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MINUTES OF THE HOUSE COMMITTEE ON APPROPRIATIONS.,

The meeting was called to order by Chairman Kenny Wilk at 9:00 am. on January 18, 2001 in Room 514-S of
the Capital.

All members were present except:

Committee staff present: Alan Conroy, Legidative Research
Rae Anne Davis, Legidative Research
Jm Wilson, Revisor of Statutes
Mike Corrigan, Revisor of Statutes
Nikki Feuerborn, Committee Secretary

Conferees appearing before the committee:  Glenn Deck, Executive Secretary, KPERS
Patrice A. Beckham, F.SA., KPERS Consulting Actuary,
Milliman and Robertson, Inc.

Others attending: See Attached

Glenn Deck, Executive Secretary, KPERS, emphasized that the system wasina very sound financid conditionand
the proposed actuaria procedura change will in no way jeopardize any current benefits to members. He
emphasized that it wasimportant to note that this system has made excellent funding progressin the past Six years
with a funded ratio increase from 77% to 89% since 1994. This steady progress has been achieved through a
partnership with the Legidature in developing an enhanced funding plan and benefit package in the 1993 Sesson.
The gate and the 1,400 other employers involved have gradudly increased their contributions and in furtherance of
that funding plan during this time period as well as 150,000 active members making steady contributions into the
sysem. The Board of Trustees and the staff have prudently invested these assets and have a strong record of
investment performance. The partnership of dl these partieshas hel ped achievethisincreasein our funding progress.

In addressing some of the recent criticisms, Mr. Deck acknowledged that the changes they were presenting today
should have been communicated earlier to the Legidature by the KPERS Board and staff. He stated that adso
should have beenmore discussion with the Joint Committee on Pensions, Investments, and Benefits lastyear. Mr.
Deck pledged to do a better job of keeping Al parties informed and discussang sgnificant issues in advance of
decisons. The dtate Statutes require an independent actuaria  audit of actuarid services every Six years, this audit
isdueinFY 2002. Mr. Deck noted there has been some discussion by the Legidative leadership of accelerating the
funding of thisaudit. Mr. Deck said they supported the proposed audit acceleration given the concerns regarding
the proposed actuarid change. He acknowledged the importance of the equilibrium date and welcomed policy
discussonsof future benefits The KPERS &t is currently working with their actuary to develop options which
will be presented to the Board and the Legidature to help dleviate the impact of the actuariad change.

Pat Beckham, F.SA., KPERS Consulting Actuary, Milliman and Robertson, Inc., Omaha, Nebraska, made an
overhead presentation on the definition of terms, the vauation process currently used by KPERS and the June 30,
2000 vauation results (Attachment 1). Mrs. Beckham explained that an actuarid cost method is a mathematica
technique that alocates retirement benefits to the different years that a member is working. This cost method
alocatesthe portion of the ultimate projected bendfit to each year of service. Theimpact of the projected equilibrium
date of FY B 2015 versus the origindly projected date of FY B 2005 was a so addressed. Mrs. Beckham explained
the unfunded actuarid ligbility was aresult of a problemthey inherited fromthe fund’ sprevious actuaries of 30 years.
Though the new actuaries suspected the process they inherited in 1994 of projecting State salarieswas resulting in
an actuarid loss of $40 million ayear, they wanted to make sure, sothey left the processin place for severa years
to test thar assumptions. They have completed two experience studies and have developed achange in procedures
which will diminatethis actuarid loss after asx year period. The proceduresin question are the result of estimating
apopulation through projection techniques.

In response to questions, Mrs. Beckham said she would definitely prefer using the entry age normal process rather
than the currently used projected unit credit sysem. However, such achange would require legiddive action to



amend the Kansas statutes. When people leave covered employment or are promoted, there is adefinite negative
impact on the liability. The earlier people retire, the more expensve it is for a retirement sysem. If an early
retirement incentive was in place and everyone who wasdigible for retirement wereto leave, therewould be a“big
hit” inthe unfunded actuarid liability for that and severd following years. Mrs. Beckham said they would continue
to work closdly withK PERS to hdp mitigatethe impact of this change inactuaria procedures on the state’ s budget.

