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November 14, 2017

Mr. John E. Chilton

Budget Director

Office of State Budget Director (OSBD)
Frankfort, KY 40601

Re: Actuarial Analysis of Proposed Pension Reform Legislation and its Financial
Impact on KERS and CERS Non-Hazardous Systems

Dear Mr. Chilton:

We have reviewed and analyzed the summary of proposed benefit changes in the proposed pension
reform legislation. The purpose of this letter is to communicate to the General Assembly the fiscal
analysis of the proposed legislation on the retirement and insurance funds providing benefits to
members in the Non-Hazardous Systems maintained by KRS (i.e. KERS Non-Hazardous and CERS
Non-Hazardous). The information provided in this document satisfies all the analysis and
disclosure requirements specified in Section 6.350 of Kentucky Statute (Actuarial analysis required
for bill before General Assembly to increase benefits or participation in a state-administered
retirement system).

Provisions of Proposed Legislation

Exhibit 1 provides a summary of the provisions in the pension reform bill that have a fiscal impact
on the retirement system. In summary, current Tier 3 members and future active members will earn
benefits in a defined contribution plan. Benefit accruals for Tier 1 and Tier 2 members will cease
once the member reaches unreduced retirement eligibility. The amortization of the unfunded
actuarial accrued liability will be determined on a level-dollar basis with the amortization period
reset to 30 years in 2017, decreasing by one each future year. There will also be a four-year phase-
in to the contribution effort for participating employers in CERS. There will be a 3% of pay
increase in the member contribution effort to the Health Insurance Funds.

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.
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KERS Non-Hazardous Retirement Fund

The net combination of changes causes an initial decrease in the actuarial accrued liability (and
unfunded actuarial accrued liability). The primary provisions in the change in the actuarial accrued
liability are the change in the return to work provisions and the elimination of benefit accruals after
a member becomes eligible for an unreduced retirement benefit and the member begins earning
benefits in the defined contribution plan. However, it is unlikely that most of the potential savings
will be realized as it is likely the System will experience an increase in the number of retirements
when a member becomes first eligible for an unreduced retirement benefit as the new provisions
provide a large economic incentive for the member to retire at first eligibility and seek other
employment.

The employer contribution requirements are projected to be lower in initial years due to resetting
the period for amortization the unfunded actuarial accrued liability from 26 years to 30 years, but
this is offset by significantly higher contributions during years 27 through 30. In addition, the
difference between the projected employer contribution requirements between the current plan and
proposed legislation is projected to converge over the next 20 years because the defined
contribution plan has a slightly higher ongoing cost compared to the current hybrid cash balance
plan (i.e. expected long-term 4% of pay employer cost for the defined contribution plan versus 3%
of pay long-term employer cost for the hybrid cash balance plan).

CERS Non-Hazardous Retirement Fund

The actuarial accrued liability for the CERS non-hazardous retirement fund decreased due to the
same reasons that decreased the liability for the KERS non-hazardous retirement fund. The
employer contribution requirements are projected to be initially lower due to the four-year phase-in
of the actuarially determined contributions, but eventually become slightly greater than the
projected contribution requirements in the current plan because the amortization payments are
determined as a level dollar (versus use of a 2% payroll growth assumption).

All Health Insurance Funds

The actuarial accrued liability (and unfunded actuarial accrued liability) decreased as of June 30,
2017 for each of the health insurance funds, due to the changes in eligibility provisions that become
effective July 1, 2018. The employer contribution requirement to the health insurance funds
decreased because of the change in the liability, the member contribution rate will increase by 3%

of pay (for all benefit tiers), and the amortization period was reset from 26 years to 30 years at June
30, 2017.

Note, the proposed plan changes include a four-year phase in to the employer contribution rate for
the CERS non-hazardous health insurance fund. However, the change in the eligibility provisions
and the increase in the 3% of pay increase in the member contribution rate results in the FY
2018/2019 employer contribution rate being less than the employer contribution rate currently in
effect for FY 2017/2018. As a result, we modeled the future employer contribution effort to this
fund without regard to the four-year phase-in.

Gabriel Roeder Smith & Company



' Mr. John Chilton
November 14, 2017
Page 3

GRS Comments on Proposed Legislation
Below are comments on certain provisions in the proposed legislation.

New Defined Contribution Plan

The new defined contribution plan will shift the investment and longevity risk from the
participating employer to the members and retirees. The employers’ cost will be limited to the
employer matching contributions to the employee’s defined contribution account. The projected
cost of the defined contribution plan assumes that the employer’s long-term cost to the defined
contribution plan will be approximately 4% of payroll, after reflecting auto-enrollment, anticipated
behavior in employee participation, and effects of forfeitures in employer matching contributions
when employees separate from service prior to becoming vested in the employer provided benefit.

