Approved:__ March 16, 2001

Date
MINUTES OF THE SENATE COMMITTEE ON WAYS AND MEANS.

The meeting was called to order by Chairperson Steve Morris at 10:30 a.m. on January 18, 2001, in Room
123-S of the Capitol.

All members were present except:  All present

Committee staff present:
Alan Conroy, Chief Fiscal Analyst, Kansas Legislative Research Department
Debra Hollon, Kansas Legislative Research Department
Amory Lovin, Kansas Legislative Research Department
Julian Efird, Kansas Legislative Research Department
Michael Corrigan, Assistant Revisor, Revisor of Statutes
Gordon Self, Revisor of Statutes Office
Julie Weber, Administrative Assistant to the Chairman
Mary Shaw, Committee Secretary

Conferees appearing before the committee:

Glenn Deck, Executive Secretary, Kansas Public Employees Retirement System (KPERS)

Patrice Beckham, FSA, KPERS Consulting Actuary, Milliman and Robertson, Inc, Omaha, Nebraska
Others attending: See attached guest list

Bill Introductions

Senator Jordan made a motion, with a second by Senator Huelskamp. to introduce a bill (1rs0362) that
would move up the KPERS actuarial audit from 2002 to 2001. Motion carried.

Chairman Morris welcomed Glenn Deck, Executive Secretary, KPERS. Mr. Deck introduced various
board members who were present with him. In summary, Mr. Deck explained that the retirement system
is in very sound financial condition and that excellent funding progress has been made in the last six
years. Mr. Deck mentioned that there has been criticism about the changes in valuation policy that will be
presented today in that they should have been communicated earlier to the Legislature. They accept this
and agree that the KPERS Board and staff should have discussed this earlier, particularly with the Joint
Committee on Pensions, Investments and Benefits. Mr. Deck mentioned that in the future they will do a
better job of keeping the Legislature informed about these kinds of significant issues before decisions are
made. They support the bill to speed up the independent audit since it is sound practice to perform an
actuarial audit periodically. This is done all over the country for all pension systems. They feel it is
important to accelerate the audit due to the kinds of concerns expressed on the issue. They understand the
importance of the projected contribution rate equilibrium date to the Legislature and the policy discussion
regarding future benefits of the system. (No written testimony was provided.) Mr. Deck introduced Pat
Beckham, the KPERS Consulting Actuary, Milliman and Robertson, Inc, Omaha, Nebraska.

Chairman Morris welcomed Ms. Beckham to the Committee (Attachment 1). Ms. Beckham mentioned
some goals she would address in her presentation as follows:

. Address information previously disseminated
. Define key terms

. Explain Valuation process

. Review June 30, 2000 Valuation results

. Key discussion points

Information provided by the KPERS actuary, based on the June 30, 2000 valuation, using a new
projection model developed in 2000 indicates that the equilibrium year for the State/School contribution
rate will be reached in FY 2016 at a rate of 7.36 percent. New (2000) estimates for the local units project
equilibrium in CY 2004 at a rate of 3.88 percent. The impact of the new estimates on local units 1s not as
dramatic as on the State/School group. The movement of the equilibrium date from FY 2005 ( based on
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CONTINUATION SHEET

the 1999 model) to FY 2016 (2000 model) for the State/School group was the result of two factors
identified by the KPERS actuary:

L, Net negative actuarial experience between June 30, 1999 and June 30, 2000, resulted in an

increase of normal cost in the current valuation and a resulting actuarial rate increase of
0.26 percent. Actual experience in FY 2000 did not match the actuarial estimates.

2. Beginning a six year phase-in of changes in the actuarial procedures resulted in an increase
in the unintended actuarial liability (UAL) and a resulting actuarial rate increase of 0.10
percent. The main procedural change involves shifting the date for counting salaries from
December 31 to June 30.

Similar increases in the UAL and normal cost rate are expected over the next five years. As aresult, the
actuarial contribution rate will increase more rapidly than the rate allowed by the statutory cap, with an
increasing shortfall in the state’s employer contributions. The impact on the projection caused by the
shortfall in contributions pushes the equilibrium date out to FY 2016, according to the KPERS actuary.

