Cavanaugh Macdonald
CONSULTING, LLC

The experience and dedication you deserve

December 13, 2013

Mr. Mark Whelan

Chief Financial Officer

Teachers Retirement System of Kentucky
479 Versailles Road

Fraokfort, KY 40601-38G0

IMPACT OF NEW GASB STANDARDS — BASED ON JUNE 30, 2013 VALUATION

Dear Mark:

As requested, we have prepared the accounting information that will be required for KTRS under
the newly released Statement No. 67, Financial Reporting for Pension Plans, based on our
understanding of the Statement. For KTRS, which is a cost sharing multiple employer plan, all
information is reported for the Plan in total. The effective date for Statement 67 is for fiscal
years beginning after June 30, 2013, so the first financial statements that would actually reflect
the new standards for KTRS would be those prepared for fiscal year ending June 30, 2014.

GASB 67 requires new disclosure information for the Notes to the Plan’s Financial Statements
and for the Required Supplementary Information. The new statement requires calculation of the
Total Pension Liability (TPL) and the Net Pension Liability (NPL). The TPL is the actuarial
accrued liability based on certain parameters, and the NPL is the TPL less the market vatue of
assets (referred to in the Statements as the Plan Fiduciary Net Position).

In determining the TPL, the actuary must project assets and expected benefit payments for
current active and inactive members to determine if the plan’s assets will be sufficient to pay all
henefits, In determining the future employer contributions to be used in the projection of the
assets, the actuary must use professional judgment if: (a) the contributions are established by
statute or contract or (b) a formal, written policy exists. It is our recommendation that the Board
of Trustees adopt a formal written funding policy. However, in the absence of such a policy, it is
our opinion that the conditions under (a) are met, therefore the actuary may use profession
judgment to determine the expected future employer contributions,
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If assets are determined to be sufficient to pay expected benefits, the discount rate used to
determine the TPL is the expected long-term rate of return on pension plan investments
(currently 7.68% for 25 years and 7.50% thercafter, based on valuation interest smoothing
methodology). If the asscts are not expected to be sufficient, the discount rate is determined as a
single rate that reflects the long-term expected rate of return for the period of time that assets are
sufficient, and the index rate for 20-year, tax exempt general obligation municipal bonds with an
average rating of AA/Aa or higher (estimated to be 4.32% as of June 30, 2013) for the period
thereafter.

We have prepared the disclosures based on two different scenarios. In the first scenario, since
the annual required employer contributions determined by actuarial valuations have not been
made, we have assumed that the statutory employer rates currently in effect will remain in effect
for all years in the future. On this basis, assets would be expected to be depleted in 2037 and we
estimated that the single equivalent discount rate to be used to determine the TPL is 5.32%. This
reflects the smoothed interest rate as the expected return until the assets are depleted and a 4.32%
expected rate of return thercafier.

In the second scenario, we have assumed the employer’s annual required contributions will be
made through either increases in the contributions or pension obligation bonds. On this basis,
assets would be sufficient to pay expected benefit payments and the discount rate used to
determine the TPL is the expected long-term rate of return on pension plan investments
(currently 7.68% for 25 years and 7.50% thereafier, based on valuation interest smoothing
methodology).

The results arc based on the June 30, 2013 valuations as though the GASB standards were in
effeet on those dates.

The following Exhibits are attached to this letter:
I.  Notes to the Financial Statements

II.  Schedules of Required Supplementary Information. The liability numbers shown in the
schedules have been prepared based on the two scenatios:

a. Discount rate determined using a 5.09% interest rate ai the beginning of the year
and 5.32% at the end of year; and

b. Long-term rate of return on pension plan investments..
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The disclosure information required under GASB Statement No. 68, Accounting and Financial
Reporting for Pensions will apply to employers and non-employer contributing entities with an
effective date for fiscal years beginning after June 30, 2014, A proportionate share of the NPL,
as well as an annual pension expense will need to be disclosed on the financial statements of
each employer or contributing entity of cost sharing plans such as KTRS. In addition, there are
multiple Note disclosures and Required Supplementary Information requirements for the
employers under GASB 68, We have not enclosed any exhibits telated to this statement. We
plan to prepare disclosures for sample employers, including the State of Kentucky, since they are
the largest contributing entity, which will be sent under separate cover.

If you have any questions, please give us a call.

Sincerely,
/"’};.‘ 7 - »//?? \\ —
(//C.fz'g/;’mszz, 4 ‘/Q- : /4%2—2{,’ g (-.;m G&JE‘“ ;\«3 Foaa Q;;i‘
Edward J. Koebel EA, FCA, MAAA Cathy Turcot
Principal and Consulting Actuary Principal and Managing Director

S:Kentucky Teachers\GASB 6T\mpact of New GASR Standards - Dec 2013.doex



EXHIBIT 1
TEACHER’S RETIREMENT SYSTEM OF THE STATE OF KENTUCKY

Notes to the Financial Statements
For the Yéar Ended June 30, 2013
(Dollar amounts in thousands)

Net Penslon Liability of Participating Employers and Non-Employer Contributing Entitles

The components of the net pension liability of the employers and non-employer
contributing entities at fune 30, 2013 were determinad based on two different scenarios.