Transfer Tier 3 Balance to Defined Contribution Plan

The proposed legislation would transfer the entire Tier 3 account balance to the defined contribution
plan at July 1, 2018. The majority of the Tier 3 members will not have earned sufficient service to
be vested in their entire hybrid plan account balance at July 1, 2018. As of July 1, 2017, the
accumulated Tier 3 account balance in the KERS non-hazardous system is $36 million with $16
million of that amount being an employer provided benefit. Similarly, the accumulated Tier 3
account balance in the CERS non-hazardous system was $69 million with $31 million of that
amount being employer provided. The General Assembly may want to consider the policy issues
associated with transferring the member’s total accumulated balance, including the employer
provided benefit they are not currently vested in. As a possible alternative, the employer provided
benefit could be transferred to the member’s defined contribution account upon satisfying the
vesting requirements.

Ceasing Pension Benefit Accruals Upon Becoming Eligible for Unreduced Retirement Benefits

Ceasing benefit accruals in the pension plan when a member becomes eligible for an unreduced
retirement benefit with future benefits earned in the new defined contribution plan will encourage
more employees to commence their retirement benefit shortly after they become eligible for
unreduced benefits as there is a significant economic incentive for members to seek other
employment. For purposes of analyzing the fiscal impact of the non-hazardous retirement funds, we
have assumed that the retirement rates will increase by 10% (i.e. add 10%) during the first and
second year a member becomes eligible for an unreduced retirement benefit. The possible
outcomes from this provision are rather wide. If the new provision does not change retirement
behavior, then the savings could be material. However, if more members actually retire than
assumed after first becoming eligible for an unreduced retirement benefit, then the actual savings
due to this provision will be smaller than expected in this analysis. Also, it is possible there could
be some anti-selection behavior that may lead to an increase in cost due to this provision.

The anticipated change in retirement behavior may be partially muted due to the increase in the
break in service requirement for working retirees. The change to the working retirees rules would
create material savings if implemented on their own. The combination of the two provisions
(change to working retiree rules and the freezing of the accrued benefit at retirement eligibility)
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potentially creates a scenario where the savings generated from either individually would be greater
than the combination. It is likely the change to the return to work provisions alone (without
ceasing benefit accruals at unreduced normal retirement age) would result in greater cost savings
due to the anticipated change in retirement behaviors.

Increase in Member Contribution to the Health Insurance Plan

The 3% increase in contribution requirement for the Tier 2 members and members in the defined
contribution plan will result in a member contribution effort that exceeds the value of their health
insurance benefit (value measured as the normal cost rate). In addition, there are many members
who would be impacted by this increase and would never receive a retiree health benefit. We are
not aware of any IRS violations if the proposed contribution rate becomes effective, but are
commenting on this so the General Assembly can make an informed policy decision regarding this
provision change.

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 contribution
effort during the last three fiscal years (FY15-FY17) and their allocation percentage would remain
unchanged in future years (albeit, minor adjustments if employers cease participation). 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
requirement 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.

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

Four-Year Phase-in of the CERS Contributions

The proposed legislation would provide a four-year phase-in of the contribution requirements for
the CERS Non-Hazardous Retirement and Insurance Funds. Under the proposed provisions, the
participating employers’ contribution requirement for FY 2018/2019 would be equal to their
covered payroll times the contribution rate in effect for FY 2017/2018. The contribution
requirement for FY 2019/2020 and FY 2020/2021 would phase-in to the new funding policy by 1/3
and 2/3 respectively, each subsequent year.
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However, since current Tier 3 employees will be moved to the new defined contribution plan on
July 1, 2018, the covered payroll in the retirement fund will decrease from $2,500 million to $1,824
million, which results in the employers contributing, on a collective basis, less money in FY
2018/2019 than the prior fiscal year. We believe this may have been an unintended outcome and
recommend the phase-in provisions be changed from a “0/3, 1/3, 2/3, 3/3” phase-in to a “1/4, 2/4,
3/4, 4/4” phase-in approach so the employer contribution effort in FY 2018/2019 does not decrease.

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 July 1, 2018 as well as future active members in these Non-Hazardous
Retirement Systems. For educational and informational purposes, the actuarial accrued liability
attributable to the current retirees and inactive members (vested and non-vested) in the KERS Non-
Hazardous 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.

Implications of Closing the Pension System to New Hires

Sometimes there can be some unexpected financial implications when a retirement system is closed
to new members and the purpose of this discussion is to explain this investigation. Specifically, we
analyzed certain key actuarial measurements that assess the funding implications and how those
measurements are expected to change if the proposed legislation became enacted. These actuarial
measurements include the following:

(A)Projected funded ratio (i.e., ratio of actuarial value of assets to actuarial accrued liability),

(B) Projected trust fund payout ratio (i.e., ratio of beginning of fiscal year actuarial value of assets to
benefit payments expected to be paid during the fiscal year); and

(C) Projected net cash flow (i.e. total employer and member contributions minus benefit payments)
as a percentage of beginning of fiscal year actuarial value of assets

The discussion below walks through the details with the KERS non-hazardous retirement fund, but
we have also performed a separate analysis for the CERS non-hazardous retirement fund plan and
are only providing the results of that analysis.

