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X
Mandatory
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Effect on

Powers & Duties
X
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X
Adds New
X
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PURPOSE/MECHANICS

SB 35 amends the Kentucky Revised Statutes that relate to the LFUCG police and firefighter's retirement fund (PFRF).  The bill would add vision and dental insurance coverage to the health insurance plan of retirees (Section 1); allow members to retire after 20 years with no age limitation (Section 2); provide a minimum monthly annuity of $1,500, effective July 1, 2003, for a retiree or surviving spouse, with future cost-of-living increases applied to the new minimum amount (Section 3); replace the reference to widow with “surviving spouse” (Section 4); set the annuity rate for total and permanent occupational disability at 75% of the member’s last rate of salary for any member whose membership commenced on or before July 15, 1994 and 60% for a member whose membership commenced after July 15, 1994, (Section 5); replace the reference to widow with “spouse” and require that the death benefit under this section be payable regardless of the date of retirement (Section 6); and, change the actuarial valuation method and require the LFUCG to contribute the total actuarial amount (Section 7).  

FISCAL EXPLANATION/BILL PROVISIONS
ESTIMATED COST

Section 1 will have no impact on the PFRF. However, it will have a moderate fiscal impact on the LFUCG.  Currently there are 521 retirees receiving health insurance benefits. Assuming that only those retirees currently receiving health insurance benefits would be eligible to receive health and dental coverage, the total annual cost to the LFUCG general fund would be approximately $73,086.
Currently, any member of the police and firefighter's pension fund may retire on or after attaining of the age of forty-six, if the member has completed at least (20) years of total service.  Section 2 of the bill will allow members to retire after 20 years with no age limitation.  Based on the actuarial cost analysis (attached) conducted by representatives from Mercer Human Resource Consulting, and the assumptions provided therein, the impact of the provision on the LFUCG would be substantial.  As of July 1, 2002 the unfunded past service liability was $69.5 million.  The initial increase in accrued liability for the pension fund under this proposal would be approximately $9 million, with an annual estimated increase in liability of $860,000, based on a 2% cost of living increase (COLA).  

Based on a 2% COLA, a monthly annuity of $1,500 as proposed in Section 3 of the bill would cause a substantial increase in the PFRF liability over the current funding level in the amount of $650,000 per year.  The actuarial cost analysis conducted by Mercer Human Resource Consulting shows that a higher COLA increases the cost even more.  

Section 4 has no fiscal impact on the PFRF or the LFUCG.  

Section 5 would increase the benefits given to those who have total or permanent occupational disability.  According to the actuarial cost analysis conducted by Mercer Human Resource Consulting, the fiscal impact of the proposal on the PFRF would be substantial. Based on a 2% COLA, the cost will increase $630,000 per year.  

There are currently seven surviving spouses who would be immediately impacted by the proposal in Section 6.  According to the actuarial cost analysis conducted by Mercer Human Resource Consulting, the fiscal impact on the PFRF for increasing the minimum death benefit is moderate, with annual costs ranging from $21,500 based on a 2% COLA, to $27,800 with a 5% COLA. 

The current LFUCG employer contribution rate is 20%, and the current total payroll growth rate per year is 5%.  The following table outlines the additional cost of the proposal in Section 7 to the LFUCG under different cost of living assumptions for retirees.

Cost of Living Adjustment


2%
3%
5%

Additional Contribution Rate


1.2%
8.3%
27.5%

Additional General Fund Cost


 $   480,000 
 $   3,320,000 
 $  11,000,000 

Therefore, a 2% COLA would require an additional contribution rate of 1.2% and an increase in cost of $480,000.  The fiscal impact on the LFUCG would be substantial with cost being much higher based on a 3% or 5% COLA.  

