COMVONWEALTH OF PENNSYLVANI A
HOUSE OF REPRESENTATI VES
APPROPRI ATI ONS COMM TTEE HEARI NG
BUDGET HEARI NG

STATE CAPI TOL
MAJORI TY CAUCUS ROOM
HARRI SBURG, PENNSYLVANI A

WEDNESDAY, FEBRUARY 27, 2008, 1:35 P. M

PUBLI

VOLUME |V OF |V

PRESENTATI ON ON
C SCHOOL EMPLOYEES' RETI REMENT SYSTEM
AND

STATE EMPLOYEES' RETI REMENT SYSTEM

BEFORE:
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE

DW GHT EVANS, CHAI RMAN
MARI O J. CI VERA, JR., CHAI RMAN
STEPHEN E. BARRAR

H. SCOTT CONKLI N

CRAI G A. DALLY

GORDON R. DENLI NGER
BRI AN ELLI S

DAN B. FRANKEL

JOHN T. GALLOWAY

W LLI AM F. KELLER
THADDEUS KI RKLAND
BRYAN R. LENTZ

TI' M MAHONEY

KATHY M. MANDERI NO

M CHAEL P. M GEEHAN
FRED Mcl| LHATTAN

DAVID R. M LLARD

RON M LLER

JOHN MYERS



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

BEFORE: (cont
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE
HONORABLE

ALSO PRESENT:
M RI AM FOX
EDWARD NOL

"d.)
CHERELLE PARKER
JOSEPH A. PETRARCA
SCOTT A. PETRI

DAVE REED

DOUGLAS G. REI CHLEY
DANTE SANTONI, JR
MARI O M. SCAVELLO
JOHN S| PTROTH
MATTHEW SM TH

KATI E TRUE

GREGORY S. VI TALI
DON WALKO

JAKE WHEATLEY, JR

AN

DEBRA B. M LLER
REPORTER




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

NAMES

MELVA S. VOGLER

NI CHOLAS J. MAI ALE
JOHN C. W NCHESTER
ALAN H. VAN NOORD
JEFFREY B. CLAY

LEONARD M. KNEPP

I NDE X

TESTI FI ERS

PAGE

10

12




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

CHAI RMAN EVANS: Good afternoon. | would
i ke to wel come both funds before the House
Appropriations Commttee.

One, | would like for you to introduce

yoursel ves, you know, tell us who is who, and then we

will get right to the questions.
MS. VOGLER: | can start.
' m Mel Vogl er. ' m the Chair of PSERS, and

|'m a teacher at Wall enpaupack Area, which is in the
nort heastern corner of the State.

| have with me Jeff Clay, who is our
Executive Director, and Alan Van Noord, who is our
Chief Investment Officer, and |I will defer nmost of
t he questions to them and | hope that we can answer
all your questions. Thank you.

CHAI RMAN EVANS: Thank you very nuch.

MR. MAI ALE: "' m Ni ck Mai al e, Chairman Evans
and Representative Civera. | have been Chair here
for many years, working with both M. Evans and M.
Civera over the years.

We have a good story to tell. | have
Len Knepp, our new Executive Director, and
John W nchester, our new Chief Investment Officer,
who are prepared to answer any questions you may

have.
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CHAI RMAN EVANS: | guess the question that |
woul d I'i ke to ask of both of you is, how are the
funds doing? That's the main thing. Tell us,
because we had PHEAA here yesterday, and you
obvi ously may be somewhat aware of the credit-crunch
issue that is going on. W had G obal Insight that
came in, obviously with the slowdown in the econony,
recession, all kinds of things. Tell us, in both
cases, how exactly are the funds doing relating to
returns?

MR. MAI ALE: Well, through 2007, our returns
| ast year were 17.2 percent, which placed us in the
top 3 percent in the nation. For the last 5 years,
we were in the top 5 percent nationally. It's been
an outstanding run, despite that we all talk about
here in '02-03 what we thought was going to be over
23 percent for enployer rates; we have it down to
normal costs.

However, | caution you that the markets
change, and the last 2 months so far have been
turbul ent. Who knows what will happen over the next
6 or 7.

| would |ike John W nchester, our Chief
| nvestment Officer, to talk nmore particularly about

some of the issues you have raised.
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MR. W NCHESTER: Yes; we have heard that
Chai rman Bernanke is calling the economy in turnoil.
Certainly things are in distress. You know, there
have been prognostications from a sl owdown to a
recession to a deep recession. Only time will tell
what is going to occur.

However, clearly inflation is wreaking
havoc. It is not only inpacting the cost of fuel and
food; it is now also inmpacting rents, clothing,
medi cines. So clearly, | think we are going to see
t he consumer tighten up their budgets. As a
consequence, that is going to inmpact corporate
earnings to sone degree.

We have seen a market correction in the
equity markets actually between October and the end
of January of a 17-percent decline. So whet her that
in fact is the bottom we don't know yet, but we have
seen a rally in February where we picked up about a
5-percent return.

