KENTUCKY LEGISLATORS RETIREMENT PLAN

HB 690, 04 RS BR 442 ... ACTUARIAL COST ANALYSIS

I. PROPOSED REVISIONS
Creditable compensation shall be revised to reflect the amount shown on the member’s federal form W-2 wage and tax statement under the heading “wages, tips, other compensation” including employee contributions picked up after August 1, 1982 pursuant to KRS 6.505(2) or KRS 61.560(4).  This shall replace the current definition of creditable compensation which set this amount at an assumed salary level of $27,500.

II. COMMENTS RELATIVE TO PROPOSED REVISIONS
The current imputed salary level has not been increased since 1982 when it was set at the current $27,500 amount.  During that time, the actuarial assumptions employed in biennial valuations have assumed an annual increase in this salary level.  As a result, there have been salary experience gains in actuarial valuations for this system since that time.  These salary experience gains have resulted in a lowering of the contribution rate over time.

This proposal would result in some increase in creditable compensation over the current $27,500 amount for virtually all members.  The amount of the actual increase will depend on the actual compensation amount attributable to a member’s legislative service in each year.  Based on information provided by the Legislative Research Commission for 2002 and 2003, this would result in an increase in average creditable compensation for all legislators of 16% based on 2003 information and 31% based on 2002 information.  Of course with 2002 being a

60-day legislative session compared to the 30-day session in 2003, it is natural that the average legislator compensation would be higher for 2002 than for 2003.

Given that the CPI has increased by approximately 91% from 1982 through 2003 (based on CPI-U average annual index), this proposed increase is certainly not unreasonable.  Creditable compensation for most legislators would still be significantly less on a CPI-adjusted basis than the amount used in 1982 when the current $27,500 amount was set.  

This proposal would also result in future adjustment in creditable compensation based on the actual amount of wages for each legislator which seems to be a reasonable result.  This will eliminate the need for future legislation to consider periodically updating a fixed imputed salary amount.

Since the bulk of legislative income is tied to the per diem rate for legislators, and this amount will likely increase at a rate consistent with cost-of-living in the future, it is reasonable to reflect an increase in creditable compensation tied to the CPI for purposes of evaluating this proposal.  As such, we have used an assumed annual increase of 4% in creditable compensation in the actuarial analysis of this proposal.  To the extent that actual increases in creditable compensation are more or less than this assumed rate of increase, this will generate experience losses or gains that will impact the future funding level for the plan.

III. ESTIMATED IMPACT ON FUNDING COSTS

The actual impact of this proposal will be based on the actual amount of creditable compensation which will vary from legislator to legislator.  At this time we do not have information on the amount of creditable compensation under this proposal for individual legislators.  What we have are average creditable compensation amounts for all legislators under this proposal.  This is based on information provided by the Legislative Research Commission.  Based on statistics provided by the LRC, the compensation levels for legislators over the past two years have been as follows:

2003 Calendar Year

Average gross income for 2003 = $31,799.37


Maximum gross income for 2003 = $48,195.81


Minimum gross income for 2003 = $25,976.39

2002 Calendar Year

Average gross income for 2002 = $35,976.68


Maximum gross income for 2002 = $53,597.12


Minimum gross income for 2002 = $30,960.62

These amounts are gross income including the amount of member contributions to the plan paid by each legislator on a pre-tax basis, which is the basis for creditable compensation under this proposal.  It is reasonable to use an average over two years to get a representative level for creditable compensation since that will then cover general assembly sessions of both 30 days and 60 days length.  Finally, any CPI increases in the per diem through 2003 should be reflected as an adjustment to the 2002 information provided by LRC to get a reasonable estimate of current year creditable compensation under this proposal.

There is then the issue of whether use of this average amount will be representative of the amount of creditable compensation for members at the time they actually retire or otherwise leave office.  Normally the compensation level of a group will be lower for those just beginning service compared to those nearing the end of their career.  The plan liability will be based more on the creditable compensation level for members at the end of their career, at which time this amount is likely higher than the average amount for all legislators.  As such, it is reasonable to use an amount higher than the average for all legislators when estimating the actuarial cost impact of this proposal.  For this purpose, we have assumed that the creditable compensation at the time a legislator’s benefit is determined (upon retirement or termination of service) will be approximately 10% greater than the average amount for all legislators.  We do not have any statistical data to support this 10% assumption.  But it is reasonable to assume that creditable compensation ultimately used for a member’s pension benefit determination will be greater than the average for all legislators, so this is in recognition of that … actual cost impact of this proposal will depend again on the actual creditable compensation levels for legislators at the time pension benefits are determined.

Based on this, we have used an average creditable compensation amount of $37,600 in our actuarial analysis of this proposal, such amount derived as follows:


Average gross income



2002
$35,976.68


2003
$31,799.37


CPI adjustment to bring 2002 amount up to 2003
1.6%


Average legislator income adjusted for CPI



2002 ($35,976.68 x 1.016)
$36,552.31


2003
$31,799.37


Average of income amounts for 2002 and 2003
$34,175.84


Average for 2002/2003 adjusted by 10% to reflect

higher amount at end of legislative career
$37,593.42
… amount rounded to $37,600

The estimated impact of this proposal, based on average legislative compensation levels used in this analysis and documented in this section, is presented below.  The actual cost impact could vary from this estimate based on actual legislative compensation amounts by individual as compared to the average amount used for this analysis.  

Legislators Retirement System

Proposed Benefit
Increase in Annual

Funding Amount
Increase as %

of Plan Payroll

Revise creditable compensation to reflect actual legislator’s taxable income plus pre-tax member pension plan contributions.
$335,000
*
9.0%
*

*
Actual impact will reflect actual legislative compensation levels by individual rather than averages used for this analysis

IV. ACTUARIAL CERTIFICATION
Calculations of the estimated cost impact as summarized in Section III have been based on the same data, actuarial assumptions and methods as used in the July 1, 2003 actuarial valuation, with the following exceptions:


Future annual increases in creditable compensation assumed to be 4% per annum for purposes of this actuarial analysis


Creditable compensation shall be based on average legislative wage information for 2002 and 2003 as reported by the LRC, and as further adjusted as described in Section III

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.

                                                                     


            03/05/2004            _       
Stephen A. Gagel, F.S.A.





Date

Mercer Human Resource Consulting

c:\temp\aa 04rs br 442 - hb 690.doc
HB 690, 04 RS BR 442

Run Date: 03/05/2004

Page 3 of 3

