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Retirement Systems Will Require a Bigger Share of State Funds

Contact: Michael Childress at 502-564-2851, 800-853-2851, or michael.childress@Irc.state.ky.us
Public and private pension programs across the country are experiencing financial
shortfalls, a situation that workers, retirees, taxpayers, and policymakers will be deal-
ing with for years to come. Here, we present our analysis of Kentucky’s largest public
employee retirement systems and some possible long-term fiscal consequences. We
estimate that by 2014 between 5% and nearly 8% of combined General and Road Fund
revenue could be going to the retirement systems, compared to just over 4% in 2002.

National surveys reveal that many Americans are depending on pension income for
their retirement and are worried about their financial security. A 2003 survey of work-
ing Americans found that the single most important source of expected retirement
income is “money provided by an employer through a pensiafet, survey results
suggest that some do not feel financially secure despite the promised steadiness of a
monthly pension check. A Gallup poll conducted last spring found that a little more
than half of all Americans are either very worried (24%) or moderately worried (30%)
about having enough money for retirement.

Rising health care costs, a sluggish economy, volatile financial markets, and state
budget shortfalls have exerted intense pressure on pension programs. The Pension
Benefit Guaranty Corporation (PBGC), the federal agency that insures over $2 trillion
in projected benefits in 33,0Q@ivate pension plans, reports that these plans are un-
derfunded by an estimated $300 billiba,substantial increase from the 1999 estimate

of $23 billion? Public employee retirement systems are similarly weak. In a study of
123 state retirement systems, Wilshire Associates
found that 79 percent were underfunded in 2
by an estimated $180 billich.
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year, these systems paid almost $1.4 billion in
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FIGURE 1
Employer Contribution Rates, 1992-2014
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ary paid into the retirement system. The rec-

ommended employer contribution rates for Kentucky’'s public employee retirement
systems are expected to increase significantly. For example, the rate in fiscal year
2001-02 for KERS (nonhazardous) was 5.89%, and currently the actuary-project~~yte
for 2014 is 17.76% (see Figure ).
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LONGARMIOLY ' We focused our analysis on the state’s largest public employee retirement systems: KTRS, KERS

www.kltpre.net (hazardous and nonhazardous), CERS (“school board” poftamy, SPRS. Employer contributions in
; 2002 to these retirement systems were $453 million (in constant 2003 dollars). To estimate future
P@‘W}%j Notes  amounts we generated multiple scenarios based on two fundamental factors, the employer contribution
Oct. 2003 rates and covered payroll:

No. 14 ¢ Employer Contribution Rate — The employer contribution, along with investment gains and the em-
ployee contribution, fund the retirement systéms.
«  Covered Payroll — Covered payroll is affected by pay increases and the size of the workforce'
Two scenarios are illustrated in Figure 2, with each showing a large increase in employer contributions.
In fact, by 2014 they would increase to $898 million in the low scenario and $1.142 billion in the high
scenario (in constant 2003 dollars). The estimated real growth in employer contributions from 2002 to
2014 is 152% in the high scenario and 98% in the low scenario. By com-
FIGURE 2 parison, if the state’s total personal income increased at an average an-
Required Employer Contributions nual rate of 5.8% and the combined general and road funds increased at
$1.200 an average annual rate of 4.8% during the same period, then their esti-
g $1.000 B High Scenario mated real growth would be 46% and 27%, respectively (see Figure 3).
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These increases imply, of course, that an increasing share of the General
and Road Funds will be requested to support the retirement systems. We
estimate by 2014 about 5.0% in the low scenario and 7.8% in the high
scenario, compared to about 4.3% in 2002 (see Figdfe 4).
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Ultimately, the actual long-term outcomes will likely, but not necessarily,

lie between these two scenarios. The low scenario represents only a

FIGURE 3 marginal increase in General and Road Fund revenue going to the
Estimated Real Growth, 2002-2014 retirement systems. In this scenario we assume relatively high invest-
rooe 4 152% ment returns? slightly lower increases in covered payroll than the
140% - 1990s* no additional money for the financially vulnerable medical
ooy %% insurance fund for retired teachers, and a robust increase in general
80% 1 and road fund reventfe(which would likely require significant tax
60% - 46% o modernization to achieve). On the other hand, the high scenario
ggf _ represents a near doubling in General and Road Fund revenue going
0% . ; ; |_| , to the retirement systems. This scenario assumes a much lower in-
Employer Empoyer  Personal Income General Fund@ | VeStment returft, a continuation of increases in covered payroll simi-
Contrioutions - Contributions (58%)  Road Fund 8% lar to the 1990% increased funding for the retired teachers medical
(High) (Low) insurance fund’ and a somewhat anemic annual increase in the Gen-
’ eral and Road Fund8.
FIGURE 4
Estimated Percentage of General Fund and Road The cost of Kentucky’s public pension funds could become an
Fund Going to Required Employer Contributions increasingly important public policy issue in the future. Aging
10% public employees will only increase in humber and the cost of
g, 4| T CF&RFincrease 38% health care for these public employees, who already tend to have

high utilization rates, will only continue its relentless climb. As
an increasing share of state funds goes to the retirement systems,
it could begin to affect other vital public services. Thus, manag-
ing the cost of benefits to Kentucky’s public retirees will require

O a careful eye and an artful touch.
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million and the KTRS paid $739 million’This assumes an investment return of 7.5%. The actuary-projected rates are shown in the technical appen-
dix (pages 1-2), which is available at: <http://www.kltprc.net/policynotes/pnl4techinfo.htm>. Also, the actuary-projectedin&@®% in 2014 for
KERS nonhazardous has been revised to 17.85%. This is because the assumed rate for 2003-2004 was 7.53%, but the budigeatlearmbunt
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41 percent of the CERS (nonhazardous) total payroll and 57 percent of membership. We include it in our analysis becavsestate, qiot the
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scenario developed by Buck Consultants for the KTRS, which entails a 3.64% increase in the employer contributigr8eate.