So for the 12 months, we had a 17.2-percent
cal endar year return net of all fees. W are
estimating that the 12 nonths ended February, at
yesterday's close, our return is about 11.4 percent
at this point. So we are still well ahead of our

actuarial assumed return of 8 1/2 percent at this
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poi nt .

MR. VAN NOORD: PSERS, | i kewi se- - -

CHAI RMAN EVANS: Make sure you introduce
yourself for the purposes of the record.

MR. VAN NOORD: Yes. Alan Van Noord, Chief
| nvestment Officer for PSERS.

The fund experienced an exceptional fiscal
year. Our fiscal year is different than SERS. It is
a June 30 fiscal year. W are up 22.93 percent.

The last 6 nmonths, though, have been very,
very challenging, and for the 12-nmonth period ending
12/ 31, we are up about 13.2 percent.

| will echo what John had nmenti oned about
t he economy. The subprime issue cane to the
forefront in July of last year, and it sort of has
now spread to other parts of the fixed-income
mar ket .

And you nentioned PHEAA in here. W have
seen a shutdown of the auction rate market the | ast
coupl e of weeks. That is another one of these
fallouts from what is happening with the fixed-income
mar ket .

| nvest ment banks are | ooking to shore up
t heir bal ance sheets, and as a result, they are not

extending the credit the way they once did. They are
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| ooking to reduce their | everage and increase their
capital requirements.

CHAI RMAN EVANS: Chai rman Ci ver a.

CHAI RMAN CI VERA: Thank you, M. Chairman,
and wel come.

| am very happy to see that there was a news
rel ease by you, Nick, that came out, and it is
I mpressi ve. But | just want to read one paragraph,
and maybe you could explain it.

It says, "Five years ago, the pension
officials projected the taxpayers would have to Kkick
in 28 percent of the State government's massive
payroll to keep the system afloat in 2012, As a
result of a strong investment performance, the system
now expects the taxpayers' share to be | ess than
8.2 percent,"” which is inpressive. But with sone of
the issues that are not because of you or your board
and what you people do, and you do a good job, how
does that play with all this bad news that we are
hearing?

MR. MAI ALE: Past performance is no
i ndi cation of what is going to happen the rest of the
year and future years. We use a rolling 5-year
average that melts in gains or |osses.

So in terms of that spike reemerging, if we
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had another 3 bad years in a row, 2000, 2001, 2002,
those 3 years were the worst bear market since the
Great Depression. Somet hing |like that could al ways
rear its ugly head again. But the 5 years after that
could be Iike the 5 years we just had. That is why
we always |like to | ook as far out as we can.

Our returns for the past 10 years had been
i ke over 10 percent. So that is the kind of
| ong-term range we |like to keep our eye on.

But you are right. | mean, if the markets
go that far south and it is a big hit for 2 years,

t hat empl oyer contribution rate would spike up again.
| mean, keeping it down is prem sed on beating
8.5 each year.

CHAI RMAN CI VERA: |s there anything that the
Legi sl ature can do to help that situation?

MR. MAI ALE: Well, you did | ast year, thanks
to Chairman Evans's initiative, where you enacted
t hat we get at |east a 4-percent floor in enployer
contributions every year.

There had been 2 or 3 years earlier this
decade when the enployer rate was zero because of our
great returns at the end of the nineties. So t hat
was one big step.

The next big step you could do, and this
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isn't politically popular, is not to enhance any
benefits, which you adm rably have refrained from
doi ng since 2002-2003. But I'm sure there will be
more questions about that as we go on.

CHAlI RMAN CI VERA: And could you respond to
t hat al so?

MR. CLAY: Ri ght. You know, a rate spike
for the School Enployees' Retirement Systemis
projected to be 11.23 percent, junping from4.76 to
11.23 at this point.

We've had 4 good investment years to get us
down to that rate, and essentially our original
rate was projected at 27.73. That reduction to
11. 23 percent results in about a $2.3 billion savings
for the taxpayers.

Again, it is projected that that rate spike
is based on an 8 1/2-percent rate of return going
forward. As Ni ck has nmentioned, obviously if the
mar kets turn the other direction, that rate will
start to go back in the other direction.

CHAI RMAN CI VERA: \What could we -- could we
do anyt hi ng?

MR. CLAY: One of the things that is
happeni ng, our current contribution rate is 7.13

percent. We have recently in December certified the
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rate for next year at, | believe, 4.76 percent.

As a consequence, the rate is actually going
to decrease prior to the time of the rate spike
t aki ng pl ace. In essence, that is |ike digging a
trench before you clinmb the nmountain.

Probably the way to help resolve that would
be to raise our rate floor. There is a bill out
there, | believe it is Senate Bill 826, that
basically takes our current rate floor of 4 percent
to 6.44 percent to at least hold it at the | evel that
we are currently at so that there's not a decrease
t aki ng pl ace, because again, it doesn't make sense to
dig a trench that you have to go through the trench

and then go up the mountain on the other side of that

trench.

