Approved:___March 11, 1996
Date

MINUTES OF THE SENATE COMMITTEE ON WAYS AND MEANS.
The meeting was called to order by Chairperson Dave Kerr at 11:00 a.m. on March 6, 1996 in Room 123-S of
the Capitol.

All members were present except:

Committee staff present: Alan Conroy, Legislative Research Department
Julian Efird, Legislative Research Department
Russell Mills, Legislative Research Department
Norman Furse, Revisor of Statutes
Michael Corrigan, Revisor of Statutes
Judy Bromich, Administrative Assistant
Ronda Miller, Committee Secretary

Conferees appearing before the committee: Paul Schrader, Buck Consultants

Others attending: See attached list

SB_719; ! iations for FY 97. department of f ati

Senator Burke reviewed the FY 96 and FY 97 subcommittee reports (Attachment 1). Senator Petty inquired
whether there is bonding authority for the $322 million in state revenues (Item 5 of the FY 97 report). Mr.
Mike Lackey, Assistant Secretary/State Transportation Engineer, KDOT, stated that there is no bonding
authority. He indicated that the money will be used for matching federal aid and for substantial maintenance
projects to the year 2002. At that point, the Department will need a new highway plan. In answer to the
Chairman, he stated that by 2002, revenues will be reduced below the 1989 estimated level, corrected for
inflation.

In answer to Senator Petty, Mr. Lackey stated that the 1/4 cent sales tax generates about $622 million more
than needed to pay off the bond principal and interest, and that approximately $85 million per year in revenues
is necessary to retire the bonds. He stated that a new program would need new tax monies.

The Chairman expressed surprise that the cumulative estimated number of miles and bridges subject to
modification has decreased (Attachment 1-7). Mr. Lackey stated that the Department was originally charged
with modifying 16% of the two lane system. The Department originally projected that the revenues would
modify 1660 miles which was more than the 16%, but it became obvious that the monies would not cover
those costs. He stated that the Department will modify 1641 miles instead of the 1600 or 16% required in the
bill.

Senator Rock stated that he believed that item 1 of the FY 97 report leaves the impression that it will be more
cost effective to contract out for services in licu of using departmental staff for certain types of work. Senator
Burke stated that it would be misleading not to include the long range effect of contracting for services and
asked Mr. Lackey to respond. Mr. Lackey stated that the Department had geared up 108 extra positions to
complete the Comprehensive Highway Plan. He said that even though contracting out might cost more over
the two year period, it is difficult to determine whether the cost will be higher over the five year period. In
answer to Senator Salisbury, he stated that the same accounting methods were used to compute the costs.

enator Rock move nator Morris secon hat item 1 of the FY 97 r be amen fl h

ntractin | as much as 25% mor T the next on T n doin rk in-
house . The motion carried on a voice vote.

Uniess specifically noted, the individual remarks recorded heroin have not been transcribed
verbatim. Individual rcmarks as reportod horein have not been submitied to the individuals 1
appearing before the committee for editing or corrections.




CONTINUATION SHEET

MINUTES OF THE SENATE COMMITTEE ON WAYS AND MEANS, Room 123-S Statehouse, at
11:00 a.m. on March 7, 1996.

It was moved by Senator Burke and seconded by Senator Rock that as amended be recommended
favorably for passage. The motion carried on a roll call vote.

The Chairman welcomed Mr. Paul Schrader from Buck Consultants to present information regarding the
actuarial audit of the Kansas Public Employees Retirement System (Attachment 2). Mr. Schrader told
members that Buck Consultants was selected by the LCC to perform an independent review of KPERS for the
Legislature, and he reviewed the analyses that were made and the findings and recommendations of the
consulting firm (Attachment 2-39 through 42). In answer to a question, Mr. Schrader stated that if the payroll
drops 5% as a result of the recommendation to downsize the state workforce, there will be a significant
unfavorable impact on the unfunded liability. He said that because legislation does not allow for replacement
of 1/4 of the retirees, it will be difficult for KPERS to maintain membership at a level to avoid increases in
future employer contribution rates. He added that at the presently planned contribution rate the unfunded
liability will double over the next 10-20 years before it starts to decline (Attachment 2-40). He pointed out that
the report recommends that no further benefit increases be granted until contribution levels are increased to
accommodate present benefit levels.

Senator Karr moved, Senator Burke seconded. that bill draft 5 RS 2214 and 5 RS 2420 be introduced as
| requested by Senator Wisdom. The motion carried on a voice vote.

It was moved by Senator Karr and seconded by Senator Rock that the minutes of the March 4 meeting be
approved. The motion carried on a voice vote.

The Chairman adjourned the meeting at 12:12 P.M. The next meeting is scheduled for March 11, 1996.
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SUBCOMMITTEE REPORT

Agency:  Kansas Department of Transportation Bill No. 428, 715 Bill Sec. 52, —

Analyst:  Efird Analysis Pg. No. 3 Budget Page No. 503

Agency Senate
Est. Cov. Rec. Subcommittee
Expenditure Summary FY 96 FY 96 Adjustments
Agency Operations 185,585,355 183,698,560 $ 0
Debt Service 57,690,539 57,690,539 0
Other Operations 959,017,460 959,017,440 0
TOTAL 1,202,293,354 1,200,406,539 $ 0
Salaries and Wages
New Positions 0 0 $ 0
Other Salaries and Wages 120,136,410 118,249,575 0
Contractual Services 23,098,203 24,237,653 0
Commodities 27,924,784 24,452,362 0
Capital Outlay 14,425,958 16,758,970 0
Subtotal — Agency Oper. 185,585,355 183,698,560 $ 0
Debt Service 57,690,539 57,690,539 0
Federal and State Aid 134,725,716 134,725,716 0
Claims 200,000 200,000 0
Substantial Maintenance 121,069,000 121,069,000 0
Building Projects 4,257,270 4,257,270 0
Construction Projects 698,765,474 698,765,474 0
TOTAL-REPORTABLE 1,202,293,354 1,200,406,559 $ 0
State General Fund 94,871,846 93,604,871 $ 0
Special Revenue Funds 1,107,421,508 1,106,801,688 0
TOTAL REPORTABLE 1,202,293,354 1,200,406,559 $ 0
Nonreportable Bonds 116,825,026 116,825,026 0
GRAND TOTAL 1,319,118,380 1,317,231,585 $ 0

Agency Est./Governor's Recommendation

The agency's revised FY 1996 estimate is an increase of almost $55.3 million more than
approved by the 1995 Legislature, as adjusted subsequently by the State Finance Council. In addition,
Kansas Quality Management (KQM) funding of $455,890 also is included. A major increase is requested
for substantial maintenance contracts which would rise from $86,666,000 to $121,069,000 in FY 1996.
Other capital improvements would increase from $682,428,500 to $698,765,474 and building projects
from $2,839,948 to $4,257,270 in FY 1996,

~ The Governor's recommendations in FY 1996 would increase KDOT spending by almost $53.4
“million. A reduction in State General Fund financing is recommended to reflect the Governor's 1.5
percent cut in one FY 1996 demand transfer. S.B. 428 includes this recommended reduction in section
52. Increased expenditures of $34.4 million for substantial maintenance contracts are provided by the
Governor, as requested by KDOT. Savings associated with retirement reductions and health insurance

Senate Wa%s € Means
Mareh &, 199 ¢
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for FY 1996 are recommended by the Governor. Some capital outlay expenditures are accelerated from
FY 1997 to the current fiscal year. For Agency Operations, the Governor reduces the agency’s revised
estimate by $1.887 million and shifts other savings of $3.472 million from commodities to capital outlay
($2.333 million) and contractual services ($1.139 million). The Governor's recommendations apparently
will allow the agency to purchase road maintenance equipment and computer-related equipment in FY
1996 that originally were requested in FY 1997 by the agency. No adjustments are included in the FY
1996 supplementary bill, S.B. 715. The last of a total of $890 million in bond financing will be spent
in FY 1996 for the Comprehensive Highway Program.

Senate Subcommittee Recommendation

The Subcommittee concurs with the Governor's FY 1996 recommendation, with the following
observations and comments:

i Point out that the Governor's recommended reduction of $1,886,835 for salary
related benefits and retirement reductions is NOT included in the FY 1996 bill
in order to allow the agency flexibility to use the salary savings if need arises.
The current approved expenditure limitation of $185,129,465 is maintained for
FY 1996 agency operations. KDOT has struggled with the impact of the
retirement reduction law passed by the 1993 legislation as part of H.B. 2211 and
has been forced to keep a large number of positions vacant due to this law as
well as to meet the Governor's 2.0 percent reduction by the end of this fiscal
year. It should be noted that the Governor's recommended FY 1996 salary
shrinkage rate is 3.34 percent, compared with the 5.87 percent rate which
occurred in FY 1995. The Governor's estimate in FY 1996 recognizes savings
of $439,168 due the retirements and loss of 9.0 FTE positions in the first half of
FY 1996, as well as a predetermined shrinkage rate of 3.0 percent which equates
to salary savings of $3,652,776.

2. Note that KDOT provided a summary of the Governor's recommended
expenditures in FY 1996 for capital outlay, including the agency's information
technology plans for buying computer-related equipment and software estimated
at $2,935,398 this fiscal year. The FY 1997 Governor's recommendation for
capital outlay, including computer-related equipment and software, will allow
the agency to spend an additional $2,322,013 next fiscal year. Expansion of the
KDOT ethernet system in FY 1996 is allocated $260,400, with an additional
$1,325,000 earmarked in FY 1997 within the Governor's recommendations.

The two-year total for computer related capi/t?aﬂ\lay is $6, 84 1 1
//

j/l/ 2’

Sendtor Bud Burke’
Subcommittee Chairperson

—

/ 7
enator Rlch\'a/Roc\:k/

0016936.01(3/5/96{8:26AM})
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SUBCOMMITTEE REPORT

Agency:  Kansas Department of Transportation Bill No. 719 Bill Sec. 2

Analyst:  Efird Analysis Pg. No. 3 Budget Page No. 503

Agency Senate
Req. Gov. Rec. Subcommittee
Expenditure Summary FY 97 FY 97 Adjustments
Agency Operations 205,787,887 188,023,791 $ (3,878,487)
Debt Service 62,174,752 62,174,752 0
Other Operations 843,578,959 841,679,655 0
TOTAL 1,111,541,598 1,091,878,198 $  (3,878,487)
Salaries and Wages
New Positions 0 0 $ 0
Other Salaries and Wages 123,140,711 120,304,860 (3,878,487)
Contractual Services 32,379,506 28,200,987 0
Commodities 28,816,247 24,599,478 0
Capital Outlay 21,451,423 14,918,466 0
Subtotal - Agency Oper. 205,787,887 188,023,791 $ (3,878,487)
Debt Service 62,174,752 62,174,752 0
Federal and State Aid 134,910,210 135,055,906 0
Claims 200,000 200,000 0
Substantial Maintenance 126,086,000 126,086,000 0
Building Projects 7,844,249 5,799,249 0
Construction Projects 574,538,500 574,538,500 0
TOTAL 1,111,541,598 1,091,878,198 $  (3,878,487)
State General Fund 103,292,852 94,915,339 $ 0
All Other Funds 1,008,248,746 996,962,859 (3,878,487)
TOTAL REPORTABLE 1,111,541,598 1,091,878,198 $  (3,878,487)
Nonreportable Bonds 0 0 0
GRAND TOTAL 1,111,541,598 1,091,878,198 $ (3,878,487)

FTE Positions

3,304.5

3,304.5

(66.0)

Agency Req./Governor's Recommendation

An overall decrease of $90.8 million in KDOT expenditures is budgeted by KDOT in FY 1997
as a result of nearing completion of the projects associated with the Comprehensive Highway Program.
FY 1997 is the eighth year of the accelerated program and all contracts are scheduled to be let by June
30, 1997. An increase of $8.4 million in expenditures from State General Fund financing is based on
the estimated growth in revenues, absent any restrictions or caps which the Governor or Legislature
might impose on the funds available during FY 1997. KDOT requests that its FTE level be maintained
at 3,304.5 positions, with no reductions taken due to retirements.