The Committee discussed the projected unit credit procedure whichis currently in the Kansas statutes.  Inresponse
to questions regarding dternatives to moving from reaching equilibrium in 2005 to 2015, Mrs. Beckham suggested
that changing actuarid methodsis an option; but the long term cost is set by the benfit structure. Mot retirement
systems use the entry age normd actuaria cost method. It develops cost at the leve percent of pay during that
person’s entire working career. If the syslem hasa population of mainly aging employees asfar as salary goes, it
does not have a direct impact because their costs are based onentry age. It tendsto be much more stable than the
projected unit credit actuaria cost method. But because that cost method alocates contributions from the entire
working career, it dlocates more of the ultimate cost of benefits for earlier years of service than the projected unit
credit. If KPERSwasto switch to entry agenorma, norma costswill come down but the unfunded ligbility isgoing
to go way up. Presently the unfunded ligbility in part can be paid down with favorable investment experience. It
would change equilibrium, but it doesn’t change it Sgnificantly. The bottom lineis that additiond state money needs
to be contributed by the employer.

Mrs. Beckham listed the following reasons for recommending the entry age normd actuaria cost method:

. The entry age normad actuarial cost method develops cost at the level percent payroll over a person’s
working career. That meansthat if the assumptions are true then thelevel percent of pay is 8% whether you
are 35 or 55, which is definitely not the case in the projected unit credit.

. This provides more gtability in the contribution rate.

. Itisalso agood and effective way to measure the vaue of any benefit structure or any change inthe benefit
structure because the current benefit structure is currently worth 8% of pay. A change that’s worth 10%
of pay would be evauated as aleved percent over the entire working career of a person, whereas with
projected unit credit it is arting lower and going higher in later years.

. About 80 to 85% of the public systems use entry age norma asit tends to develop very stable norma cost
rates. It caculatesthe unfunded actuarid ligbility which dlows one to measure from year to year the impact
of experience which is helpful for the system and for the actuaries. It is by far the most commonly used
system of cost methods.

Indiscusson of the projected unit credit, the Committeewasreminded thismethod isvery senstiveto the attained
age of the membership. 1t was pointed out that during the presentationby Director of Personnel ServicesMariani,
Department of Administration, the number of 20-29-year olds in the state work force has gone down in the past 5
years, the number of 30-39-year olds has remained stable or gone down, the number of 40-49-year oldshasgone
up as well asthe 50-59-year oldshasgone up. Kansas has an aging work force. Entry age normd will be sengtive
to the change in entry age which may have changed in the last 20 years as well. The changes are somewhat
mitigated because it is spread out with a level percent of pay over a longer period of time. Mrs. Beckham
recommended that if thereis serious considerationfor changeto entry age norma, themodel seemsto be somewhat
enhanced to handle this popul ation projection so they can accurately compare projected unit credit not just thisyear
but over the next 15 to 20 years to the entry age normdl.

The Committee discussed that with the projected unit credit used by the state’s current system, and noted that the
unfunded actuarid liadilityis going to increase over the first 20 years at the very least. Thisligbility will increaseand
it isonly at some later point that decreases in the unfunded actuarid liability will occur. The unfunded actuarid
ligbility isto be pad off in 2033. Mrs. Beckham explained thet if dl the assumptions were met, KPERS could
expect the present ligbility to increase under the current methodfor another 20 to 25 years; thenit comes down rather
rgpidly at the end.

The Committee expressed concern that there are some Legidaors who have not quite understood the unfunded
actuarid liability process. As KPERS unfunded actuarid liability has increased they have used that asareason not
to enter into discussions of benefits such ascost of livingincreases. The Committee discussed how it iscriticd this
be explained in detal to members of the Legidature and that the unfunded actuarid liability process not be used as
an excuse,



Mrs. Beckham explained the reasoning behind her firm' s continuing the actuaria procedures adopted by the former
firm who held the contract for 30 years. Though they “werenot crazy about them” they continued the procedures.
They were skeptica but decided they needed a certain period of yearsin order to reach a comfort level with the
sysem. Mrs. Beckham explained that witha multiple employer systemwith 150,000 active memberslike KPERS,
one cannot know in one year everything there isto know. There was aneed to build experience before they were
comfortable to come to the Board and Legidature. Also during that period certain assumptions were changed.
Investments can be carved out very eadly but it is not possible to carve out the rest of that experience short of going
through anexperiencesudy. The last experience study in 1998 provided the basis for some sgnificant changes, but
they continued to see experience losses after that. Mrs. Beckham said they have run two vauations in the last
severd years with one the Segd methodology and the other with what they considered their preferred approach to
be surethey could measurewhat the gain or losswasiif they were using their methods and procedures. It hasreached
the point this year they were indstent that the change in actuaria assumptions had to be made. The actuarid firm
needs a plan in place that needs to move forward.