CHAI RMAN CI VERA: Okay. Thank you.

CHAI RMAN EVANS: Representati ve Barrar.

REPRESENTATI VE BARRAR: Thank you, M.
Chai r man.

The good news is that the fund is doing very
well. This year, both our funds are doing well. The
bad news is that when the press rel eases go out I|ike

this telling us how great the funds are doing, of
course we get the winter letter fromthe retired

groups in here, and about three-quarters of the
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newsletter is dedicated to a COLA.

There are six bills right now introduced by
different |egislators that would give our retirees a
COLA. | think they pay for them -- every one of them
pays for themin a different way.

At this point in time, especially with 2012
still loomng out there, would you reconmend that the
Legi sl ature give a COLA?

MR. MAI ALE: "1l have Len Knepp respond.

MR. KNEPP: \What we can do is, right now we
are about 92-percent funded. That is before this
year's return. As of 2006, we were 92-percent
funded.

Our |l ast COLA that we granted in 2002-2003
cost us, cost everyone over $650 mllion. So with
the markets the way they are right now, we have had
5 great years, as we did prior to Act 9. Passage of
benefit enhancements could present a problem but
that is really your call

REPRESENTATI VE BARRAR: Ils there a way -- |
think the most popular way to pay for the COLA that
has been expressed in these bills, which I have not
signed on to one of them | get beat up pretty bad by
my retirees for not cosponsoring them but |'m not

convinced that any of them actually pay for it in a
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proper way.
But | think nost of the methodol ogy used to
pay for the COLA is based upon taking the surplus,
everything that is made above the 8 1/2 percent that
you need to make per year, right? To keep the funds
sol vent - - -
MR. KNEPP: Right.
REPRESENTATI VE BARRAR: 8 1/2 percent; okay.
I f you have made 17 percent this year, of
t hat, how much of that surplus would be needed

then to deliver a COLA to the retirees of the

sur pl us?

MR. KNEPP: Well, you have to understand,
t hat whole return is a nmoving target. So even though
we are making 17, our average is still holding at

8 1/2. So | don't know if it's a fair statement to
say how much of that surplus.

What they were tal king about, | believe, in
that letter was the "fresh start" concept, where they
woul d take us inmmediately -- we use the 5-year
average, and we have an actuarial value of assets.

Ri ght now as of 2006, that was about $28 billion.
Our mar ket value is 32. So bringing all those
gains in at one time, it would appear to be

overfunded.
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REPRESENTATI VE BARRAR: Okay.

MR. KNEPP: However, | caution you again, it
is at a time when the markets are volatile. You are
wor ki ng your way out of this problemwi th Act 9, you
are starting to catch the 100, and all of a sudden
you are taking on new benefit enhancenents. So t hat
is one thing.

The other thing is, in this type of market
you are taking away this cushion. So you have got a
cushi on somewhat built for a market that is not as
solid as the last 5 years, and all of a sudden your
rates will go back up.

So taking on additional debt right now will
i ncrease the enpl oyer rate. | can guarantee you
t hat .

REPRESENTATI VE BARRAR: If we did a COLA
simlar to the 2002 COLA, |I'm sure -- | guess,
hopefully, someone has | ooked at this to say,

how woul d it inpact the enployer rate at that

poi nt ?

MR. KNEPP: On our nunber, if we replicate
-- and these numbers came as of, | believe it was
2006 -- if we replicate the 2002-2003 COLA, the cost
of that COLA was, | believe it was $650 mllion. |If

we replicate it today or as of 2006, it would be over
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a mllion dollars. |'m sorry; a billion dollars.
That would result in about a 2.9-percent increase to
t he enpl oyer rate.

REPRESENTATI VE BARRAR: And that's fromthe
State enpl oyees. How about on the school ?

MR. CLAY: Yes. On the School Enmpl oyees’
Retirement System the |ast COLA that was granted was
the Act 38 COLA. That was a $1.1 billion COLA. Yet,
again, if we are to replicate that, again based on
2006 numbers, it is going to be about a $2 billion
COLA.

So between the two systens, it is about a

$3 billion cost to the taxpayers. That is going to
transl ate out to about a $505 million annual
payment .

REPRESENTATI VE BARRAR: WO w.

Have you | ooked at any way or is there a
suggested way that either fund has | ooked at to
provide a sem annual COLA, either through -- | mean,
is it possible to increase the enployee contri bution
rate to cover a future COLA, or is there any other
way than just this, basically it seems |ike every
time we do it, we create an unfunded liability,

and that is just huge and it is having a huge

i mpact .
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| think on one hand we give our retirees a
pay raise, and on the other hand we take it away from
t hem by having to raise their school taxes so high
that it w pes out any gain that they had. And |
tried to explain that to my retirees, and a | ot of
them especially since it has been so |ong, they just
don't want to hear it. They are convinced that the
fund is doing well and we are lying to them and
telling themthat we can't afford to give a COLA at
this point in tinme.

