  h u rt 
m o re  w h en  th e  stock  m ark e t co llap sed  in  2 0 0 0 .  a n d  
th e n  d id  b e tte r  w h en  th e  stock  m a rk e t recovered .

F ig l x i p E Q t in r s  vs v P frc 1 m  o f T o tm  
P '< h ii-o iio . Dt r t v t n  B r v i i  tr  \sr>  D ri i s m  
C o n t r i b u t i o n  P la n s . 1988-2005

70%

1988 1992 1996 2000 2004

Sources: Authors’ calculations from U.S. Board o f Governors 
o f the Federal Reserv e System (2006); Investment Com­
pany Institute (2005): and Investm ent Company ln c e 
(2006b).

O n e  in te re s tin g  aspec t o f  F igu re  3 is n o t th e  d iffer­
en ce  betw een  the  d e fin ed  benefit a n d  d e fin ed  c o n tr i­
b u tio n  portfo lios, bu t the fact th a t b o th  p ro fessio n a l 
m a n a g e rs  an d  ind iv idual 401(h) p a rtic ip a n ts  d ra m a ti­
cally in c reased  th e ir  h o ld in g s o f  eq u itie s  over th e  
period . I f  d efin ed  benefit po rtfo lios w e re  op tim ally  
b a lan ced  in  th e  early  199 0 s w ith  ab o u t 4 0  p e rcen t 
in  eq u itie s , w hat w ould  m ak e  65 p e rcen t o p tim a l by 
the  e n d  o f  the period? In th e  case o f  d e fin ed  b en e fit 
p lan s , an  ag in g  beneficiary  p o p u la tio n  w o u ld  a rg u e , 
if  a n y th in g , for less equ ity  in v es tm en t. S o m e  p o ­
ten tia l ex p lan a tio n s  include: 1) p ro fess io n a l m a n a g ­
ers . like ind iv idual investo rs , fo rgo t to re-balance; 2) 
p ro fessio n a l m an ag e rs , like ind iv idual in v es to rs , go t 
sw ep t u p  in  th e  eu p h o ria  o f  th e  boom  a n d  p u rpose ly  
increased  th e ir  h o ld in g s o f  stocks: 3) sp o n s o rs  o f  
fully fu n d e d  d efin ed  benefit p lans fe lt like they  co u ld  
g am b le  w ith  th e ir  " su rp lu s” funds; o r 4) d efin ed  b e n ­
efit m a n a g e rs  w an ted  to ho ld  th e  m a rk e t p o rtfo lio  and  
the  b o o m  cau sed  eq u ities  to increase  a s  a sh a re  o f  th e  
total m a rk e t. R egard less o f  the ex p lan a tio n , defined  
b en e fit a n d  d efin ed  co n tr ib u tio n  p la n s  bo th  held  4 0  
p e rcen t o f  th e ir  portfo lios in  eq u itie s  in  1 9 9 0  :>nd 
increased  th e ir  h o ld in g s to 65 p e rcen t by 2 0 0 0 . T h e  
d iffe ren ce  is tha t d u r in g  m o s t o f  tha t pe rio d , in d iv id u ­
al 4 0 t(k ) investo rs had  h ig h e r  equ ity  h o ld in g s .

The Role o f Fees
A n o th e r possib le  exp lana tion  for the  low er re tu rn  in  
d e fin ed  co n tr ib u tio n  p lan s  is in v e s tm e n t fees, w h ich  
typically acco u n t fo r 75 to  9 0  p e rcen t o f  to tal ex penses 
assoc ia ted  w ith  m a n a g in g  4 0 i(k ) p lan s .0 T h ese  fees 
c o m p e n sa te  p rov iders of, say. m u tu a l fu n d s  for se lec t­
ing  th e  stocks an d  u n d e rtak in g  th e  re se a rc h  tha t leads 
to  buy a n d  sell d ec is ions. T h ese  fees a re  u su a lly  a s ­
sessed  as a percen tag e  o f  invested  a sse ts , a n d  a re  paid  
by th e  em p loyee  11 that they  arc d ed u c ted  d irectly  
fro m  in v es tm en t re tu rn s .10