/-3
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A decrease of $108.5 million in KDOT expenditures is recommended by the Governor for FY
1997, primarily as a result of decreased spending for the Comprehensive Highway Program. An increase
of 1.4 percent over FY 1996 in State General Fund spending as recommended by the Governor will
require a statutory change in order to cap the anticipated revenue growth for the two demand transfers.
S.B. 719 includes these provisions in section 9 and section 10. No reduction in FY 1997 FTE positions
to reflect retirement reductions in current fiscal year is included in the Governor's Budget Report. The
Governor in his legislative Budget Message addresses the "rightsizing" of government and indicates that
included in his strategy is a 5.0 percent reduction in staff levels by the end of FY 1997. Previously, the
Governor directed his cabinet secretaries (including the Secretary of Transportation) to reduce their FTE
positions by 2.0 percent in the current fiscal year. The Governor also indicated his goal of reducing
another 3.0 percent in FTE positions next fiscal year. These FTE adjustments would translate into a
reduction of 66.0 FTE positions for KDOT in FY 1996 and an additional 97.0 FTE positions in FY 1997.

Senate Subcommittee Recommendation

The Subcommittee concurs with the Governor's FY 1997 recommendation, except for the
following adjustments and comments:

1. Reduce salary savings of $1,970,363 for 66.0 FTE positions which represent the
2.0 percent of staff reductions recommended by the Governor for FY 1996 and
scheduled to be effective at the start of FY 1997. Areas of FTE reduction include
25.0 from maintenance, 26.0 from construction, 14.0 from management, and 1.0
from local support. This action would results in a reduction to 3,238.5 for the
authorized FTE limitation in the appropriations bill. An adjustment to reflect
lower expenditures would be made in the Agency Operations line item which
is appropriated with an expenditure limitation. Savings from these cuts would
be returned to the balance of the State Highway Fund and could be used for
contracting out for services in lieu of using departmental staff for certain types of
work. It is further observed that the retirement reduction law will be working in
FY 1997 and that any positions lost due to retirements will count toward meeting
the Governor's goal of a 3.0 percent reduction in FTE positions next fiscal year.
The Governor's recommended salary shrinkage rate is 3.0 percent in FY 1997
compared with the actual rate of 5.97 percent in FY 1995.

2. Reduce $1,908,124 of the Governor's recommended salary enhancements for
unclassified merit, step movement and longevity for consideration in a separate
bill. An adjustment to reflect lower expenditures would be made in the Agency
Operations line item which is appropriated with an expenditure limitation.

3. Note that information from Washington attributed to the Deputy Administrator
of the Federal Highway Administration indicates that an 18 percent reduction in
transportation spending between FFY 1997 and FFY 2002 is expected, with total
expenditures declining from $38.9 billion to $32.0 billion over this period.

4, Reference is made to the attached performance measures which KDOT provided

to the Subcommittee in updating those measures submitted last year. Attachment
1 contains that information.

/-4
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5. Also point out that in response to the recent Post Audit report on the
Comprehensive Highway Program, the agency has identified $322 million in
state revenues above the 1989 estimates for the State Highway Fund that will be
available for allocation to the FY 1998-2000 interim highway plan and
attachment 2 summarizes the KDOT calculatioZ

St ke

Senator’Bud Burke”
Subcommittee Chairperson

0016937.01(3/5/96{8:47AM})
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STATE OF KANSAS 2 ! /

KANSAS DEPARTMENT OF TRANSPORTATION

E. Dean Carlson Docking State Office Building Bill Graves
Secretary of Transportation Topeka 66612-1568 Governor of Kansas

(913) 296-3566
TTY (913) 296-3585
FAX (913) 296-1095

February 22, 1996

The Honorable Paul Bud Burke

Chairman, Ways and Means Subcommittee on
Kansas Department of Transportation

Room 359-E, Statehouse

Topeka, Kansas 66612

Dear Senator Burke:
We are providing this letter in response to questions that were raised during the Subcommittee's
consideration of KDOT's budget on February 19, 1996. Information on the following two items
was requested:

A. Update of KDOT Performance Measures

B. Bonding Capacity of the Excess of the 1/4 cent Sales Tax

I hope the information we are providing addresses the Subcommittee's concerns. If you
have any additional questions, please let me know.

Sincerely,

W.M. Lackey
Assistant Secretary
Kansas Department of Transportation

/-¢



Project Lets - Miles, Bridges, and Projects
(Updated thr=* June 30, 1995)

February 21, 1996

| Page 1
Tk~ “nllowing.-.ute shows actual and current projections for project lettings under the womprehensive Highway Program. t
Average TOTAL
FY 1988-89 FY 1990 FY 1991 FY 1992 FY 1993 FY 1994 FY 1995 FY 1996 FY 1997  FEY 1990-97
SUBSTANTIAL MAINT. PROGRAM

Number of Projects 201 273 282 245 245 269 240 226 (1) 254 (1) 2,034
Miles 1,234.2 1,412.8 1,386.1 1,106.9 1,259.9 1,043.8 1,212.0 1,111.7 (1) 1,019.0 (1) 9,652.2
Bridges Repaired 10 39 38 53 37 44 46 46 (1) 43 (1) 346
Bridges Painted 7 34 31 21 15 3 7 19 1) 19 (1) 148

MAJOR MODIFICATION PROGRAM
interstate:

Number of Projects 4 6 5 6 5 3 6 3 4 38
Miles 12.3 20.2 6.2 16.0 15.3 18.8 27.0 5.3 214 130.2
Associated Bridges 24 33 8 15 29 16 27 10 27 165

Non-Interstate: (2)

Number of Projects 10 32 29 24 25 24 26 27 12 199
Miles 32.6 309.4 227.8 159.9 190.9 169.9 @) 1949 @3y 3143 (3) 73.6 1,640.7
Associated Bridges 16 38 17 39 55 51 51 113 35 399

Other Set-Asides
Number of Projects 40 26 32 24 28 13 34 B 19 () 212
Miles 7.7 18.5 5.6 7.6 6.9 46 8.2 142 (1) 7.5 (1) 731
PRIORITY BRIDGE PROGRAM
Number of Projects/Bridges: ‘ 17 31 30 35 18 35 15 10 14 188
SYSTEM ENHANCEMENT PROGRAM
Interchange/Separation

Number of Projects 0 0 2 1 0 3 1 0 1 8

Miles 0.0 0.0 0.0 1.9 0.0 04 0.0 0.0 1.1 34
Corridors

Number of Projects 0 0 ) 1 0 0 5 5 6 1 18

Miles 0.0 0.0 1.0 20 0.0 8.1 (3) 10.9 3) 10.3 (3) 13.7 46.0
Bypasses: :

Number of Projects ‘ 0 0 1 0 0 0 4 1 1 7

Miles 0.0 0.0 6.0 45 0.0 2.0 16.4 6.4 3.9 39.2
Notes:

(1) Some or all of the projects have not yet been identified.
(2) Includes projects funded with oil overcharge set-aside funds.

(3) In cases where all or a portion of a requested System Enhancement project would have been included in the Major Modification Program, the Major Modification funds that would have been spent on the

project were credited to the System Enhancement Program. The miles associated with those projects were credited to the Major Modification Program.
(4) Atotal of 20 priority bridges are included in the Major Modification Program because the work will be done in conjunction with roadway work.



Comr:éiw | on to HB 2014 - Miles and Bridges

“lpdatea-wwough June 30, 1995)

The following table compares the program accomplishments estimated at the time of passage of H.B.

Total Program

FY90-97 FY90-97
H.B. 2014 Current
Estimate Estimate Variance
Substantial Maintenance Program
Miles 8,000.0 (1) 9,552.2 1,552.2
Major Modification Program
Interstate: »
Miles 167.1 130.2 (36.9)
Associated # of Bridges , 169 165 (2 4)
Non-interstate:
Miles 1,661.0 1640.7 (20.3)
Associated # of Bridges 310 399 (@ 89
Other Set-Aside Miles 731 (3 73.1 0
Total Major Modification Miles 1,901.2 1,844.0 (57.2)
Total Major Modification Bridges 479 564 85
System Enhancement Program 88.6 (3 88.6 0
Priority Bridge Program 170 188 18

Notes:
(1) Estimated at 1,000 miles per year.

2014 to current projections of accomplishments

FYQ0-95
H.B. 2014
Estimate

6,000.0

1371
143

1,081.0
206
51.4
1,269.5
349
53.2

122

(2) A total of 20 priority bridges are included in the Major Madification Program because the work will be done in conjunction with roadway work.

(3) An estimate was not made. The HB 2014 estimate is assumed equal to the current estimate.

Program thru FY95

3

®)

FY90-95
Current
Estimate Variance
7,421.5 1,421.5
103.5 (33.6)
128 (15)
1,252.8 171.8
251 45
51.4 0
1,407.7 138.2
379 30
53.2 0
164 42




Substantial Maintenance Program
Current vs HB2014 Accumulated Total Mileage
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HB2014

1990 1991 1992 1993 1994 1995 1996 1997

10000

38000
6000
4000
2000

S|l Pale|nWNooy

Fiscal Year

6/30/95



A

Major Moditication Program
Current vs HB-2014 Accumulated Total Mileage
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Accumulated Total Bridges

Priority Bridge Program
Current vs HB-2014 Accumulated No. of Bridges
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HB-2014
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Project Completions - Miles, Bridges, and Projects

(Updated th!

1June 30, 1995)
Major M ation
Hiles

ssociated Bridges
Other Set-Aside Miles

No. of Projects

Priority Bridge
No. of bridges
No. of projects

System Enhancement
Interchange Miles
Corridor Miles
Bypass Miles
No. of Projects

Substantial Maintenance
Miles Resurfaced
Bridges Repaired
Bridges Repainted
No. of Projects

Partnerships
No. of statewide workshops
No. of project specific workshops

Total projects

FY 1980
34.0
0.0
0.0
58.0

0.0
0.0

0.0
0.0
0.0
0.0

1,496.0
7.0

3.0
209.0

267

FY 1991 FY 1992
208.0 208.0
30.0 18.0
18.7 52.3
75.0 63.0
19.0 27.0
16.0 24.0
0.0 0.0
0.0 0.0
0.0 7.1
0.0 1.0
1,549.0 1,440.0
32.0 40.0
33.0 38.0
232.0 261.0
0 10
0 1
323 349

“Total -

1993 FY 1994 FY 1995 FY 1996 FY 1997  _1990-97
140.0 275.0 131.0 589.3 131.0 17173 o
39.0 43.0 31.0 207.0 69.0 . 4370 Y-
0.0 12.9 1.1 15.9 7.3 1082 ™~
52.0 66.0 42.0 205.0 39.0 600.0
26.0 28.0 19.0 51.0 11.0 181.0
19.0 17.0 13.0 37.0 11.0 137.0
0.8 0.0 0.4 2.0 0.0 3.2
2.0 1.0 0.0 8.0 43 153
0.0 3.0 0.0 103 2.9 233
1.0 0.0 1.0 11.0 3.0 17.0
1,035.0 1,273.0 738.0 1,818.0 1,109.0 10,458.0
40.0 35.0 32.0 78.0 46.0 310.0
17.0 10.0 4.0 13.0 10.0 128.0
173.0 257.0 111.0 295.0 221.0 1,759.0
10 6 6 5 5 42.0
5 7 17 23 19 72.0
245 340 167 548 274 2,513.0



HKansas Department o} Transportation
February 22, 1996

REGARDING: Request on Bonding Capacity Using Available 1/4 Cent Sales

Tax Receipts in Excess of Current Debt Service.