Regarding changes in the valuation procedures, Ms.Beckham noted that there have been a lot of questions
about why it is being done now. She mentioned that Milliman and Robertson came in with three months
of experience with KPERS as compared to 33 years by Segal & Company. She noted that Milliman and
Robertson now has had six years experience with KPERS. Committee questions and discussion followed.

Regarding the equilibrium date, Senator Kerr mentioned that there was a good understanding of what the
equilibrium date was because Ms. Beckham stressed that when the statutory rate equals the actuarial rate
the Legislature would not have to continue the 0.02 percent increase annually. Therefore, if the
Legislature chose to use the 0.02 percent for something like cost of living increase (COLAs) since the
Legislature has been very restrictive on COLAs because of having this additional contribution each year to
play catch-up. The Legislature has made a lot of decisions to resist COLAs thinking that the Legislature
was taking the long view and leaving their successors in a better position. Senator Kerr noted that now,
following the new projections, the equilibrium rate will not be reached until 2015 and the employer’s
contribution rate will be 7.35 percent, so it is an extraordinary thing for legislators and for taxpayers. The
Legislature thought all the financial assumptions concerning KPERS were already known. He asked of
Ms. Beckham what might make the Committee more comfortable concerning whether other significant
assumptions might be changed. Ms. Beckham responded that she did not intend to infer that the
committee members did not understand the projected equilibrium date and she had talked to the KPERS
staff as to when this should be brought to the attention of the Legislature. She noted that the change needs
to be made. Continued Committee discussion followed regarding the equilibrium rate.

Senator Kerr asked Ms. Beckham if she agrees that the $865 million dollars is the additional amount that
the state will pay over 15 years as a result of this change, if the present statute is followed. Ms. Beckham
responded that the $865 million dollars, in her understanding, is the difference between the projected
contribution rates based on the 1999 model versus the 2000 model . There are two changes that happened
between 1999 and 2000 and the second change would be the procedural changes.

Senator Barone expressed concern with what the legislature knew, when they knew it and how they got to
where they are. In November, he noted that the actuary’s new assumptions were a relatively new
discovery. It is his impression that the actuary knew about this immediately when they became the
actuary and referenced the fact that they had documented it back then. Senator Barone asked if Ms.
Beckham would explain the discussions that have gone on these past 6 years about this situation and what
changed that now that it needed to be addressed.

Ms. Beckham noted that the Segal Company procedures were in place and they kept those procedures in
1994 when they took over from that company. Milliman and Robertson had deferred to their predecessors
thinking there was a reason for their assumptions. That was the decision made in consultation with
KPERS at that time and they basically decided to monitor the procedures. They continued to share
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CONTINUATION SHEET

information with KPERS. She noted that until they started doing two sets of valuations, they did not
know what the results would be with their procedures versus the Milliman & Robertson Company
procedures. Ms. Beckham noted that they have to perform two valuations to compare results.

Further Committee discussion followed regarding the situation being addressed with the KPERS staff and
the KPERS Board. Senator Barone requested that if any significant new information comes up in the
future, to communicate it in writing to her employers, and to the extent possible, to the Legislature.
Senator Barone noted that a key element is that people were left out of the loop for six years from 1994 to
2000, and suddenly it is addressed and this body, the Kansas Legislature, was not involved in the process.

The meeting was adjourned at 11:55 a.m. The next meeting is scheduled for January 19, 2001.
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Presentation on KPERS

to the
Kansas Legislative Committees

January 18, 2001

Presented By:
Patrice A. Beckham, F.S.A.

Milliman & Robertson, Inc. ]

m Goals for Today

& Address information previously disseminated

¢ Define key terms

o Explain Valuation process

< Review 6/30/00 Valuation results

o Key discussion points P}
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WAW June 30,2000 Actuarial Valuation

o Determine actuarial contribution rates
o Disclose asset/liability measures

¢ Analyze experience

< Report on trends

m Valuation Process

¢ Current benetfit structure

¢ Current membership

¢ Actuarial assumptions

¢ Actuarial methods/procedures




m Basic Equation

C+1=B+E

C = Contributions

| =Investment Income
B = Benefits Paid

E = Expenses

m Actuarial Cost Method

Mathematical technique which assigns
costs to specific years.

Different methods allocate costs
differently.

6

Y



m Actuarial Cost Method

Normal Cost: Cost assigned to current year
of service by actuarial cost method.