M utual fu n d s  a re  th e  m ajo r in v e s tm e n t veh icle  for 
4 0 i(k ) p a rtic ip an ts , and  Table 5 rep o rts  th e  fees for 
a lte rn a tiv e  in v es tm en ts . T he fees vary su b s tan tia lly  
d e p e n d in g  o n  w h e th e r  th e  in v es tm en ts  a re  actively 
m a n a g e d  o r follow an  index. For exam p le , a n  actively 
m an ag e d  G lobal Fund  costs 1.72 p e rcen t o f  a sse ts  
an n u a lly  co m p ared  to 0 .59  p ercen t for an  S&P Index 
Fund . G iven  these  charges , it is probably  reaso n ab le  
to  a s s u m e  th a t fees red u ce  th e  g ro ss re tu rn  o n  4 0 i(k ) 
p lan s  by a b o u t o n e  percen tag e  point.

O f  co u rse , defined  b enefit p lan s  also  involve so m e  
ex p en ses b u t th ese  a re  sm all co m p ared  to  th o se  a s­
socia ted  w ith  4Q i(k) p lan s ."
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Category Fee

Global Fund 1.72%

Equity Income Fund 1-33
Balanced Fund 1.22

interm ediate Bond Fund 0.92

S&.P Index Fund 0.59

Institutional Monev Market Fund 0.45

Source: Lipper (2006).

The Implications for 
Individual 4 <oi(k) Participants
So far the  d iscu ss io n  h a s  focused  on ly  on  to ta ls  an d  
averages, w h ich  tell u s  little  ab o u t how  in d iv idua ls  
m ig h t invest. A fter all, i f  a p lan  h as to o  p a rtic ip an ts  
and  h a lf  invest all th e ir  a sse ts  in  stocks an d  th e  o th e r  
h a lf  all th e ir  a sse ts  in  b o n d s , th e  ag g reg a te  da ta  su g ­
gest th a t p a rtic ip an ts  a re  well d iversified  w h en  in  fact 
they a re  no t. T h ere fo re , it is u se fu l to  look at in v es t­
m e n t data  from  p a rtic u la r 401 (k) p lan s  to see  w h e th e r 
th e  ind iv idual p a rtic ip a n ts  have balanced  portfo lios o r 
w h e th e r th e  balance  s im p ly  reflec ts o ffse ttin g  
behavior.

As sh o w n  in F igu re  4 , de ta iled  da ta  o n  th e  a sse t 
a llocation  o f  ind iv idual p a rtic ip  • s sh o w  th a t nearly  
h a lf  o f  all p a rtic ip an ts  h ave  e ith e r  n o n e  o f  th e ir  ac ­

c o u n t in  eq u itie s  o r  v irtua lly  all o f  th e ir  acco u n t in 
eq u itie s . So even  th o u g h  the aggregate  d a ta  su g g es t 
th a t p a rtic ip a n ts  m ak e  sen s ib le  in v es tm en t cho ices 
on  average, th e  in d iv id u a l da ta  reveal th a t a m ajo rity  
o f  p a rtic ip an ts  a re  n o t d iversified  a t all. G iven th e ir  
ch o ices , m o s t p a rtic ip an ts  face th e  risk  o f  e n d in g  up  
w ith  in a d e q u a te  re t ire m e n t in co m e  o r  ex posing  th e m ­
selves to  large sw in g s in  th e  value o f  th e ir  a s s e ts .12 
T h u s , th e  o n e  p e rcen tag e  p o in t d iffe ren ce  in  re tu rn s  
b e tw een  d e fin ed  b en e fit a n d  4o r(k ) p lan s  u n d e rs ta te s  
th e  p o o r in v e s tm e n t d ec is io n s  m ad e  by ind iv iduals.

T a b u 6 . A s s f i H o ld in g s  a n d IRAs by I n s t i t u t i o n . 
Vpar E nd 2003

Institution Percent o f total

Mutual funds 39.0 %

Life insurance companies i t .1

Money market m utual funds 4.4

Commercial banking 4.6

Saving institutions ‘•5
Credit unions >•3
Other self-directed accounts 38.0
Total 100.0

M em orandum: total assets (billions) $3,667.0

Source: U.S. Board o f Governors o f  the Federal Reserve 
System (2006).

The Inclusion o f IRAs
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Source: Holden and VanDerhei (2006).