While additional bonding can be undertaken by the agency given the available funds

and the debt covenants, the following items should be considered.

L

Secretary Carlson has expressed major concern with the issuing of additional debt
without a corresponding increase in the agency’s ability to service the debt. Secretary
Carlson has observed that when other states have issued debt without adequate
consideration of future repayment, it has resulted in significant problems in servicing
the debt and meeting program needs.

The federal aid program expires September 30, 1997 and it is not known how or when
it will be extended. This is a serious unknown since KDOT projections are based on
the assumption that federal aid will continue at essentially the current level.

Depending upon when the bonds were issued, the bond rating, interest rates, and

bond structure, the “available revenues” [1/4 cent sales tax minus the current debt

service] could be expected to support between $160 to $250 million of additional

bonds. This assumes that the bonds could be issued with the current AA bond rating.

a. The issuing of bonds would become more difficult as the projected shortfall in the
agency cash flow became more imminent.

b. We are not sure how the rating agencies would react to an increase of bonds
without additional revenues.

c. A negative reaction from the rating agencies would potentially increase the cost
of borrowing as the ratings on the bonds were lowered from the current high
standard.

It would cost between $130 and $180 million in interest costs to buy approximately 2
years of additional substantial maintenance and matching of federal aid. This
assumes that the bond proceeds will not be used for any projects other than
substantial maintenance or the matching of federal aid.

a. Because the revenue used to pay the debt service under this scenario is currently
being anticipated to be used to fund the substantial maintenance and matching
of federal aid, the severity of the shortfall will be substantially increased.

b. This increased severity in the shortfall would require an additional 1 to 3 cents
increase in motor fuel taxes (depending on any sharing with local units and the
bond options selected) above and beyond the amount currently anticipated to be
needed to fund substantial maintenance and to match federal aid.

It would be impossible to use the money from a current sale for any type of system
enhancement because of the lead time required to prepare a project for letting.

/=



KDOT
Revenues,
Expenditures,
and Ending Balances

C _ 2]



Additional KD Expenditures

(In Millions)
Project Expenditures | $130
Agency Operations (including agency local
support and buildings expenditures $(b6)

Total Program Expenditures (represents
approximately a 1.5% increase over
1989 projections) ) $74
Transfer to Freeway Fund to Provide Early
Retirement of Freeway Bonds
Additional Transfers to Others
Debt Service for Early Bonding (This expenditure
is essentially cancelled out by additional

Interest earnings) $115
Unanticipated/reschedued financial transactions $240

Total Increase in Agency-related Expenditures

Payments for Local Construction Projects. Represents
an increase due to a change in method of
accounting for such projects

Total additional expenditures identified by Legislative
Post Audit

$74

$314

$314

/15



Use of Additional Revenues

(In Millions)
Spent on agency-related expendi-tures $314
Spent on Local Construction Projects (Now $259

reflected as an expenditure because a
change in the method of accounting
reflects local funds as receipts)

Total expended through June 30, 1997 $673 $573
Increase in ending balance as bf June 30, 1997 $322
- Total additional revenues identified by Legislative $895

Post Audit

[~/




Ending Balance as of June 30, 1997/

(In Millions)

Ending Balance -- Projected in 1989
Increase in Revenues over Expenditures

Change in Originally Projected Beginning
Balance ($6) and rounding differences

Ending Balance*®

*as projected at the time of the Legislative Post Audit Report

$194

$322

/-7



Actuarial Audit Report
of the
Kansas Public Employees Retirement System

Prepared under Contract
for the
Kansas Legislative Coordinating Council
and
Presented to the Joint Committee on Pensions,

Investments, and Benefits

Buck Consuitants, Inc.
1675 Broadway
Denver, Colorado 80202

February 29, 1996

Senate é(/&,?(s ¢ Means
Narch ¢, 1994
A Hachment 2

BUCK
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KPERS Actuarial Audit Report
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Section I. Introduction

Background

An actuarial review of the Kansas Public Employees Retirement System (KPERS) was authorized
under Section 32 of Chapter 267 of the 1995 Session Laws of Kansas. Buck Consultants was selected
by the Legislative Coordinating Council (LCC) of the Kansas Legislature to provide this independent
review of recent KPERS actuarial valuations and experience analysis. As an independent reviewing
actuary, we have been asked to express an opinion regarding the reasonableness and accuracy of the
actuarial assumptions, actuarial cost methods, valuation resuits, statutory contribution rate, and

triennial experience analysis. This report documents the results of our review.

KPERS is an umbrella organization whose mission is to effectively administer the pension programs
for three statewide public employee pension groups. All three pension systems are defined benefit
retirement plans where participating employers and employees share the cost of providing benefits.

The three pension systems are:

. Kansas Public Employees Retirement System (KPERS)- covering State and School
employees, Local employees, and TIAA members.

o Kansas Police and Firemen’s Retirement System.

.- Kansas Retirement System for Judges.

The current actuary for KPERS is Milliman & Robertson. They were selected as actuary in 1994,
replacing The Segal Coinpany. They have completed their annual actuarial valuation for the fiscal
years ending in 1994 and 1995, and an analysis of plan experience during the three year period
ending December 31, 1994, Buck requested and received copies of the actuarial reports prepared by
The Segal Company and Milliman & Robertson covering the five year period from 1991 through
1995, as well as the reports on plan experience for the three year period ending December 31, 1991
and December 31, 1994,

Many changes have occurred during this five year period. The most significant changes can be

summarized as follows:
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. Revisions were made to the actuarial assumptions in 1993 reflecting the resuits of the
triennial experience analysis for the period ending December 31, 1991, including
lower withdrawal rates and a change in the retirement age assumption.

o Significant benefit increases were granted during the 1993 Legislative session,
including a very substantial cost-of-living increase to benefits of retired members.

® The actuarial cost method used for KPERS was changed in 1993 from the Frozen
Initial Liability Method to the Projected Unit Credit Method.

o The period for amortizing unfunded liabilities was increased to 40 years beginning -
July 1, 1993.

. Another cost of living increase was granted to benefits paid to retired members in
1994.

o The asset valuation method used to determine unfunded liabilities was changed in

1994 from book value to a three year smoothing of market value.

. Revisions were made to the actuarial assumptions in 1995 reflecting the results of the
triennial experience analysis for the period ending December 31, 1994, including
changes to the salary scale, withdrawal rates, and disability rates.

o The 1994 actuarial valuation performed by Milliman & Robertson resulted in
significant data, methodology, and procedural changes and a significant and

unexplained increase in the actuarial contribution rate.

This report is intended to document our independent analysis of the work performed and the
conclusion reached during the period under review, and provide the LCC with recommendations and

conclusions regarding the future funding requirements of KPERS.

Actuarial Process

The KPERS actuary prepares an annual actuarial valuation to determine the funded status of the
system at the valuation date and the employer contributions which are necessary, along with
investment return and employee contributions, to fund the promised pension payments. The valuation

is a "snapshot" in time which measures the current value of expected future pension payments and

balances this "liability" with the value of current-assets and future funding needs. The funding -

methodology involves advance funding, or prefunding, so that assets are accumulated to pay for

future benefits for current employees. The reasons for this advance funding include:

.- Increasing the security of promised (and legislated) benefits by accumulating assets
in an orderly manner.
DOC:DHSW022261CF. KPR 2
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J Providing for the equitable treatment of different generations of tax payers by
assigning reasonable retirement system costs to each year.

. Providing a method that appropriately recognizes costs over the working lifetime of
both current and prospective members of KPERS. The infusion of new members

replacing members who terminate, retire, and die makes funding a dynamic process.

Each year’s valuation involves the determination of the liabilities for benefits promised to KPERS
members, the calculation of the amount of assets currently available in the trust fund to pay for those -
benefits, and the determination of the recommended employer contributions for budgeting purposes.
Membership demographic data is merged with a pension model incorporating the KPERS benefit
structure and anticipated future experience. Typically, a funding policy is established by the
governing body with the goal of achieving reasonably level contributions and attaining an asset
accumulation which provides adequate benefit security. The key elements of the valuation process

which implement the funding policy are as follows:

. Membership data - demographic information is collected as of the valuation date and
expected future pension payments are determined for each member of the system.

o Benefit levels - structure of promised benefits defined under state statute which are
payable upon retirement, withdrawal, disability, or death.

- Actuarial assumptions - these represent the actuary’s best guess of future experience
under KPERS and form the basis for estimating future benefits and determining plan
liabilities.

J Asset valuation method - the methodology used .to assign a value to the current assets
on hand; the value can be market value, book, or some averaged value. The primary
purpose of an asset valuation method is to smooth out volatile market value
fluctuations so that the goal of level contributions is supported.

o Funding method - the procedure used to allocate the costs of the promised benefits,
to specific years. Various methods aim to smooth costs or benefits, or fund for

benefits as they accrue.

The ultimate cost of a pension program over time equals the benefits paid and expenses incurred
while administering the program. The source of revenue used to pay for this cost is equal to the
contribution from employers and employees to fund the program, plus investment return earned on

contributions made thr_ough pre—fuhding the benefit payments.
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Section II. Réview of Membership Data

As part of Buck’s actuarial review of the Kansas Public Employees Retirement System, a thorough
data analysis was performed on the member information used for the actuarial valuations completed
as of June 30, 1993 and June 30, 1994. KPERS supplied Buck with the same active, inactive,
pensioner and beneficiary data that was used for the June 30, 1993 actuarial valuation and the June
30, 1994 actuarial valuation by The Segal Company and Milliman & Robertson (M&R), respectively.

Our objectives in this process were to:

o Reconcile, by category, the numbers of people included in the information we received from
KPERS - to the number of members included in the 1993 and 1994 valuations
. Compare 1993 valuation data to previous data noting any major differences

_ Check for completeness of data
Check for necessary data elements

This type of analysis may help explain the reasons for different actuarial valuation results between
1993 and 1994. The results of our analysis follows.

Reconciliation of Number of Members by Category

Data collected for the June 30, 1993 valuation was based on a census date of December 31, 1992,
and December 31, 1993 for the June 30, 1994 valuation. The reconciliation of membership data was
done by category within each system. Tabulated results are shown below followed by a discussion

of our findings:

KPERS (Local, State/School and TIAA)

Actives 113,769 119,838 6,069 117,934 122,926 4,992
Inactives 13,808 10,650 (3,158) 12,049 13,279 1,230
Retirees 36,389 36,843 - 454 40,867 40,873 6
Beneficiaries ) 2,864 2,404 (460) * * " l
TOTAL 166,830 169,735 2,905 170,850 177,078 6,228
e __J

* Included in retiree number.

