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Ms. Katie Carney

Office of Fiscal Statement Review

Legislative Research Commission

Capitol Annex, Room 104

Frankfort, KY 40601

RE:



BR 1644 SB 151 HCS

AA Statement 1 of 4

Required by KRS 6.350



Dear Ms. Carney:

Kentucky Retirement Systems’ (KRS) actuary, GRS Retirement Consulting, has reviewed Senate

Bill 151 PHS (2018 RS BR 1644). They state the following:

“We have reviewed the proposed legislation in SB 151 and have determined that the proposed

changes that apply to retirement systems maintained by KRS will have the same fiscal impact as

that determined for SB 1 Sub 1.”

Therefore, the Actuarial Analysis of Senate Bill 1 Sub 1, dated March 6, 2018, is applicable to

Senate Bill 151 PHS (2018 RS BR 1644).

Please let me know if you have any questions.

Sincerely,



David L. Eager

Interim Executive Director

Kentucky Retirement Systems
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March 6, 2018



Mr. David Eager

Interim Executive Director Kentucky Retirement

Systems 1260 Louisville Road

Frankfort, KY 40601

Re:



BR 427 SB 1 SCS

AA Statement 1 of 4

KERS and CERS Non-Hazardous Systems



Dear Mr. Eager:

We have reviewed and analyzed the summary of proposed changes in the proposed pension

reform legislation SB 1 Sub 1. The purpose of this letter is to communicate to the fiscal analysis

of this proposed legislation on the retirement and insurance funds maintained by the Kentucky

Retirement System (KRS) as it applies to the Non-Hazardous Systems (i.e. KERS NonHazardous and CERS Non- Hazardous).

The provisions of this legislation are similar to that proposed in SB 1, with a notable difference of

resetting the amortization period for financing the unfunded actuarial accrued to a closed 30-year

period beginning with the July 1, 2019 actuarial valuation. In addition, compared to the original

SB 1, this proposed legislation, SB 1 Sub 1, requires Tier I members who became participating on

or after July 1, 2003 (but prior to September 1, 2008) to contribute 1% of pay to the Health

Insurance Fund.
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3 Provisions of Proposed Legislation

Principal

Exhibit 1 provides a summary of the provisions in the pension reform bill that have a fiscal impact

on the retirement system. In summary, the Tier 3 Hybrid Plan will be the default plan for

providing benefits to future members, but beginning January 1, 2019 there will be a new optional

defined contribution plan that members may make a one-time irrevocable election to earn future

retirement benefits in the defined contribution plan, in lieu of the defined benefit plan. The

amortization of the unfunded actuarial accrued liability will be determined on a level-dollar basis

beginning with the 2019 actuarial valuation, and the funding period will reset to a closed 30-year

period. Finally, active Tier I members who became participants on or after July 1, 2003 (but prior

to September 1, 2008) will contribute 1% of pay.

Summary of Cost Impact



Section 1 includes exhibits that show a comparison of the fiscal impact of the proposed legislation

to the current plan over the next 35 years. Specifically, these exhibits show the projected impact on

the:

(1) unfunded actuarial accrued liability, (2) funded ratio, (3) total employer contribution dollars, and

(4) projected composite employer contribution rates, for each of the funds (retirement and health

insurance). Section 2 provides additional detail regarding each projection under the current plan and

Section 3 provides similar information under the proposed legislation. Section 4 provides the fiscal

impact under an alternative assumption scenario for the KERS Non-Hazardous System that assumes

a decreasing active membership count consistent with recent trends. Below are comments

regarding the cost projection for each fund.

KERS Non-Hazardous Retirement Fund

The changes in the benefit provisions have a minimal impact on the actuarial accrued liability (and

unfunded actuarial accrued liability) as of June 30, 2017. The savings in the projected employer

contributions beginning with FY 20/21 for the retirement fund is due to resetting the amortization

period to 30 years for the 2019 actuarial valuation. However, this savings is offset by the fact that

the participating employers will be financing the unfunded actuarial accrued liability an additional

six years (i.e. to the year 2049 in SB 1 Sub versus 2043 in the current plan).