A. Projected Funded Ratio
Presented on the following page is a graph that shows the projected funded ratio for the KERS Non-

Hazardous Retirement System if the plan based on current provisions and under the proposed
legislation.
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KERS Non-Hazardous Retirement Fund
Projected Funded Ratio
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As the graph shows, resetting the amortization period to 30 years at June 30, 2017, and eliminating
the employer normal cost contributions and member contributions on Tier 3 members and future
hires results in a much slower projected improvement in the funded ratio in future years.

B. Trust Fund Payout Ratio

The trust fund payout ratio, or the ratio of the beginning of fiscal year actuarial value of assets to the
benefit payments expected to be paid during the fiscal year, represents the approximate number of
years that a plan could be expected to pay out benefit payments in the absence of any additional
contributions or investment income. The following graph shows the projected trust fund ratio for
the KERS non-hazardous retirement fund based on current and proposed provisions.

KERS Non-Hazardous Retirement Fund
Projected Trust Fund Payout Ratio ;
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As shown by the graph, the current trust fund ratio for KRS is at a critical low of 2.0, meaning the
trust assets today can only provide benefit payments for 2 years (absent future contributions or
investment earnings), but is projected to improve in future years, although at a much slower rate
under the proposed legislation. Note, if this metric is not projected to consistently improve in future
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years during the amortization of the unfunded actuarial accrued liability, we would have
recommended a stronger funding policy to finance the existing unfunded actuarial accrued liability.

For reference, if the KERS non-hazardous retirement fund had a 100% funded ratio as of June 30,
2017, then the trust fund payout ratio would be approximately 15. Also, if the plan were to remain
open to new members, the trust fund payout ratio is projected to increase to over 18 in years after
the plan attains a 100% funded ratio. This is an expected result when using a strong prospective
funding policy and a 5.25% investment return assumption (both of which provides greater benefit
security for the members).

C. Projected Net Cash Flow as a Percentage of Assets

Finally, an important measure of a plan’s ability to maintain its current investment policy is to
review the projected net cash flow as a percentage of plan assets, which shows the portion of
beginning of year assets that are expected to be needed to provide the benefit payments in the
current year that are not covered by expected contributions during that year. The following graph
shows the projected net cash flow as a percentage of assets for the KERS non-hazardous retirement
fund under the current plan and under the proposed legislative changes.

KERS Non-Hazardous Retirement Fund
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As the graph shows, the plan is expected to be in a positive net cash flow position for the current
plan in the years 2019 through 2043, which means that the plan is not depending on any cash from
investments or assets sales to provide benefit payments. Even if the plan is closed to new hires, the
net external cash flow, while negative, remains a very manageable 3% to 4% during the time period
the unfunded actuarial accrued liability is being amortized. Therefore, we don’t expect that closing
the plan to new entrants will require a significant change in the plan’s investment policy during the
time period the unfunded actuarial accrued liability is being amortized.

However, if the KERS non-hazardous retirement fund were closed to new to members, then the
fund’s cash flow requirements are projected to significantly change in fiscal years 2049 and
thereafter, when contributions to finance the amortization payments projected to cease. In those
years, the net external cash flow percentage decreases to approximately -11% and trends lower in
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future years as the fund matures with only retired members. Based on brief discussions with the
KRS staff, it is our understanding that the current investment policy can handle net -10% external
cash flows. Therefore, as some point, fund’s investment policy will need to shift to even more to
less volatile, lower yielding investments.

If the change in allocation can be reasonably anticipated to lower the investment earnings for years
after FY 2049, then it is reasonable to conclude that the employer contributions would need to
increase to offset the lost earnings. We attempted to quantify the amount of additional contributions
as a one-time present value amount that KERS would need as of June 30, 2018. The table below
shows the present value of the additional contributions (i.e., a lump sum value in today’s dollars)
under three scenarios:

e Scenario 1 — Major shift to very low volatile assets after fiscal year 2049: 5.25% return
assumption for fiscal years 2017 through 2048, and a 3.75% return assumption for fiscal
years 2049 and thereafter.

e Scenario 2 — Modest shift to lower volatile assets after fiscal year 2049: 5.25% return
assumption for fiscal years 2017 through 2048, and a 4.50% return assumption for fiscal
years 2049 and thereafter.

e Scenario 3 — No shift in current investment allocation: 5.25% return assumption for all
future fiscal years, including fiscal years beyond 2049.