And maybe just a follow-up question: What
woul d the impact be, if we were to do a COLA sim | ar
to 2002, would that set us back from where the
projected gain that we just made on possibly a much

| ower rate than 2012, when we were told that that was

kind of |like a doonmsday date for the fund?
MR. KNEPP: Ri ght . It will increase the
enpl oyer cost. | mean, it will; it has to.

So you are taking on the additional

liabilities of, I think between the two funds, of
over $3 billion. There is only one way to pay for
t hat : You either increase the enployer cost or you

hope you can earn your way out of that, as we have in
the last 5 years with great returns. Those are the

t wo.
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The only other funding -- there are three
primary fundi ng sources: the enmployer rate, the
enpl oyee rate, and investment earnings. So it has to
be one of those two that we tal ked about.

REPRESENTATI VE BARRAR: Is it possible at
this point to legislatively raise the enpl oyee
contribution rate to cover the cost of a COLA and
make it a system where they would pay into in order
for future retirees now to start receiving sone type
of COLA?

| mean, the pressure put on the Legislature
to do this | think is kind of unfair in a sense,
because we continue not to pay for it, for the COLA,
but then again the enmpl oyees keep retiring and they
are getting bigger and bigger retirenments.

But they still come here and every 2 years
t hey want a COLA fromus, and |I think it is unfair
for the Legislature -- it's a policy decision, but
not necessarily all yours, but | think we need a
recommendation fromyou to somehow solve this problem
ei ther through a permanent fix, or | think you are
going to see, because, you know, we want to be
popul ar with these people, that every so many years
we are going to do a COLA whether we can afford it or

not .
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So just a comment. That is all | have, M.
Chai rman. Thank you.

CHAI RMAN EVANS: Representative Bill Keller.

REPRESENTATI VE KELLER: Thank you, Chairman
Evans.

As you mentioned, we had PHEAA in here
yesterday, and | said the room went silent when they
were testifying because of, you know, the inmpact that
the subprime crisis had on their funds.

| was just wondering, | know you are a | ot
bi gger and more divested, but | was just wondering
what ki nd of inmpact that crisis has also had on the
funds?

MR. VAN NOORD: The PSERS portfolio had
very, very, very little subprime exposure.

What is happening to PHEAA, though, however,
is a ramfication of what happened in the subprinme
mar ket, and you are seeing investment banks reduce
their risk exposure. They are de-leveraging their
bal ance sheet, trying to increase |liquidity. So
basically the auction market has been shut down.

And it is happening to other markets. It is
i ke things are moving through the system but they
are moving through the systemslowly. And it wil

come back, but it will take sone tine.
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One of the things that we have seen of |ate
is a big spike in the commerci al -backed nmortgage
mar ket, and these securities at one time m ght have
sold for $300 or $400 over Treasury's. They have
spi ked to about $1,500 over Treasury's. It is a
whol e different ball game than a residential nortgage
in that a commerci al -backed nmortgage, you have a
down paynment and you have a | ot of cash-fl ow backing,
|l et's say an apartment conmplex or an office building,
but there are some surprises that we are going to see
because of the subprime fallout, |I'msure of it.

REPRESENTATI VE KELLER: Thank you.

MR. W NCHESTER: W thin the SERS portfolio,
you are clearly seeing some synpathetic pricing
t hrough various asset classes, and of course they are
driving them up above liquidity by the money center
banks. Therefore, the |l everaging of sone real estate
investments or some alternative investments, it is
going to get a lot tighter. But big deals will be
i mpacted significantly, mediumsized and small er
deal s not so nuch.

But as far as the inpact that we had on the
portfolio when this broke back in July, we had a net
short position in subprime, so in fact the fund made

money. But I will tell you, it was a de mnims
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exposure. It was a nmere $60 mllion. At year end,
t hat had declined to short of $6 million.

Al t hough some of the funds are | ooking at
t hese investments opportunistically, to the extent
t hat they can get them at deep discounts with the
opportunity of making some nmoney in the |onger
term

REPRESENTATI VE KELLER: Thank you.

And Mr. Maiale nentioned briefly -- 1 just
wanted to see if you could go into more detail
because that was something everyone was concerned
about -- the contribution rate spike in the
out-years, and that has been mtigated a little bit?

MR. KNEPP: Well, the original projection
was over 28 percent for SERS. At | ast val uati on,
2006, it was projected to be at just over 9 percent.

Now, with the return that we are
experiencing or we did experience in 2007, that
contribution spike at 2012 should be under the nornmal
cost. So it should be in the 7s.

REPRESENTATI VE KELLER: Good j ob.

Thank you very much, M. Chair man.

CHAI RMAN EVANS: Representative Petri.

REPRESENTATI VE PETRI : Thank you, M.