It h as  b eco m e  im p o ss ib le  to  ig n o re  the  ro le of IRAs. 
As sh o w n  ea rlie r  in  Table 1, IRAs now ! o ld  m o re  
m o n ey  th a n  e ith e r  d e fin ed  b en e fit o r  d e fin ed  co n ­
tr ib u tio n  p lans. A nd even  th o u g h  m o s t IRAs a re  
no t sp o n so re d  by em p lo y ers , th e  In v e s tm e n t C o m ­
pany  In s titu te  (2 0 0 6 b ) , th e  n a tio n a l a ssoc ia tion  for 
m u tu a l fu n d  c o m p a n ie s , rep o rted  th a t 9 4  p e rcen t o f  
th e  m o n ey  flow ing  in to  trad itio n a l IRAs w as rolled 
over from  em p lo y er-sp o n so red  p lan s  in  th e  period  
I9 9 7 -2 0 0 3 .'1 A lthough  de ta iled  in fo rm a tio n  is n o t 
available, it is p robably  reaso n ab le  to  a s s u m e  th a t 
m o s t o f  th e  ro llovers co m e  from  d efin ed  co n tr ib u tio n  
p lan s  —  a lth o u g h  lu m p -su m  p ay m en ts  are  b eco m in g  
in creasin g ly  co m m o n  in  d e fin ed  b en e fit p lans .

O nly  lim ited  in fo rm a tio n  is available on  th e  asse t 
a lloca tion  in  IRAs. T h e  Flow o f  F unds da ta  show  
on ly  th e  type o f  in s ti tu tio n  h o ld in g  th e  acco u n t, as 
op p o sed  to  th e  type o f  a sse t in  th e  acco u n t (see Table 
6 ). A bout 73 p e rcen t o f  th e  m u tu a l fu n d  a sse ts  —  th e
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la rgest c o m p o n e n t —  are  in  stock.*4 B ut no  in fo rm a ­
tion  is available on  th e  co m p o s itio n  o f  IRA a sse ts  he ld  
by o th e r  in s titu tio n s , w h ich  hold  th e  m a jo rity  o f  th e  
asse ts .

T he  In v e s tm e n t C o m p an y  In s titu te  (2 0 0 6 a )  
p rov ides data  o n  b eg in n in g -y ea r a sse ts , year-end  
asse ts , c o n tr ib u tio n s , ro llovers, an d  w ith d raw a ls  for 
trad itio n a l IRAs th a t m ak e  it p o ss ib le  to  ca lcu la te  th e  
agg rega te  average re h ir ti fo r th e  p e riod  1 9 9 8 -2 0 0 3 . 
Table 7 s u m m a riz e s  th e se  re su lts  a n d  c o m p a re s  
th e m  to re tu rn s  e a rn e d  on  d e fin ed  b en e fit a n d  4 0 i(k ) 
p lan s  over th e  s a m e  pe rio d . 1 f  e s t im a te s  o f  th e  flows 
in to  and  o u t o f  IRAs a re  co rrec t, th e  ra te  o f  re tu rn  
n u m b e rs  su g g es t th a t IRA in v e s tm e n ts  p ro d u ced  
sign ifican tly  low er re tu rn s  th a n  e ith e r  d e fin ed  benefit 
o r  4 0 i(k ) p lan s  d u r in g  th e  six-year p e r io d . ', M ore 
im p o rta n t th an  th e  p rec ise  n u m b e rs , how ever, is th e  
m essag e  th a t th e  p e rfo rm a n c e  o f  IRA s w ill have  a sig ­
n ifican t im p ac t on  th e  re tire m e n t se cu rity  o f  peop le  in  
th e  fu tu re .

T u rn . 7. Ra il  o r  Ri u  rn io r  IRAs, D i h n i o  
B i .v il li P lans A M > 40 i(k )s. 19 9 8 -2 0 0 3

Year IRA Defined benefit 4° '(k )

1998 13.6% 14.9% 17.8%

'999 *5-7 ">•5 13.1

2000 •6.0 1.8 -2.4

2001 -4.6 -5 ' -5 '
20C2 -8.1 -8.9 ■9-5
2003 12.1 21.2 19.4

1998-2003 3.8 6.6 5.6

Sonne: Authors' estim ates based on Investm ent Company 
Institute (2006a).