Present Value of Estimated Impact
Expected Decrease On Annual Cost
Scenario In Investment Income Over next 30 years
1 —Major Shift $163 million $11 million
2 —Modest Shift 77 million 5 million
3 —No Change 0 million 0 million

Below is a similar analysis for the CERS non-hazardous retirement fund. The present value of the
expected decrease in investment income is greater for this fund because the fund is currently
invested differently than KERS and has higher expected investment earnings.

Present Value of

Estimated Impact

Expected Decrease On Annual Cost
Scenario In Investment Income Over next 30 years
1 —Major Shift $221 million $16 million
2 —Modest Shift 147 million 11 million
3 —No Change 80 million 6 million

We believe a reasonable estimate for the potential impact would be the second scenario, which
represents an expected modest shift in the future investment policy, and have included this cost in
the fiscal impact scenarios. We have provided the higher and lower scenarios to give policy

makers a sense of the range of possible outcomes.
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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. At the time this analysis was prepared,
the 2017 actuarial valuation results have been delivered to KRS, but have not yet been adopted by
the Board of Trustees. For purposes of analyzing the fiscal impact of the non-hazardous retirement
funds, we have assumed that the retirement rates will increase by 10% (i.e. add 10%) during the
first and second year a member becomes eligible for an unreduced retirement benefit. It is also
assumed that the probability that a member who is currently eligible for an unreduced retirement
benefit will increase by 10% the next two years.

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. However, since the KERS Non-Hazardous retirement
system has been experiencing a steady decrease in active membership, we have prepared a separate,
alternative scenario analysis that shows the projected fiscal impact if it is assumed that active
membership will decrease at the rate of 2% per year, for each of the next 35 years.

The projected cost of the defined contribution plan assumes that the employer’s long-term cost to
the defined contribution plan will be approximately 4% of payroll, after reflecting anticipated
behavior in employee participation and effects of forfeitures in employer matching contributions
when employees separate from service prior to becoming vested in the employer provided benefit.
Since the defined contribution plan will auto-enroll at 9%, we believe our modeling assumption is
reasonable and a valid assumption.

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 such
changes. Finally, no statement in this letter is intended to be interpreted as a recommendation in
favor of or in opposition to the changes studied herein.
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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,
J P. Newton, FSA, MAAA, EA Janie Shaw, ASA, MAAA
Senior Consultant Consultant

/)

Daniel J. White, FSA, MAAA, EA
Senior Consultant

cc: Mr. David L. Eager, KRS
Ms. Karen D. Roggenkamp, KRS

K:\3505\2017\Leg\State_Budget_Office\Analysis_KRS_NonHazardous.docx

Enclosures

Exhibit 1. Summary of Proposed Changes

Section 1. Comparison of Fiscal Impact

Section 2. Projected Cost of the Retirement and Insurance — Current Plan

Section 3. Projected Cost of the Retirement and Insurance — Proposed Legislation

Section 4. Alternative Projection Scenario for KERS Non-Hazardous System
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Exhibit ¥ ammary of Change in Benefit Provisi..s and
Employer Funding to be Effective July 1, 2018
KERS and CERS Non-Hazardous Systems
(Continued)

Retirement Formulas

Tier 1:
e Benefit accruals in the defined benefit retirement fund will cease at first unreduced retirement eligibility
(i.e. 27 years of service, or age 65 with 4 years of service).
o The maximum accrual does not apply to: (1) service purchased made prior to July 1, 2018, (2)
sick leave service credit at retirement, and (3) Comp. time paid to members who retire on or
before July 1, 2023
e Members who continue active membership beyond first unreduced retirement eligibility will earn future
benefits in the new defined contribution plan.
e For retirements on or after July 1, 2018, the highest five years of pay used to determine the member’s
final average compensation must be complete fiscal years and must contain at least 60 months.

Tier 2:
e Benefit accruals in the defined benefit retirement fund will cease at first unreduced retirement eligibility
(i.e. Rule of 87 with a minimum age of 57, or age 65 with 5 years of service).
o The maximum accrual does not apply to: (1) service purchases made prior to July 1, 2018, or (2)
sick leave service credit at retirement.
e Members who continue active membership beyond first unreduced retirement eligibility will earn future
benefits in the new defined contribution plan.

Tier 3:
e All cuirent members will participate in the new defined contribution plan maintained by PERS. Their
Tier 3 account balance (member and employer) will rollover into the PERS plan, regardless of vesting,.

Future Hires:
e Future employees will participate in the new defined contribution plan maintained by PERS.

DC Plan:

e The defined contribution plan provides a 3% mandatory member contributions and 2% employer
contributions. Members may voluntarily contribute an additional 6% of pay and receive a 50% match
on those voluntary contributions (up to 3% of pay in matching employer contributions).

o Compensation for benefits earned in the defined contribution is not subject to the maximum
creditable compensation limit that applies to compensation in the defined benefit plan that is
earned after July 1, 2018.