Chai r man.
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| want to follow up on a couple of areas
t hat have been already touched upon, and |I'm going to
ask questions, and |I'm hoping we can get kind of some
si npl er answers. | know that people who listen to
this and watch don't always understand what we're
tal ki ng about. Quite frankly, 1 don't al ways
understand what we're tal king about when we are
tal ki ng about retirenment benefits.

One of the questions, followi ng up on the
direction Steve Barrar was headed, Representative
Barrar asked about what would the cost be to
replicate the COLA in 2002, and | think you expl ained
t hat .

One subset of the retirees that | hear from
is the group that kind of got caught in the m ddle
and they didn't qualify for Act 9, and they say,
well, wait a m nute, you know, | had al ready
announced ny retirement and | didn't get any benefit.
Has anyone ever analyzed what it would cost to give
them the same COLA everybody el se got, just that
small group within the State and the school system
t hat got caught in the mx and didn't qualify?

MR. MAI ALE: | "' m not sure | understand.

REPRESENTATI VE PETRI : Well, they may have

announced their retirement, so they didn't get the
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Act 9 benefit. They were excl uded.

MR. MAI ALE: They were at 2 percent rather
than the 2.5, and you want to try to find
them - -

REPRESENTATI VE PETRI : They believe it is
unfair, if you talk to them and that they have been
cheated, and they want to know how nmuch would it cost
to fix that, how many enpl oyees would be invol ved,
and are we going to fix it for them? That is what

t hey want to know.

MR. KNEPP: Well, if what you are talking
about, we have about, | think it is 107,000 menbers
or annuitants. Approximtely 60 percent, | believe

it is, of those menmbers are pre-Act 9 retirees. So
is that the nunber you are | ooking for?

REPRESENTATI VE PETRI : Yes.

MR. KNEPP: Okay. And | believe the cost --
and we will get back to you with a definite answer --
| think the cost on just the pre-Act 9 individuals
was over $700 million.

REPRESENTATI VE PETRI : Okay.

MR. CLAY: And for the school side,
typically between the two pension systems, PSERS is
generally about twice the cost of the State system

so it is about $1.4 billion.
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REPRESENTATI VE PETRI : $1.4 billion?

MR. CLAY: Yes.

REPRESENTATI VE PETRI : Okay. | f you could
get those specific nunbers and cal cul ations to the
Chair, I think that will be hel pful, because this is
information people really want to know and
under st and.

The next question | have, one of the things
we have to decide as policymkers is, what should the
retirement benefits be going forward and how shoul d
t hat wor k?

Now, as | understand it, when you retire
fromeither the State system or the school system
t hat you can select what they call option 4, which is
t he opti on where you can take your portion and
reinvest it and take it out of the system Does
anyone know t he approxi mate percentage of enpl oyees
who opt to do that?

MR. KNEPP: From the State side,
approximately 90 percent of the members | eaving the
system option 4 their money. They withdraw it.

REPRESENTATI VE PETRI : How many percent?

MR. KNEPP: 90.

REPRESENTATI VE PETRI : 90. | thought you

said 9, and | thought that was |low.  Okay; 90.
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MR. KNEPP: No; |I'm sorry. lt's
approximtely 90 percent, and from the PSERS side it
woul d be approxi mately 88.

MR. CLAY: That is correct.

REPRESENTATI VE PETRI : Okay.

One other -- and | know you don't have this
calculation with you -- one other calculation |I would
like to see is, if in 2002 when Act 9 was enacted,
those retirees and subsequent retirees had not pulled
out their noney. Wuld we now be able to do a COLA
or could we do a COLA each and every year?

I n other words, we have got the benefit of
hi ndsi ght . Maybe this is an option that we can't
afford, that if people want COLAs, we cannot give
them the right to take their retirement money out and
invest it.

We now have the opportunity to | ook backward
and say, would the retiree be better off than they
are now, and would the State system be better off if
we had given COLAs each and every year? Could we
have afforded to do it? So if there's a way you can
get to an empirical situation.

Now, the |ast area of questioning, and I
will be real quick

As | understand it, the teachers'
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associ ation, PSERS, is suggesting that we need to
have a floor for this year and that there is Senate
Bill 826, you nmentioned Senate Bill 826, which,
understand, is sitting over in the House. It could
be voted at any point in time.

MR. CLAY: Yes; that is nmy understanding.

REPRESENTATI VE PETRI : And you testified
t hat that would create the floor at 6.44. Ot herwi se,
the contribution rate, as | understand it -- and you
can correct me if | amwong -- under |aw has to be
4.76. Somebody can't put in more nmoney, you know, to
ki nd of hedge their bet and say, well, | want to
contribute more. You wouldn't accept it.

MR. CLAY: Yes; that is absolutely correct.
And agai n, what happened, the rate was certified by
our board back in December at the 4.76 percent. That
is the actual rate that we can charge the schoo
enpl oyers at that point.

The Department of Education did issue a
notice to the school districts suggesting that they
budget for that number, the 7.13 number, in the event
somet hing takes place in the December time frame and
July 1 in case Senate Bill 826 is passed.

