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MINUTES OF THE SENATE ___ COMMITTEE ON WAYS AND MEANS
The meeting was called to order by SENATOR AUGUST "GUS "Ch;?r(gg;yzx at
11:10  arX¥.m. on JANUARY 26 189 in room 123=8 of the Capitol.

All members were present except:
Senator Feleciano who was excused.

Committee staff present:

Research Department: Diane Duffy, Alan Conroy
Revisor: Norman Furse
Committee Staff: Judy Bromich, Pam Parker

Conferees appearing before the committee:

The Chairman announced that updated subcommittee assignment lists for Senate
appropriation bills had been distributed.

Marshall Crowther, Executive Secretary, KPERS, introduced John P. Mackin,
Ph.D., Senior Vice-President, Martin E. Segal Company who presented an
overview of the purposes, objectives and present provisions of the Kansas
retirement system. (Attachment 1)

A major subject which Dr. Mackin did not comment on in his written testimony
is the relationship between the employee and the employer contribution rate
under KPERS. He felt that if the benefits are not going to be raised or some
proposals considered, the legislature might want to consider reducing the
employee contribution rate. KPERS members contribute 4 percent. The total
state contribution, in round terms, is three percent. The municipalities
only are contributing two percent. He suggested that this is not a desirable
arrangement to maintain in the long term and felt questions might be raised
about the equity of that arrangement.

Another subject Dr. Mackin discussed was vesting. As a result of much
discussion about vesting due to the recent amendment requiring single
employer corporate pension plan to provide for vesting after five years of
service. He felt the legislature might want to consider reducing the 10 year
vesting requirement to eight years, five years, or to have a graded system of
vesting so at the end of 10 years an employee is entirely vested. He
suggested the legislature might want to reconsider whether change is
warranted in the public safety field under KP&F.

Dr. Mackin stated that they feel KPERS disability benefits are very well
designed, however in regard to KP&F disability, he suggested extensive
further analysis and quite possibly this might be a subject which would
qualify for interim study.

Dr. Mackin discussed inequities between special groups. They feel the
differences between the basic systems are fine but he expressed their
surprise to see legislation passed for university faculty members which
raises their contribution rate for the state at the same time the KPERS
contribution rate is going down. He also cited the state putting in eight
percent for cabinet secretaries with no contribution requirements. That is
the only non-contributory plan in Kansas.

It was Dr. Mackin's opinion that the benefit formula on the legislator's
retirement plan which was passed in the 1988 session was quite reasonable.
He stated that he did not feel it is the formula or the design of the plan
that created the public outcry. He feels it was the process involved in

Unless specifically noted, the individual remarks recorded herein have not
been transcribed verbatim. Individual remarks as reported herein have not
been submitted to the individuals appearing before the committee for

editing or corrections. Page ..._1_ Of _;2_.'_._



CONTINUATION SHEET

MINUTES OF THESENATE — COMMITTEE ON WAVS AND-MEANS |

room 123-=8  Statehouse, at11:10  am.fpxm. on JANUARY 26 ¥o .

passing the plan that raised all of the political uproar. Had the plan been
part of an interim study, he felt an even higher formula would have been
proposed. He briefly reviewed pension plans for legislators in other states.

Dr. Mackin pointed out that there are 152,000 people covered by Kansas
retirement that may deserve some serious attention and thought as to what
benefit improvements can be paid for and which cannot. He also suggested
that Kansas legislators ask for a year before rolling back any elected
official retirement measures since there is no information on who and how
many subscribed to the retirement plan and there has not been an actuarial
study to look at the cost of the measure.

The meeting was adjourned at 12:10 p.m.
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KANSAS RETIREMENT SYSTEMS - OVERVIEW OF
PURPOSES, OBJECTIVES AND PRESENT PROVISIONS

Comments prepared for discussion by:
’ John P. Mackin, Ph.D.
Senior Vice President
Martin E. Segal Company
Consultants and Actuaries to KPERS
January, 1989

The three retirement systems administered by KPERS - Kansas Public
Employees Retirement System (KPERS), Kansas Police and Firemen's
Retirement System (KP&F), and Kansas Retirement System for Judges -
cover substantially all public employees in Kansas. All three systems
are contributory defined benefit retirement plans, administered and

funded in accordance with the provisions of Kansas Statutes.

