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Part I:  Measure Information

	Bill Request #:
	340


	Bill #:
	HB 480 SCS


	Bill Subject/Title:
	Retirement


	Sponsor:
	Representative Mike Cherry


	Unit of Government:
	X
	City
	X
	County
	X
	Urban-County

	
	 
	Charter County
	X
	Consolidated Local
	 
	Unified Local Government



	Office(s) Impacted
	State retirement systems including County Employees Retirement System


	Requirement:
	X
	Mandatory
	 
	Optional


	Effect on
	
	
	
	
	
	

	Powers & Duties
	 
	Modifies Existing
	X
	Adds New
	 
	Eliminates Existing


Part II:  Purpose and Mechanics
HB 480 GA sets out a number of new requirements for the boards of the state’s retirement systems.  The changes that apply to the Kentucky Retirement Systems (KRS) Board, which oversees the County Employees Retirement System, the Kentucky Employees Retirement System and the State Police Retirement System, include:  (1) require KRS to make system expenditures and employee salaries available on their web site; and (2) prohibit assets of KRS from being used to pay placement agents.  
The provision banning placement agents or firms that use placement agents is to apply to contracts established or contracts renewed on or after July 1, 2011.  Placement agents, the use of which is relatively new, are “middlemen” marketing agents for private equity money managers.  They are paid by private investment funds to help sell their products.  KRS does not pay the placement agents directly but fees paid by KRS to the investment fund managers are used to pay placement agents.  Some experts believe these placement agents add value to the process; others believe they are an unnecessary expense.  
The use of placement agents has been controversial in several states, including New York, because the agents have donated money to political campaigns in order to gain access to the retirement systems of those states.  In August 2009, the KRS board adopted a policy that required full disclosure of the existence of placement agents and the fees paid to them by investment managers.  In August 2010, KRS presented an internal audit report that reviewed KRS investments made July 1, 2004 to date.  This report indicated that during that period, KRS invested in approximately 50 alternative investments and private equity transactions.  Of those, 20 investments involved the use of placement agents who receive more than $14 million for their services.

In September of 2010, the SEC made an informal inquiry of KRS as to their use of placement agents.  The Auditor of Public Accounts, at the request of KRS, is currently conducting an audit of KRS’s investment practices and the use of placement agents.  The last KRS transaction involving a placement agent was completed in September of 2009. 
Changes included in the Senate Committee Substitute.  HB 480 SCS retains the provisions of HB 480 GA and adds the following provisions: (1) apply the 3-term limit already applicable to elected trustees to appointed trustees of  various state retirement systems including those overseen by KRS and apply this provision retroactively; (2) prohibit the chair of the KRS board from serving more than six consecutive years as chair; (3) require the state Auditor of Public Accounts to conduct the KRS annual audit at least once every five years and require KRS to pay for the audit; (4) close to new employees the current retirement systems of the Legislators’ Retirement Plan, the Judicial Retirement Plan, Kentucky Employees Retirement System, the County Employees Retirement System, and the State Police Retirement System.  The SCS creates a new retirement system, the Public Employees Retirement System, for state and local government employees starting work on or after July 1, 2012.
The current public retirement systems operate as a defined benefit plan.  A defined benefit plan guarantees a monthly lifetime benefit at retirement according to a fixed formula depending on the member’s salary and the number of years worked. This has been the traditional model for government pension plans.

The new retirement system to be created under this bill will operate as a defined contribution plan, which is commonly used in the private sector.  This plan, which is essentially an optional 401(k) plan, will provide a payout at retirement that is dependent upon the amount of money contributed by the employee and employer and the performance of the investments made with those contributions.  KRS would administer the new retirement system.  Since defined contribution plans maintain individual employee accounts and typically update these accounts daily, the costs of administering defined contribution plans are higher than those costs associated with administering defined benefit plans.  However, under a defined contribution plan, the costs are known upfront and the likelihood of a large unfunded liability, prevalent with defined benefit plans, should be eliminated.

Employees, under the proposed Public Employees Retirement System, will have a range of investment options and individual retirement accounts.  Employees may make voluntary contributions to their accounts and will be immediately vested for those contributions.  Employers will match individual contributions, dollar for dollar, up to 5% of pay for non-hazardous employees and 8% of pay for hazardous employees. Employer contributions will be vested over a six to ten year period as determined by the KRS Board.  Retiring participants with 180 months of service and their dependents are to be covered by a group health insurance plan provided by the board. The insurance benefit will be the same as currently provided for retirees.  Employees with less than five years of service who are participating under one of the current systems will be given the option to move to the new Public Employees Retirement System.

For each new employee, whether they opt to participate in the new retirement system or not, the employer will be required to contribute to the plan the same employer contribution rate they are paying for other employees still in the closed retirement systems.  The contribution will be used to make the required match (up to 5% of pay for non-hazardous employees and up to 8% of pay for hazardous employees) and to fund insurance and administrative costs.   The remainder of the employer contribution will be used to help address the unfunded liability of the closed retirement systems.

Other state pension plans.  Most statewide retirement plans for public employees continue to operate under a traditional defined benefit plan.  However, three states, Alaska, Michigan, and Nebraska have a mandatory defined contribution plan for new employees similar to the one proposed for Kentucky.
    And at least ten other states: Colorado, Florida, Georgia, Indiana, Montana, North Dakota, Ohio, Oregon, South Carolina and Washington have either a defined contribution plan option for employees or a combined  plan that requires employees to participate in both a defined benefit and a defined contribution plan.