If 826 is not passed and one enpl oyer tries

to provide that noney to us and another enployer does
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not, that enployer is actually paying an unfair share
for the balance, and we really can't charge them t hat
and accept that nmoney.

REPRESENTATI VE PETRI : Okay.

Now, so that | understand what the
implication is, nunber one, when should we pass 8267
That's the first question.

And number two is, who gets hurt if we make
a contribution of 4.76 instead of 6.447? \Who
ultimately gets hurt?

MR. CLAY: All right. To answer your first
guestion, you would need to pass 826 prior to the end
of this fiscal year, June 30.

The second question, if you do not pass
that, that effect is the rate is going to continue at
a much | ower number than what we currently need to
fund the system As a result, ultimately the
t axpayers will be putting in more money down the
road.

REPRESENTATI VE PETRI : Okay. So the
t axpayer gets hurt if we don't do this.

MR. CLAY: That is correct.

REPRESENTATI VE PETRI : It is more property
t axes.

MR. CLAY: Correct.
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REPRESENTATI VE PETRI : Okay.

Last question: | f we establish |egislation
where there is a floor at some sort of rate, like a
6. 44 each and every year, does that make it easier

or harder for school boards to budget their

budget ?

MR. CLAY: In talking to school business
officials, one thing business officials do not |ike
to see is volatility in their budget numbers. So if

t hey have a predictable number going forward in the
future, they are going to be much happi er about
t hat .

REPRESENTATI VE PETRI : Well, M. Chairmn,
"' m done, but | urge us to nove that Senate bil
ri ght away.

REPRESENTATI VE KELLER: Thank you.

Representative John Siptroth.

REPRESENTATI VE SI PTROTH: Thank you very
much, M. Chairman.

Thank you, board panelists, for joining us
t oday.

| would hope that, you know, you have done
an excellent job in trying to fill that void that we
all anticipated that we would have to even put sonme

dollars into or have the enmpl oyer-based contribution
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go up so significantly that it would have a terrific
i mpact on our school systens, especially on our
school property taxes, so | thank you for doing that.
And | woul d hope that the investments are in a
suitable fund short term so that you have the
flexibility to move that around with the unstable
mar ket that we have today.

| just want to ask a couple of questions
recordi ng COLA, because as Representative Barrar and
Representative Petri indicated, you know, when there
appears to be a closing of the gap, both retiree
units come after us for a COLA.

Has there ever been a projection done so
t hat we woul d be conmparable, like the State of
New Jersey, where an automatic COLA not to exceed
3 percent per year would be built in to our
retirement programs? That is my first question. And
how much woul d that cost us?

Secondly, has there ever been any
consi deration for an optional plan whereas the
enpl oyee portion of the contribution was kept in the
system and that those individuals that opted to do
t hat would be eligible or could be eligible for a
COLA, reinvesting their portion? And as you

i ndi cated, about 90 percent of the fol ks take theirs
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out . If that was, you know, as an option left in,
rei nvesting, would that be sustainable for a
COLA?

MR. CLAY: Il will answer that first.

Wth respect to your first question about
having some sort of an automatic 3-percent COLA,
capped at 3 percent, that was actually costed out in
a report by the Legislative Budget and Fi nance
Comm ttee back in 2006. | f you were to add that to
the system that would increase the unfunded
liability of both systenms by about $21 billion. That
woul d require an annual paynment in the enpl oyer
contribution rate of about $4 billion.

REPRESENTATI VE SI PTROTH: Okay. And that is
combi ned, that $21 billion?

MR. CLAY: That is a conmbined between the
two systens.

Wth respect to your other question about
essentially retaining the menbers or the enpl oyee
contributions, their interest, that has been | ooked
at in the past, but I don't know whether that has
actually made it to legislation or if it has been
seriously considered, but | drew nunbers on that. I
don't have themwi th me here.

REPRESENTATI VE SI PTROTH: | f you would




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

30

provide themto the Chair so they can be
di stri buted---

MR. CLAY: Yes; | would be happy to do that.

REPRESENTATI VE SI PTROTH: ---1 think that
woul d be somewhat hel pful.

And | thank you very much for the answers,
and thank you, M. Chairman.

REPRESENTATI VE KELLER: Thank you.

Representati ve Gordon Denlinger

REPRESENTATI VE DENLI NGER: Thank you, M.
Chai rman, and good afternoon, everyone.

An accounting compliance question, if | may.

Of course the accounting profession, under
t he provisions of GAAP, is pushing each private
sector to full recording of liabilities and in fact
full reserving of those liabilities and funding them
and under provisions of GASB 45, public entities are
also to move forward with proper recording of
liabilities and funding them

And obvi ously we have the dial ogue every
year about your nunbers, and obviously we
congratul ate you on the return, but |I'm wondering,
what are your plans to fully comply with GASB 45, the
provisions of it, as we nove through this year and

into the future.
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MR. KNEPP: GASB 45 woul d

pertain to what

they call an OPEB, which is not pension; it is

post - enpl oyment benefits other than pensions.

