KENTUCKY JUDICIAL FORM RETIREMENT SYSTEM

ACTUARIAL ANALYSIS

HB 753/GA
(98 RS BR 2476)







March 2, 1998

Mr. C. Gilmore Dutton

Special Projects

Legislative Research Commission

700 Capital Avenue

Frankfort, Kentucky  40601


RE:  98 RS BR 2476, HB 753/GA
Dear Mr. Dutton:

This will acknowledge receipt of your letter of February 25, 1998, requesting a fiscal impact valuation for the above.


Inasmuch as the Bill provides that in determining the "State's appropriation to the Judicial Retirement Fund, only the costs of increases granted ... shall be recognized," there is no fiscal impact for this biennium. The cost-of-living adjustment provided for in this Bill is identical to the one granted to retirees from the Kentucky Retirement System by statutory change in 1996.


I have asked Mr. Gagel of William M. Mercer, Inc., to e-mail his Analysis direct to you. On page two of the Analysis he sets forth the projected increase for a one-year 5.00% COLA. The CPI factor to be used as of July 1, 1998, is 2.3%; thus, the actual costs would be less than one-half of the projected cost.







Sincerely,







Donna S. Early







Executive Secretary

/dse

KENTUCKY JUDICIAL RETIREMENT PLAN ... ACTUARIAL COST ANALYSIS

HB 753/HCS (98 RS BR 2476)

I. PROPOSED REVISIONS
The following proposed plan revisions has been evaluated at the request of the Board.  This proposal has been summarized in this section using the same identifier as used in the communication from the Executive Secretary of the retirement system.

JRP-3 ... Cost-of-Living Adjustments ... Provide that on July 1, 1998, and on each July 1 thereafter, a recipient of a monthly pension shall have his/her benefit increased by the percentage increase in the annual average of the consumer price index for all urban consumers for the most recent calendar year as published by the Federal Bureau of Labor Statistics, but such increase not to exceed 5.00%.  In determining the State’s appropriation to the fund, only the costs of increases granted as of the most recent valuation date shall be recognized.  In addition, the benefits as provided on July 1, 1998 and thereafter shall not be considered as benefits protected by the inviolable contract provisions of KRS 21.480.  The General Assembly reserves the right to suspend or reduce the benefits conferred under this provision if in their judgment the welfare of the Commonwealth so demands.

II. COMMENTS RELATIVE TO PROPOSED REVISIONS
JRP-3 ... The desire to preserve the purchasing power of a retiree’s pension is an admirable goal, and would essentially be accomplished through this proposal.  However, guaranteeing an annual cost-of-living increase in all future years is an open ended commitment that is extremely expensive when you consider the power of compounding annual increases over the retired lifetime of a member (and the beneficiary also under a joint and survivor payment form).  The qualification that the General Assembly may reduce or suspend this COLA in future years does not change the likely result that such COLA’s will be granted in future years.

Under this proposal, only the increase granted as of the most recent valuation date shall be recognized, thereby deferring recognition of future COLA’s to future valuations.  However, this deferral does not change the fact that the liability is there, rather it changes the timing of the contributions.  It is similar to having a plan benefit formula based on final five year average salary (such as this plan), and stating that each year’s valuation shall only recognize salary increases that have occurred through that valuation date.  This makes the current cost lower, but at the expense of costs to be passed on to future generations of taxpayers.

If the system contains a provision which provides for an automatic COLA in all future years, even with the stipulation that the General Assembly may suspend or reduce future COLA’s, then in order to properly value the true liabilities of the system, a reasonable assumption should be made as to future COLA levels and that assumption should then be used to project future payouts to recipients of a retirement allowance.  To do otherwise is misleading and understates the true liabilities of the system.  If this type of funding provision were legislated, then it effectively would be changing the funding method currently prescribed by statute.  The current statutory funding method for the retirement fund is the projected unit credit cost method.  This method is designed to develop costs which spreads the funding for a member’s benefits over the working lifetime of that member.  But if future COLA’s which are already part of the system (a distinct difference from COLA’s which are legislated in the future on an ad hoc basis but are not part of the current system) are not included in liabilities, it virtually ensures that contribution rates will steadily increase over time, and that a significant portion of each member’s plan liability will not be funded until after the member retires.  The danger is that rates could increase to a level which is unmanageable and the funded security of the plan could be threatened.

The bottom line is that if  provision is made a permanent part of the system, it should be included in funding calculations from that point forward using reasonable assumptions.  Excluding a provision from funding calculations by legislatively ignoring it does not remove the liability, it merely defers to a future generation of taxpayers funding for that liability that should be included in current contribution rates.  If a provision is excluded from funding due to legislated language, then the annual valuation report should note that omission and warn of the potential for future cost increases.  A benefit improvement should be granted on the basis of the ability of the taxpayers to fund it, and that should be based on an analysis of the true cost of the proposed change.  The true cost of this proposed legislation includes not only COLA’s through the valuation date, but all future COLA’s as well.  In order to provide meaningful information as to the cost impact of this proposed legislation, the true cost impact needs to be shown.  That is how the cost impact information has been presented in Section III despite the provision in this proposal which defers future COLA’s from valuation liabilities.

The actual cost will be dependent on actual CPI increases in future years.  In order to estimate the true cost impact of this proposal, two calculations have been prepared.  These two calculations provide a high and low end of a range of reasonable expected costs.  The low end increase assumes a 3% annual CPI adjustment, while the high end assumes an annual increase of 5% (which is the maximum COLA level under this proposed legislation).  Long term expectations of inflation should put the actual future increase within this range on average.  Of course, there are likely to be some years when the CPI is higher than 5% as well as some years when it is lower than 3%.  But for a long term cost projection, these two calculations define the range of the expected cost of this proposed legislation.

Additionally, the cost of a single year’s COLA increase of 5% has also been presented in Section III.  This represents the approximate cost in the first year assuming that funding of future COLA’s is legislatively deferred as per the proposal.

 III. ESTIMATED IMPACT ON FUNDING COSTS
The cost estimates summarized in this section have been based on the same data, assumptions and actuarial methods as used in the June 30, 1997 valuation of the plan.  The estimated impact (increase over current plan costs) on annual funding levels of each proposal is as follows:

	Judicial Retirement System

	Proposed Benefit
	Increase in Annual

Funding Amount
	Increase as %

of Plan Payroll

	JRP-3 ... funding only as granted
>> One year 5% COLA increase


	220,000
	
	1.2%
	

	JRP-3 ... funding for COLA’s in all future yrs
>> 3% future annual COLA

>> 5% future annual COLA


	2,455,000

6,530,000
	
	13.3%

35.4%
	

	Note:
	The proposed legislation only provides for funding of COLA’s as granted.  However, the true liability if COLA’s are actually provided in all future years will far exceed the cost for one year’s COLA.  The first row in this table shows funding for a single year.  This is representative of the initial cost impact of this proposal.  The second row shows the cost impact if COLA’s for all future years are anticipated and funded over the participant’s working career in a manner consistent with how the basic retirement benefit is being funded.


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 June 30, 1997 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.

Stephen A. Gagel, F.S.A.





Date

William M. Mercer, Incorporated
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