The change in the interest-crediting rate for the Tier 3 hybrid plan will slightly decrease the

ongoing liability and cost for this benefit tier. However, the slight decrease in the employer cost is

partially offset by the employer cost for members who elect to earn benefits in the optional

defined contribution plan. As described later in this letter, we project the long-term cost of this

defined contribution plan to be 3.5% of payroll, which is slightly higher than the cost of providing
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benefits in the Tier 3 hybrid plan. As Tier 3 and defined contribution plan members become a
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larger4percentage of the active population, this will gradually have a larger impact on total

employer contributions.

KERS Non-Hazardous Insurance Fund

The changes in the benefit provisions have a minimal impact on the projected actuarial accrued

liability. The initial savings in the projected employer contributions is attributable to resetting the

amortization period to 30 years for the 2019 actuarial valuation. However, this savings is offset by

the fact that the participating employers will be financing the unfunded actuarial accrued liability an

additional six years (i.e. to the year 2049 in SB 1 Sub versus 2043 in the current plan). There is also

some employer savings due to the increase in the member contribution requirement Tier 1

members.

CERS Non-Hazardous Retirement Fund

Similar to the KERS non-hazardous retirement fund, there is minimal change in the actuarial

accrued liability (and unfunded actuarial accrued liability) as of June 30, 2017 due to changes in the

benefit provisions. The contribution rate for FY 20/21 is slightly higher in the proposed legislation

because the increase due to using a level dollar amortization is greater than the saving due to

resetting the amortization period to 30 years for the 2019 actuarial valuation, but these methods also

results in the projected savings beginning in July 1, 2025 through June 30, 2043. However, the

participating employers will be financing the unfunded actuarial accrued liability an additional six

years (i.e. to the year 2049 in SB 1 Sub versus 2043 in the current plan).

The change in the interest-crediting rate for the Tier 3 hybrid plan will slightly decrease the ongoing

liability and cost for this benefit tier. However, the slight decrease in the employer cost is offset by

the employer cost for members who elect to earn benefits in the optional defined contribution plan.

As described later in this letter, we project the long-term cost of this defined contribution plan to be

3.5% of payroll, which is slightly higher than the cost of providing benefits in the Tier 3 hybrid

plan. As Tier 3 and defined contribution plan members become a larger percentage of the active

population, this will gradually have a larger impact on total employer contributions.

CERS Non-Hazardous Insurance Fund

The change in the benefit provisions had a minimal impact on the projected actuarial accrued

liability. The contribution rate for FY 20/21 is slightly higher in the proposed legislation because

the increase due to using a level dollar amortization is greater than the saving due to resetting the

amortization period to 30 years for the 2019 actuarial valuation. However, the proposed method

results in savings beginning in July 1, 2022 through June 30, 2043 because the amortization period

is reset to a closed 30 years. However, this savings is offset by the fact that the participating
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5 2043 in the current plan versus the year 2049 in SB 1 Sub 1). There is also some employer

the year

savings due to the increase in the member contribution requirement for certain Tier 1 members.

GRS Comments on Proposed Legislation



Below are comments on certain provisions in the proposed

legislation. New Optional Defined Contribution Plan

The proposed legislation would provide a new optional defined contribution plan to members in

the KERS and CERS nonhazardous retirement systems that would allow all current and future

members a one-time irrevocable election to earn future retirement benefits in a defined

contribution plan that provides a 4.00% of pay employer contribution (the member contribution

requirement will remain unchanged at 5.00% of pay). This new defined contribution plan will not

decrease the employer cost, but will shift the risks, such as investment risk and longevity risk,

from the participating employers to the members with respect to the members earning benefits in

the defined contribution plan.

For the fiscal impact analysis, we project the long-term cost of this defined contribution plan to be

3.5% of payroll, after reflecting the effects of forfeitures in the employer matching contributions

when employees separate from service prior to becoming vested.

