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Kentucky's Successful Public
Pension Reform

The Bipartisan Effort in 2013 Resulted in a Fair and Effective Retirement System for Employees
and Taxpayers Alike

Overview

In 2013, following a legislative stalemate and facing growing public-sector pension fund liabilities, Kentucky
lawmakers passed comprehensive legislation that is projected to improve the fiscal health of the pension system
by billions of dollars, ensuring that state and local governments can keep their promises to Kentucky's public
workers. The full reform package will create a new pension plan for anyone hired after Jan. 1, 2014, require that
future cost-of-living adjustments be paid for before they are given (instead of occurring automatically), and
include a plan that commits the Legislature to full funding of pension promises in future years. Accompanying
legislation was passed that would raise an additional $100 million annually to help pay the estimated $131 million
a year needed to make up the gap in Kentucky's pension contribution.

These reforms came about through an open, deliberative process led by a task force of House and Senate
legislators from both sides of the aisle. The effort began in June 2012 and consisted of a series of public meetings
that included testimony and suggestions from a range of Kentucky stakeholders representing public employees,
taxpayers, business groups, and local governments. The Pew Charitable Trusts and the Laura and John Arnold
Foundation served as unpaid advisers to this task force and provided independent analysis and actuarial support.



The task force agreed upon a set of recommendations to the Kentucky General Assembly that were the basis of the
reform legislation, which passed in 2013 with wide bipartisan backing. Key provisions included a commitment to pay
down the commonwealth’s existing pension debt and policies to keep future costs from growing unmanageably.

The problem

In 2012, Kentucky had one of the worst-funded retirement systems in the country. The total unfunded liability

in the pension plans covering employees other than teachers was $13.9 billion—more than the tax revenue the
state collected that year. If Kentucky did not adopt comprehensive reforms, this growing liability would seriously
jeopardize basic public services, the security of worker benefits, and the overall fiscal health of the state. (See
Table 1.)

Table 1

Kentucky's Pension Challenge
Pension funding levels by plan, 2012

Assets* Liabilities* Upfu‘n‘ded Percent Share of Total
Liability* Funded Shortfall
g;:tt :;'zf‘?npr::‘z’:f: otzti'eme"t $3101 $11,361 $8,260 27% 32%
E;:::;'g:;':g::: Retirement $497 $753 $255 66% 19%
g;;’;?;i"&%':ﬁ:::::iﬁ;eme"t $5,547 $9,140 $3,592 61% 14%
g::t:ziml_l';':a";fu':eﬁreme"t $1,747 $3,010 $1,263 58% 5%
State Police Retirement System $260 $648 $388 40% 1%
Judicial Retirement Fund $177 $317 $141 56% 1%
Legislators' Retirement Fund $39 $68 $29 57% 0.1%
g;:::;ky feache Sl tiSse $14,691 $26,974 $12,282 54% 47%

Subtotals of All Plans Except

Teachers’ $11,369 $13,928

$26,060 ‘ $52,271 ‘ $26,210 ‘

*Numbers are in millions.

Source: The Pew Charitable Trusts, 2013
© 2013 The Pew Charitable Trusts



Findings

All told, Kentucky had accumulated more than $26 billion in pension debt. In 2002, the pension plan for state
workers not in hazardous positions was 111 percent funded. Just a decade later, it was less than 30 percent
funded, and it is currently one of the worst-funded state pension plans in the country. The other Kentucky
Retirement Systems pension plans—covering city and county employees as well as state police and state
employees in hazardous positions—were also in bad shape, with billions of dollars in total additional unfunded
liabilities. As the state was skipping their pension payments, local governments in particular were struggling to
keep up with their required contributions. (See Figure 1.)

