A\\\",//’& Risk & Audit Committee

CalPERS California Public Employees’ Retirement System

Agenda Item 6b March 17, 2014

ITEM NAME: Third Party Valuation and Certification of the State and Schools Plans
as of June 30, 2012

PROGRAM: Audits
ITEM TYPE: Action

RECOMMENDATION

Accept Cheiron’s report on the June 30, 2012 parallel valuation and certification of
the actuarial valuations of the State and Schools plans in completion of Task 5 of
Contract 2009-5377. A copy of the report is included in Attachment 1.

EXECUTIVE SUMMARY

Cheiron recently completed their independent parallel valuation of the State and
Schools plans as of June 30, 2012. Overall, Cheiron “found no material difference in
calculations” of five key measures chosen to be independently verified and found the
actuarial valuations to be “reasonable.”

The independent actuary contracted to review the valuation will be presenting the
highlights of their review during the Risk and Audit Committee meeting.

STRATEGIC PLAN
This item is not a specific product of the Strategic or Annual Plans.

BACKGROUND

Proposition 162 granted the Board of Administration plenary authority and fiduciary
responsibility to provide actuarial services. With this authority, the Board adopted
Resolution ACT-95-05A (Actuarial Policies — General) in May of 1995. With this
resolution, the Board hired a Chief Actuary to advise the Board and to direct the
activities of the Board’s professional actuarial staff. Furthermore, the Board will retain
the services of an outside actuarial firm to review the work of the Board’s actuarial
staff and to certify that such work satisfies actuarial professional standards. Under
Contract 2009-5377, the Board hired EFI Actuaries (EFI) to perform parallel actuarial
valuations and certify the results of the actuarial valuations produced by the Actuarial
Office. During the term of the contract EFI merged with Cheiron. Cheiron performed
parallel valuations and certified the State and Schools plans as of June 30, 2012, in
the attached report.

In the past, actuarial valuation reviews were overseen by the Actuarial Office.
Recently the oversight of the actuarial review contract has been moved to the
CalPERS Office of Audit Services.
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ANALYSIS

Cheiron recently completed its independent parallel valuation of the State and
Schools plans as of June 30, 2012. Overall, Cheiron “found no material difference in
calculations” of five key measures chosen to be independently verified and found the
actuarial valuations to be “reasonable.”

Cheiron uses a three step review approach:

e First, Cheiron reviews the actuarial assumptions and methods. Cheiron found
the actuarial assumptions and methods to be in accord with actuarial
standards of practice.

e Second, Cheiron performs a parallel valuation using its own actuarial models.
Cheiron relies on the member and asset data supplied by CalPERS staff. This
data is neither reviewed nor independently verified. Cheiron focused on five
specific actuarial calculations: present value of future payroll, present value of
future benefits (PVB), actuarial accrued liability (AAL), normal cost (NC), and
employer cost as a percentage of pay.

¢ Finally, Cheiron reconciles the results. If the results computed by Cheiron and
CalPERS differ by more than 5%, then Cheiron will reconcile the difference.
This reconciliation can be accomplished by comparing the member data,
researching methodology differences or by comparing individual computations
through test lives.

During the parallel valuation and certification, Cheiron identified two areas that could
be improved. These areas include the payroll for the State Peace Officers and
Firefighters Plan and defective data records.

In the comparison of the five key measures, Cheiron’s calculation of the present
value of future payroll for the State Peace Officers and Firefighters plan was 5.4
percent higher than CalPERS’. Cheiron worked with the Actuarial Office to locate the
source of the difference. For some payroll fields in the valuation system the value
was divided by one hundred in the case where a decimal point was absent. The
number of records affected by this was small enough that the impact on results is not
material. Cheiron ran comparison valuations using the same payroll used by
CalPERS staff and the five key measures used for the review were within the 5
percent threshold. The Actuarial Office concurs with the observation and will improve
the data formats starting with the June 30, 2013 valuations to ensure this issue does
not reoccur.

When the Actuarial Valuation System (AVS) is presented with data records that do
not follow certain business rules, AVS considers them to be “defective” and excludes
those records from being valued. The excluded records are reported in the valuation
output along with the reasons for not being valued. During the valuation process, the
Actuarial Office will research and correct these records if they will have a material
impact on the results. Last year was the first year the actuarial valuations were
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based on data extracted from my|CalPERS. As was previously indicated to the
Board, the data extract was not as robust as it should have been last year which
required more data manipulation than is normally necessary. It was identified last
year that any data issues that may still be present in the data would not have had a
material impact on the results.

In its report, Cheiron included a discussion on the number of defective records for the
Schools pool and the various reasons for these records to be defective. Cheiron also
indicated, based on discussions with Actuarial Office staff, that data clean-up is
ongoing. Actuarial Office staff believes that the inclusion of the defective records in
the valuation would not have had any material impact on the results. Actuarial Office
staff will continue to improve the data in future valuations.

BUDGET AND FISCAL IMPACTS
The consulting fee for this parallel valuation and certification was $76,475. Funding
was planned for and provided within existing budgetary resources.

BENEFITS/RISKS

It is essential to periodically review contribution requirements and funding levels to
ensure the ongoing financial soundness of a pension system and mitigate fiduciary
risk. The Actuarial Office divided the retirement plans at CalPERS into three
categories: Public Agencies, State and Schools, and Affiliates (Legislative Retirement
System, Judges Retirement System | & I, and the 1959 Survivor Program). Each
year, the actuarial firm selected by the Board reviews the valuations prepared for one
of these categories such that every category of plans is reviewed once every three
years. These parallel valuations provide an additional “check and balance” that
increases the financial security of the retirement system for its participating members.
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ATTACHMENTS

Attachment 1 — Cheiron Parallel Valuation and Certification of the Actuarial
Valuations of the CalPERS State and Schools Plans as of
June 30, 2012

MARGARET JUNKER, Chief
Office of Audit Services

GINA RATTO
Interim General Counsel
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