The proposed legislation also allows all current members the opportunity to make a one-time

irrevocable election to freeze their benefits earning in the defined benefit plan and earn future

benefits in the new defined contribution plan. Please note that the Tier 1 and Tier 2 benefits are

more valuable than the benefit provided in the new defined contribution plan. Thus allowing all

current members in the KERS and CERS nonhazardous retirement systems to elect to switch to the

defined contribution plan provides an opportunity for Tier 1 and Tier 2 members to adversely select

against themselves. Limiting the election opportunity to current Tier 3 members hired after January

1, 2014 would limit possible of adverse selection.

The proposed legislation requires employers to make a normal cost contribution as a percentage of

pay that is an annual amount sufficient, when combined with employee contributions, to fund

benefits earned during the year, including costs for those members who elect to participate in the

optional defined contribution plan (Tier IV). Tier I, Tier II, Tier III, and Tier IV have different

normal cost rates because the benefits vary by tier. We interpret this provision to require each

employer contribute a

single “blended” normal cost rate that will slightly vary year-to-year as the demographics of the

plan changes. This method is relatively simple and would reduce possible anti-selection due to

differences in the normal cost of the Tier III and Tier IV benefit plans. However, it may be difficult
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contributions

that must be directed to the members’ accounts. We suggest the General Assembly

seek input from the Retirement System regarding this process and whether it would be preferable to

charge employers different normal cost rates depending on the retirement benefit tier of their

employee, or an alternative method that is cost neutral and administratively feasible.

Change in the Interest Crediting Rate Formula in the Tier 3 Hybrid Plan

The change in the interest crediting rate formula to 85% of the 10-year geometric average will

result in greater “risk-sharing” in the funds actual investment performance. Compared to the current

formula, the proposed formula will generally provide a lower interest credit during times when the

average return is less than 10.00% and a higher interest credit when the average return is in excess

of 10.00%. Over time, we expect the new formula to provide an interest credit that is 0.40% to

0.50% less in annual interest credits compared to the current formula. Increasing the averaging

period from 5 years to 10 years is not projected to have a fiscal impact but will reduce the shortterm volatility in the year- to-year change in the interest-crediting rate provided at each June 30.

Allocation of Amortization Payment to Participating Employers in CERS and Agencies

Participating in KERS

The employers’ (and agencies) allocation percentage will be based on the average covered

payroll during the last three fiscal years (FY 14/15, FY 15/16, and FY 16/17) to the average total

covered payroll for the system. This allocation percentage would remain unchanged in future

years (albeit, minor adjustments if employers cease participating in the system). There are some

favorable characteristics with this method as each employer’s contribution effort to finance the

unfunded actuarial accrued liability will remain relatively constant and eliminates incentives for

employers to pursue the use of “contract” employees to reduce their covered payroll (and

required contribution).

Employers that are increasing in size will not be burdened to pay a greater share of the unfunded

actuarial accrued liability on the covered payroll for those additional employees. Rather, the

marginal change in the employer’s pension contribution effort will be the normal cost rate on the

change in covered payroll.

We have not analyzed the change in covered payroll for the participating employers in the systems

or how the average of the fiscal years identified in the proposed legislation compare to the

distribution of covered payroll among employers in other years, such as the 12/13 and 13/14 fiscal

years. Given the declining covered payroll experienced by some of the systems over the last several

years, it is possible that using a 5-year average period or the currently proposed 3-year averaging

period using different fiscal years may be more representative of the allocated share of each

employer’s share of the unfunded actuarial accrued liability. There will not be a fiscal impact to the

system if the averaging method is changed, but there would be a cost increase or decrease for
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input 7from Kentucky Retirement Systems regarding the fiscal years and the averaging period used

in the calculation.

Further to this point, using a static allocation may gradually drift from mirroring the employer

participation demographics in future years (some employers are growing and other entities are

decreasing their workforce). Also, while this proposed method may be appropriate for allocating

the existing unfunded liability, it may not be appropriate for allocating unfunded liabilities that

may be incurred in a future year. Note, if this issue does occur, then it could be easily addressed

by the General Assembly in a future year by using a layered amortization base.