The components, assuming that employer contributions continue at current levels, were as
follows:

Total pension liability $ 38,014,440
Plan fiduciary net position {16,108,808)
Net pension liability , $ 21,905,632

Plan fiduciary net position as a percentage of the total
pension liability ' 42.38%

Actuarlal assumptions. The total pension liability on this basis was determined by an
actuarial valuation as of June 30, 2013, using the following actuarial assumptions, applied to
all periods included in the measurement:

tnflation 4,00 percent
Salary Increases 4,00-8.20 percent, Including inflation

Long-term expected Investment rate of return  7.68 percent for 25 years and 7,50 percent thereafter, net of
pension plan investment expense, including Inflation

Municipal Bond Rate 4,32 percent
Discount Rate 5,32 percent

The components, assuming that all annual required employer contributions will be made,
were as fallows:

Total pension liabllity $ 28,817,232
Plan fiducfary net position (16,108,808[
Net pension liability - $ 12,708,424

Plan fiduciary net position as a percentage of the total
pension liability : 55.90%
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EXHIBIT I
TEACHER'S RETIREMENT SYSTEM OF THE STATE OF KENTUCKY

Actuarial assumptions. The total pension liability on this basis was determined by an
actuarial valuation as of June 30, 2013, using the following actuarial assumptions, applied to
all periods included in the measurement;

Inflation 4.00 percent
Salary Increases 4,00-8.20 percent, including inflation

Long-term expected investment rate of return  7.68 percant for 25 years and 7.50 percent thereafter, net of
pension plan investment expense, including Inflation

Other assumptions. Mortality rates were based on the RP-2000 Combined Mortality Table
for Males or Females, as appropriate, set back one year for females, with adjustments for
mortality improvements based on Scale AA projected to 2020.

The actuarial assumptlions used In the June 30, 2013 valuation were based on the results of
an actuarial experience study for the period july 1, 2005 - June 30, 2010,

The long-term expected rate of return on pension plan investments was determined using a
building-block methad in which best-estimate ranges of expected future real rates of return
(expected returns, net of pension plan investment expense and inflation) are deveioped for
each major asset class. These ranges are combined to produce the long-term expected rate
of return by weighting the expected future real rates of return by the target asset allocation
percentage and by adding expected inflation. Best estimates of geometric real rates of
return for each major asset class included in the pension plan's target asset allocation as of
June 30, 2013 {see the discussion of the pension plan’s investment policy) are summatized
in the following table:

Long-Term Long-Term Expected
Expected Nominal Rate of Return
Asset Class Real Rate of Return  (Includes 4% Inflation)
Fixed income 1.6% 5.6%
US Equity 6.4 10.4
Non US Equity 6.5 10.5
High Yield Bonds 31 71
Alternatives 6.8 10.8
Real estate 58 9.8
Cash 1.5 5.5
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EXHIBIT |
TEACHER’S RETIREMENT SYSTEM OF THE STATE OF KENTUCKY

Municipal Bond Rate. The municipal bond rate was based on the 5&P Municipal Bond 20
Year High Grade Rate Index published for the week of June 30, 2013.

Discount rate. The discount rate used to measure the total pension liability on the first basis
was 5.32 percent. The projection of cash flows used to determine the discount rate
assumed that contributions from plan members will be made at the current statutory
contribution rates and that contributions from empioyers and non-employer contributing
entities will be made at the current statutory contribution rates. Based on those
assumptions, the pension plan's fiduciary net position was projected to be avallable to make
projected future benefit payments of current plan members through June 30, 2037. The
long-term expected rate of return on pension plan investments was applied to periods of
projected benefit payments through this date and the municipal bond rate was used for the
period thereafter to determine the total pension liability. The discount rate used to
measure the total pension liablility on the second basis was 7.68 percent for 25 years and 7.5
percent thereafter. This is equivalent to an average assumed rate of return of
approximately 7.66 percent,

Sensitivity of the net pension llability to changes in the discount rate. The following presents
the net pension liability of the employers calculated using the discount rate of 5.32 percent,
as well as what the employers’ net pension ltability would be if it were calculated using a
discount rate that Is 1 percentage point lower {4.32 percent} or 1 percentage point higher
(6.32 percent) than the current rate:

Current
1% Decrease Discount 1% Increase
{4.32%) Rate (5.32%) {6.32%)
Employers’ net pension Hability $27,227,491  $21,905,632 §17,513,811

The following presents the net pension liability of the employers calculated using the
discount rate of 7.66 percent, as well as what the employers’ net pension liability would be
if it were calculated using a discount rate that is 1 percentage point lower (6.66 percent) or
1 percentage point higher {8.66 percent] than the current rate:

Current
1% Decrease Discount 1% Increase
{6.66%) Rate (7.66%) (8.66%)
Employers’ net pension liability $16,197,051 $12,708,424  $9,872,575
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EXHIBIT H
TEACHER'S RETIREMENT SYSTEM OF THE STATE OF KENTUCKY

Notes to Required Supplementary Information
For the Year Ended June 30, 2013

Methods and assumptions used in calculations of actuarially determined contributions.
The actuarially determined contribution rates in the schedule of employers’
contributions are calculated as of June 30, two years prior to the end of the fiscal year in
which contributions are reported. The following actuarial methods and assumptions
were used to determine the most recent actuarially determined contribution reported
in that schedule:

Actuarial Cost Method Projected Unit Credit

Amortization method Level percentage af payroll, open

Remaining amortization period 30 years

Asset Valuation Method 5-year smoothed market

inflation 4,00 percent

Salary Increases 4.00-8.20 percent including inflation

lnvestment rate of return 7.50 percent net of pension plan investment expense,

Includfing inflation
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