In summary, the impact of the bill on the LFUCG and the PFRF is substantial.  The unfunded past liability as of July 1, 2002 (2% COLA) was $69.5 million.  The provisions in the bill would increase the unfunded liability approximately $9 million immediately after its adoption. An increase in the COLA to 3%, 4% or 5% would only add to the unfunded liability.  In addition, provisions of the bill increase annual costs approximately $2.7 million.  
DATA SOURCE(S)
LFUCG Division of Finance and the Mercer Human Resources Consulting.
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LEXINGTON FAYETTE URBAN COUNTY GOVERNMENT (LFUCG)

POLICE AND FIREFIGHTERS’S RETIREMENT FUND

03 RS BR 426 (SENATE BILL NO. 35) ... ACTUARIAL COST ANALYSIS 
I. PROPOSED PLAN REVISION
Section 1 – This section amends KRS 67A.345 relative to health, vision and dental benefits.  This is separate from the retirement fund, and as such, no cost analysis of the impact on the retirement fund is needed.

Section 2 – KRS 67A.410 shall be amended to provide that on or after the effective date of this legislation, any member may retire upon completion of at least 20 years of service regardless of age.

Section 3 – KRS 67A.430 shall be amended to provide any retiree or surviving spouse who as of July 1, 2003 is receiving a monthly annuity of less than $1,500 to have the pension increased to $1,500 with future COLA increases then applied to this increased pension amount.

Section 4 – KRS 67A.450 shall be amended to replace the reference to widow with surviving spouse.

Section 5 – KRS 67A.460 shall be amended to provide an annuity rate for a total and permanent occupational disability of 75% of the member’s last rate of salary for any member whose membership commenced on or before July 15, 1994.  For a member whose membership commenced after July 15, 1994, the minimum annuity rate for a total and permanent occupational disability shall be 60% of the member’s last rate of salary.  This minimum shall be increased by ½ of the amount by which the member’s percentage of disability exceeds 20%, but not to exceed a total annuity of 75% of the member’s last rate of salary.

Section 6 – KRS 67A.492 shall be amended to replace the reference to surviving widow with surviving spouse and to clarify that the death benefit under this section is payable regardless of the date of retirement.

Section 7 – KRS 67A.520 shall be amended to specify that the government shall contribute annually to the fund an amount equal to the percent of creditable compensation of active members known as “normal contributions” and an additional amount to be known as the “past service contribution” which shall be computed by amortizing the total unfunded past service liability over a period of 30 years using the level percentage of payroll method.  This method shall be used beginning with the 2003 actuarial valuation with the initial 30 year period beginning with the 2003 valuation.  The government shall include in the budget sufficient funds to pay the employer contributions as determined by the Board pursuant to this section.

II. COMMENTS RELATIVE TO PLAN REVISION
Section 1 – This proposal is separate from the retirement fund, and as such no analysis is needed relative to the impact on the retirement fund.

Section 2 – The plan currently allows full retirement after the later of age 46 and completion of 20 years of service credit.  Elimination of the age requirement would lower the potential retirement age for any member hired prior to age 26.  For members hired on or after reaching age 26, the 20 years of service requirement would not be met until after the member had attained age 46, so there would be no impact from the elimination of the age requirement for those members.

The ultimate impact of this proposed change will depend on how many members have the opportunity to retire at an earlier age than under the current plan, and how many of those members actually do retire at an age earlier than age 46.  Based on recent active member data, approximately 55% of active members were hired prior to age 26 and could retire earlier than age 46 under this proposed change.  The average age of hire for members hired under age 26 is just under age 24.  This means that on average, about 55% of the active members would be able to retire up to 2 years earlier than age 46 under this proposal.

As noted, the actual impact depends on how many members actually do end up benefiting from the change and retire earlier than age 46.  Not all members will retire upon completion of 20 years of service credit, and only actual experience will show the retirement trend for this group under the proposed elimination of the age requirement for retirement benefits.  Based on experience with similar plan retirement provisions, it can be assumed that a significant percentage will retire at the age first eligible, with retirements after that initial date being spread over several future years.  Given that, the following retirement assumption has been used to value the potential cost impact of this proposed change:


Service Credit
Assumed % of Current Members Retiring


20 years
25.0%


21 years
10.0%


22 years
11.1%


23 years
12.5%


24 years
14.3%


25 years
16.7%


26 years
20.0%


27 years
25.0%


28 years
33.3%


29 years
50.0%


30 years
100.0%

This retirement rate assumption assumes an even distribution of retirements after the initial flurry of retirements at 20 years of service.  Those members who do not retire upon reaching 20 years of service credit are assumed to retire in relatively equal numbers at 21 to 30 years of service credit.  For example, out of 1000 members with 20 years of service, this retirement rate assumption assumes the following distribution of those 1000 members at retirement:


Service Credit
Number out of 1000 Retiring 


20 years
250


21 years
75


22 years
75


23 years
75


24 years
75


25 years
75


26 years
75


27 years
75


28 years
75


29 years
75


30 years
75

These rates are also consistent with age based retirement patterns for CERS hazardous duty members as extracted from the 1995-2000 experience analysis for that retirement system.  Experience in other retirement systems indicates there will be a “bubble” of retirements at the age first eligible, i.e. 20 years of service.  After that initial bubble, the remaining retirements will be spread more evenly over a reasonable number of future years.  That is the basis for the retirement rate assumption used in this analysis ... an initial “bubble” of 25% retirement at age first eligible, then an even spread of those remaining over the following 10 years.

Actual experience will determine the accuracy of this retirement rate assumption.  To the extent that actual experience deviates from this assumption, the actual cost impact of this proposal will be higher or lower than the estimate included in this analysis.

Section 3 – No specific comments.

Section 4 – Current valuation liabilities would not be materially affected by this change.

Section 5 – This proposal would reverse a previous change that was made to control liabilities attributable to occupational disability benefits.  This benefit increase should be made only after a careful consideration of the potential liability and cost increase, and the possible trend towards increased applications for disability retirement in light of this benefit improvement. 

Section 6 – This proposal will result in an increase in the death benefit for a limited number of surviving spouses where the member’s retirement benefit began prior to the July 13, 1990 effective date of the current death benefit formula.  Based on information provided to us by LFUCG, there will be 7 individuals whose benefit will immediately increase under this proposal.

Section 7 – This proposal would impact the level of employer contribution as recommended in the actuarial valuation.  Presently, the statutory minimum contribution basis is the normal cost plus interest on the unfunded past service liability, but not less than 17% of active plan member pay.  Under this proposal, there would be a 30-year amortization period for funding the unfunded past service liability, although by using the level percent of payroll amortization method, the amount of this amortization in the early years may actually be less than the interest on the unfunded past service liability.  This depends on the assumed future rate of growth in plan payroll.

III. ESTIMATED IMPACT ON FUNDING COSTS

The estimated cost impact of the components of this proposed legislation is as follows:

Section 1 – No impact on the retirement fund.

Section 2 – Based on the retirement rate assumption indicated in the previous section, the July 1, 2002 valuation contribution level reflecting the proposed change in the retirement eligibility is as follows:


Employer Funding Level Based on 7/1/2002 Valuation Data and Assets
Contribution Amount (millions)
Percentage of Plan Payroll



2% COLA
3% COLA
5% COLA
2% COLA
3% COLA
5% COLA


Current Retirement Age (later of age 46 or 20 years of service) 
$10.43
$14.31
$24.66
25.3%
34.7%
59.7%


Revised Retirement Eligibility (20 years of service regardless of age)


Total


Increase over current plan
$11.29

$0.86
$15.27

$0.96
$25.91

$1.25
27.3%

2.0%
37.0%

2.3%
62.7%

3.0%

The ultimate cost impact will depend on how actual plan retirement experience is affected by the proposed elimination of the age 46 requirement for retirement benefits.

In addition to the impact on annual contribution levels, this proposed change would immediately increase the actuarial accrued liability for past service.  Since many plan members would be eligible to retire at an earlier time under the proposal, this increases the value to the past years of service to those affected members.  The unfunded past service liability as of July 1, 2002 (2% COLA) was $69.5 million.  This would increase by approximately $9 million immediately after the adoption of this proposed change.  This would decrease the funded position of the plan as well.  As of July 1, 2002, the plan’s funded percentage (assets as percentage of accrued liability) was 80.8%.  Reflecting this proposed change would decrease this funded percentage to 78.8% as of that valuation date.  These are results reflecting a 2% future annual COLA.  The unfunded accrued liability amount is greater than this if the future annual COLA’s exceed 2%.