Member Contribution Rates

e Member contribution rates to the retirement fund for Tier 1 and Tier 2 members remain unchanged at
5% of pay. Member contributions to the health insurance funds will increase by 3.00% on July 1, 2018
(i.e. Tier 1 member contribution rate will increase from 0% to 3% of pay, and the member rate in Tier 2
and the new defined contribution plan will increase from 1% to 4% of pay).

e The contributions to the health insurance funds are classified as 401(h) contributions and are not
refundable to the member.

Gabriel Roeder Smith & Company



Exhibit. Summary of Change in Benefit Provis...as and
Employer Funding to be Effective July 1, 2018
KERS and CERS Non-Hazardous Systems
(Continued)

Pension Anti-Spiking Provisions

Maximum Creditable Compensation:
e Creditable compensation earned on or after July 1, 2018 limited to the maximum taxable earnings under
Social Security ($127,200 for 2017). Member contributions refunded on excess compensation, but
employer normal cost contributions remain in fund to finance the unfunded actuarial accrued liability.

Comp. time payments upon termination for Tier I members
e The payment of comp. time upon termination of employment will be excluded in creditable
compensation (which is used in the calculation of the member’s final average compensation) for Tier I
members retiring after July 1, 2023.

Equipment/Uniform Allowances:
¢ Excluded from creditable compensation earned on or after July 1, 2018.

Sick Leave
e Converted sick service cannot exceed amount for accumulated sick leave as of June 30, 2018.

e Tier 1 sick leave service credit does not count towards retirement eligibility for those retiring on or after
July 1, 2018.

Retiree Health Accessibility

e Members retiring on or after July 1, 2018 must have contributed to a state administered retirement
system in the last 24 months prior to have access to the health insurance benefit.

e Members earning benefits in the defined contribution plan will be eligible for health insurance benefits
upon attaining age 59'2 and having 15 years of earned service at retirement.

Line of Duty Death

¢ The surviving spouse (if any) shall supersede all previous beneficiary designations for members that die
in the line of duty on and after January 1, 2017.

Reemployment After Retirement

The following reemployment after retirement provisions apply to members who retire on or after July 1, 2018 in
order to continue to receive their retirement allowance during their reemployment:

e Must have a six (6) month break in employment and no prearranged reemployment agreement.
e After required employment break, the retired member can return to work in a part-time or full-time
position.
o Monthly pension will be suspended for the duration of reemployment in a full-time position.
e Member cannot earn additional retirement benefits during their reemployment.
¢ No employee or employer contributions are required during reemployment.
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Employer Funding to be Effective July 1, 2018
KERS and CERS Non-Hazardous Systems
(Continued)

Employer Funding

Contribution rates for KERS and CERS will change every year.

Actuarially Determined Contributions (ADC) for actuarial valuations performed on and after June 30, 2017 are
based on a normal cost plus an amortization payment to finance the unfunded actuarial accrued liability:

Normal cost determined using entry age normal cost method paid as a percentage of payroll. Payroll for
employer normal cost contributions is not limited to the Compensation Limit used for determining
benefits.
Unfunded liability payment determined using a closed 30-year amortization period (reset to 30 years
starting in the 2017 valuation)

o Level dollar amortization method

Four-Year Phase-In for CERS

The contribution requirement for fiscal year 2018/2019 will remain unchanged from the Fiscal Year
2017/2018 contribution requirement.

Fiscal Year 2019/2020 contribution requirement is equal to 2/3 times the 2018/2019 contribution
requirement plus 1/3 times the actuarially determined contribution determined by the 2018 actuarial
valuation.

Fiscal Year 2020/2021 contribution requirement is equal to 1/3 times the 2018/2019 contribution
requirement plus 2/3 times the actuarially determined contribution determined by the 2019 actuarial
valuation.

Contribution requirements for fiscal year 2021/2022 and beyond are equal to the actuarially determined
contribution rates determined by the actuarial valuations.

Allocation of amortization payment for the unfunded liability to participating employers in CERS Non-
Hazardous

Dollar amount of the amortization payment will be allocated to each participating employer in
proportion to their share of the total payroll in FY 2015, 2016, and 2017, adjusted for any employer who
ceases participation in the System.