BUCK ,
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Kansas Police & Firemen’s Retirement System

Actives : 5,353 5,334 (19) 5,138 5,321 183
Inactives 8 140 132 250 220 (30)
Retirees 1,458 1,416 42) 2,193 2,178 (15)
Beneficiaries 486 586 100 * * *
TOTAL | 7,305 7,476 171 7,581 i 7,719 138

* Included in retiree number.

Kansas Retirement System for Judges

Actives 153 163 10 224 229 5
Inactives 7 7 0 12. 11 1)
Retirees 61 70 9 105 109 4
Beneficiaries 27 28 1 * * *
e — e e —
TOTAL 248 268 20 341 349 8
—_— s

* Included in retiree number.
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Total of Retirement Systems

Actives 119,275 | 125,335 6,060 123,296 128,476 5,180
Inactives 13,823 10,797 (3,026) 12,311 13,510 1,199
Retirees 37,908 | 38,329 421 43,165 43,160 o)
Beneficiaries 3,377 3,018 (359) * * *
—_.'-I‘OTAL 174,383 | 177,479 3,096 178,772 185,146 6,374

* Included in retiree number,

Active Members: Our findings indicate the final active number counts were considerably higher than
both Segal and M&R for the 1993 and the 1994 valuations. According to correspondence between
Segal and KPERS, it appears that Segal assumed inactive status for all those missing current
compensation. This could account for a portion of the differences between Buck’s and Segal’s active
data counts. In addition, Segal may have utilized data from prior valuations to match employees with
an uncertain status. As part of our review, we also matched data between the 1993 and 1994 census

dates. Results of this matching will be discussed later on in this section of the report.

Inactive Members: Active and inactive records are supplied on the same magnetic tape for a
particular year’s valuation. It is up to the actuary to separate the two categories. Buck’s inactive
counts were lower than Segal’s for the 1993 valuation, which partially explains why Buck’s active
counts were so much higher. Buck used the same procedures to attain counts for the inactives for
both the 1993 and 1994 valuation data. Segal’s complete process is unknown, except for the
information given in the previous paragraph; however, we understand that Buck was given the same .
criteria to follow as M&R for developing inactive counts. Buck’s inactive counts were much closer

to the 1994 valuation inactive counts but still approximately 10% higher.
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Retired Members and Beneficiaries: M&R did not show numbers of retirees and beneficiaries
separately in the 1994 actuarial report. However, in total, the number counts are within five people

as shown in the tables on the previous page.

Our reconciliation indicates a difference in total membership at December 31, 1993 of about 3.6%
more members than were included by M&R in the 1994 valuation report. Almost all of this

difference was in active and inactive member counts. In discussing this difference with M&R, it was

found that the information they had received from KPERS reflected terminations between December -

31, 1993 and the time the magnetic tape was created (March, 1994). The members who terminated
in early 1994 were treated as inactive or excluded, depending on whether they were eligible for future
benefits. Given that the census date is December 31, 1993, they should have been considered as
active members. This problem was discovered by M&R after the 1994 report was issued and was

corrected for the 1995 report. This explains the unusually high increase in the active and inactive

members considered in the 1995 valuation by M&R as follows:

Actives 123,296 13 1-,3—8';— 6.6%
Inactives 12,311 16,091 30.7%
Retirees & 43,165 44,285 2.6%
_Beneﬁciaries
—’H)TAL ‘ 178,772 | 191,763 1.3%

Comparison of 1993 and 1994 Membership Data
We chose to compare the 1993 and 1994 membership data due to the considerable differences, many
of which were data related, between the 1993 valuation prepared by The Segal Company and the
1994 valuation prepared by Milliman & Robertson.

We found the integrity of the 1994 valuation data to be considerably better than that of the 1993
valuation data. The tables on page 8 show the number of records (considering all systems) whose
data changed from the 1993 to 1994 valuation. The active and inactive data reveal many records
changing information from 1993 to 1994 while the retiree and beneficiary data proved considerably
more consistent from one year to the next. Of course, this is to be expected since they are in receipt

of their benefits and information should be more stable for these groups.
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In the tables below, an "R" was coded for types of fields where the changes which took place appear
reasonable. In most cases where changes took place, the differences represented the change from
unpopulated to populated. For the 1993 valuation data, Segal would have had to request a lot of
additional information to complete the unpopulated fields. Buck is unsure if any additional data was
requested of KPERS on missing data items or if assumptions were made in order to complete the
unpopulated fields. As discussed previously, this appears to have happened to the active/inactive data

where Segal assumed inactive status for all records with current compensation was missing.

Completeness of Data

Active Members: The 1993 valuation data appeared to be missing important data information. In
comparison, the 1994 valuation data seemed much more complete with fewer data items unpopulated.
Many records on the 1993 valuation data were missing compensation. The treatment of these
members as inactive and the assumed level of compensation could significantly impact the liabilities
between 1993 and 1994. The following table considering all systems gives a breakdown of
unpopulated fields.

Most current annual compensation 3,949 0 n/a
Previous annual compensation 4,279 127 2,358
Date of membership 642 675 757
Date of birth - 488 525 264
Service amounts 8 3

Contributions with interest 188 107 R
Sex code 492 523 215

R = Reasonable compared to last year.

Inactive Members: There is no information in either report on how deferred vested benefit amounts
are calculated for this group. In order to determine the liability for future benefits payable to vested
inactive members, the actuary must determine the benefit amount from the service and compensation
history given since no benefit information is included in the data. Buck has analyzed the data for the
inactive members by looking at the field "Last Reported Annual Compensation”. These and .other
data elements for all systems are listed below with the number of unpopulated records in the

corresponding year’s column as was done for the active-category.
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Last reported annual compensation 2,693 7 6,921
Date of membership 222 187 0
Date of birth 72 101 0
Service amounts 9 0 43
Contributions with interest 187 22 0
Sex code 71 101 0

Retired Members and Beneficiaries: With the exception of monthly benefit amounts for both retirees
and beneficiaries, there were quite a few missing data elements on the 1993 and 1994 valuation data.
As noted in the foliowing section, the 1993 COLA amounts calculated by KPERS were incorporated
into the monthly benefit amounts on the 1994 valuation data. On the following table, an asterisk (*)
indicates items that were tallied only when applicable for the retiree records. For example, if a
retiree’s record indicated by option code that joint annuitant information should be present, the

unpopulated joint annuitant data fields were tallied. The following table considers all systems.

Date of birth
Service amounts

Contributions with interest
Sex code

Date of retirement

Retirement type

Retirement option

Monthly benefit amount

Joint annuitant date of birth
Joint annuitant sex code

Joint annuitant monthly benefit

W e OO NOAA -
Wo.—-%oow%w?’s

Necessary Data Elements
All necessary data elements were present on the data tapes in order to calculate liabilities for active,
inactive, and retired members and beneficiaries with the exception of unpopulated fields described

in the preceding section.
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For the audit process, Buck received the entire retiree and beneficiary data file as kept by KPERS.
M&R, however, requested only the specific data items necessary for valuation purposes. It was
discovered, through discussions with KPERS’ data processing department, that a data field titled
"Municipal Systems Contributions" had not been requested by M&R for the 1994 or 1995 valuations.
This field is necessary to correctly calculate liabilities for refunds (when retired members die but have
not yet received benefits equal to the total value of their paid contributions). This data item totaled
$5.1M for all systems on the 1994 valuation data. The lack of this information would not have a
substantial impact on liabilities, it should be supplied to M&R in the future.

The December 31, 1992 data used for the June 30, 1993 valuation did not have the 1993 COLA
incorporated into the monthly benefit amounts. The COLA was effective in June of 1993, meaning
Segal calculated or estimated the COLA amounts before calculating liabilities. Since the 1993 COLA
was based on service, the calculation required substantial data integrity. M&R received data as of
December 31, 1993, which would have included the calculated 1993 COLA amounts in the monthly
benefits. Service amount fields on the 1994 (December 31, 1993 data) valuation data were more
populated than the 1993 (December 31, 1992 data) \}aluation data. (See tables above.) The service
amounts on the retiree data for retirees and beneficiaries who were present on both the 1993 and 1994

valuations appeared consistent and averaged to the same amount of service.

We can conclude from our analysis that although the integrity of the data supplied to the actuary has
improved, efforts to improve data quality should continue. This should include a validation of
membership counts and completion of unpopulated fields through discussions between the actuary and
KPERS before final actuarial calculations are performed. This includes identifying and verifying all

necessary data elements.

A source of particular concern is the information maintained for inactive members. We recommend
KPERS improve the information maintained for inactive members. Buck suggests using codes to
identify inactive members who have or have not received refunds, and vested members who have
elected to leave their contributions with KPERS therefore remaining eligible for a deferred pension.
Ideally, the amount of the future benefit and the commencement date would be passed to the actuary.
At a minimum, up to date information regarding salary history and service should be included to

facilitate an accurate calculation of future benefits.
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Section III. Actuarial Assumptions

Background on Actuarial Assumptions

The actuarial assumptions form the basis of any actuarial valuation or cost study. Since it is not
possible to know in advance how each member’s career will evolve in terms of salary growth, future
service and cause of termixiation, the actuary must develop assumptions designed to predict future
patterns. These assumptions enable the actuary to value the amount of benefits earned and to
reasonably predict when these benefits will be paid. Similarly, the actuary must make an assumption
about future investment earnings of the trust fund. In developing the assumptions, the actuary
examines the past experience and considers futufe expectations to make his or her best estimate of

the anticipated experience under the plan.

Traditionally actuarial assumptions have been considered either "explicit” or "implicit". Under the
explicit approach each individual assumption represents the actuary’s best estimate of experience with
respect to that assumption. Under the implicit approach the assumptions in the aggregate represent
the actuary’s best estimate of future experience, but each individual assumption does not necessarily
represent the actuary’s best estimate. In the past, the implicit approach to assumptions was often used
and was acceptable under ERISA and the Internal Revenue Code. However, since 1988, the
minimum funding standards under those two laws were changed to, in effect, require the explicit
approach to selecting assumptions. Although KPERS is not subject to the ERISA minimum funding
rules, standard actuarial practice today tends to be based on the explicit approach to selecting
assumptions. The KPERS actuaries have been following the explicit approach.

There are two general types of actuarial assumptions:

.- Economic assumptions - these include the valuation interest rate (expected return on
plan assets), assumed rates of salary increase, inflation, cost-of-living increases (if
applicable), and increase in total payroil.

o Demographic assumptions - these include the assumed rates of mortality (both before
and after retirement), disability, retirement, and withdrawal before and after

eligibility for a vested benefit.
For purposes of our review, we will focus on the KPERS assumptions and their reasonableness

considering the last triennial experience analysis performed for the period ending December 31, 1994.
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Economic Assumptions ‘ ‘

The key economic assumptions are the valuation interest rate (expected return on plan assets and
forms the basis for discounting future benefit payments), the salary scale (or assumed rates of salary
increase), the increase in total payroll (since unfunded liabilities are amortized over an increasing
payroll), and inflation. Since inflation impacts both salary increases and asset return, it is important
to equally reflect the underlying inflation rate in both the valuation interest rate and salary scale

assumptions.

