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CONSULTING,LLC

The experience and dedication you deserve

March 20, 2013

Mr. Alan Conroy

Executive Director

Kansas Public Employees Retirement System
611 S. Kansas Ave., Suite 100

Topeka, KS 66603-3803

Re: Cost Study for Impact of $1.5 Billion Pension Obligation Bond with
Initial Rate Reset to Reflect Debt Service Payments

Dear Alan:

At your request, we have prepared a cost study to determine the impact on KPERS if there were a pension
obligation bond (POB) issued by the state of Kansas with net proceeds of $1.5 billion deposited into the
KPERS trust fund for the State/School group. The debt service payments on the bonds would be paid
outside the KPERS contributions, but an initial employer rate adjustment would be made to
approximately offset the first year debt service payment. For modeling purposes, the POB proceeds are
assumed to be deposited into the KPERS trust on December 31, 2013 and the adjustment to the
contribution rate would be effective July 1, 2014 for FYE 2015. As more details become available, our
cost study may need to be revised to more accurately reflect the actual provisions related to the issuance
of the POB.

Cost Impact

We used the projection model prepared in conjunction with the December 31, 2011 actuarial valuation to
measure the cost impact of the $1.5 billion POB deposit into the KPERS trust fund on December 31,
2013. The cost study assumes debt service payments of $86.277 million per year for 30 years (provided
to us by KPERS) would be paid outside the KPERS contributions, but with an initial rate adjustment for
FYE 2015 in an amount approximately equivalent to the first-year debt service payment. We estimate
that this one-time reduction in the statutory employer contribution rate in FY 2015 would be 1.85%.
These results are compared to the projections under Sub HB 2333 without the POB proceeds over the
period of FY 2013 through FY 2045 (to provide a point of comparison after the bond is repaid). Exhibit
A shows the estimated employer contribution rate and the corresponding dollar amounts of employer
contributions along with the funded ratio under each scenario. The total employer contributions for FY
2013 through FY 2045 based on HB 2333 are $22,607.54 million (statutory employer contributions plus
additional State contributions from ELARF). Under the scenario where a $1.5 billion POB is issued, the
total employer contributions (with ELARF) over the same period are $19,275.07 million, a difference of
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$3,332.47 million. Including the debt service payments, the total state contributions over the period are
$21,863.38 million, a difference of $744.16 million.

Please note that the dollar amounts of employer contributions shown in the exhibits are future dollar
amounts, calculated using the estimated employer contribution rate and projected payroll in future years.
Due to the length of the projection period, the future payroll amounts grow significantly and the resulting
contributions in nominal dollars in those years can appear very large. In order to provide a method for a
more direct comparison of cost results, the present value of the employer contributions, using an 8%
discount rate, has been included.

The projections used in this cost study assume that all actuarial assumptions, including the 8% investment
return assumption, are met each year in the future. The cost projections are sensitive to the assumptions
used, particularly the investment return assumption. To the extent the 8% investment return assumption
is not met in the future, the cost projections in these studies are expected to change. Further analysis can
be provided upon request if it is deemed to be necessary or helpful.

Disclaimers, Caveats, and Limitations

The numerical table that comprises this cost study is based primarily upon the December 31, 2011
valuation results, the actuarial assumptions used in that valuation (unless otherwise noted elsewhere in
this letter), and the projection model prepared by the System’s actuary, Cavanaugh Macdonald
Consulting, LLC. Significant items are noted below:

e The investment return in all future years is assumed to be 8% on a market value basis, unless
otherwise indicated.

e All demographic assumptions regarding mortality, disability, retirement, salary increases, and
termination of employment are assumed to hold true in the future. Please note that the actuarial
assumption assumes that mortality will improve in the future (i.e. people will live longer).

o The number of active members covered by KPERS in the future is assumed to remain level
(neither growth nor decline in the active membership count). As active members leave covered
employment, they are assumed to be replaced by new employees who have a similar demographic
profile as recent new hires.

e The funding methods, including the entry age normal cost method, the asset smoothing method,
and the amortization method and period, remain unchanged other than as noted elsewhere in this
letter.

e Debt service payments of $86,277,000 are assumed to be paid outside of KPERS contributions.
The state/school employer contribution rate is reduced by 1.85% in FY 2015 (after application of
the 1.0% statutory cap) to approximately offset the first year of debt service for the bonds. The
current statutory caps then apply in FY 2016 and subsequent years.

o All projections reflect the statutory caps of 0.9% in FY 2014, 1.0% in FY 2015, 1.1% in FY 2016
and an ultimate cap of 1.2% in FY 2017 and beyond.

e We relied upon the membership data provided by KPERS for the actuarial valuation. The
numerical results depend on the integrity of this information. If there are material inaccuracies in
the data, the results presented herein may be different and the projections may need to be revised.
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Models are designed to identify anticipated trends and to compare various scenarios rather than predicting
some future state of events. The projections are based on the System’s estimated financial status on
December 31, 2011, and project future events using one set of assumptions out of a range of many
possibilities. A different set of assumptions would lead to different results. The projections do not
predict the System’s financial condition or its ability to pay benefits in the future and do not provide any
guarantee of future financial soundness of the System. Over time, a defined benefit plan’s total cost will
depend on a number of factors, including the amount of benefits paid, the number of people paid benefits,
the duration of the benefit payments, plan expenses, and the amount of earnings on assets invested to pay
benefits. These amounts and other variables are uncertain and unknowable at the time the projections
were prepared. Because not all of the assumptions will unfold exactly as expected, actual results will
differ from the projections. To the extent that actual experience deviates significantly from the
assumptions, results could be significantly better or significantly worse than indicated in this study.

We are available to answer any questions on the material contained in this study or to provide
explanations or further details upon request. We, Patrice A. Beckham F.S.A. and Brent A. Banister,
F.S.A., are consulting actuaries with Cavanaugh Macdonald Consulting, LLC. We are also members of
the American Academy of Actuaries and Fellows of the Society of Actuaries, and meet the Qualification
Standards of the American Academy of Actuaries to render the actuarial opinion contained herein.

If you have questions or need additional analysis, please let us know.

Sincerely,
Patrice A. Beckham, FSA, FCA, EA, MAAA Brent A. Banister, FSA, FCA, EA, MAAA, PhD
Principal and Consulting Actuary Chief Pension Actuary
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