Conclusion
T h re e  m a in  c o n c lu s io n s  em e rg e  from  th is  review. 
First, d e fin ed  benefit p lan s  o u tp e r fo rm e d  401 (k) 
p lan s  over the  period  1 9 8 8 -2 0 0 4 . T h is  co n c lu s io n  is 
m o s t ev iden t u s in g  th e  w eigh ted  m ed ian . A h ig h e r 
equ ity  a lloca tion  m ost likely led to  h ig h e r  4 0 i(k ) 
re tu rn s  d u r in g  th e  1 9 9 0 s . w h ile  fees inevitably  
red u ced  re tu rn s . T h ese  tw o effec ts  m ay  well have 
ba lanced  each  o th e r  ou t. leav ing  a o n e  percen tag e  
p o in t sho rtfa ll d u e  to poor tim in g  a n d  o th e r  in v es t­
m e n t m is tak es .

Second , low er re tu rn s  a re  only  o n e  c o m p o n e n t 
o f  th e  in v e s tm e n t p ro b lem s fac ing  401(h) investo rs . 
T h e  o th e r  is th a t d esp ite  a reaso n ab le  m ix  for 401(b) 
a sse ts  in  th e  aggregate , nearly  h a lf  o f  401(b) p a rtic i­
p a n ts  a re  e ith e r nearly  fully invested  in  stocks o r hold 
no  stock i a t all. T h a t is. nearly  50 p e rc e n t o f  p artic i­
p a n ts  a re  no t d iversified  in th e ir  re t ire m e n t accoun ts. 
T h e  c o m b in a tio n  o f  the lack o f  d iversifica tion  a n d  
th e  low er re tu rn s  su g g es ts  th a t in tro d u c in g  balanced  
portfo lios a s  a defau lt, w h ich  w ou ld  rem o v e  th e  in d i­
v idual fro m  th e  d ec is io n  m ak in g , w ou ld  sign ifican tly  
im prove th e  p e rfo rm an ce  o f  401(h) p lans.

Finally, IRAs are  now  b igger th a n  e ith e r  defined  
benefit o r d e fin ed  co n tr ib u tio n  p lans , a n d  th e ir  p e r­
form  ' ice is g o ing  to have a m a jo r im p ac t on  re tire ­
m e n t secu rity  in  th e  fu tu re . P re lim in a ry  data  su g g es t 
tha t IRAs u n d e rp e rfo rm  em p lo y er-sp o n so red  p lans . 
IRAs a re  too  big an d  im p o rta n t a fo rm  o f  re tire m e n t 
sav ing  to n o t know  w hat is g o in g  o n  w ith  th e se  ac­
c o u n ts . S o m e  m e c h a n ism  is n eed ed  to  iden tify  the 
asse t a llocations in th ese  acco u n ts  as w ell as d o c u ­
m e n t th e  in flow s and  ou tflow s. O n ly  by in c lu d in g  
IRAs will it be p o ss ib le  to u n d e rs ta n d  fu lly  how  well 
peop le  a re  in v es tin g  for re tire m e n t.



E n d n o t e s

1 T h is  fo rm u la tio n  follow s W atson  W yatt (2 0 0 2  an d  
2003). C a lcu la tions fo r th e  e n tire  u n iv e rse  o f  p lan s  
show ed  very s im ila r  re su lts .

2 In c lu d in g  o n e  h a lf  o f  c o n tr ib u tio n s  less b en e fits  a s­
su m e s  th a t n e t  in flow s o ccu r a t an  even  ra te  over the 
year so  th a t on  average half th e  a n n u a l n e t in flow s are  
availab le  for in v es tm en t. T h is  a s s u m p tio n  is n eces­
sary b ecau se  th e  F o rm  5500 lacks d e ta iled  in fo rm a ­
tion  on  th e  tim in g  o f  b en e fits  a n d  c o n tr ib u tio n s  over 
th e  year.