REPRESENTATI VE DENLI NGER:

Yes.

MR. KNEPP: So it really wouldn't be

rel evant to us.
REPRESENTATI VE DENLI NGER

medi cal benefits---

So as far as

MR. KNEPP: We woul d not be booking that as

a liability other than our portion of the payment

that the Commonweal th would come down with.

REPRESENTATI VE DENLI NGER:

Okay.

MR. KNEPP: So 43 and 45 are both applicable

to the sane type of issue, but they would not be

applicable to SERS.

MR. CLAY: Wth respect to PSERS, PSERS

actually does run two health-care

progranms. We do

run an insurance program for our retirees. It is on

a voluntary basis. The entire cost of the prem unms

are borne by the members. There i

S no direct funding

by the Commonweal t h. So the net effect is, there is

no OPEB liability for our system as a result of that.

The second program we offer is what is known

as a prem um assi stance benefit.

certain nunber of people that meet

This rei mburses a

certain age and
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service requirements up to $100 a month or their
out - of - pocket expense, whichever is |ess.

There is an OPEB liability associated with
that. That is approximately a $1 billion liability
over a 30-year time frane.

The big issue with respect to that, that is
a pay-as-you-go system and currently it is an add-on
to the enployer contribution, where basically you pay

into the OPEB liability at about 91 percent of the

annual required contribution. | f you are going to
i ncrease that to 100 percent, it would be about a
$9 million increase in the enployer contribution.

REPRESENTATI VE DENLI NGER: Can you give nme
t hat agai n?

MR. CLAY: Yeah; it would be about a
$9 million increase in the enployer contribution.

REPRESENTATI VE DENLI NGER: Okay. So we do
have a bit of an issue there.

MR. CLAY: Yeah, there is a little, but
given that we are paying the ARC at 91 percent, it is
not a significant number.

REPRESENTATI VE DENLI NGER: Okay.

MR. CLAY: And if | could, that is disclosed
in our actuarial evaluations.

REPRESENTATI VE DENLI NGER: Okay.
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What is your understanding of the penalties
of nonconpliance on that accounting issue?

MR. CLAY: There are no penalties as |long as
you disclose the liability. The GASB 45 basically
requires you to make the disclosure, and it has been
di scl osed.

REPRESENTATI VE DENLI NGER: Okay. That does
not match nmy understandi ng of the obligations there.
" m not sure---

MR. CLAY: GASB 45 doesn't require to fund
it at the ARC.

REPRESENTATI VE DENLI NGER: Just reporting.

MR. CLAY: It just says you need to disclose

REPRESENTATI VE DENLI NGER: Okay.

That may be somet hing that we would want to
have as a dial ogue outside of this neeting.

MR. CLAY: Okay.

REPRESENTATI VE DENLI NGER: My under st andi ng
is that it also covers full funding, so.

Thank you, M. Chairman.

REPRESENTATI VE KELLER: Thank you.

Vice-Chair Craig Dally, please.

REPRESENTATI VE DALLY: Thank you, M.

Chai rman, and good afternoon, panel.
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Senate Bill 826 was nentioned earlier about
t he enpl oyer floor, and | think that is a good idea,
a good concept, as far as leveling the peaks and the
val | eys.

The one concern | have about |egislation
| i ke that though is, what happens when the funds
start to develop a surplus? It seens |ike then there
is an urge to, you know, enhance benefits and the
like, and if | could just have your coments on that
scenari o.

MR. CLAY: There is that potential, if you
continue to have the rate floor at a significant
nunmber close to the normal cost. | f you have a
prol onged period of good returns, you could be
buil ding up a surplus.

Two things can happen to that surplus. |t
can obviously be used to cushion any downturns, or it
could be a tenpting target for enhancing benefits.

Or it could be a means to pre-fund COLAs; that's
anot her way to | ook at it.

REPRESENTATI VE DALLY: Okay.

MR. CLAY: It depends on what the benefits
policy of the General Assenbly will be. But there is
a risk that that will happen

MR. KNEPP: And | agree with what Jeff was
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sayi ng. | mean, we are at the 4 percent, and the
reason we were there is because the rates would have
dropped so low, and that is one of the reasons that
we got in trouble with Act 9, you know, in the early
part of 2000.

So this is a good preventative method right
now. However, a few years down the road, if we do
start to generate surpluses, we would have to address
it at that point.

REPRESENTATI VE DALLY: Al'l right.

And Jeff, you mentioned the issue about
pre-funding. That was something that came up, and as
you are aware, | was part of a working group that
| ooked at this issue | ast session. And as far as
benefit enhancements, that was one of the things that
we considered, was that if you are going to have
benefit enhancements, have them pre-funded, and
guess that reduces the |ikelihood of that happening,
but also you have less of a hit to your plan.