Figure 1
Kentucky's Road to Public Pension Fund Decline

Kentucky failed to keep up with rising costs and saw its pension assets fall as
liabilities soared
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The unfunded liabilities the state faced were largely the result of policy choices made over the past decade. A
combination of not making the required pension system contribution, and not paying for benefit increases, led
to almost $14 billion in pension debt just for the Kentucky Employees Retirement System, which covers state
government workers. Although the Great Recession of 2007-09 certainly made things worse, even before the
downturn, the Kentucky Retirement Systems were only 68 percent funded and had a shortfall of more than $10
billion in 2007. (See Figure 2.)

Figure 2
How Kentucky's Public Pensions Became Underfunded

Funding and contribution figures for Kentucky Retirement Systems
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Task force

In early 2012, the state Legislature created the Kentucky Public Pensions Task Force to investigate the pension
challenges and identify a path forward.! For six months, this bipartisan group of legislators carefully considered
the best approach to achieve meaningful reform that would resolve the Kentucky Retirement Systems’ funding
issues over the long run.

The task force undertook a deliberate, transparent, and open process in which numerous stakeholders (including
public employees, taxpayers, business groups, and local governments) had the opportunity to contribute and
ensure that the panel had a complete picture of the situation.? Throughout this process, the task force heard

a variety of options and ultimately identified a set of reforms that it felt best matched Kentucky's needs. The
reforms passed the task force by a vote of 11-1, reflecting a compromise of different interests.



Background on the Kentucky Retirement Systems

The Kentucky Retirement Systems were created by the General Assembly in the mid-1950s and include
the Kentucky Employees Retirement System, the County Employees Retirement System, and the State
Police Retirement System. The General Assembly created the Kentucky Employees Retirement System to
supplement Social Security benefits for state employees.

Modifications to the systems have been made through the years, but the most significant change prior to the
2013 legislation occurred in 2008. Key changes applied to new employees hired after Sept. 1, 2008, included:

¢ Increasing the employee retirement contribution by 1 percent.
e Basing final compensation on average high five-year salary (instead of previous high three-year).
e Requiring a minimum retirement age of 57 (no minimum age requirement previously).

e Reducing pension benefits by basing them on years of service.

Despite making these changes, Kentucky's state and local governments continued to face increasing pension
costs and a steadily growing pension debt.

By 2013, pension contributions were $660 million. According to an actuarial analysis conducted by the
Kentucky Retirement Systems, by 2020 the cost to state and local governments was projected to more than
double to $1.37 billion and exceed $3 billion by 2031. And for every dollar spent on worker pay, another 37
cents would have to go for pension promises. These costs threatened to cut into the growth of worker salaries
and hiring, crowd out key public investments in education and other areas, and ultimately undermine the very

solvency of the state’s retirement system.

Legislation

The consensus recommendations of the task force formed the basis for legislation that eventually passed the
2013 Kentucky General Assembly by a vote of 32-6 in the Senate and 70-28 in the House of Representatives.’
An accompanying bill that would raise an additional $100 million in annual revenue that would be used to more

adequately fund the pension plan passed 35-3 in the Senate and 82-17 in the House of Representatives.* Both
bills were signed by Governor Steve Beshear on April 4, 2013.

The new law included three key reforms:

¢ A commitment to immediately begin paying the full amount owed by the state into the pension system and a
funding plan that dedicated nearly $100 million a year to help meet this promise.

e Alimit on future cost-of-living adjustments unless the benefit could be fully paid.

e A new cash-balance retirement plan in which new workers accumulate retirement savings from both employer
and employee contributions, receive a guaranteed minimum 4 percent investment return, and retire with a
lifetime benefit based on the account balance. The new plan will also be more equitable to short- and medium-
term workers by providing a benefit that is more portable.

Each of these reforms was a critical improvement to Kentucky's pension policy.



Kentucky State Capitol, Frankfort, Kentucky, 2013

Making the full payment

For almost a decade, state policymakers had regularly shortchanged the Kentucky Retirement Systems. The 2008
pension reform legislation was supposed to remedy the system’s gaping funding deficiency, but only after a long
ramp-up; the state was not required to make full payments until 2024. The 2013 reform committed the state to
fully fund the public pension system beginning with the next biennial budget. According to state projections, $131
million in additional funding will be required to make the full pension payment in 2015.