3 See B uessing  a n d  Soto  (2 0 0 6 ) for a de ta iled  d e ­
sc r ip tio n  o f  th e  F orm  5500 data.

4  T h e  m e d ia n  re fe rs  to  th e  ac ro ss-firm  ra te s  o f  re tu rn  
per year for d e fin ed  b en e fit a n d  d e fin ed  co n tr ib u tio n  
p lans. T h e  average  re tu rn s  sh o w n  a re  th e  a r i th m e tic  
m e a n s  o f  th e  m ed ian  ra tes  o f  re tu rn  over th e  p e riod  
19 8 8 -2 0 0 4 . T he  g eo m e tric  m e a n s  d o  n o t d iffe r 
w idely from  th e  a r i th m e tic  m e a n s  ca lcu la ted  fo r th e  
u n w e ig h ted  an d  w e ig h ted  m ed ian  ra te s  o f  re tu rn . Ap­
pend ix  Table Ai sh o w s th e  u n w e ig h ted  a n d  w e ig h ted  
m e d ia n  ra tes  o f  re tu rn  a s  w ell a s  th e  a ri th m e tic  a n d  
g eo m e tric  m ean s .

5 For the  1 9 9 0 -2 0 0 2  p eriod , th e  re su lts  a re  s im ila r  to 
re su lts  from  W atson  W yatt (2 0 0 4 ) w ith  u e f in e d  b e n ­
efit p lan s  o u tp e r fo rm in g  401 (k) p lan s . T h e  d iffe ren ce  
in  d e fin ed  benefit a n d  401 (k) re tu rn s  is 0.35 p e rcen t 
w hile  W atson  W yatt sh o w ed  a d iffe ren ce  o f  0 .56  
pe rcen t fo r th is  period . T h e  im proved  p e rfo rm a n c e  
o f  4 0 i(k )s  over th e  1 9 8 8 -2 0 0 4  perio d  c o m e s  s im p ly  
from  a d d in g  fo u r m o re  years o f  da ta  lo  w h a t w as a 
very c lose  o u tco m e.

6 S epara te  da ta  o n  4 0 i(k )  p lan s  a re  n o t availab le  011 
a c o m p arab le  basis. But in  2 0 0 4 , 401 (k) a s se ts  ac ­
c o u n te d  fo r 8 8  p e rcen t o f  total p rivate  se c to r  d efin ed  
c o n tr ib u tio n  a sse ts  for p lan s  sp o n so re d  by em p lo y e rs  
w ith  100 o r  m o re  em p lo y ees. See M u n n e ll an d  P erun  
(2 0 0 6 ) .

7 S ince m o s t 4 0 i(k ) p a rtic ip an ts  invest th ro u g h  
m u tu a l fu n d s , the h ig h  n u m b e r  for "E qu ities" for 
defin ed  co n tr ib u tio n  p lan s  (that is, d ire c t equ ity  
h o ld in g s  as opposed  to eq u itie s  he ld  th ro u g h  m u tu a l 
funds) in  Table 4  is su rp ris in g . T h e  ex p lan a tio n  is 
th a t “E quities" in c lu d e  poo ls o f  s to ck s th a t c o m p a n ie s  
se t u p  th em se lv es for th e ir  401 (k) p lan s ; o n ly  m u tu a l

fu n d s  b o u g h t o ff  th e  s h e lf  a re  in c lu d ed  in  th e  m u tu a l 
fu n d  line. T h e  o th e r  large ca tegory  o f  d irec t equ ity  
h o ld in g s  is em p lo y er stock . T h e  final ca tegory  o f  
d irec t equ ity  in v e s tm e n t a rise s  from  a relatively sm all 
p e rcen tag e  o f  4 0 i(k )  p a rtic ip an ts  w h o  in v es t directly  
th ro u g h  b ro k erag e  acco u n ts .

8 In v e s tm e n t C o m p an y  In s titu te  (2 0 0 6 a ) .

9  M u n n e ll a n d  S u n d e n  (2004 ).

10 Fees a re  g en e ra lly  no t explicitly  rep o rted  in  the 
Form  5500. See U .S. D e p a rtm e n t o f  Labor (2004 ).

t i  C ouncil o f  In s titu tio n a l Inves to rs  (2005).

12 O f  co u rse , c ritics  c o n ten d  th a t a s s e ss in g  in d iv id u ­
als ' 4 0 i(k )  h o ld in g s  w ith o u t k n o w in g  th e ir  en tire  
asse t h o ld in g s  is o f  lim ited  value. T hey  a rg u e  th a t 
m o s t peop le  w ho  save th ro u g h  a 4 0 i(k )  p lan  also  
have Social Security , h u m a n  capital, d e fin ed  benefit 
p e n s io n  w ealth , h o u s in g , a n d  taxable sav ings. But 
for m o s t peop le  taxable sav ings a re  m in isc u le , and  
th e ir  4 0 i(k )  p lan  is th e ir  m a jo r financia l asse t. T h u s 
the in v e s tm e n t a llocation  w ith in  th e ir  4o r(k ) p lan  is 
im p o rta n t.