Actuarial Liability (AL): Portion of actuarial
present value of future benefits
attributable to prior service under the
actuarial cost method.

m Actuarial Balance Sheet

Assets:
- Current AVA
- Future Payments on UAL
- Future Normal Costs
Liabilities:
- PV of Benefits

@ Current Retirees

o Current Actives

o Current Inactives




m Projected Unit Credit

Allocates a portion of the projected benefit
to each year of service.

NC = PV of piece of projected benefit
allocated to current YOS

AL = PV of projected benefit allocated to
prior service

2

m Projected Unit Credit - Example

¢ Member attained age 45
o Current Service 10 (entry age 35)
& Projected Benefit at Age 62: $27,000

¢ Benefit Assigned to Current Year:
27,000/(62-35) = 1,000

o Benefit Allocated to Prior Service:
27,000 x 10/27 = 10,000

10
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m Projected Unit Credit

NC and AL heavily dependent on age

o If member is 35:
NC = 1,040

o If member is 55:
NC = 5,100

m Actuarial Value of Assets

Methodology used to assign a value
to the current assets in the Fund
for valuation purposes.

KPERS: Expected Value + 33%
(Market Value - Expected Value)

\-b



‘ June 30, 2000
Actuarial Value of Assets

AVA = $ 9,568 M

MV =8$10,527 M

m Unfunded Actuarial Liability (UAL)

UAL = Difference between Actuarial Liability and
Actuarial Value of Assets

Impacted by:

o Experience Gains/Losses

o Change in Assumptions/Methods
o Changes in Benefit Structure

o Actual Contributions Made




each year.

m Amortization of UAL

o Pay off current present value amount with
periodic payments of interest & principal.

e KPERS payment calculated as level % payroll
so dollar amount of payment increases 4%

@ Payment recalculated each year.

o KPERS amortization period set statutorily at 40
years, measured from 1993.

15

m Total Retirement System
) as of June 30, 2000

UAL ($M) AL VA

« State/School $7,690 $6,830

¢ Local 1,480 1,443

o TIAA 38 15

¢ KP&F 1,509 1,202

o Judges 86 77
TOTAL 10,801 9,568

c
r

$860
36
23
307

1,233




m Total Retirement System

Funded Ratio
1994 77.7%
1995 78.8%
1996 81.0%
1997 83.3%
1998 83.0%
1999 86.0%
2000 88.6%

17
m Summary of Changes in
Total System UAL
Year Ended 1995 1996 1997 1998 1999 000 Total
Effect of Contribution Cap/Lag (95) (70) (63) (54)  (78) (66) (4281
Amortization Method (47) (38) (35) (32) (30} (22)  (204)
Actual Experience vs Assumed
e Investment 143 280 323 413 369 441 1,969
e All Other (72) (136) (157) (104) (46) (99) (614)
Assumption Changes 96 0 0 (350) 0 0 (254)
Change in Benefit Provisions 0 0 0 (88) 0 (19) (107)
Changes in Data/Procedures 0 0 0 0 (21 @1 (L2
Total 25 36 68 (215) 194 164 272
Uniunded Actuarial Liability 6/30/94 : (1,505)
Nel Change 1994 - 2000 ;o272
Unfunded Actuarial Liability 6/30/00 : (1,233)"
*Projected UAL at 6/30/00 Based on 6/30/94 UAL: (1.767)
18
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m Changes in Valuation Procedures

Background:

M & R became actuary in 1994

Significant problems reconciling with prior actuary
Both prior consultant and actuary were unavailable
Valuation changes were made where cause was known

Certain procedures not as obvious as to
development/usage - decision was made to wait +
further evaluate

¢ Statutory cap resulted in no impact on short term
funding

DICIE SR % S+ T ¥

m Changes in Valuation Procedures

Procedures in Question:
o Result of estimation techniques
- Valuation date: June 30
- Membership data: December 31
o Valuation Salaries
© Development of Normal Cost
- Dollar Amount
- Effective Rate of Pay

- Most Significant Impact
20
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m Changes in Valuation Procedures

30,000 I I I
1/1/00 12/31/00 6/30/01 12/31/01 6/30/02
Segal M&R
Val Date Val Date