Finding the extra money to make this increased pension contribution will require either raising additional revenue
or spending less in other areas. Although the Legislature has a year before it will have to put together the budget
for fiscal years 2015 and 2016, when reforms will begin, policymakers have already identified $100 million

in annual revenue that will be used to fully fund the state's pension promises.® For Kentucky's pension plans

to be sustainable, consistent funding over the next 30 years is a necessity. The $100 million approved by the
Legislature represents a strong commitment to funding the state’s pension system going forward.



Funding benefit increases

Offering long-term benefits to workers without paying for them is fundamentally unsustainable. Cities in the
Kentucky Retirement Systems—such as Louisville and Lexington—had been making their required pension
contributions in full each year. But their funding gap continued to grow, because each year the state-mandated cost-
of-living adjustments, or COLAs, were not paid for, and the cost was simply added to the unfunded liability. From
2006 to 2011, these unfunded COLAs added $1.8 billion to Kentucky's state and local government pension debt.

Under the 2013 reform package, lawmakers can continue to offer COLAs to retired public workers as long as

they are funded upfront. During each budget session, the retirement system will present the Legislature with

the estimated cost of a 1.5 percent increase in benefit payments to each retiree. The system will also disclose
whether the plan has sufficient surplus funds to pay for the increase. If it does not, then the Legislature will have to
appropriate sufficient funds to pay for the benefit increase at the time it is given, or the increase will not be granted.
This solution allows COLAs to be offered while also ensuring that unfunded benefit increases will not occur.

A new retirement plan

The goal of the Kentucky Public Pensions Task Force was not just to find a way to deal with the existing
problems but to also look for a long-term solution—a way to keep the state's retirement promises affordable
and sustainable. The approach chosen by policymakers included adopting a new retirement plan design—a
cash balance plan—for those hired after Jan. 1, 2014. This hybrid approach to retirement savings combines
aspects of both a traditional pension and an individual retirement account.® Workers put money into individual
accounts each year, as do their employers. The retirement plan professionally manages these investments and
guarantees an annual return of at least 4 percent. If long-term returns exceed the guaranteed 4 percent, then
the extra returns will be shared between employees and a rainy day fund within the pension plan to cover years
when returns fall below the guarantee. And when a worker is ready to retire, the money in his or her account is
converted to lifetime income in the form of an annuity.

The new hybrid cash balance plan was designed to cost the same as the old plan but to be more flexible if things
did not go as expected.” If all the assumptions were accurate, the benefits under the old plan were not estimated
to be expensive. But as the past decade shows, these cost estimates were highly variable. When investment
returns didn't match assumptions between 2005 and 2012, unfunded pension liabilities went up by $3.6 billion.
But investment returns were not the only factor. Other actuarial assumptions about worker demographics and
salaries also fell short, adding nearly $800 million in pension debt over this period.

The state’s new hybrid approach provides a more predictable cost structure than the current plan by reducing the
number of assumptions that policymakers must make to accurately project costs. Assumptions about employee
turnover and salary growth, for example, are not required in a cash balance plan, because employee benefits
accrue smoothly and are not based on a formula.

Kentucky's cash balance plan provides workers with the opportunity to reach a secure retirement by offering

a portable benefit that grows evenly across their careers. Under the state’s old pension plan, workers at the
beginning of their careers accumulated very little retirement savings; only after many years in public employment
did they accrue a meaningful retirement benefit. Yet most workers don't spend their entire career in one job, even
in the public sector.®



Based on the retirement system'’s assumptions, a 35-year-old hired by the state of Kentucky has a 57 percent
chance of leaving before age 50. If that worker left at age 50 with 15 years of service, the hybrid cash balance
plan would provide a greater benefit than the old plan, a result of the more even accrual rate. A new worker who
spends his or her full career in a public job will continue to receive a secure—albeit a somewhat smaller—benefit
under the new plan. (See Figure 3.)

