KENTUCKY RETIREMENT SYSTEMS

SB 142/SCS2 - 10 year sunset with participation thru 1/1/99 ... ACTUARIAL COST ANALYSIS
PLUS IMPACT OF FUNDING AT LESS THAN ACTUARIALLY COMPUTED AMOUNT
I. PROPOSED REVISION
(1)
Under this proposal, the benefit multiplier for KERS nonhazardous members would be increased to 2.00% effective February 1, 1999 for any member participating as of January 1, 1998 who continues to participate through January 1, 1999.  In addition, there would be a temporary additional improvement in the benefit multiplier for KERS nonhazardous members with 20 years of  service who were participating in one of the state administered retirement systems as of January 1, 1998 and continue to participate until January 1, 1999.  This temporary improvement would be effective February 1, 1999 and continue through January 31, 2009.  The amount of the benefit multiplier under the temporary improvement would be 2.20%.

(2)
KRS 61.705(1) would be amended to increase the amount of the lump sum death benefit payable to the beneficiary of a deceased retired member from the current level of $2,500 to $5,000.

II. COMMENTS RELATIVE TO PROPOSED REVISION
Retirement Fund Comments

(1)
The increase in benefit multiplier to 2.00% would affect all KERS nonhazardous members and is easily estimated.  The impact on the retirement fund of the temporary 2.20% rate would be a function of how many members ultimately benefit from the temporary increase in the multiplier.  Many members would not be eligible before the temporary benefit would sunset out of existence, and others may not elect to retire early to take advantage of it.  It is likely however, that there will be an acceleration of retirements due to the temporary benefit.  This acceleration will likely occur at both the beginning and end of the sunset period.  The impact of this retirement acceleration on overall retirement patterns is not determinable at the present time.


The effect of delaying the rate change to February 1, 1999 from the earlier effective dates considered is expected to have no real impact on the ultimate cost impact.  The ultimate cost impact should be virtually identical to that estimated for the earlier version of this proposed legislation.


Additionally, any change in the benefit level raises the issue of an appropriate target level of benefits for "career" employees retiring under the system.  Before any change in benefit structure, a spendable income analysis should be developed to compare current retirement benefit levels for career employees versus pre-retirement spendable income levels.  Any increase in the benefit levels should reflect a true need for such an increase in order to meet a real shortfall in retirement benefits.  Without such an analysis, it is unclear whether any shortfall exists.  If the benefit level is raised to too high a level, there is a real danger that benefits after retirement in terms of spendable income could exceed pre-retirement spendable income, which is not a desired result in sound pension plan design, nor would it be an effective use of taxpayer dollars.  I would strongly advise that such an analysis be undertaken before any increase in benefit levels is considered.


In estimating the cost impact of this proposal, the current valuation assumptions as to retirement age were used.  If benefits are increased, it could have an impact on retirement ages in the future.  However, any such change in retirement patterns may only show up after several years of experience.  For purposes of the cost estimate presented in this memorandum, no change in long term retirement patterns was assumed.

(2)
No specific comments.

Insurance Fund Comments
(1)
There is no apparent cost impact to the insurance fund under this proposal, since members eligible for the temporary benefit rate improvement have already accrued a medical premium level of 100%.  To the extent that retirements may be accelerated due to this temporary benefit, there will be some impact on the insurance fund since medical benefits will start sooner.  However, unless retirement patterns are significantly altered by this benefit, there will be no material immediate impact on the insurance fund.  Long range impact could be an increasing trend in insurance fund costs if a significant number of members retire at earlier ages than would have been the case without the benefit increase.  Whether or not that actually happens will only be borne out by actual plan experience in the years after such a benefit improvement is made.  However, based on our current valuation assumptions, there would be no immediate impact on the insurance fund for this proposed benefit improvement.

(2)
No impact on the insurance fund.

III. ESTIMATED IMPACT ON FUNDING COSTS

	
	Non-Hazardous
	Hazardous
	

	Proposed Change
	KERS
	CERS
	KERS
	CERS
	SPRS

	(1) Raise KERS nonhaz rate to 2.00% effective 2/1/99, plus 2.20% rate for those retiring 2/1/1999 through 1/31/2009 with 20 or more years of service

(2) Raise post retirement death benefit to $5,000
	0.66%

0.10%
	N/A

0.12%
	N/A

0.09%
	N/A

0.06%
	N/A

0.08%


IV. IMPACT OF FUNDING AT LESS THAN ACTUARIALLY COMPUTED RATE

We have been asked to evaluate the impact of zero funding for this benefit improvement over each of the next two years for KERS nonhazardous, KERS hazardous and State Police combined.  CERS funding has not been considered in this analysis.  It has been assumed that the funding for this benefit improvement will be spread among the three systems based on the actuarially computed cost for each system in proportion to the total actuarially computed cost for all three combined.  After two years, it has been assumed that the funding will be at the actuarially computed rate.  As such, there will be a shortfall at the end of the two year period from the amount that would have been contributed under the full actuarial cost of the benefit improvement.

The dollar amount of the actuarially computed cost has been based on the payroll information from the 1997 valuation.  The following table shows the actuarially computed contribution level as compared to the potential funding for this benefit improvement.  Also shown is the expected asset shortfall at the end of the two years, the increase in the employer contribution rate as a result of that shortfall, and the short term impact of funded position assuming experience over the next two years consistent with actuarial assumptions.

	
	KERS Nonhazardous
	KERS Hazardous
	    State Police

	Actuarially Computed Annual Contribution Amount
	$9,182,000
	
	$102,000
	
	$28,000
	

	Anticipated Annual Funding
	0
	
	0
	
	0
	

	Asset Shortfall at End of Two Years
	19,911,000
	
	220,000
	
	61,000
	

	Increase in Employer Funding Rate as a Result of Asset Shortfall
	0.08%
	
	0.01%
	
	0.01%
	

	Decrease in Funded Percentage as a Result of Asset Shortfall
	0.6%
	
	0.1%
	
	0.1%
	


The short term impact is not significant.  But the greater impact is the precedent which would be set to fund benefits at less than the actuarially computed level.  The long term impact of this precedent could be disastrous to the funded position of the retirement system.

V. ACTUARIAL CERTIFICATION
Calculations of the estimated cost impact as summarized in Section III have been based on the same 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.
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