KENTUCKY RETIREMENT SYSTEMS 

05 RS HB 267 GA…ACTUARIAL COST ANALYSIS

BR 1087

I. PROPOSED REVISION 

Under the provisions of 05 RS HB 267 GA, the following changes are proposed that are related to the benefit levels and administration of the retirement plans administered by Kentucky Retirement Systems. 

Part IV Section (8) provides a two-year reduction in the employer contribution rate for KERS non-hazardous, KERS hazardous and SPRS. As we understand it, this reduction would be for the period beginning July 1, 2004 and ending June 30, 2006 and would call for 5.89%, 18.84% and 21.58% of salary employer contribution respectively for each of the above plans rather than the recommended rates shown in the June 30, 2003 and June 30, 2004 actuarial valuations. The proposed bill also includes a $100,000 supplement for the 2005-2006 fiscal year. 

II. COMMENTS RELATIVE TO PROPOSED REVISIONS 

The annual actuarial valuation of the retirement system reviews the projected liabilities in relation to assets, and establishes an actuarially sound contribution rate reflecting the current funded position of the plan. Any shortfall in contributions will have to be made up over future years. This is effectively shifting contributions that should be made in one year to future years. 

One of the main purposes of the annual actuarial valuation of the retirement system is to determine an employer contribution rate that will spread the funding of plan benefits in a reasonable manner over all years, so that one generation of taxpayers will not bear a disproportionate share of the funding obligation. Reducing employer contributions in the near-term to alleviate current budget shortfalls throws this equation out of balance. This shifts additional funding to future generations of taxpayers. 

This is not the first time some variation of this approach has been used to relieve a budget shortfall. Some type of reduction has been utilized in 6 of the last 12 fiscal years as a means to meet budget pressures. Therefore the precedent has been set, and this latest effort only reinforces that precedent. Contribution rates are higher today than they would have been if contributions had not been reduced in prior years. 

Additionally future COLAs have been extended to plan members based on changes in the CPI. The General Assembly has chosen to defer the funding for these COLAs by legislating that COLAs will only be included in funding rate determinations after they are granted. As a result, there is already a hidden liability that is not being included in the current employer contribution rates. Rather, recognition of this liability has been deferred and will increase the required contribution for future generations of taxpayers. 

A further consideration is the funded position of the insurance fund. Much of the recommended employer contribution rates are scheduled to go into the insurance fund. We know that insurance fund contributions will need to go up considerably in future years and those rates are being systematically increased over time. As of the June 30, 2004 valuation, there is an unfunded actuarial accrued liability of $1.99 billion in the insurance fund for KERS and SPRS. Progress has been made in recent years to increase insurance fund contributions and improve the funded percentage of the insurance fund, but there is still a long way to go. Reducing contributions to the insurance fund means taking a step backward when we should be continuing to take small steps forward. 

In summary, although the current budget pinch may require strong actions by the administration, the retirement system should not be used as a tool to solve short-term budget shortfalls. Using the retirement system contribution rate in such a manner sets a dangerous precedent, and over time may well jeopardize the sound funding of the system. 

III. ESTIMATED IMPACT ON FUNDING COSTS 

This proposed contribution reduction does not change the underlying liabilities of the retirement system. They are still there and will need to be funded. By reducing contributions at this time, it only serves the purpose of deferring funding that should be made today to future years. Effectively, this is shifting part of the funding burden that should be borne by the current generation of taxpayers to future generations of taxpayers. Future generations of taxpayers will be forced to pay for benefits that should have been financed by investment earnings from actuarially required contributions due during the July 1, 2005 to June 30, 2006 period, but which are not fully funded because of this proposal (see the following tables). 
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KERS Non-Hazardous

Fiscal Year

Beginning 7/1
Contribution Rates If No Reduction Is Enacted
Contribution Rates if Rate is Set at 5.89% for 2005-2006
Difference

2005

2006

2007

2008

2009

2010

2011

2012

2013

2014

2015

2016
13.62%

15.82%

17.43%

18.64%

19.67%

20.80%

21.91%

23.18%

24.58%

26.14%

27.95%

30.23%
5.89%

16.21%

17.82%

19.04%

20.07%

21.21%

22.32%

23.60%

25.01%

26.58%

28.40%

30.69%
0.39%

0.39%

0.40%

0.40%

0.41%

0.41%

0.42%

0.43%

0.44%

0.45%

0.46%

Note: Employer contributions are paid as a percentage of payroll. The above percentages represent the total estimated payroll increase in the employer contribution rate for the ten years following the reduction in rates. 

KERS Hazardous

Fiscal Year Beginning 7/1/
Contribution Rates if No Reduction Is Enacted
Contribution Rates if Rate is Set at 18.84% for 2005-2006
Difference

2005

2006

2007

2008

2009

2010

2011

2012

2013

2014

2015

2016
21.59%

23.47%

24.98%

26.17%

27.45%

28.69%

30.27%

31.71%

33.34%

34.74%

35.98%

37.19%
18.84%

23.61%

25.12%

26.32%

27.60%

28.84%

30.43%

31.87%

33.50%

34.91%

36.16%

37.37%
0.14%

0.14%

0.15%

0.15%

0.15%

0.16%

0.16%

0.16%

0.17%

0.18%

0.18%

Note: Employer contributions are paid as a percentage of payroll. The above percentages represent the total estimated payroll increase in the employer contribution rate for the ten years following the reduction in rates. 

SPRS

Fiscal Year Beginning 7/1
Contribution Rates if No Reduction is Enacted
Contribution Rates if Rate is Set at 21.58% for 2005-2006
Difference

2005

2006

2007

2008

2009

2010

2011

2012

2013

2014

2015

2016
34.83%

39.57%

42.65%

45.59%

47.18%

49.27%

51.81%

54.17%

57.51%

59.52%

62.27%

66.54%
21.58%

40.23%

43.33%

46.28%

47.88%

49.99%

52.56%

54.96%

58.33%

60.35%

63.14%

67.44%
0.66%

0.68%

0.69%

0.70%

0.72%

0.75%

0.79%

0.82%

0.83%

0.87%

0.90%

Note: Employer contributions are paid as a percentage of payroll. The above percentages represent the total estimated payroll increase in the employer contribution rate for the ten years following the reduction in rates. 
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IV. ACTUARIAL CERTIFICATION 

Calculations of any estimated cost impact as summarized in Section III have been based on the same actuarial assumptions and methods as used in the June 30, 2004 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. 
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