13 In  2 0 05 , a sse ts  in  trad itio n a l IRAs acco u n ted  for 
9 0  p e rcen t o f  total IRA asse ts . T h is  sh a re  w as dow n 
sligh tly  from  95 p e rcen t in  1997.

14 In v e s tm e n t C o m p an y  In s titu te  (2 0 0 6 a ) .

15 O n e  likely ex p lan a tio n  for th e  low er re tu rn s  in 
IRAs is th a t IRAs a re  o ften  held  by o ld e r w orkers w ho 
have ro lled  over th e ir  401(h) asse ts . O ld e r w orkers 
tend  to in v es t in a sse ts  w ith  low er re tu rn s  to  avoid th e  
po ten tia lly  large flu c tu a tio n s  th a t a re  a ssoc ia ted  w ith  
risk ie r in v es tm en ts .
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Appendix A

T m i i  1 A i .  L 'N W t i i C H T P n  a n d  W h c h i  f n  M i d i  a n  R a t e s  o f  R e t u r n  

1 9 8 8 - 2 0 0 4

. f o r  D e f i n e d  B i n f f i  i \ v i > 4 0 i ( k )  P l a n s ,

Y ea r

U n w e ig h t e d W e ig h te d

D e f in e d  b e n e f i t 4 ° ‘ (k) D e f in e d  b e n e f i t 4 0 1  (k)

19 8 8 9 -8 IO . I 12 .4 12 .7

19 8 9 12 - 0 • 1 .3 19 . 1 >3-7

19 9 0 4 - 5-7 1 .0 5 .2

•9 9 * *5-4 13 .1 2 0 .6 ‘ 3 7

19 9 2 7 -* 7-7 6 .8 8.5

‘ 9 9 3 8 .0 8 .2 1 1 .9 9 .2

‘ 9 9 4 0 .0 “ •3 0 .3 3-2

‘ 9 9 5 1 9 .6 17 .8 23 .7 ‘ 9-3

19 9 6 12 .6 1 2 .9 15 .0 ‘ 5-4

‘ 9 9 7 ‘ 6 -3 17 .4 19 .0 19 .6

19 9 8 1 2 . 1 14 .6 *4 9 17 .8

‘ 9 9 9 1 0 .6 12 .4 ‘ 5-5 ‘ 3-‘

2 0 0 0 - 0 .3 -4 .9 1.8 •2 .4

2 0 0 1 •4 -4 • 7 ‘ • 5 ‘ • 5 ‘

2 0 0 2 -8 .2 -“ .7 .8 .9 •9 -5

2 0 0 3 ‘ 6 .7 19 .4 2 1 .2 '9 -4

2 0 0 4 9  3 9 -7 12 .5 10 .5

A r i t h m e t ic  M e a n 8 .3 8 .2 10 .7 9 7

G e o m e t r ic  M e a n 8 . c 7 .8 10 .2 9-3

Source: Authors' calculations from U.S. D epartm ent o f Labor (1990-2006).
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F I S C A L  N O T E

S T A T E  O F  A L A S K A  Fiscal Note Number:

2008 L E G I S L A T I V E  S E S S IO N  Bill Version: SB 183

() Publish Dale: ________________

Identifier (file name): SB183-DOA-DRB-2-15-08_______________ Dept. Affected_____________Administration___________
Title “An Act repealing the defined contribution retirement plans..." RDU Centralized Administrative Servicc-s
____________________________________________________________________________________________ Component Division of Retirement and Benefits
Sponsor ________________ ELTON, McGuire. Ellis, Wielechowski________________  _________________________________________
R e q u e s t e r ___________________________________________________________________________Component Number 64

Expenditures/Revenues___________________________________ (Thousands of Dollars)
Note: Amounts do not include inflation unle jS otherwise noted below.