Section 3 – The July 1, 2002 valuation contribution level reflecting the minimum monthly pension benefit amount of $1,500 as of July 1, 2003 is as follows:


Employer Funding Level Based on 7/1/2002 Valuation Data and Assets
Contribution Amount (millions)
Percentage of Plan Payroll



2% COLA
3% COLA
5% COLA
2% COLA
3% COLA
5% COLA


Current Plan 
$10.43
$14.31
$24.66
25.3%
34.7%
59.7%


Reflecting Minimum Monthly Pension Benefit of $1,500 as of July 1, 2003


Total


Increase over current plan
$11.08

$0.65
$15.06

$0.75
$25.80

$1.14
26.8%

1.5%
36.4%

1.7%
62.5%

2.8%

Section 4  – No cost impact anticipated.

Section 5 – The July 1, 2002 valuation contribution level reflecting the increased occupational disability benefit level is as follows:


Employer Funding Level Based on 7/1/2002 Valuation Data and Assets
Contribution Amount (millions)
Percentage of Plan Payroll



2% COLA
3% COLA
5% COLA
2% COLA
3% COLA
5% COLA


Current Plan 
$10.43
$14.31
$24.66
25.3%
34.7%
59.7%


Reflecting Increased Occupational Disability Benefit Level


Total


Increase over current plan
$11.06

$0.63
$15.01

$0.70
$25.54

$0.88
26.8%

1.5%
36.3%

1.6%
61.8%

2.1%

Section 6 – The cost impact for the increase in benefit to the 7 surviving spouses immediately impacted by this proposal is as follows (based on data provided by LFUCG):



Contribution Amount
Percentage of Plan Payroll



2% COLA
3% COLA
5% COLA
2% COLA
3% COLA
5% COLA


Increase in Employer Funding Level Based on 7/1/2002 Valuation Data and Assets for Reflecting Increased Minimum Death Benefit to all Surviving Spouses regardless of member’s date of retirement
$21,500
$23,300
$27,800
0.05%
0.06%
0.07%

Section 7 – The actual cost of the plan is not affected by this proposal.  What is affected is the timing of when contributions are made.  The true cost of the retirement plan benefits is still a function of the benefits ultimately paid, and this is not impacted by this change in the funding policy.  But there will be a short-term impact on the amount of contributions from LFUCG.

Currently LFUCG is contributing at a rate of 20% of member pay.  The amount of funding under the  “level percent of payroll” funding policy is dependent on an additional assumption as to future growth in total plan payroll.  Currently the valuation assumption is for a 5% per annum salary increase rate, but this is for individual members.  The actual growth rate in total plan payroll could be more or less than this 5% assumption depending on any actual growth in number of active members and the impact of retirement/turnover where higher salary members may be replaced by new hires at a lower salary level.

Assuming that this total plan payroll growth assumption would be somewhere in the range from 3% to 5% per year, then the 7/1/2002 actuarial valuation results if the “level percent of payroll” funding policy had been reflected in that valuation would have been as follows:



Assumed Future Cost-of-Living-Adjustments (COLA’s)



2%
3%
5%


Employer contribution rate under “level % of payroll” funding policy based on 7/1/2002 valuation data and assuming total plan payroll growth of:


3% per year


4% per year


5% per year
23.2%

22.2%

21.2%
31.5%

29.9%

28.3%
53.6%

50.5%

47.5%


Current LFUCG contribution rate (as percent of plan payroll)
20.0%
20.0%
20.0%


Immediate increase in LFUCG contribution rate (as percent of plan payroll) assuming total plan payroll growth of:


3% per year


4% per year


5% per year
3.2%

2.2%

1.2%
11.5%

9.9%

8.3%
33.6%

30.5%

27.5%

The actual impact on immediate LFUCG contribution levels is likely to be even more significant than this given that asset performance since 7/1/2002 has likely resulted in an additional increase in the valuation funding levels above what was determined in the 7/1/2002 valuation.

IV. ACTUARIAL CERTIFICATION
Calculations of the estimated cost impact as summarized in Section III have been based on the same actuarial assumptions and methods as used in the July 1, 2002 actuarial valuation, unless otherwise stated.  This statement is intended to provide an estimate of the cost impact of proposed revisions noted in Section I, and does not necessarily address the appropriateness of making such revision, nor does it address any legal issues that may need to be considered before implementation.

                                                                    


       02/11/2003        
Stephen A. Gagel, F.S.A.
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