Valuation Interest Rate: The valuation interest rate should represent the long-term rate of return
expected on the actuarial value of assets, considering the real rate of return on the plan’s assets, the
underlying inflation rate, expenses, and future contributions. The period considered for funding
represents a long time horizon. In reviewing this assumption, the KPERS actuary relied upon a
three-year history of returns and discussions with the KPERS investment consultants. They concluded

an 8% assumption was appropriate in conjunction with other economic assumptions.

We would suggest a more rigorous approach to choosing or validating the valuation rate. A long-
term asset return assumption should consider the fund’s asset allocation policy, expected long-term
real rates of return unique to each asset class, and the underlying inflation rate. Given the KPERS
investment policy and target asset allocation, the development of the valuation interest rate can be

summarized as follows:

Cash 5% 5% .025%
Fixed Income

¢ Domestic 3% 25.7% I

e - International 3.5% 10.9% 382
Equities

¢ - Domestic 6% 28.4% 1.704

¢ - International 7% 15% 1.050
Real Estate 5% 10% 500
Alternative Investments 8% 5% 400
Expected Real Return 4.832%
Inflation 4.000
Nominal Return ‘ 8.832%
Expenses ) (.400) .
Total Expected Return, Net of Expenses - 8.432%

: : 1
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Given this analysis, it is our opinion that the current 8% valuation interest rate is reasonable, and in

fact offers a slight degree of conservatism.

Inflation: Recent inflation rates have been lower than historical averages. The inflation rate under

the CPI-U index over the ten-year period ending December 31, 1994 was as follows:

1985 3.6%

1986 1.9

1987 3.6

1988 4.1

1989 4.8

1990 5.4

1991 4.2

1992 3.0

1993 3.0

1994 2.6

Average Rate:

_ Last5 years 3.6%
| Last 10 years 3.6%

In our opinion, a long-term inflation rate of 4% is reasonable.

Salary Scale: The salary scale, 6r assumed annual rates of salary increase, is the other key economic
assumption. An analysis of the appropriateness of the salary scale needs to consider two points.
First, how do the rate of actual salary increases compare with those expected according to the
actuarial assumptions. Second, are the two economic assumptions (interest rate and salary scale)

internally consistent with regard to the underlying inflation assumption.

The salary scale used for KPERS consists of two components. The first component is the rate of
inflation, which is 4%. This is the same inflation assumption as is inherent in the development of
the valuation rate, so the two economic assumptions are internally consistent. The other component
of the salary scale varies by age and measures a combination of productivity and merit (the latter
including both individual merit increases and promotions). The productivity and merit component
averages 1.5% for a KPERS member from age 30 to age 60. The total overall salary scale is thus
5.5% for a career employee.
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The most recent experience study showed that actual salary increases were higher at earlier ages and
lower at higher ages. -New salary scales were created to match the patterns in the more recent
experience by age. Given the current economic climate, it would not be surprising if current salary
increases are lower than those expected by the salary scale assumption. However, this assumption
is a long-term assumption and past history has shown that years of little or no increase in salaries are
followed by years of greater than expected increases to make up for the leaxi years. Note, however,
that recent experience with the private sector seems to indicate a real decrease in salary increases may
be occurring. Therefore, while we agree that the current assumptions are reasonable, we feel they -

should be monitored closely.

As noted above, the salary scales, like the demographic assumptions, exhibit age-related
characteristics. Another approach for setting this assumption would be to consider a service-related
salary scale since many contractual salary increases are a function of length of service in a position.
The KPERS actuary did not examine salary by service. For future experience studies, we

recommend salary increases be examined by service as well as age.

Another consideration in examining the package of economic assumptions is to look at the spread
between the valuation interest rate and the salary scale. The valuation interest rate is 8% and the
salary scale averages 5.5%. The differential or spread is therefore 2.5%. This spread is within the
normal range and shows there is a reasonable relationship between the interest rate and salary scale

assumptions.

For comparison purposes, we have also compared KPERS’ economic assumptions to those in the
most recent Buck survey of economic pension actuarial assumptions, prepared in January, 1996. The
average valuation interest rate in that survey was 8.08%, with 32% of the plans surveyed using a rate
of 8%, more than any other interest rate. The salary scale assumptions were surveyed based on
analysis of the equivalent salary increase rate from age 40 to normal retirement age. The average
salary increase rate on that basis was 5 .22%; a comparable analysis for KPERS would produce an
equivalent salary increase rate of about 5%. We thus see that both economic assumptions for KPERS
are similar to the average in the latest Buck survey. The average spread between interest rate and -
salary scale based on the survey was 2.86%, compared to KPERS’ spread of 3.0% on a comparable

basis.
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Greenwich Associates annual survey of public and private retirement plan practices also confirmed

that KPERS practices in this area are in line with common practices.

Investment Return 8.0% 8.0%

Salary Increases 5.6 5.5
"Spread” 2.4 2.5

The Wilshire report on state retirement system funding practices and the State of Wisconsin study also

confirmed that the average investment return assumption for state and major public pension systems
was 8.1%. In both these surveys, salary increase assumptions surveyed included inflation only or

estimated salary increases from entry age.

Increase in Total Payroll: As part of determining the actuarial contribution rate, the unfunded
accrued liability is amortized over a 40-year period from July 1, 1993 as a level percent of pay.
Since pay is expected to increase, an assumption is made for the rate at which total payroll increases.

The amortization payment will remain level as a percentage of total payroll provided:

. the active membership group remains at a constant or stationary level, and

.- the underlying long-term inflation rate of 4% is realized.

This procedure for amortizing unfunded accrued liabilities is common for large public plans.
However, this methodology increases the risk of future funding shortfalls since adequate funding is
dependent on a stationary or growing active membership group. If active membership decreases,

contributions will need to be increased in order to meet the amortization period.

Although we believe a 4% increase assumption in total payroll is reasonable based on past experience
and the underlying inflation rate, it does not consider expected future reductions in the State
workforce. Recent legislation does not allow replacement of one-quarter of State employees who
retire. Given this, it will be difficuit for KPERS to maintain the stationary active group necessary

to avoid increases in future employer contributions under the current funding policy.
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It should be noted that a recent Wilshire survey of public retirement systems found the average
remaining amortization period to be 28 years. This compares with the current remaining amortization
period for KPERS of 38 years, ten years longer than the average. The survey also indicated that

33% of the systems surveyed had amortization periods over 30 years.

Demographic Assumptions

The demographic assumptions are the assumed rates of retirement, withdrawal (with and without a
vested benefit), disability and mortality (death before and after retirement). These decrements define -
the member status changes which effect the payment of benefits. Since KPERS is a large retirement
system, the demographic assumptions are based on the system’s own experience. To this end, the
KPERS actuary prepares periodic experience studies to review the current actuarial assumptions and

revises them as necessary.

The demographic assumptions were last revised effective as of June 30, 1995, based on an experience
study which covered the period from January 1, 1992 through December 31, 1994. Our study of the
current assumptions involved a review of the three-year experience study of KPERS and the
reasonableness of the recommendations given the historical experience. We examined these
experience studies as well as the outline of procedures used to produce the results. We found most
of the assumptions to be appropriate and to explicitly reflect the actuary’s best estimate of future
experience under KPERS. However, we have specific concerns regarding the retirement rate
assumption. We generally agree with the methodology and approach used to analyze experience, but
believe the analysis should have compared the results with the previous 3-year study of the period
January 1, 1989 to December 31, 1991, and should have shown comparisons of the proposed
assumptions with survey information of other public systems. Specific comments on the assumptions

follow.

Rates of Retirement: These rates form the basis of determining the expected future benefits paid
upon early, normal, or late retirement. Unreduced benefits are available under KPERS at age 65,
age 62 with at least ten years of service, or after any age if age plus years of service equals or
exceeds 85. Reduced benefits are available before eligibility for unreduced benefits, provided the
member has attained age 55 and has at least ten years of service. It is our experience that more
employees take advantage of unreduced benefits, and therefore, the incidence of retirement after
attaining eligibility for unreduced benefits is higher than for reduced benefits. Also, some members
will not wait for unreduced benefits and will take advantage of a reduced benefit, particularly if the
benefits are subsidized as are KPERS.
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Significant retirement benefit enhancements passed during the 1993 legislative session undoubtedly
caused distortions in retirement experience during the examination period. As a resuit, the KPERS
actuary recommended no change be made to retirement rates until more reliable data could be
examined.

We are in agreement with the use of the retirement rates for predicting the utilization of early

retirement options for unreduced benefits under the Rule of 85.

In our opinion, given the changing retirement benefit structure, the KPERS actuary (either Segal in
1993 or M&R in 1995) should have recommended changes in the retirement assumptions for reduced
benefits considering the "best guess" of expected experience. This would include a review of the
retirement assumptions used by other public systems with similar benefit structures and realistic future
expectations. We believe retirement rates beginning at first eligibility for reduced benefits is more
appropriate than an average retirement age for valuing the effect of early retirement subsidies. We
also expect that some members will choose to work beyond normal retirement age, resulting in the

application of retirement rates during a late retirement period. -

Note that the Greenwich Associates survey indicated an average retirement age assumption of age

60.4 for State plans compared to over age 63 under KPERS.

Rates of Withdrawal (Before and Afier Eligibility for Vested Benefits): A member who terminates
employment with at least ten years of service may choose to receive a refund of contributions with
interest or a deferred vested pension. Members terminating with less than ten years of service receive
a refund of member contributions with interest. For calculating withdrawal liability after ten years
of service, the valuation assumes members will elect either the refund or the deferred vested pension,

whichever has the greater value at termination.

The analysis of withdrawal experience indicated a close correlation between actual and expected
withdrawals for male members and recommended no change. The analysis for female members
indicated a lower withdrawal experience than assumed and recommended lowering the female

withdrawal to match male members. In our opinion, the proposed rates of withdrawal are reasonable.
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The withdrawal liability is also dependent on the age at which vested terminated members elect to
begin receiving pension payments. This can occur at age 62 without reduction, or as early as age
55 reduced for early retirement. The experience analysis did not study incidence of electing deferred
vested pensions before normal retirement age. We recommend this be considered during the next

analysis.

Also, the practice of valuing the greater of the deferred vested pension or refund value is

conservative. We suspect many terminating members, especially younger members, are not aware -

of the relative differences in value and therefore elect the contribution refund. We recommend this

be studied and assumptions developed which better match the election pattern.

Rates of Disability: Disability income benefits are provided under the KPERS Death & Disability
Benefits program to members who have been totally disabled for 180 continuous days. These
members continue to receive disability benefits provided the member is under age 65 when first
disabled. A disabled member can then retire at age 65 or after five years of disability, if later, but
not after age 70, and receive a retirement benefit. Service is granted during the period of disability

for determining the retirement benefit.

The experience analysis studied the incidence of members becoming disabled during the triennial
period and recommended an increase to the disability rates. In our opinion, the recommended change

in the disability rate assumption is reasonable.

Rates of Mortality: The most important decremental assumption is mortality because this assumption
is a predictor of when pension payments stop. The mortality assumption applies to members both
before and after retirement. Most often, gender distinct rates are used for non-disabled members
since studies continually show that females live longer than males, although that gap has been

shrinking according to recent mortality studies.