Figure 3

Kentucky's New Pension Plan Puts Al Workerson a Pathtoa
Secure Retirement

What a worker (starting at age 35) in the Kentucky Employees Retirement System
earns in retirement wealth for each year of service under the prior plan and under
the new cash balance plan
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Conclusion

Kentucky's public pension challenges were years in the making, and it will be years before the Kentucky
Retirement Systems are fully funded, even after enactment of the reforms of 2013. Policymakers need to
maintain fiscal discipline to keep up with pension payments; without such discipline, no reform effort will ever be
successful.

Collectively, the 2013 reforms were a major step toward making Kentucky's retirement systems affordable and
sustainable while also keeping the promises made to public employees. Thanks to these reform efforts, the fiscal
health of the pension system will be improved by billions of dollars, ensuring that state and local governments
can keep their promises to Kentucky's public workers. Kentucky retirees can still receive COLASs, but now the
increases must be paid for when they are given. And the new plan design will provide workers with a portable,
secure retirement benefit while also making costs more predictable and sustainable.

We end this brief with the words of Governor Beshear at the signing of the new pension reform legislation:

! ! The recent legislative session offered a renewed spirit of
cooperation and thoughtful discourse. That new atmosphere
allowed us to reach a bipartisan agreement to solve the most
pressing financial problem facing our state—our monstrous
unfunded pension liability and the financial instability of our
pension fund. Equally important, we worked out a way to
create new revenue to pay our recommended General Fund
contribution, without robbing funds from education.

[ thank the legislative Pension Reform Task Force for their hard
work, which led to some critical changes in our pension system
that will ensure its long-term reliability. I also thank our legislative
leaders for their efforts to forge an agreement on funding that
protects critical services like education from near-certain cuts due
to the ballooning pension liability.

As aresult of this legislation, we fully honor the commitments
made to state workers and retirees; address the financial
uncertainty that threatened our state’s credit rating; improve
transparency and legislative oversight of the Kentucky Retirement
Systems; and increase local government representation on its
board. I'm proud to sign SB 2 and HB 440 into law.”




Endnotes

1 The General Assembly, through House Concurrent Resolution 162, directed that the task force be made up of Democrats and Republicans
from both the House and Senate whose charge was to develop consensus recommendations concerning the benefits and funding of state-
administered pension funds by Dec. 7, 2012. The resolution had strong support in both chambers, passing the House by 82-2 and the
Senate by 37-0.

Kentucky Pensions Task Force at http://www.Irc.ky.gov/Committee_Prior_Interim/special/KPPTF/home.htm.
Kentucky SB 2 at http://www.lrc.ky.gov/record/13RS/SB2.htm.
Kentucky HB 440 at http://www.Irc.ky.gov/record/13RS/HB440.htm.
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This included a reduction in income tax deductions, shifting money from the road fund, and committing additional revenue from federal
tax changes.

6 This plan design is not new. Nebraska, Texas, and Montgomery County, MD, all have experience using this type of plan to offer retirement
security to their public employees.

7 The normal cost is the measure of how much a retirement benefit is expected to cost on an annual basis. An analysis by an independent
actuarial firm estimated that the normal cost of the hybrid cash balance plan will be similar to the projected costs of the benefit offered to
new workers under the previous, traditional pension system but would be more predictable and consistent. Cost estimates by the plan’'s
own actuaries similarly found that the hybrid cash balance plan would will virtually the same estimated cost as the traditional defined
benefit provided in Kentucky.

8 Bureau of Labor Statistics at http://www.bls.gov/news.release/pdf/tenure.pdf.
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About The Pew Charitable Trusts: The Pew Charitable Trusts is driven by the power of knowledge to solve today’'s most challenging
problems. Pew applies a rigorous, analytical approach to improve public policy, inform the public, and stimulate civic life.

Website: pewstates.org

About the Laura and John Arnold Foundation: The Laura and John Arnold Foundation strives to produce substantial, widespread, and lasting
changes to society that will maximize opportunity and minimize injustice.

Website: arnoldfoundation.org
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