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Measure Information

	Bill Request #:
	330


	Bill #:
	SB 2 SCS 1


	Bill Subject/Title:
	Retirement benefits


	Sponsor:
	Senator David Williams


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

	
	X
	Charter County
	X
	Consolidated Local
	X
	Unified Local


	Office(s) Impacted
	Personnel and budget offices of local government


	Requirement:
	X
	Mandatory
	
	Optional


	Effect on
	
	
	
	
	
	

	Powers & Duties
	X
	Modifies Existing
	X
	Adds New
	
	Eliminates Existing


Purpose and Mechanics
SB 2 makes significant changes in five public employee retirements systems.  The measure closes 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.  It 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.  The Kentucky Retirement Systems 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 Kentucky Retirement System 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.
SB 2 SCS retains the original provisions of SB 2 but makes the following changes:  (1) replace line-of-duty disability benefits for new hires with optional life and disability that is paid by the employee or the employer; (2) make certain provisions subject to approval by the Internal Revenue Code; (3) allow the Kentucky Retirement Systems to establish a group trust under Federal law and regulatory authority to co-invest assets of the Public Employees Retirement System and other systems administered by Kentucky Retirement Systems; (4) require the promulgation of administrative regulations; and (5) make technical and conforming amendments.
Fiscal Explanation, Bill Provisions, and Estimated Cost
This analysis focuses on the impact SB2 SCS will have on local government employers currently participating in the County Employees Retirement System (CERS) and whom will also participate in the new Public Employees Retirement System (PERS).  CERS includes employees of all 120 county governments (fiscal courts) 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 CERS.  The system has 136,258 active and retired participants.
The fiscal impact of SB 2 SCS on local governments is expected to be a significant increase in annual costs in local government employer contribution rates (both pension and insurance) for a number years after CERS is closed to new members.  Under SB2 SCS, there will be pension, health care, and administrative costs for the systems that will close as well as pension, health care, and administrative costs for the new PERS system.  
The Kentucky Retirement Systems consultant Cavanaugh Macdonald Consulting, LLC prepared an actuarial analysis on SB 2 SCS.  The analysis compares the annual costs over a 25 year period of the two options:  (1) maintaining the existing retirement systems with no major changes and (2) maintaining the existing retirement systems for current employees as well as maintaining the new PERS.  In either case, the existing systems’ unfunded liabilities must be addressed.  Cavanaugh Macdonald estimates that local government employers will experience significant increases in their contribution through the year 2026.  
 In 2013, the first year the changes are fully in effect, the additional pension and health care costs for local government employers is estimated to increase by $213,029,623. The additional costs continue on an annual basis through the year 2026 and are estimated to be over $5.1 billion.  Starting in 2027, the changes in SB 2 SCS are estimated to begin to generate significant savings for the local government employers.
It should be noted that in the analysis, Cavanaugh Macdonald also assumes that because the current retirement systems are closing, the financing method for funding the unfunded accrued liabilities must change to meet the current Governmental Accounting Standards Board standards for closed plans.  The analysis calculates the unfunded accrued liabilities on a level dollar basis rather than the level percent of pay financing that is currently used and this is a factor into why the analysis shows higher costs in the early years.  As noted in the analysis:  “While not impacting the overall cost for employers such a change does generate higher cost early in the amortization period and a lower cost later, as is evidenced by the projection results.”

Participation in PERS 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.
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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