Segal: 30,000 (1/1t06/30) M & R: Rate of pay 12/31/00 : 30,732
31,500 (7/1 to 12/31) Rate of pay 6/30/01 : 31,347
30,750 (1/1 to 12/31) Rate of pay 12/31/01 : 32,914

Pay 6/30/01 to 6/30/02: 32,130 ,

m Changes in Valuation Procedures

Why Now?
¢ M & R has developed their own
experience/knowledge of System
- Six years of experience
- Completion of 2 experience studies

o Procedures isolated as cause of recurring
experience losses

© More realistic actuarial position for System




m Impact of Procedure Changes

UAL Impact:
As of June 30, 2000: $373 M
Total over 6 years: 450 M

Normal Cost Impact:
State/School: .26% per year
Local: .08% per year

m Impact of Procedure Changes

Additional Present
Contributions Value
5 Years $ 0 $ 0
10 Years 119 64
15 Years 434 183
Through Amortization
Period (2033) $(259) $173

\ =1



Fiscal
Year

2002
2003
2004
2005
2006

2007
2008
2009
2010
2011

2012
2013
2014
2015
2016

Projected

Salarics

3,178.28
3,305.41
3.437.62
3.575.13
3.718.13

3.866.86
4,021.53
4,182.39
4.349.69
4.523.68

4,704.62
4,892.81
5,088.52
5,292.00
5.503.75

New Procedures

State School

Analysis of Changes in Actuarial Procedures
(millions)

O1d Procedures

Projected
Conlt. Rate

4.78%
4.98%
5.18%
5.38%
5.58%

5.78%
5.98%
6.18%
6.38%
6.58%

0.78%
6.98%
T.18%
7.38%
7.35%

Fifteen Year Impact

Projected Projected Projected
Contributions Conlt. Rate Contributions
$ 15192 4.78% $ 15192
$ 164.61 4.98% $ 164.61
$ 178.07 5.18% $ 178.07
$ 192.34 5.38% $ 19234
$  207.47 5.58% $ 20747
Five Year Impact
§ 22350 5.60% $  216.66
$ 24049 5.59% $ 22490
§ 25847 5.60% $ 23432
$ 277.51 5.04% $  245.15
$ 207.66 5.09% $ 25741
Ten Year Impact
$ 31897 5.76% $ 271.01
$ 34152 5.84% $ 285.92
$ 365.30 5.94% $ 302.13
$ 39055 6.04% $ 319.64
$ 404.06 S.95% $  327.04

Additional
Contributions Present Value

$ - b3 -
$ - $ 2
$ - $ -
$ - $

% - $

3 " $ o
$ 6.85 $ 1.48
$ 15.59 $ v.45
3 24.15 $ 13.56
$ 32.36 $ 16.82
b 40.25 $ 10,37
$ 11919 $ 0360
$ 47.96 $ AL AR
$ 55.59 $ ARJK]
$ 63.23 h AR
5 70.92 b 2509
$ 77.02 $ i A
$ 43391 % Ix2A0

25
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Fiscal
Yecar

2017
2018
2019
2020
2021
2022
2023
2024
2025
2026
2027
2028
2029
2030
2031
2032
2033

Projected
Salaries

$ 5.723.89
$ 5.952.85
$ 6.190.96
$ 6.438.60
$ 6,696.15
$ 6.963.99
$ 724255
$ 7.532.26
$ 7,833.55
$ 8,146.89
$ 8.472.76
$ R.811.67
$ 9.104.14
$ 9.530.71
$ 991193
$10,308.41
$10.720.75

New Procedures

Projected
Cont. Rate

7.36%
7.36%
7.36%
7.36%
7.36%
7.36%
7.36%
7.36%
1.37%
7.37%
7.37%
7.38%
7.38%
7.39%
7.39%
7.40%
7.41%

State School

Analysis of Changes in Actuarial Procedures (cont.)
(millions)