Mrs. Beckham said they were metingwithKPERS d&ff to review the quality and quantity of information submitted
by KPERS to the actuary. They aregoing to spend thetimewith KPERSto review each piece of information-- what
it is, where it comes from, what the dateis, etc. Currently KPERS is running thistape in May and July to provide
data as of December 31 and June 30. Potentidly there could be some changes but Mrs. Beckham did think the
programming and assumptions are redigtic. Millimanand Roberts areworking onaninterna audit and will share the
results of that when it isavailable, probably in4-6 weeks. Mrs. Beckham reminded the Committee they have come
before the Board and the Legidaurethreetimesingx yearswithbad news. Shefet thishad strengthened the system
and they were necessary changes. She did not fed there would be any future surprises but any notable changes
would be reported to the Legidatureimmediatdy. If thereis something on the data side that would impact KPERS,
it would be shared.

It was explained that the newspaper aticle dting $365 million was actualy based upon comparing the projected
contributionstreamthrough FY 2016 usng the new model and last year’ sresultswhich had projected an equilibrium
date of FY 2005. Thearticle summed up the contributions under that scenario and compared those with what is
showing in the new modd for thisyear those additiond future contributions, asatotd of $865 million. Obvioudy
that is not an increase in unfunded actuarid ligbility. There are some changes that would have occurred even if the
actuaria firm had not changed the procedures. In the years 2005, 2010, 2015 through 2033, they factored in the
change in the demographics and the experience from 1999 to 2000 as well as the recurring losses that they knew
would occur and compared that scenario. The impact is $450 million of increased contributions using corrected
procedures.

The Char and other Committee members chastised the actuarid firm for not kegping them informed in atimely
fashionregarding their suspicions regarding the actuaria contributions. The responsihility for such noticelieswiththe
firm. Mrs. Beckham reminded the Committee that their concerns were disclosed in 1994 in avauation report that
there were certain procedures that were deferred to their predecessor and that they were going to continue to
monitor. She Stated that thisinformationwas shared withthe Board at that time and sheis rdatively surethat it was
shared with the Joint Committee on Pensons and Bendfits at that time. There were on-going conversations about
the impact, what steps we could be takes to narrow it down to make surewhat it was. Mrs. Beckhamsaid thisyear
they were very ingdent that a change needed to occur. In response to questions regarding the need for an
improvement in communication with the Board and Legidature? She responded, “ Absolutely, hindsight is 20-20.
I will never makethiskind of mistakeagain. | understand why itisasurpriseand why it isdifficult to accept it. 1 wish
that therewould have been continuing conversation. | think that it was such a huge change and that thereisareason
for gtaff to be reticent about bringing it before you.”

The Committee discussed the need for apolicy debate if the Legidature is going to hold the actuary responsible or
the Board responsible. The need for improved communications between the hired actuary and the Board would
improve the rdationship with KPERS and the Legidature.

Mrs. Beckham sad they had intense communication with KPERS regarding datainput when they first took over.
She acknowledged it is one of those things that should be revisited every five yearsto make surethat therearen’t any
things changing inthe data base or in the system, or inthe processing that inadvertently affectswhat isbeing received.

Mrs. Beckham explained the favorable investment experience of dmogt $2 billionover the last 6 yearshaslowered
the unfunded actuarid liability. There have beenother things that have netted againg that, it is il the net income that
isused to lower the unfunded ligbility by $272 million. She acknowledged thet this was



difficult news for the Legidature to accept but certainly in retrogpect with whet is happened in the last six yearsit is
extremdy pogtive.

In response to questions about the impact of the baby boomers on the system under the project unit credit cost
method, Mrs. Beckham said that asthey age and go through the period from age 50 to 65, the norma cost rate will
go up. Afterthey gothrough, it may comedown. That isthe part of the asst liahility sudy which will be enhancing
the mode and providing some vauable information on what the real impact that will be.

Mrs. Beckham suggested that if apolicy change to norma entry age level were to be made, the actuaries would
probably appreciate alittle bit of lead time to makethat change. Thear vaduaionsaremadein June. If achangewere
enacted in this year, it would be best to have it effective ayear from now. She dso informed the Committee there
will beaneedfor andlyss a themodding. It aso may take alegidative sesson or two to become comfortable with
the modd as the unfunded actuaria number will take a big jump. Thismust be viewed in terms of total contribution
rates, not just the unfunded ligbility.

The meeting was adjourned at 10:45 am.
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