Each employer’s proportionate share of the amortization payment will remain a relatively constant
percentage each future year.
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. : Gabriel Roeder Smith & Company 5605 N. MacArthur Blvd. 469.524.0000 phone
Consultants 8¢ Actuaries Suite 870 469.524.0003 fax
Irving, TX 75038-2631 www.gabrielroeder.com

November 14, 2017

Mr. John E. Chilton

Budget Director

Office of State Budget Director (OSBD)
Frankfort, KY 40601

Re: Actuarial Analysis of Proposed Pension Reform Legislation and its Financial
Impact on the KERS Hazardous, CERS Hazardous, and SPRS Retirement
Systems

Dear Mr. Chilton:

We have reviewed and analyzed the summary of proposed benefit changes in the proposed pension
reform legislation. The purpose of this letter is to communicate to the General Assembly the fiscal
analysis of the proposed legislation on the retirement and insurance funds providing benefits to
members in the Hazardous Systems maintained by KRS (i.e. KERS Hazardous, CERS Hazardous,
and SPRS). The information provided in this document satisfies all the analysis and disclosure
requirements specified in Section 6.350 of Kentucky Statute (Actuarial analysis required for bill
before General Assembly to increase benefits or participation in a state-administered retirement
system).

Provisions of Proposed Legislation

Exhibit 1 provides a summary of the principle provisions in the pension reform bill that have a
fiscal impact on the retirement system. In summary, current Tier 3 members and future active
members will have the option to earn benefits in a defined contribution plan. The amortization of
the unfunded actuarial accrued liability will be determined on a level-dollar basis with the
amortization period reset to 30 years in 2017, decreasing by one each future year. There will also
be a four-year phase-in to the contribution effort for participating employers in CERS. There will
be a 3% of pay increase in the member contribution effort to the Health Insurance Funds.

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. Below are
comments regarding the cost projection for each fund.
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KERS Hazardous Retirement Fund

There is minimal change in the actuarial accrued liability (and unfunded actuarial accrued liability)
as of June 30, 2017 due to the provision changes. The unfunded liability in future years becomes
larger under the proposed legislative change due to the funding period being reset from 26 years to
30 years.

The initial savings in the employer contribution requirement is due to the reset of the amortization
period to 30 years. However, the projected employer contribution requirements under the proposed
legislation are very similar to the projections of the current plan in later years.

CERS Hazardous Retirement Fund

Similar to the KERS hazardous retirement fund, there is minimal change in the actuarial accrued
liability (and unfunded actuarial accrued liability) as of June 30, 2017 due to the provision changes.

The initial savings in the employer contribution requirement is due to the four-year phase-in to the
actuarially determined contributions and resetting the amortization period to 30 years. However,
the projected employer contribution requirements under the proposed legislation become slightly
larger in fiscal years 2021/2022 through 2029/2030 after the phase-in period due to the use of a
level-dollar amortization (versus a 2% payroll growth assumption). Finally, the projected
contribution requirements are lower in the proposed legislation after fiscal year 2030/2031 because
the contributions as a percentage of pay decrease due to use of a level dollar amortization method in
the proposed legislation.

SPRS Hazardous Retirement Fund

Similar to the KERS hazardous retirement fund, there is minimal change in the actuarial accrued
liability (and unfunded actuarial accrued liability) as of June 30, 2017 due to the provision changes.

The initial savings in the employer contribution requirement is due to the reset of the amortization
period to 30 years. However, the projected employer contribution requirements under the proposed
legislation are very similar to the projections of the current plan in later years.

All Health Insurance Funds

The actuarial accrued liability (and unfunded actuarial accrued liability) decreased as of June 30,
2017 for each of the health insurance funds, due to the changes in eligibility provisions that become
effective July 1, 2018. The employer contribution requirement to the health insurance funds
decreased because of the change in the liability, the member contribution rate will increase by 3%
of pay (for all benefit tiers), and the amortization period was reset from 26 years to 30 years at June
30, 2017.

Gabriel Roeder Smith & Company
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Note, the proposed plan changes include a four-year phase in to the employer contribution rate for
the CERS hazardous health insurance fund. However, the change in the eligibility provisions and
the increase in the 3% of pay increase in the member contribution rate results in the FY 2018/2019
employer contribution rate being less than the employer contribution rate currently in effect for FY
2017/2018. As aresult, we modeled the future employer contribution effort to this fund without
regard to the four-year phase-in.

GRS Comments on Proposed Legislation

Optional Defined Contribution Plan

Based on observations in other statewide retirement systems, employee selection to earn benefits in
the hybrid cash balance plan or the optional defined contribution plan will depend significantly on
the default option, largely because the default option is perceived to be the most valuable option.

Benefits provided in the new defined contribution plan will shift the investment and longevity risk
from the participating employer to the members and retirees. The employers’ cost will be limited to
the employer matching contributions to the employee’s defined contribution account. The projected
cost of the defined contribution plan assumes that the employer’s long-term cost to the defined
contribution plan will be approximately 4% of payroll, after reflecting auto-enrollment, anticipated
behavior in employee participation, and effects of forfeitures in employer matching contributions
when employees separate from service prior to becoming vested in the employer provided benefit.