Old Procedures

Projected Projected Projected
Contributions Cont. Rate Contributions
$ 421.39 6.06% $  346.04
$ 438.04 6.16% $ 36697
$ 45554 6.29% $ 389.70
$ 473.74 6.43% $ 41424
$ 492.73 6.58% $  440.80
$ 512,51 6.74% $ 469.53
$ 5332 6.91% $  500.69
§ 554.60 7.10% $ 53462
$ 576498 7.30% $ 57173
$ 60029 7.52% $ 061258
$ 62458 7.77% $ 65792
$ 64990 8.04% $ 70877
$ 67631 8.37% $  766.63
$ 70380 8.75% $ 83382
$ 732.67 9.22% $ 91427
$ 7628 9.85% $ 1.015.25
$ 794.067 10.75% $ 1,152.48

Impact through Amortization Period

Additional
Contributions Present Value

$ 74.75 $ 22.67
$ 71.08 $ 19.96
b 65.84 $ 17.12
$ 59.50 $ 14.33
$ 51.93 $ 11.58
$ 42 98 $ 8.87
$ 32.44 $ 6.20
$ 19.99 $ 354
$ 5.25 $ 0.86
$ (12.29) % (1.87)
$ (33.34) $ {4.68)
$ (58.86) $ 17.66)
$  (90.32) $ 0 (10.88)
$  (129.96) $ 114.50)
$  (181.60) $ 0 (18.75)
$ (25241) $ (2414
$  (357.83) $ (31.68)
$  (258.94) $ 173.48

26
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m Change in Unfunded Actuarial Liability

of Total System

(Unfunded) Actuarial Liability 6/30/99

& Effect contribution cap

and time lag

Expected increase due to
amortization method

Change in benefit provisions
Investment gain

Liability loss from actual experience
Refinement in data/procedures

Q0QOQ O

(Unfunded) Actuarial Liability 6/30/00

(1,397)

(€6)

(22)
(19)
441
(99)
(71)

(1,233)

WAV state/School Unfunded Actuarial Liability

(Unfunded) Actuarial Liability 6/30/99

& Effect contribution cap

and time lag

€ Expected increase due to
amortization method

© Change in benefit provisions

@ Investment gain

@ Liability loss from actual experience
© Refinement in data/procedures

(Unfunded) Actuarial Liability 6/30/00

(973)

(55)

(21)
(14)
349
(89)
(57)

(860)

28
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m Change in State /School Rate

Actuarial Contribution Rate, 6/30/99 6.00%
Change in amortization of UAL.:
o Effect of contribution cap/time lag 0.10%
© Amortization method 0.00%
¢ Investment gain (0.62)%
o Experience other than investment return 0.16%
¢ Refinement in data/procedures 0.10%
o Benefit changes (13th check) 0.02%
Change in normal cost rate:
@ Member Demographics 0.15%
& Refinement in procedures 0.26%
Actuarial Contribution Rate, 6/30/00 6.17% 29

m Actuarial Contribution Rates

System 1999 2000

State/School 6.00% 6.17%
Local 3.88% 4.07%
TIAA 2.03% 2.27%
KP&F 6.89% 6.79%
Judges 15.68% 15.46%
Combined 5.33% 5.50%
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m Recommended Contribution Rates

System 1999 2000

State/School 4.78% 4.98%
Local 3.37% 3.52%
TIAA 2.03% 2.27%
KP &F 6.89% 6.79%
Judges 15.68% 15.46%
Combined 4.42% 4.60%

‘ Shortfall Between Statutory and
&1 Actuarial Rate

tem 1999 2000
State/School 1.22% 1.19%
Local 0.51% .55%
TIAA 0% 0%
KP&F 0% 0%
Judges 0% 0%
Combined .91% .90%

171



m Projected Equilibrium Date

What is it?
The date statutory contribution rate =
actuarial contribution rate

What it is not:
o Date at which UAL =0

o Date at which contribution is fixed % of pay

Projected Equilibrium Date

STATE:
@ Projected Date is FYB 2015
@ Projected Rate is 7.35%

LOCAL:
¢ Projected Date is FYB 2005
¢ Projected Rate is 3.88%




Projected Equilibrium Date

Limitations/Assumptions

- No change in age/service demographics of
active members

- Each actuariai assumption is met each
year
- No growth in active member population

- No change in statutory contribution
cap of 0.20%

m Projected Equilibrium Date

Considerations

- Impact of baby boomers on
demographics

- Experience study this year

— Actual vs expected experience
in future years

36




Summary/Conclusions

- Methodical & responsible approach
— Internal audit

- Working with KPERS to explore
options to mitigate impact