As of June 30, 1988, the three Kansas Retirement Systems had a total
membership of approximately 152,300 individuals (116,100 active and
inactive members, and 36,200 retirants), more than 1,100 participating
employers, and total assets of almost $3.2 billion. KPERS is by far the
largest system, with 96% of the total membership and 887 of the total

assets of the three systems combined.

Actuarial valuations of Kansas Retirement Systems are prepared annually
to determine the employer contribution rates required to fund the systems
in accordance with the statutory actuarial reserve funding provisions.
The most recent actuarial valuations as of January 1, 1988 included a

total of almost 144,500 members:

KPERS*  KP&F Judges Total
Active Employees 93,919 4,312 158 98,389
Inactive Members 10,374 69 "5 10,448
Retirees and
Beneficiaries 34,077 1,503 69 35,649

Total Membership 138,370 5,884 - 232 144,486

% Tncludes KPERS-TIAA members.

MARTIN E. SEGAL COMPANY
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The number and average characteristics of active employees included in

the 1988 actuarial valuations are shown below:

KPERS* KP&F Judges
Number of active employees 93,379 4,312 158
Average age 42 36 52
Average years of service 10 10 10°
Average entry age 32 26 42
Average annual salary $ 22,157 . $27,130 $55,478
Total payroll (millions) $2,069.0 $ 117.0 $ 8.8

# Excludes KPERS-TIAA members.

Purposes and Objectives

The fundamental objective of Kansas Retirement Systems is to provide
covered employees with a measure of economic security in retirement. If
the extent to which this objective has been met is measured by total
benefit payments, Kansas Retirement Systems have been doing an impressive
job. Total retirement benefits have tripled during the past decade,
rising from about $43 million in fiscal 1979 to $129 million in fiscal

1988.

Other important purposes and objectives of Kansas Retirement Systems
include: (1) provide a tax-efficient means for meeting economic needs
in retirement; (2) establish an orderly institutional arrangement for
preventing the public service from having a disproportionate number of
aged employees; (3) assist in the recruitment and retention of competent
and qualified public employees; (4) reward public employees for a career
of public service; and (5) provide a financial incentive for certain
employees to retire so as to maintain efficiency and upward mobility in
the public service. In the case of KP&F, the retirement system also is
intended to assist in achieving other personnel objectives, including the
maintenance of a relatively young and physically capable force of law

enforcement officers and firefighters.
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The general purposes and objectives of Kansas Retirement Systems should
be examined and evaluated periodically, to determine the extent to which
the present provisions accomplish the intended objectives within the
applicable cost constraints. The separate provisions of each of the
three systems should work together in an integrated way to assist in
accomplishing the intended objectives. Benefit and financing provisions

should reflect long-term rather than short-term objectives.

An evaluation of objectives needs to take account of the differing view—
points and interests of the-various parties involved (including covered
employees and retirees, participating public employers, representatives
of particular groups of covered employees and retirees, legislators and
elected officials, the board of trustees, and all Kansas taxpayers).
Wide variénce in viewpoints may emerge from an evaluation of almost any
major retirement issue, such as the adequacy of KPERS benefits or the
appropriate role of KP&F in helping to maintain a young and vigorous
force of law enforcement officers. Retirement legislation is an area in
which the intense and constant interests of a particular group often
contend with the more diffuse interests of broader groups or of the

public generally.

There is a need for a coherent and rational overall retirement policy - a
framework or set of public policy guidelines that the Kansas Legislature
can use to evaluate the reasonableness and long-term implications of
proposed changes to Kansas Retirement Systems. The lack of such an
overall retirement policy (along with other factors) may contribute to
the politicization,of Kansas Retirement Systems, because the Legislature
will not have a set of basic objectives or principles to refer to when it

considers proposed retirement legislation.