The KPERS valuations use separate mortality assumptions for School members than State and Local
members. The 1983 Group Annuity Mortality (GAM) Table is used for both groups, although a
margin is used for School members resulting in a longer life expectancy (90% of the 1983 GAM
rate). Also, additional death benefits are payable for a service-connected accidental death. In order
to value this benefit, a separate assumption is made for these service related deaths. A 5% portion
of all active deaths are assumed to be service related. Although this assumption was not included in

the analysis, we believe it is reasonable.
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The analysis separated the experience for males and females, school and non-school, and active and
retired member groups. Although graphical illustrations of the results were made, a better indicator
of determining how well experience matched the assumption is comparing actual with expected
deaths. The results indicated that overall, there were fewer deaths during the triennial period than
assumed. The only exception was for active members of the non-school group where actual deaths
were higher.

In our opinion, the experience indicates an increase to the margin for School members should have -
been considered (i.e., improved mortality or longer life expectancies) . Continuing the current
mortality rates for non-school members is reasonable. Given recent mortality studies, we expect
improvements in mortality to continue. We recommend the mortality experience be monitored

closely and the mortality assumption be improved when warranted using updated mortality tables.

With a separate valuation of disability benefits, an assumption is made for the mortality of a disabled
member which is different than for non-disabled members. This is reasonable since totaily disabled
members are expected to have a shorter life expectancy. The mortality for disabled members is
assumed to be the same as a member age 65. There is very little experience available to determine
the validity of this assumption. However, the analysis indicates there were more deaths of disabled
members than wefe expected. In our opinion, a separate disabled life mortality table should be
considered. The current assumption does not provide enough of a mortality load for members

becoming disabled close to retirement age when the incidence of disability is highest.
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Section IV. Actuarial Methods

Actuarial Cost Methods

As discussed earlier, the ultimate cost of any retirement program is equal to the benefits paid plus
the administrative costs of operating the plan. This cost is provided from contributions made to the
plan plus the investment return on accumulated contributions which are not immediately needed to
pay benefits or adniinistrative costs. The level and timing of the contributions needed to fund the
ultimate cost are determined by the actuarial assumptions, plan provisions, member characteristics,
investment experience, and the actuarial cost method. Actuarial cost methods are calculation
processes which determine and allocate the cost of a retirement plan to specific periods of time. As

such, it has an influence on the level and timing of the uitimate contributions.

Different actuarial cost methods can provide for faster funding earlier in a plan’s existence, more
level funding over time, or more flexibility in funding. The choice of an actuarial cost method wiil
determine the pattern or pace of the funding and therefore should be linked to long term financing

objectives of the fund and benefit security considerations.

The desired pattern of funding which is influenced by the actuarial cost method will depend on the
importance of the following factors to the financing of the plan:

.- Budgetary limitations

L Stability of contribution rate
. Flexibility of funding

° Pace of funding

° Benefit security

L Intergenerational equity

These factors and their relative importance to maintaining the actuarial integrity of the plan are

significant elements to be considered when selecting an actuarial cost method.

Changes in participant characteristics, plan experience, and investment return over time can lead to
a funded status which is either more or less favorable than expected under the actuarial method used.
This difference, applied differently by each cost method, adjusts the level of funding required in any

one year. This adjustment can distort the true cost of benefits accruing under the plan.
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The cost of accruing benefits under most methods is referred to as the normal cost. This cost is
expressed as a percentage of pay when benefits and contributions are based on compensation. The
pattern of this cost varies by cost method. This cost can be expressed as a level percentage of pay
over a Member’s full career, or can be expressed as the value of benefits accruing during the current
year as a percentage of pay. The later approach leads to an increasing normal cost pattern throughout
a member’s career since the initial value of accruing benefits is small and increases as a member

reaches retirement age.

At any point in time (i.e., valuation date), the actuarial cost method may determine the accrued
liability of benefits which, under the cost method, should be ‘funded by past contributions and
investment return. An unfunded actuarial liability will exist if the accrued liabilities exceed the value
of assets on hand on the valuation date. Although actuarial cost methods may differ in how this
unfunded liability is treated, an additional cost results since future funding of this amount is not
considered in the cost of accruing benefits (normal cost). This additional cost may be determined by
amortizing the unfunded obligation over a period of years and adding it to the normal cost to arrive
at the total cost, or it may be expressed as a percentage of future salaries and included in the normal

cost determination.
The actuarial cost methods used by the KPERS pension groups are as follows:

o Kansas Public Employees Retirement System (KPERS) - Projected Unit Credit Cost Method
replaced the Entry Age Cost Method with Frozen Initial Liability (FIL) in 1993. This cost
method determines the normal cost as the value of benefits accruing during the year with
salary projection, and determines an additional cost by amortizing the unfunded actuarial
liability over a 40-year period as a percentage of increasing payroll. Actuarial gains and
losses adjust the unfunded liability each year.

. Kansas Police & Firemen’s Retirement System - The Aggregate Actuarial Cost Method with
Supplemental Liability is used. This cost method projects the value of benefits using future
service and salary increase assumptions and determines a normal cost as a percentage of
salary to pay the projected benefit value not funded to date. The Supplemental Liability is
amortized over a 40-year period as a percentage of increasing payroll and is added to the
cost. Actuarial gains and losses adjust the normal cost each year.
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L Kansas Retirement System for Judges - The Entry Age Cost Method with Frozen Initial
Liability is used. This method is similar to the method used for Police & Fire except the
unfunded actuarial liability is frozen and is only adjusted for changes in plan provisions and
actuarial assumptions. The frozen unfunded liability is amortized over a 40-year period as
a percentage of increasing payroll. Actuarial gains and losses adjust the normal cost each

year.

All of the actuarial cost methods employed by the KPERS actuary will systematically fund the -
prospective pension benefits on an actuarially sound basis given all of the actuarial assumptions are
realized. We have reviewed the application of the cost methods and the amortization methodology,
and in our opinion, the procedures employed are reasonable. However, we should point out that the
Projected Unit Credit Cost Method is not as conservative as the FIL Method it replaced.

Under the Projected Unit Credit Cost method, the normal cost represents the value of benefits
accruing during the current year assuming projected salary to retirement. The normal cost,
represented as a percentage of pay, can be expected to increase for an individual member as that
member ages and reaches retirement age. The total normal cost of KPERS can remain level as a
percentage of pay if:

.- all the actuarial assumptions are realized, and

o the average age of the active membership does not increase.

The total normal cost of KPERS as a percentage of pay can be expected to increase if the average
age of the membership increases. Although recent experience suggests a relatively level average age,

only time will tell if the average age and, consequently, the total normal cost rate remains level.

It is also important to note that to date, few public retirement systems have adopted the Projected
Unit Credit Cost Method. A recent study of Public Employee Retirement Systems commissioned by
the Society of Actuaries was published in 1995. Of the 182 public plans surveyed, the number of

plans using the various actuarial cost methods were as follows:
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Entry Age 9 44 8

Aggregate 3 4 2 9 5%
Frozen Initial Liability 7 4 6 17 9%
Projected Unit Credit 9 3 6 18 10%
Pay-As-You-Go 2 1 1 4 2%
Other 3 0 0 3 2%

Total 83 56 43 182 100%

e

The State of Wisconsin survey confirmed that 14% of the plans used the Projected Unit Credit Cost
Method.

It should be noted that the Projected Unit Credit Cost Method is the most common cost method

utilized in the private sector, due in large part to its required use for accounting disclosure.

Asset Valuation Methods

A primary funding policy goal is to have stable contributions. Large market value fluctuations make
this goal difficult to achieve. Thus most actuaries use an asset valuation method which smoothes out
these fluctuations in support of achieving level contributions. A good asset valuation method places
values on a plan’s assets which are related to current market value but which will also produce a
smooth pattern of costs. This is a question of balancing fit (measured against market value) and

smoothness.

Neither book or market value of these assets is generally felt to be appropriate in determining the
actuarial contribution rate for an on-going pension plan. Book value produces smooth predictable
employer contributions, but it ignores sizeable appreciation and is not a good measure of the fund’s
true value (i.e., a poor fit to market value). On the other hand, market value is a realistic current
measure of the fund, but on a long-term basis one day’s market value may not be a very meaningful
figure for a pension fund. Furthermore, sharp short-term swings in market value can result in large

fluctuations in the employer contributions required to fund the plan (i.e., not very smooth).
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The goal of the actuarial asset valuation method is thus to smooth or reduce investment fluctuations.
This is particularly important during periods of volatile capital markets in which abrupt changes in
asset values, when factored into the funding valuation, produce sudden unnecessary changes in
contribution levels. In this case, "unnecessary” implies that the change in asset values is not
necessarily a true revaluing of the assets involved but rather a fluctuation reflecting a current

economic climate or a short term reaction to specific news.

Desirable characteristics of an actuarial asset valuation method include the following:
o The method should be simple to operate. It should be readily calculable from
financial statements.

o The method should be easy to explain to all interested parties.

o The theoretical underpinnings should be solid. The value produced should account
for market and book values.

o The method should smooth effect of market fluctuations.

® Investment decisions should not be affected by the actuarial asset valuation method,

and vice versa.
o The value produced should be realistic; the price tag placed on assets should be
sensible and should nat cause other variables to be adjusted to account for unrealistic

asset values.

Asset valuation methods need to be reviewed periodically to determine whether they continue to be
consistent with changing conditions. An overall asset valuation policy might include many different

methods for different security types, as appropriate.

Investment strategy and portfolio structure could influence the choice of an asset valuation method.
For instance, if bonds are actively traded, the same method used for valuing equities could be used
for this asset class. However, if bonds are generally purchased with the intent of holding them until

maturity, amortized cost would seem more appropriate.

The desire for predictability and stability in contributions leads plan sponsors to use an asset valuation -
method which smoothes out values. If variances are not as important, faster write-ups or write-downs
toward actual market value would more accurately measure current conditions since market value is

considered the true current price of assets.
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Accounting requirements may influence the selection of an asset valuation method. Recent accounting
standards issued by GASB mandates the use of a method of valuing assets which considers market
value for reporting purposes.

The assets considered for actuarial valuation purposes under KPERS was changed in 1994 from the
cost value of assets to an approach based on market value which recognizes unexpected changes over
a three-year period. At the effective date of the change (June 30, 1994), valuation assets were
initialized at market value and future deviations in market versus an expected value (assuming the -

valuation rate of 8% return is achieved) are smoothed over a three-year period.

The new KPERS actuary, Milliman & Robertson, expressed concern over the continual use of book

value for actuarial valuation purposes for the following reasons:

. Book value was not an accurate measure of current value
. Appreciation/depreciation was not realized until a security is sold
. Valuation of book value might affect investment decisions (i.e., hold bonds to maturity

instead of recognizing appreciation/depreciation upon earlier sale)

.- Does not represent total investment return

When choosing an asset valuation method, it is important to recognize the long-term investment
policy and asset allocation targets. Given the asset classes included in the target asset allocation
policy (see page 13), we would expect fluctuations between book value to warrant the use of a
smoothed approach which considers market value. The smoothed approach should recognize a
portion of the appreciation/depreciation which is fully recognized in market value over a finite period,
usually reflective of a market cycle (typically a three to five year period). The selection of the
smoothing period impacts the degree of smooﬂums vs. fit previously discussed. The choice of a
three-year period emphasizes the degree of fit over smoothness more than a longer smoothing period
(i.e., five years) would recognize. A longer smoothing period is more common (see survey

information on page 26).
Additional considerations for the asset valuation method are:

o~ In changing from book value to a smoothed value based on market value, a decision
should be made on how to recognize the immediate difference between book and market,

and
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. If there are prolonged bear or bull markets during the smoothing period, the actuarial

asset value may unnecessarily deviate from the current value of assets.