Part III:  Fiscal Explanation, Bill Provisions, and Estimated Cost

This analysis focuses on the impact HB 480 SCS in regard to local government employers currently participating in the County Employees Retirement System. This retirement system includes employees of all county governments as well as employees of 223 of Kentucky’s 419 cities.  Employees and retirees in classified school positions, including secretaries, bus drivers, instructional aides, cafeteria workers, and custodians are also in the County Employee Retirement System.  The system has 136,258 active and retired participants.
The fiscal analysis of the various provisions of HB 480 SCS is discussed below.

Retirement board term limits, transparency, and auditing requirements.  The administrative cost to KRS to implement the provisions relating to retirement board term limits, transparency and auditing requirements is expected to be minimal and should have no effect on local government employer contributions.  The KRS Executive Director indicates that the provisions will not increase or decrease benefits or the participation in benefits in any of the retirement systems administered by KRS and will not change the actuarial liability of any of the retirement systems administered by KRS.  
Placement Agents.  The fiscal impact on placement agents is indeterminable.  To the extent that placement agents add value to the process, the ban could limit investment opportunities and perhaps lower return on investments.  If, however, the use of placement agents is not adding value to investments, banning their use could possibly generate savings.  
Pension benefit changes.  In addition to moving new local government employees to a defined contribution pension and the new Public Employees Retirement System, HB 480 SCS makes a major change in CERS required employer contributions to address the CERS unfunded liability.  Currently, CERS employer contributions for the pension fund are set at 100% of the actuarially required contribution.  HB 480 SCS reduces the employer contribution rate to 85% of the full actuarially required contribution rate plus 1% of payroll. 

In 2008, the General Assembly provided some relief to CERS employers by permitting a phase in of the 100% of the actuarially required contribution for the health insurance fund over a 10-year period.  HB 480 SCS sets the new phase in target at 85% of the actuarially required contribution.  

HB 480 SCS also stipulates the amortization methods and periods for financing the unfunded liability of CERS as a result of closing it to new members.

The KRS consultant Cavanaugh Macdonald Consulting, LLC prepared an actuarial analysis on the pension provisions of SB 2 SCS which is identical to the pension provisions of HB 480 SCS, based on a 25 year period.  The analysis, relating to the CERS provisions, compares the annual costs over a 20 year period of the two options:  (1) maintaining the CERS with employer rates set at 100% of the actuarially required rate for the pension fund and the 10-year phase in of the target of 100% of the actuarially required rate for the insurance fund with no benefit changes; and (2) maintaining retirement systems for current employees, creating the Public Employees Retirement System for new state and local government employees, and setting the employer rate at 85% of the actuarially required rate for the pension fund plus 1% of payroll and phasing in a target of 85% of the actuarially required rate for the insurance fund.  

Participation in the new Personnel Employees Retirement System is voluntary and the employee can choose at what level to participate up to 5% of pay for non-hazardous employees and up to 8% for hazardous employees.  The consultant estimates are based on 95% participation rate with the average employee investing 3% of pay which would require a 3% match for the employer.  If fewer people participate in the plan or contribute less, the employer costs will be less than estimated in the actuarial analysis.  Conversely, if new employees participate at a greater level than assumed in the Cavanaugh Macdonald analysis, the employer costs will be more.

HB 480 SCS offers immediate rate relief for CERS employers. It does so by increasing the unfunded liability by setting the rate at 85% rather than 100%.  Local governments will have in the near future lower contribution rates and will realize savings.  For example, CERS employers are projected to save approximately $64.6 million in Fiscal Year 2011-2012.  However, under HB 480 SCS, these employers will be paying significantly more in later years and this pattern is projected to continue for a number of years.  For example, in Fiscal Year 2022-2023, local government employers, who now participate in CERS, are projected to pay approximately $156.6 million more under HB 480 SCS
.

On the other hand, by moving new local government employees to a defined contribution benefit, the measure stops additional unfunded liability for new employees.  And while, it will take over 20 years to see the positive fiscal benefit of that particular provision, it is realized in the latter years of the Cavanaugh Macdonald actuarial tables.  For example, in Fiscal Year 2034-35, the actuarial tables show an annual savings of more than $517 million.  

It should be noted that in its analysis, Cavanaugh Macdonald calculated the unfunded accrued liabilities for all retirement systems, except CERS, using the level dollar method since the systems are closing and this is the Governmental Accounting Standard Board’s standard for closed plans. However, Cavanaugh Macdonald used the level percent of pay method for CERS since HB 480 SCS specifically mandated that financing method for CERS.  Cavanaugh Macdonald made the following observations concerning the directives relating to financing methods:  

“The Bill’s requirement to not reduce the assumed rate of return on the CERS insurance funds to reflect the lower financing level masks the true impact of the Bill on system required contributions and funding levels.  The mandate rolling 30 year unfunded accrued liability amortization and reduction in required contributions for the CERS funds will result in a situation where the unfunded accrued liability may never be completed amortized.”

Cavanaugh Macdonald also noted that moving new employees to a voluntary 401(k) plan “will significantly reduce the retirement income security of employees.”  If this change is perceived negatively, local governments may find it even harder to compete with the private sector for employees.        
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� Ronald Snell, “State Defined Contribution and Hybrid Pension Plans, National Conference of State Legislatures, June 2010


� Savings and costs shown include the CERS employer contribution rates for hazardous and non-hazardous employee pension and insurance benefits based on the tables provided by Cavanaugh Macdonald actuary letter with “Subject: Actuarial Analysis of Senate Committee Amendment 1 to Senate Bill 2 Senate Committee Substitute 2”  dated February 25, 2011.  
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