Appropriation
Required Information

OPERATING EXPENDITURES FY 2009 FY 2009 FY 2010 FY 2011 FY 2012 FY 2013 FY 2014
Personal Services 
Travel 
Contractual 
Supplies 
Equipment 
Land & Structures 
Grants & Claims 
Miscellaneous 346.6 0.0 298.8 254.0 281.0 284.0 267.0

TOTAL OPERATING 346.6 0.0 298.8 254.0 281.0 284.0 267.0

ICAPITAL EXPENDITURES I I ” " T  '  I I ------- I

CHANGE IN REVENUES ( ) I I  I I

FUND SOURCE (Thousands of Dollars)
1002 Federal Receipts
1003 GF Match
1004 GF 346.6 0.0 298.8 254.0 281.0 284.0 267.0
1005 GF/Program Receipts
1037 GF/Mental Health
Other Interagency Receipts

TOTAL 346.6 0.0 298.8 254.0 281.0 284.0 267.0

Estimate of any current year (FY2008) cost: 1,267.4

POSITIONS
Full-time
Part-time
Temporary

ANALYSIS: (Attach a separate page ifi ecessary)
Currently, those who join a PERS or TRS employer are enrolled in the defined contribution retirement (DCR) plan (PERS 
Tier IV and TRS Tier III). This bill would allow those current members and new members to choose between enrolling in 
the defined benefit (DB) plan or the DCR plan. There are currently 6,157 DCR members who are currently (active) 
employees. Since the inception of the DCR plan, and based on the number of members who converted from the DB 
plan to the DCR plan during the choice period created when the DCR plan was created (SB 141), the Division estimates 
that up to 75% of the members would enroll in the DB plan.

(continued on sncond page)

Prepared by: Pat Shier, Director____________________________________________________________________ Phone 465-4817
Division Division of Retirement and Benefits Date/Time 2/15/08 12:00 AM

Approved by: Rachael Pelro, Deputy Commissioner_______________________________________ Dale 2/15/2008
Department of Administration_______________________________________________
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A N A L Y S IS  C O N T IN U A T IO N

This bill information is based on Ihe likely scenario of a PERS cost share program proposed in SB 125. 
Under a cost share plan the State assumes a greater share of the risk and cost for PERS. TRS is already a 
cost share plan.

Buck Consultants used data from the most recent draft retirement system valuation for the period ending 
June 30. 2007. The assumptions, plan provisions, and methods used are also from the same draft actuarial 
valuation report. The above numbers represent the net increased cost to the State of Alaska if 75% PERS / 
TRS eligible members choose the defined benefit (DB) plan.

Included in the costs are the effects of adverse selection, expected when new employees closer to 
retirement age choose the DB plan in greater proportion than younger employees. The DB plan cost for 
these older employees is higher because there is a shorter time to accumulate the assets needed to pay for 
the benefit.

The sums also contemplate the effect of recent favorable healthcare experience for both PERS and TRS, 
and the relatively higher employer contribution of 7% of payroll for the TRS DCR plan. A year or two of more 
typical health cost experience (less favorable) would affect DB costs much more significantly than DCR 
costs. Unfavorable health cost experience was a significant contributing factor in the move to the DCR plan 
through SB 141.

The sums consider that investment, mortality and health care cost risks are borne by the employer in a DB 
plan. This risk causes volatility over the short-term in determining the annual cost that will sufficiently meet 
the long-term benefit obligation, due in large part to the significant risk associated with DB health care plan 
design. The employer contribution rates in the DCR plan are not subject to this short-term volatility due to the 
design of the DCR health plan and because the members bear more of the risk in the DCR plan. As a result, 
employer DCR contribution rates are stable and not subject to volatility.

There are additional costs associated with conversion of the Division's Combined Retirement System (CRS) 
database which accounts for employer and employee contributions. Moving to a system which 
accommodates member choice is not particularly difficult but converting any existing DCR members will 
require extensive manual processing. The Division has estimated a significant amount of contractor time for 
adding choice elements to the CRS system because core staff is otherwise engaged, and the Division has 
recently lost some expertise in the legacy system. The preliminary estimate is nearly $1.3 million and will be 
required in FY08 so that changes can be made to accommodate a July 1, 2008 effective date.

Section 26 of the bill prescribes a method of converting DCR time and contributions to DB time in service.
This process will require an actuarial valuation for each individual's conversion, and cannot be determined 
accurately at this time.
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