The new asset method was initialized at market value. Given that market value exceeded book value
at June 30, 1994, the initial value immediately recognized this difference as an actuarial gain and
reduced the unfunded liability. This immediate recognition eliminated the conservatism of using book
value, which is somewhat in cohﬂict with a smoothed approach. A retroactive application of the
proposed asset valuation method at June 30, 1994 would have been a reasonable alternative.

The deviation which could exist during extended bear or bull markets gives us more reason for
concern. Since the smoothing period is relatively short, we would recommend the calculation of the
smoothed value be constrained to a corridor around market value. Due to IRS regulations in the
private sector, a corridor of 80% to 120% of market value is required. In our opinion the use of the
same corridor will ensure that the actuarial value of assets does not deviate more than 20% higher
61' lower than market value and will guard against a significant deviation between the current market

value and actuarial value of assets.

The use of book value for actuarial purposes was very common for public employers in the past, but
recent survey’s indicate market value smoothing methods have become very popular for public plans.
This is true even for plans with high allocations in fixed income investments. The recent survey of
Public Employee Retirement Systems commissioned by the Society of Actuaries found the number
of plans using various asset valuation methods separated by equities and fixed income in use as

follows:

Market Value ‘ 10 9 5 24 14%
Smoothed Value 16 8 6 30 17%
(3 years or less)
Smoothed Value 38 30 21 89 50%
(more than 3 years) .
Book Value . 16 6 10 32 18%
Other 1 1 0 2 1% |
- Total 81 L . 177 100% ‘
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Market Value 6 6 2 14 8%
Smoothed Value 13 6 5 24 13%
(3 years or less)
Smoothed Value 35 29 14 78 43%
(more than 3 years)
Book Value 28 14 22 64 35%
Other | 1 0 2 1%
Total 83 56 43 182 100%
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Section V. Actuarial Valuation Results Review

This section of our review discusses the following aspects of the actuarial valuation results:

o Content of the actuarial reports with regard to disclosure of actuarial assumptions, plan
provisions, data considered, actuarial methods, valuation procedures, assets, and other
information that another actuary, unfamiliar with the situation, would require to appraise
the finding.

o Adequacy of the information provided in the actuaries’ reports with regard to analysis of
ghins and/or losses and the effect of changes in plan provisions, actuarial assumptions,
and actuarial methods.

° Compliance with the disclosure requirements of Governmental Accounting Standards
Board.

. Reasonableness of the results of the valuations performed during our review period of
1993 through 1995.

Content of the Actuarial Reports

The American Academy of Actuaries has stated, "The form and content of any actuarial
communication should meet the needs of the particular circumstances, taking into account the
knowledge and understanding of the users and the actuary’s relationship to the users.”" Therefore,
the form and content of an actuarial report may vary considerably from one actuary or plan to

another.

However, the Academy has issued the Actuarial Standard of Practice No. 4 which deals with
measuring pension obligations and communicating the results. They list specific elements to be
included, either directly or by reference to prior communication, in pension actuarial
communications. Some of the elements would not be pertinent in all communications, but since an
actuarial valuation report is the most complete picture of the actuarial status of the plan, all the
elements listed should be covered in the report, even if only briefly. .
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The following is a list of the specific:

. The name of the person or firm retaining the actuary and the purposes that the
communication is intended to serve.

. An outline of the benefits being discussed or valued and of any significant benefits not
included in the actuarial determinations. '

. A statement as to the effective date of the calculations, the date as of which the
participant and financial information were compiled, and the sources and adequacy of
such information.

. A summary of the participant information, separated into significant categories such as
active, retired, and terminated-vested. Actuaries are encouraged to include a detailed
display of the characteristics of each category and a reconciliation with prior reported
data.

. A summary of asset information and derivation of the actuarial value of assets. Actuaries
are encouraged to include an asset summary by category of investment and a
reconciliation with prior reported assets showing total contributions, benefits, investment
return, and any other reconciliation items.

. A description of the actuarial assumptions and cost method and the asset valuation
method. Changes in assumptions and methods from those used in previous
communications should be stated and their effects noted. If the actuary expects that the
long-term trend of costs resulting from the continued use of present assumptions and
methods would result in a significantly increased or decreased cost basis, this should also
be communicated.

. A statement of the findings, conclusions, or recommendations necessary to satisfy the
purpose of the communication and a summary of the actuarial determinations upon which
these are based. The communication should include applicable actuarial information
regarding financial reporting. Actuaries are encouraged to include derivation of the items
underlying these actuarial (ieterminations.

L A disclosure of any facts which, if not disclosed, might reasonably be expected to lead

to an incomplete understanding of the communication.

We have reviewed the actuarial valuation reports prepared by The Segal Company (Segal) from 1991
through 1993 and prepared by Milliman & Robertson, Inc. (M&R) in 1994 and 1995. All of the
reports contain the majority of the speciﬁc information required by the Academy. Our analysis will
focus on the major elements, especially those areas in which we have found deficiencies,and on other

elements commonly found in pension actuarial reports.
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The 1991 through 1993 Actuarial Valuation Reports: The resuits of these valuations were presented
in three separate reports. There were separate reports for the Kansas Police and Firemen’s
Retirement System, the Kansas Retirement System for Judges and the Kansas Public Retirement
System, which included the State/School, Local and TIAA members.

While the use of three reports can simplify tﬁe presentation of results, the differences in format and
the lack of summaries §howing results for the entire System made comparisons difficult. A
"summary" report which would present major results for all groups in the same format would have -
been helpful.

The summary of plan provisions in each of the reports was very good, providing enough details

without becoming too cumbersome. The following two changes would have improved the summary:

o Separate the description of the benefits provided by the KPERS Death and Disability
Program and the Retirement System. It was not immediately clear which of the disability
and death benefits were provided and valued under the retirement plan.

o Specify the normal form of payment.

There were significant plan provision changes effective with the 1993 valuation but no details were
provided. In addition to the summary of plan provisions included in the report, a comparative
summary of plan changes briefly describing the old and new plan provisions should have been
included.

The reports included a very brief description of the actuarial assumptions. Withdrawal for all causes
were outlined at sample ages. Separate rates for death, disability, and withdrawal should have been
shown at the sample ages. Other assumptions made which were necessary should have been listed,
including percent married, age differences between members and spouses, and commencement age
for deferred pensions. Details of any assumptions made with regards to missing data or other

valuation procedures should also be included.

The most serious deficiency in the reports was the lack of comparisons with the prior year’s results
and an analysis of the major causes of the changes in the results. Historical comparisons of key
measures were not provided. Almost all the comparisons in the reports dealt with the data, not plan

costs.
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All three reports included a results section, which disclosed the benefit enhancements and some of
the other non-demographic changes which would impact plan costs. But no indication of the
financial impact of these changes was given. If these plan changes and their impact were detailed

in another document, they should have been included here by reference.

The 1994 and 1995 Actuarial Valuation Reports: These actuarial valuations were prepared by M&R
and the results presented in reports which included separate summaries for the individual systems,
as well as all systems combined. ~ Given the complexity of the System, the summaries required for -
the groups and Plans and the use of three different cost methods, such an approach could produce
a confusing, unwieldy report. However, the report was well organized and it was relatively easy to

find information.

The summary of plan provisions included the disclaimer, “In the interest of simplicity, certain
generalizations have been made." Plan provision summaries need not include all plan details, but the

reports omitted some items which should have been included, specifically:

o Description of vesting provisions.

L Description of the TIAA and Correctional employees. If the Correctional employees
were not valued with the same provisions as other KPERS members, the major
differences should be mentioned.

.- Definition of "Tier I", "Tier II", and "Transfer" members. Those classifications were
used in the summary without explanation.

o Identification of disability and death benefits paid from the KPERS Death and Disability
Program. From the summary given, there was no indication that these benefits were not
included in the retirement plan liabilities or always excluded from the assets. Ideally, the
benefits paid from the Death and Disability Program would not be described in this
summary or it should be clear these benefits were not considered in the valuation resuits.
Overall, the relationship of the Death and Disability Program with the retirement benefits
is unclear.

L Specification of the normal form of annuity.

Although the 1994 report mentions the J uly,. 1994 benefit increase (COLA) to retirees, the specifics

of the increase should have been detailed.
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The summary of actuarial assumptions and methods in these reports were more complete than in the
previous reports. A table of mortality rates at sample ages and explanation of the margin used for
School members should be included. Also, a description of valuation procedures indicating

assumptions made for missing data and commencement ages for deferred pensions should be added.

Comparisons between the current and prior year’s data and resuits were given throughout the report
when appropriate. A breakdown of the assets by investment type was included on the basis of book

value in 1994 and market value in 1995. Overall, the cost summaries were complete.

Theé report also contained an excellent section entitled "Board Summary" which provided a concise
overview and an experience analysis for the year of all systems combined. The overview contained
a very informative summary of contribution rates, showing the prior and current year actuarial rates
and the recommended rates, which include the statutory limitations. A weighted average was
computed and differences shown. This one summary capsulized not only the increase in costs from
the previous year but also the increasing deficit of the statutorily limited rates to the true actuarial
cost rates. The overview could have been improved by commentary on this increasing deficiency and

projections which would indicate when the actuarial rate and statutory rate reached equilibrium.

Again, historical comparison of key actuarial and other measures were omitted which made funding

progress difficult to assess.

Adequacy of the information provided in the actuaries’ reports with regard to analysis of gains
and/or losses. _

The determination of the net actuarial experience gain or loss for a plan year is important as a
measure both in magnitude and direction of the accuracy of the set of actuarial assumptions. Based
upon the results of the prior valuation, the unfunded liability and actuarial contribution rate brought
forward from the previous year to the current year assuming all actuarial assumptions were exactly
realized. If actual experience is more favorable than assumed, a net gain will result (unfunded
liability and actuarial rate will be less than expected); and conversely, if actual experience is less

favorable than assumed, a net loss will result (those items will be more than expected).

The effect of changes in plan provisions, actuarial assumptions and actuarial methods are not
components of experience but are frequently included in the analysis so as to show the flow of final
results from one year to the next. Our comments assume such items are to be included in a gain/loss

analysis.
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The analysis is often detailed by source with changes by component elements shown. The elements
examined and format of the analysis can vary considerably depending upon the plan, cost method and
degree of detail required by the Board and Retirement System staff. An extensive breakdown of the
total gain or loss computed requires a high standard for data. The gain/loss elements most commonly
analyzed are the following:

. investment return

o salary increases

o new entrants

. decrements (in total or separately for each decrement - withdrawal, death, disability and
retirement)

. changes in actuarial assumptions or method

o changes in plan provisions

Depending upon the needs of the user and the significance of the impact on the results, other items

such as data changes, may be analyzed as well.