Increase in Member Contribution to the Health Insurance Plan

The 3% increase in contribution requirement for the Tier 2 members and members in the defined
contribution plan will result in a member contribution effort that exceeds the value of their health
insurance benefit (value measured as the normal cost rate). We are not aware of any IRS violations
if the proposed contribution rate becomes effective, but are commenting on this so the General
Assembly can make an informed policy decision regarding this provision change.

Allocation of Amortization Payment to Participating Employers in CERS, and Agencies
Participating in KERS, and SPRS

The employers’ (and agencies) allocation percentage will be based on the average contribution
effort during the last three fiscal years (FY15-FY17) and their allocation percentage would remain
unchanged in future years (albeit, minor adjustments if employers cease participation). 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
requirement 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.
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However, 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 addressed by the General Assembly
in a future year by using a layered amortization base.

Four-Year Phase-In of the CERS Contributions

The proposed legislation would provide a four-year phase-in of the contribution requirements for
the CERS Hazardous Retirement and Insurance Funds. Under the proposed provisions, the
participating employers contribution requirement for FY 2018/2019 would be equal to their covered
payroll times the contribution rate in effect for FY 2017/2018. The contribution requirement for FY
2019/2020 and FY 2020/2021 would phase-in to the new funding policy by 1/3 and 2/3
respectively, each subsequent year. :

However, since we assume that some of the current Tier 3 employees will elect to earn retirement
benefits in the new defined contribution plan on July 1, 2018, the covered payroll in the retirement
fund is projected to decrease from $537 million to $511 million, which results in the employers
contributing, on a collective basis, $4 million less money FY 2018/2019 than the prior fiscal year.
Then the employer contribution effort will increase in each of the subsequent fiscal years. We
believe this may have been an unintended outcome and recommend the phase-in provisions be
changed from a “0/3, 1/3, 2/3, 3/3” phase-in to a “1/4, 2/4, 3/4, 4/4” phase-in approach so the
employer contribution effort in FY 2018/2019 does not decrease.

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 July 1, 2018 as well as future active members in these Hazardous Retirement
Systems. For educational and informational purposes, the actuarial accrued liability attributable to
the current retirees and inactive members (vested and non-vested) in the KERS Hazardous
Retirement System is approximately 66% of the total actuarial accrued liability (Similarly, the
retiree and inactive member liability is approximately 63% and 80% of the total actuarial accrued
liability for the CERS Hazardous Retiremient System and SPRS Retirement System, respectively).
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.
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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. At the time this analysis was prepared,
the 2017 actuarial valuation results have been delivered to KRS, but have not yet been adopted by
the Board of Trustees.

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.

Current Tier 3 members and future members in the KERS Hazardous and CERS Hazardous may
make an election to participate in the same defined contribution plan maintained by PERS for non-
hazardous members. This analysis assumes that 20% of current Tier 3 members and future
members in the KERS and CERS Hazardous funds will elect to participate in the defined
contribution plan. This assumption is based on our experience working with other statewide
retirement systems that provide alternative, optional, defined contribution programs to members.
We have also assumed the long-term employer cost of the optional defined contribution to be 4% of

pay.

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 such
changes. Finally, no statement in this letter is intended to be interpreted as a recommendation in
favor of or in opposition to the changes studied herein.
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Mr. White and Mr. Newton are Enrolled Actuaries. All the of the undersigned are also members of
the American Academy of Actuaries and that 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, )
s 1 [
i /w
&ﬂé— I WUAR
J P. Newton, FSA, MAAA, EA Janie Shaw, ASA, MAAA
Senior Consultant Consultant

A0 7 vl

Daniel J. White, FSA, MAAA, EA
Senior Consultant

cc: Mr. David L. Eager, KRS
Ms. Karen D. Roggenkamp, KRS

K:\3505\2017\Leg\State_Budget_Office\ Analysis_KRS_Hazardous.docx

Enclosures

Exhibit 1. Summary of Proposed Changes

Section 1. Comparison of Fiscal Impact

Section 2. Projected Cost of the Retirement and Insurance — Current Plan

Section 3. Projected Cost of the Retirement and Insurance — Proposed Legislation
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Exhibit 1. Summary of Change in Benefit Provisiol. .nd
Employer Funding to be Effective July 1, 2018
KERS and CERS Hazardous Systems & SPRS

Retirement Formulas

Tier 1:
¢ No change to the basic formula.
e For retirements on or after July 1, 2018, the highest three years of pay used to determine the member’s
final average compensation must be complete fiscal years and must contain at least 36 months.

Tier 2:
¢ No change to the basic formula.

Tier 3:
e No change to the current hybrid cash balance plan.

e Current Tier 3 members may elect to participate in the defined contribution plan applicable for non-
hazardous members and have their cash balance account rolled into in their defined contribution plan.