Modification in the Reemployment after Retirement Provisions

If a member retires after January 1, 2019 and becomes reemployed by a participating employer in

KRS or TRS on a full-time basis between a three-month and a twelve-month time period following

the

member’s initial retirement date, then the member’s retirement allowance will be suspended until

the first anniversary of the member’s initial retirement date. This would be between a one-month

and a nine-month suspension of the member’s retirement allowance. This provision will result in

some reduced financial benefit (when considering their total income from all sources) for members

to commence their retirement benefit at an earlier age and seek reemployment. However, we do not

believe the reduction in the member’s financial benefit due to this suspension is significant enough

to change retirement behavior. As a result, we have not adjusted, or delayed, the anticipated age

members will commence their retirement due to this modification. However, this modification may

still be important and relevant for policy reasons.

Resetting the Amortization Period to a Closed 30 Years for the July 1, 2019 Actuarial Valuation

The recent change in assumptions did materially increase the contribution requirements

beginning with the FY 18/19 fiscal year. Resetting the amortization period to a closed 30 years

for the July 1, 2019 actuarial valuation will somewhat reduce those contribution requirements

for the years 2020 through the year 2043. However, the participating employers will also be

required to continue to finance the unfunded actuarial accrued liability an additional six years

(i.e. to the year 2049).

Distribution of the Actuarial Accrued Liability Among Membership Status

The proposed legislation would make certain changes to retirement and health insurance benefits to

active members after January 1, 2019 as well as future active members in these Non-Hazardous
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Retirement Systems. For educational and informational purposes, the actuarial accrued liability
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attributable

to the current retirees and inactive members (vested and non-vested) in the KERS NonHazardous Retirement System is approximately 75% of the total actuarial accrued liability.

(Similarly, the retiree and inactive member liability is approximately 60% of the total actuarial

accrued liability for the CERS Non-Hazardous Retirement System). As a result, while the proposed

changes may have a material impact on the actuarial accrued liability attributable to the current

active members in the Retirement System, the changes have a much smaller impact as a percentage

of the total actuarial accrued liability attributable of the entire Retirement System.

Basis of Calculations



GRS based the calculations and analysis in this letter on the member and financial data provided

by KRS and used to perform the actuarial valuation as of June 30, 2017. Except where noted

otherwise, the projections assume no actuarial gains or losses will occur in the future, and that

members will terminate, retire, become disabled, or die as predicted by the actuarial assumptions

documented in the June 30, 2017 actuarial valuation report.

These projections also do not reflect the actual investment experience of the retirement system after

the measurement date of June 30, 2017. The projections assume that the participating employers in

each Retirement System will maintain the current workforce in each future year and that as current

active members terminate or retire from a covered position in the Retirement System, the employer

would replace them with a new employee. We have assumed that all current active members

earning Tier 1 and Tier 2 retirement benefits will not elect to earn future benefits in the optional

defined contribution plan. However, we have assumed that 25% of all active members currently in

Tier 3 and 25% of all future members will elect to earn retirement benefits in the defined

contribution plan.

We have assumed the new interest credit formula for the Tier 3 hybrid plan will provide 0.50% less

in annual interest credits for the KERS (non-hazardous and hazardous) and SPRS systems and

0.40% less in annual interest credits for the CER (non-hazardous and hazardous) systems.

Our calculations are based upon assumptions regarding future events, which may or may not

materialize. Depending on actual plan experience, actual results could deviate significantly from

our projections.

General Comments



We are not attorneys, and we cannot provide a legal opinion regarding the changes in this

proposed legislation. Nothing in this letter should be construed as providing legal, investment or

tax advice. It may be prudent to consult with the Retirement System’s counsel before enacting any
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9 of or in opposition to the changes studied herein.

in favor

Mr. White and Mr. Newton are Enrolled Actuaries. All the of the undersigned are also members of

the American Academy of Actuaries and we meet all of the Qualification Standards of the

American Academy of Actuaries to render the actuarial opinion contained herein. In addition, all of

the undersigned are experienced in performing valuations for large public retirement systems. If

you have any questions, or require any additional or clarifying information, please do not hesitate to

contact us. Sincerely,



Joseph P. Newton, FSA, MAAA, EA



Janie Shaw, ASA, MAAA



Senior Consultant



Consultant



Daniel J. White, FSA,

MAAA, EA Senior

Consultant
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