MR. CLAY: That would make it consistent to
t he existing pension benefits, which are al
pre-funded. \When you first start a system under
pre-funding, it is more expensive in the |long run.

It is always cheaper to do that.

| f you post-fund benefits, |ike most COLAs,
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you are essentially borrowi ng the noney fromthe
retirement system and paying an 8 1/2-percent rate of
return for a 10-year time frane. It gets to be very
expensive cash fl ow.

REPRESENTATI VE DALLY: On the issue of
unfunded status of the funds, | believe that SERS,
you nmentioned that it was 94 percent?

MR. KNEPP: Approximately 92 percent.

REPRESENTATI VE DALLY: 92 percent; okay.

And what is PSERS at present?

MR. CLAY: We are 85.8 or alnmost 86 percent.

REPRESENTATI VE DALLY: Okay.

Anot her question on option 4 withdrawals,
and that issue has cone up earlier, too. Wuld it be
possi ble for you to get information for the commttee
as to those withdrawals, an average withdrawal, say
for the |last 5 years?

MR. KNEPP: Yeah; we don't have that readily
avail abl e, but we can see that you get that. That
woul dn't be a problem

REPRESENTATI VE DALLY: | f you could do
t hat .

MR. CLAY: Yeah; it was actually, it was
poi nted out. That question was asked. W had our

Senat e budget hearing earlier today, and it was the
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same question.

REPRESENTATI VE DALLY: Oh, okay. | didn't
hear that hearing, so | didn't copy the question.

MR. CLAY: | wanted to point out, in our
conprehensive financial report, we do have in the
back the deductions, and, for example, for fiscal
year 2007, the |unp-sum paynents that are being made
out is about $855 mllion. W can do a quick
averaging of that to find out.

REPRESENTATI VE DALLY: Yeah; | would just be
curious what that average amount is, because | think
that also comes into play when you | ook at, you know,
t he argument about COLAs and you get to | ook at what
is being withdrawn from the system and how t hat money
is invested, which obviously is providing earnings to
t he annui tant al so.

MR. CLAY: Right.

REPRESENTATI VE DALLY: Now, your expense
rati o, how do your plans conpare, say, with the other
top three public pension funds in the country in
terms of expense ratio?

MR. CLAY: | guess the question, there are
two ways to | ook at expenses. There is what they
call the investment expenses and then the

adm ni strative expenses.




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

38

My recollection is that the invest ment
expenses are about 42 basis points. | f you add on
top of that are what | call admnistrative expenses,
which is the cost to operate the system That is
probably another 7 or 8 basis points. So say about
50 basis points as a round nunber.

REPRESENTATI VE DALLY: Okay.

MR. CLAY: And that would conpare very
favorably to other pension systens.

MR. W NCHESTER: Yeah; SERS's expenses are
slightly higher than that. The nature of the type of
investments that we are in, we have a lot of limted

partnershi ps, and there are alternatives, which are

private equity and venture capital. W also have a
ot of limted partnershi ps because of real
est at e.

In 2002, we installed a Fund of Hedge Funds
program and those fees initially were rather high,
but we aggressively negotiated them back to nore
normal rates.

So consequently, relative to our peers, we
are probably slightly higher than our peers, but |
t hi nk our performance has borne out that it has been
well worth the cost.

REPRESENTATI VE DALLY: Okay. Thank you.
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Thank you very nuch.

Oh; did you just get that nunber, Jeff?

MR. CLAY: Yes. It is $685 mllion over the
| ast 5 years. That's the average for the option 4
wi t hdr awal s.

REPRESENTATI VE DALLY: Aver age?

MR. CLAY: That's the total average in a
year's time.

REPRESENTATI VE DALLY: Yeah; | was | ooking
at it on a per annuitant average.

MR. CLAY: Okay. Well, we can come up with
t hat .

REPRESENTATI VE DALLY: Okay. Thank you.

REPRESENTATI VE KELLER: Thank you.

| know | express the feelings of Chairman
Evans and the whole commttee when | thank you for
com ng here today and for testifying. It is always
good that we have people who deal in the financia
mar kets who aren't comng here with their coats over
their heads saying that we are in bad shape.

So all of us that are in your funds express
a great deal of thanks for how you have handled this
over the nunber of years and the great job you have
done in that, so thank you.

We are going to adjourn this committee
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hearing, but tomorrow we are going to have a
Subcomm ttee on Econom c | npact and Infrastructure,

chaired by Subcomm ttee Chairman M ke McGeehan. That

will be on the nmunicipal water, sewer, and natural
gas infrastructure. That will start at 10 a.m to
1 p.m, and that will be in Bucks County in

Langhor ne, Pennsyl vani a.

Thank you

(The hearing concluded at 2:18 p.m)
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| hereby certify that the proceedi ngs and
evi dence are contained fully and accurately in the
notes taken by me on the within proceedi ngs and that

this is a correct transcript of the sane.

Debra B. M Iler, Reporter