Future Hires:

e Future employees will have a choice to participate in the hybrid cash balance plan or the defined
contribution plan applicable for non-hazardous members.

DC Plan:

e The defined contribution plan provides a 3% mandatory member contributions and 2% employer
contributions. Members may voluntarily contribute an additional 6% of pay and receive a 50% match
on those voluntary contributions (up to 3% of pay in matching employer contributions).

o Compensation for benefits earned in the defined contribution is not subject to the maximum

creditable compensation limit that applies to compensation in the defined benefit plan that is
earned after July 1,2018.

Member Contribution Rates

e Member contribution rates to the retirement fund for Tier 1, Tier 2, and Tier 3 members remain
unchanged at 8% of pay. Member contributions to the health insurance funds will increase by 3.00% on
July 1, 2018 (i.e. Tier 1 member contribution rate will increase from 0% to 3% of pay, and the member
rate in Tier 2 and the new defined contribution plan will increase from 1% to 4% of pay).

e The contributions to the health insurance funds are classified as 401(h) contributions and are not
refundable to the member.

Gabriel Roeder Smith & Company
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Employer Funding to be Effective July 1, 2018
KERS and CERS Hazardous Systems & SPRS

(Continued)

Pension Anti-Spiking Provisions

Maximum Creditable Compensation:

e Creditable compensation earned on or after July 1, 2018 limited to the maximum taxable earnings under
Social Security ($127,200 for 2017).
o Member contributions refunded on excess compensation, but employer normal cost contributions
remain in fund to finance the unfunded actuarial accrued liability.
o Compensation limit does not apply to members earning benefits in the new defined contribution
plan.

Equipment/Uniform Allowances:
o Excluded from creditable compensation earned on or after July 1, 2018.

Sick Leave
e Converted sick service cannot exceed amount for accumulated sick leave as of June 30, 2018.

e Tier 1 sick leave service credit does not count towards retirement eligibility for those retiring on or after
July 1, 2018.

Retiree Health Accessibility

e Members retiring on or after July 1, 2018 must have contributed to a state administered retirement
system in the last 24 months prior to have access to the health insurance benefit.

e Members earning benefits in the defined contribution plan will be eligible for health insurance benefits
upon attaining age 59%2 and having 15 years of earned service at retirement.

Line of Duty Death

e The surviving spouse (if any) shall supersede all previous beneficiary designations for members that die
in the line of duty on and after January 1, 2017.

Reemployment After Retirement

The following reemployment after retirement provisions apply to members who retire on or after July 1, 2018 in
order to continue to receive their retirement allowance during their reemployment with a participating employer
in KERS, CERS, SPRS, or TRS:

e Must have a one (1) month break in employment and no prearranged reemployment agreement.
e After required employment break, the retired member can return to work in part-time or full-time
position, but does not earn additional retirement benefit accruals.
o Monthly pension will not be suspended for the duration of reemployment.
e Member and employer normal cost contributions required during reemployment and paid to system the
member retired from.

Gabriel Roeder Smith & Company



Exhibit 1. summary of Change in Benefit Provisic. . and
Employer Funding to be Effective July 1, 2018
KERS and CERS Hazardous Systems & SPRS

(Continued)

Employer Funding

Contribution rates for KERS, CERS, and SPRS will change every year.

Actuarially Determined Contributions (ADC) for actuarial valuations performed on and after June 30, 2017 are
based on a normal cost plus an amortization payment to finance the unfunded actuarial accrued liability:

Normal cost determined using entry age normal cost method paid as a percentage of payroll. Payroll for
employer normal cost contributions is not limited to the Compensation Limit used for determining
benefits.
Unfunded liability payment determined using a closed 30-year amortization period (reset to 30 years
starting in the 2017 valuation).

o Level dollar amortization method.

Four-Year Phase-In for CERS

The contribution requirement for fiscal year 2018/2019 will remain unchanged from the Fiscal Year
2017/2018 contribution requirement.

Fiscal Year 2019/2020 contribution requirement is equal to 2/3 times the 2018/2019 contribution
requirement plus 1/3 times the actuarially determined contribution determined by the 2018 actuarial
valuation.

Fiscal Year 2020/2021 contribution requirement is equal to 1/3 times the 2018/2019 contribution
requirement plus 2/3 times the actuarially determined contribution determined by the 2019 actuarial
valuation.

Contribution requirements for fiscal year 2021/2022 and beyond are equal to the actuarially determined
contribution rates determined by the actuarial valuations.

Allocation of amortization payment for the unfunded liability to participating employers in CERS Hazardous

Dollar amount of the amortization payment will be allocated to each participating employer in
proportion to their share of the total payroll in FY 2015, 2016, and 2017, adjusted for any employer who
ceases participation in the System.

Each employer’s proportionate share of the amortization payment will remain a relatively constant
percentage each future year.
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