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Good afternoon. My name is Michadl Musuraca. | am an Assstant Director in the Department
of Research and Negotiations, District Council 37, AFSCME, AFL-CIO, and adesignated trustee to
the New Y ork City Employees Retirement System (NY CERS). On behdf of the 125,000 members of
Digrict Council 37 and the 1.3 million AFSCME members throughout the nation, | am grateful to the
Senate Commerce Committee for the opportunity to discuss the impact of the collapse of Enron on
large indtitutiona investors and public pengon funds. The nation's 37 largest public pension funds
suffered combined |osses exceeding $2 billion at the hands of Enron. AFSCME believesthat in order
to reduce the likelihood of this happening again, workers and retirees should be equally represented on
pension fund boards and blatant conflicts of interest by corporate executives, auditors and investment
advisors must be diminated.

NY CERS isthelargest of New York City' sfive pension funds, with over 300,000 active and
retired members, the mgjority of which receive an annua benefit of less than $25,000. The totd assets
of NYCERS, the Teachers, Police, Fire, and Board of Education employees penson fundsis
approximately $85 hillion, of which NY CERS accounts for dightly over $35 hillion. While member
benefits were not threatened, the combined losses of the five funds due to Enron's collapse was $109
million, $83 million of that total was from losses in the vaue of Enron stock, while $26 million came
from assorted bond holdings.

The stock losses suffered by the NY CERS and the other City pension funds came from their
holdingsin adomestic equity index run on behdf of each system. Like many other large ingtitutiona
investors, NY CERS and the other City pension funds have increased their exposure to the U.S. stock
market through index funds over the past decade. NY CERS, for example, currently allocates over $17
billion, or 87.5% of al domestic equity investments, to two index funds, the Russell 3000 andthe S& P
500.

There are anumber of reasonsthat large indtitutiond investors use index funds for their U.S.
equity portfolios. Index funds provide arelatively chegp method for pension funds to have a broad
exposure to the full domestic equity market. Another, and perhaps the primary reason, that ingtitutiona
investors have increased their exposure to the U. S. equity markets, especidly for large cap companies
like Enron, is that the information about the companies being traded iswiddy available to investors large
and smdl. The widespread availability of information about companies to the invesment community
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makes it more difficult for active managersto add vaue to a client’ s portfolio based on information that
may not be in the public domain. Hence, not only are index funds seen as a chegper method for
achieving broad exposure to the equity markets, but one that dlows inditutiond investorsto fully
capture vaue as well.

The obvious pitfal for inditutiond investors who are heavily invested in index funds is thet the
manipulaion of acompany’sfinancia condition can lead to the price of a company’ s stock being
atificidly vaued in the marketplace. In other words, if acompany’ s filings with the Security and
Exchange Commission (SEC) are fraudulent, or if market participants have reasons other than the
company’ s performance and prospects to continue buying astock, and thus artificidly inflating the vaue
of astock within the index, the indexed investor is the naturd victim of those practices.

This certainly happened in the case of the Enron Corporation, where NY CERS and other
indexed investors held Enron as part of their S& P 500 or other indexed portfolio, stock we bought at
prices based on what we now know to be Enron' s fdse and mideading disclosures. Then, beginning in
October 2001, the company made a number of negative disclosures about the company’ sfinancid
condition and certain related-party dedlings between Enron and entities owned and controlled by its
Chief Financia Officer, Andrew S. Fastow. The disclosuresled to aloss of over $600 million in the
third quarter of 2001, the write-down of millionsin assets, and a$1.2 billion decline in shareholder
vaue. Shortly theresfter, the disclosure of accounting irregularities led the company to retateits
earnings from fiscal years 1997 through the third quarter of 2001, so that reported net income for the
period was lowered by nearly $600 million, nearly 20 percent.

These disclosures led to a swift decline in the Enron' s stock and total market capitaization. The
disclosures a so accounted for the losses suffered by NY CERS and some of the 150 other public
pension funds from New Y ork to Cdiforniain which AFSCME members participate throughout the
country, and the nation' s perception that something was serioudy amissin the nation' s capital markets.

Unlike the New Y ork City funds, other public penson funds suffered losses in accounts under
active management. The FHorida State Board of Adminigtration (SBA), with whom the New Y ork City
fundsjoined in afailed atempt to achieve leed plaintiff statusin the class action suit brought againg the
Enron directors, reported losses of more than $330 million, three times grester than the next largest loss,
asaresult of Enron'sdemise. The vast mgority of the SBA’slosses came from adomestic equity
account managed by Alliance Capita Managemen.

Alliance Capital aso managed such accounts for the New Y ork City Firefighters Penson Fund
and the New Y ork State Common Retirement System. The fortunes of those pension funds, however,
were dramatically different from that of Florida. While Florida reported losses of over $330 miillion,
neither the City Firefighters nor New Y ork State Common funds suffered losses of such magnitude.
Indeed, the Forida SBA fired Alliance Capitd shortly after Enron's bankruptcy, and earlier this month
brought legd action againgt Alliance.

Whileit isabit esder to fathom NY CERS' losses, we have not been able to determine the



decision making process of elther the Forida SBA or Alliance Capitd that dlowed Alfred Harrison, the
Alliance investment manager in control of the Horida portfolio, to continue purchasing Enron shares
even after the company was under SEC investigation; the SBA’ s investment policy on stock purchases
had been breached; and the SBA anadyst assgned to Alliance warned the board that the company stock
pricewasin afreefal.