The actuarial valuation reports prepared by Segal from 1991 through 1993 did not contain a gain/loss
analysis. In the "Resuits of Actuarial Valuation" sections of the reports, comparisons of the funding
ratios and percentage of payroll represented by the unfunded actuarial liability for the prior and
current year are given but a numerical breakdown of the reasons for the changes in values is not
included. The Segal report for the Police and Firemen’s Retirement System noted that there were
changes in the characteristics of the members, including an increase in average age of the active
members. The KPERS report indicates a 9.2% net investment yield rate for the fiscal year ending
June 30, 1993. But in all cases, the impact on the resuits was not given. No other comments or

analysis of the gains or losses due to actuarial assumptions were made.

Since the valuations for the three systems were done and presented in three separate reports, and the
Judges System had only 248 participants, a gain/loss analysis for that Plan would generally not be

done. And since the assumption changes were in some cases driven by the revisions to the plan

provisions, it would be appropriate to combine those two elements of the gain/loss review. The -

absence of a new entrant analysis is not unusual in a plan such as this because employees who must
complete a year of service before membership begins are not given credited service for that period

and, therefore, the impact on the accrued liability is minimal. Since most of the members are valued

using this cost method, a new entrant analysis might not be of sigﬁiﬂcant value. However, the

complete lack of analysis, especially of the impact of the investment return and salary increases, is
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surprising. Those two items frequently have a large impact on changes in the financial condition of

a plan from one year to the next and should be examined.

The M&R reports included a gain/loss analysis in three exhibits in the Board Summary section.
These exhibits analyzed changes in assets, unfunded actuarial liabilities and the weighted average of
the actuarial contribution rate. As part of the change in unfunded liability expected, the amortization
methodology creates an increase in the unfunded liability. Also, the time lag associated with not
contributing at the actuarial rate creates an expected increase in unfunded liabilities. These items -
were included in the 1995 report, but were missing in the 1994 report.

Compliance with the disclosure requirements of Governmental Accounting Standards Board
The Segal Company reports did not contain the information required by Governmental Accounting
Standards Board Statement No. 5. Since the required Pension Benefit Obligation results were given

in the System annual financial report, we assume it was provided separately.

The Milliman & Robertson report contains the information required by GASB No.5 and appears to

be complete.

Effective for periods after June 15, 1996, public defined benefit retirement plans will be required to
measure pension expense according to a new standard by computing an actuarially required
contribution (ARC). The ARC will require amortization of unfunded liabilities over a maximum of
40 years initially, and a maximum of 30 years in ten years. While the standard is reasonably flexible
with regard to actuarial methods and assumptions (and the current KPERS methods, assumptions and
procedures generally comply), the net effect to KPERS will be a more detailed disclosure and
comparison of the ARC to the actual contributions. Public employers participating in single employer
plans will be required to expense the ARC, but employers participating in cost-sharing multiple

employer plans will be able to continue to expense the statutorily required contributions.

Reasonableness of the Actuarial Valuation Resuits for 1993-1995

As outlined in the introduction, many changes in the plan provisions, actuarial assumptions, and
actuarial methods occurred during the five-year period we reviewed. The most significant changes
occurred in 1993 as a result of the 1993 Legislation, and again in 1994 when M&R replaced Segal
and several data adjustments and methodology changes significantly increased the actuarial

contribution rate.
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The changes made by M&R and the impact on valuation results were reviewed by Segal. In most
cases, Segal agreed the results of the changes were reasonable. The increase in the unfunded liability
attributable to salary and decrement losses at June 30, 1994 amounted to $320M, of which $55M was
due to the amortization method and contribution/timing differences. Segal indicted they believed a
loss of that magnitude was possible given the changes in the plan that had occurred. They suggested
there were a number of retirements between 1993 and 1994 due to members taking advantage of the

plan improvements. Our independent reconciliation of the changes in unfunded liability between 1993
and 1994 with comparison to M&R follows:

M&R Buck
Unfunded at June 30, 1993 $ 968 $ 968
e Increase due to amortization method and
contribution/timing * 26

Expected Unfunded at June 30, 1994 $ 968 $ 994
¢ Investment gain (102) 97
e  Asset method change (134) (159)
e 1994 COLA 75 75
¢  Methodology changes 228 228
¢ Data and salary adjustments 150 150
e Decrement and salary loss 320* 314
Actual Unfunded at June 30, 1994 $ 1,505 $1,505

* Per M&R, increase due to amortization method and contribution/timing of $55M was included
in decrement and salary loss of $320M.

The methodology changes shown above include:
o -revised liabilities for the actual 1993 COLA (Segal estimates were low),

e -M&R included the value for a return of employee contributions if death occurs after

termination but before commencement of vested pension, Segal did not,

e -change in methodology for determining value of pre-retirement spouses benefit upon death

while an active employee, and
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e revision to the inactive member liability. éegal had valued the benefits payable at age 65, then
loaded 25% for expected earlier commencement. M&R valued the benefits deferred to age 62
which produced a higher liability. We estimate this change in methodology would have
increased the Segal liabilities by 10%.

The changes in data and salary adjustments were results of an assumption Segal made regarding active
records with unpopulated salary fields. Segal assumed the members were inactive. M&R pursued
the missing information with KPERS and found these members to be active, resulting in an increase -
in the liability.

Although we agree the system experienced losses during this period due to members retiring and
taking advantage of the plan improvements, we do not believe there was a sufficient increase in the
number of retirees or benefit levels above the COLA increases to justify the magnitude of the loss
indicated.

A possible source for this loss could be due to methodology changes since, in our opinion, the
actuarial accrued liabilities for active members increased more than would be anticipated, given
general increases in membership and compensation. In discussing this issue with M&R, a change
was made in the methodology used for projecting the actuarial calculations from the census date to
the valuation date. We agree with M&R’s revision to this methodology. Pinpointing the source of

all changes would require a parallel valuation to compare results using the same membership data.

Funded Status _

The funded status of the system was reduced as a result of the recent benefit changes. A recent
Wilshire study showed the average statewide retirement system funded ratio, based on market value
of assets and disclosed Pension Beneﬁt.Obligations under GASB No. 5, was 91%. A Wisconsin
survey of funded ratios, based on both market and actuarial asset values, showed an average funded
ratio of 85%. The funded ratios of KPERS are less than these averages, with a funded ratio based
on market value of 83% in 1995, up from 77% in 1994. It is likely that the robust investment resuits
in 1995 resulted in an overall improvement in the average funded ratios. These comparisons do

indicate KPERS is less well funded than the average public system.
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Section VI. Findings and Recommendations

1. The data provided by KPERS to the actuary appear to be substantially improved between 1993
and 1994. However, a significant number of active and/or inactive members appear not to be

included in the calculations and some data elements continue to be missing.

Recommendations:

a. Greater effort should be made. by KPERS and the actuary to reconcile and agree on
membership counts and other relevant data prior to completing the actuarial valuation.

b. All necessary data elements should be identified, supplied and verified.

c. Inactive/active member identification coding should be improved.

d. Future benefits payable to vested inactive members who do not withdraw their
contributions should be calculated by KPERS and provided on the data submitted

annually to the actuary along with commencement dates.

2. The actuarial assumptions and methods used in the most current actuarial valuation are in our

opinion reasonable and generally in line with common practices.

However, the combination of the use of the projected unit credit actuarial cost method, a 40-year
amortization period for payment of the unfunded obligations of KPERS, the current funded status
of the system, an assumption of a 4% per year increase in the membership payroll, and the
failure to meet the actuarially required contributions all contribute to a likelihood for increasing
contribution requirements even if all assumptions are otherwise met. In total, the assumptions

and methods have little margin for conservatism and, as a resuit, the system is highly leveraged.

Recommendations:

Buck recommends that the following assumptions/methods be closely monitored and evaluated:
a.. Retirement rates

b. Postretirement mortality

Membership payroll increases (the 4% per year increase assumption)

d. The average age of the members
e. Boundaries for the asset valuation method
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3. The combination of contributing less than the actuarially required contribution on a Projected Unit
Credit actuarial cost determination and amortizing the unfunded obligations over an increasing
payroll will delay payment of the actuarially required contribution until 2009 as determined by
KPERS using software provided by M&R. Employer contributions will increase from the current
actuarially determined amounts of 5.23% of pay to 6.07% of pay because of the delayed
contributions - even if all assumptions are met. Under these projections, the unfunded obligations
are expected to grow dramatically to over two (2) times the current level, peaking by 2015, if
assumptions are all realized.

KPERS
Projection of Unfunded Accrued Liability
Increasing Employer Contribution Rate of .20% up to 6.07%
State/School

g
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Recommendations:
a.. Future actuarial valuations should clearly disclose the current actuarially required

contribution as well as the long-term effect of making contributions less than the
actuarially required contribution.

b. Future benefit increases are not advisable without additional funding (e.g., the
continuation of ad hoc benefit increases for retirees will exacerbate the shortfall of
contributions required and will become increasingly more expensive as the retiree

population increases).
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c. A long-term actuarial forecast of KPERS using an open group model should be
considered under alternative assumptions to determine the most likely cost and funded
status of the system. In particular, the sensitivity of KPERS of various alternative
scenarios (e.g., lower membership, earlier retirement, mortality improvement, positive

and negative investment performance compared to the expectation, etc.).

An open group model projects valuation resuits into the future, over a 10, 20, or 30 year
period, and replaces expected terminations and retirements with new members. The -
current actuarial valuation process is a closed group model and does not anticipate the
effect of adding new members. The understanding of the expected effect of new member
replacements under a declining membership group (as anticipated due to recent legislation
affecting State employees) is crucial to the determination of the long-term financial
soundness of KPERS. '

4. The differences between the June 30, 1993 actuarial valuation prepared by The Segal Company
and the June 30, 1994 actuarial valuation prepared by Milliman & Robertson have only partially
been reconciled. Approximately $320M of unreconciled loss (5.8% of the accrued liability) is
unusually high. This is after Segal and M&R have estimated methodology and data clarifications
to account for $335M of additional liability. While the number of members retiring due to the
1993 legislation undoubtedly contributed to the loss, it is unlikely that this accounts for a loss of
that magnitude. An investigation of actuarial reports for years prior to 1993 and in 1995 do not
reveal a loss of that magnitude. It is probable that additional data corrections, methodology

changes, or calculation errors are responsible.

Recommendations: ‘

a.. An independent actuarial valuation of both 1993 and 1994 resuits would be required to
reconcile the differences and determine if the difference was due to data, methodology
or calculation error.

b. A more productive exercise may be to request an independent actuarial valuation of the
1994 (or 1995) Milliman &-Robertson results_to confirm their methodology and
conclusions, since Milliman & Robertson is now advising KPERS as to the amount of the

determination of the current actuarially required contribution.
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5. The current (1995) actuarial valuation report has improved the disclosure of the funded status of

KPERS. However, additional disclosure and analysis are needed in our opinion.

Recommendations:

The annual actuarial report should be expanded to include:

a. More detail on the reasons for changes in the unfunded obligations and normal costs.
For example, the effect of gains or losses due to mortality, retirement experience, salary
increases, etc. should be identified.

b. Since the employer contributions is significantly less than the actuarially required
contribution, disclosure should be made at each valuation of the long-term effect of the
short fall on ultimate employer contribution requirements.

c. A forecast of the unfunded obligations and the funded ratio (Assets at market and/or
actuarial value compared to the system liabilities on a Pension Benefit Obligation basis).

d. A history of key actuarial measures (e.g., actuarially required contribution compared to

actuarial contributions, Funded Ratio, market value of assets compared to actuarial value,

etc.).
e. Required actuarial disclosure information and exhibits.
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