The AFSCME membersthat are members of the state pension system are most concerned that
the SBA’s own investment policies were broken when Alliance s purchases of Enron topped seven
percent of the FHorida portfolio, exceeding the Sx percent limit the SBA had set for Alliance' s
invesment in any stock.

Asapenson fund trusteein New Y ork City, the chronology of the Alliance Enron purchases
raises additiond red flags, and the inaction of the SBA trustees is difficult to understand in light of the
fiduciary duty thet al trustees have to plan members and beneficiaries. While | do not know the
gpecifics of the Horidainvestment statutes, the common law duties of prudence and care would have
led for trustees to fully examine the actions taken by the manager of the Alliance portfolio.

On October 22, 2001, for example, the day that the Securities and Exchange Commission
announced it would investigate Enron, Alliance bought 311,000 shares for the State of Horida

In an October 24, 2001 memo, SBA staff member Trent Webster, who was responsible for
reviewing the Alliance portfolio, derted his boss, Deputy Executive Director Susan Schueren, to
Harrison' s Enron buying activity. The memo, in part, reads “Enron’ s stock is being crushed. The
primary cause is the concern about the company’ s accounting....A stock that is falling when a company
has accounting problems is dmost dways a bad time to buy.”

Despite the interna staff warning, Harrison continued to buy Enron stock on behaf of Florida,
paying $23 million for 2.1 million shares from October 25", when Enron traded at $15 per share,
through November 16", when its shares had dipped to $9 per share.

Earlier this month, AFSCME s Horida Council 79 filed a Freedom of Information request with
the SBA for dl documents and communications with Alliance concerning purchases involving Alfred
Harrison and other Alliance personnel to get to the bottom of what took place.

The Horida Retirement System is part of the Divison of Retirement, which is headed by a
director appointed by the Governor and confirmed by the State Senate. The Divison isresponsble for
adminigtering the trust and distributing benefits. The State Board of Adminigtration, a state agency with
its own gaff, handles al investment issues. The SBA is composed of the Governor as Chair, the State
Treasurer and State Comptroller. A six person Investment Advisory Council makes recommendations
on investment policy, strategy, and procedures. All of its members are financia professonads and do
not necessarily represent the interests of rank and file plan participants.

AFSCME believes that the structure of the SBA may, in fact, be a source of the trouble. Many



public retirement systems have an independent board of fiduciaries, which include worker
representatives or plan participants and retirees. Such representation hel ps to create a non-partisan
environment where loydty to the plan is the most important consideration, ensures aboard' s
independence, and more easly alows for the necessary oversight of the investment process. Worker
and retiree representation a so brings to the boardroom a better understanding of what members need
from their retirement system. Even retirement systems in which one eected leader isthe sole fiduciary
asin New York State and Connecticut, there are mechanisms in place that ensure ahigh levd of plan
member input and oversight. Such is not the casein Florida. AFSCME asks that the Committee
consder three suggestions to help ensure that public funds trustees act as true trustee fiduciaries and
manage retirement assets 0lely in the interests of plan members and beneficiaries. These changes could
help prevent future catastrophic losses in their investment portfolios and strengthen their role as
fiduciaries for worker retirement assets.

Require dl public funds to have hdf of the systems trustees appointed or eected from the ranks of
the plan members and beneficiaries.

Ingtitute some type of pay to play requirements that prevent political contributions to trustees from
investment managers that do business with the public fund on which they serve.

Provide incentives for statesto close the revolving door between asset managers and political
leaders.

The Enron debacle has sparked a crisis of confidence in the nation' s capitd markets that
Business Week recently suggested has raised the public’ s furor at the business community to levelslast
seen during the trust-buster era of Theodore Roosevelt. More recent revelations, uncovered by New
York State Attorney General Eliot Spitzer’ sinvestigation of Merrill Lynch, about the complicity
between investment management firms research andysts and their investment banking business, has only
served to stoke the flames.

Clearly Americans, who as members of defined benefit penson planslike NY CERS or who
participate in their company’ s deferred contribution plans, have come to believe that the deck is stacked
againg them as they seek to invest aportion of their earnings for their children' s college educations and
their own retirement. The daily reveations about new Security and Exchange Commisson
investigations, indictments, and company restatements of earnings only serves to convince more average
Americans that the system isrigged to thelr disadvantage.

In order for Americansto regain a sense of confidence in the nation's capital markets and the
security of their retirement funds equa representation of workers and retirees on public pension fundsis
vitd. Soisworker representation on private company 401-k plans, asis provided in Senator
Kennedy' s pension reform bill. AFSCME aso strongly supports reform of our nation' s capital markets
— the markets our members' retirement savings areinvested in. Senators Nelson and Carnahan have
proposed strong legidation in these areas, as has Senator Sarbanes and Senator Leahy.



In the face of inaction from the SEC and inadequate reforms passed by the House, the Senate
needs to move quickly on these measures to protect working families retirement savings from conflicts
in the capitd markets.

AFSCME s members are the beneficiaries of trillions of dollars invested in our nation' s capital
markets. Thismoney istheir future. Public Servants and al working families deserve better from our
markets, our money managers, and the regulators than we got a Enron. Thank you.