A coherent and rational retirement  policy does not necessarily mean
uniformity. It does mean, however, that differences in the provisions of
Kansas Retirement Systems - KPERS, KP&F and Judges - are not arbitrary
but are capable of being explained and justified. EaChAsystem should

comprise a rational structure designed to meet the intended objectives

Ll
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within the applicable cost constraints. A coherent retirement policy is
also important over time. Although legislative sessions will undoubtedly
reflect different values, an overall policy that incorporates the knowl-
edge and understanding accumulated in the past can at least serve as a
guide or starting point for considering proposed retirement legislation.

The Kansas Legislature is faced with numerous retirement bills, and with
the expressed desires and- dissatisfactions of individual members and
groups of covered employees and retirees. Retirement bills can be
difficult to deal with because each Retirement Act comprises a complex
and technical statute with interrelated provisions. At times, a proposed
retirement bill that seems to have a relatively minor effect is actually
more far-reaching than is apparent, either because it creates a precedent
for other groups of employees or because the ultimate consequences of the
bill are not readily understood. In some instances, adequate considera-
tion is not given to the long-term cost and other implications of

proposed retirement bills.

The Kansas Legislature has considered and evaluated major questions of
retirement policy, both during regular sessions and in interim retirement
studies. To a certain extent, an implied overall retirement policy is

reflected in the present provisions of Kansas Retirement Systems.

Objectives Reflected in Present Provisions

What are the basic objectives of Kansas Retirement Systems? Do the
present provisions generally accomplish the intended objectives within

the prevailing cost constraints?

KPERS Benefit Formula. The basic objective of KPERS is to provide a

typical career employee who retires at the normal retirement age with
combined retirement benefits (KPERS plus Social Security) that approxi-
mate full continuance of net income before retirement. Does the present
KPERS benefit formula produce retirement benefits that generally meet

this widely accepted goal or standard?

-~
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The acceptance of full continuance of net income as a goal for a typical
career employee inevitably leads to other questions. How do you measure
net income? What period of service represents a full career? How do you
treat employee contributions, personal savings, and retiree health
benefit costs? What assumptions do you make to compute Social Security
replacement ratios? Do you evaluate benefit adequacy for a career

employee who retires at age 65 or at age 627

In 1981, the President's Commission on Pension Policy proviﬁed informa-
tion regarding levels of total retirement income needed to maintain
preretirement disposable or net income. Although preretirement net
income is difficult to quantify precisely, the Commission's report
indicated that full replacement ratios for a single employee range from
75%-85% for lower salary levels, 60%-70% for middle salary levels, and
45%-55% for higher salary levels. Based on the Commission's report and
the findings of more recent studies, a replacement ratio of roughly
70%-75% of gross preretirement income would be required to fully maintain

the preretirement standard of living of a typical KPERS career employee.

Social Security benefits replace a higher percentage of income for lower-
paid than for higher-paid employees. This weighting of the benefit
formula in favor of the lower-paid reflects the "social objectives" of
the Social Security system. For a career employee who retires at age 65,
current Social Security replacement ratios as a percentage of final
salary are about 407 for an employee with a $20,000 final salary, 33% -at
$30,000, 26% at $40,000, and 22% at $50,000. (The current age 62 Social
Security replacement ratios are about 32% for a $20,000 final salary, 267
at $30,000, 21% at $40,000, and 18% at $50,000.) If the Social Security
replacement ratio for a typical KPERS career employee who retires at age
65 approximates 30%-35%Z, a KPERS benefit of about 407 of final salary
would produce combined retirement benefits that meet the objective of

full continuance of preretirement net income.

- 5-—
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In general, the current KPERS benefit formula meets the objective of
providing a typical career employee with combined benefits that approxi-
mate full continuance of preretirement net income. Certain KPERS members
(for example, those with relatively low salaries and long periods of
service who retire at or after age 65) will receive combined benefits
that exceed 100% of preretirement net income, but this is primarily due
to the weighting of the Social Security benefit formula in favor of

employees with lower salaries.

KPERS retirement benefits are based on the member's final average salary
(FAS = average of highest 4 years), and years of prior and participating

service. The formula for normal retirement benefits is currently:

For prior service - 17 FAS per year.

For participating service - 1.25%Z FAS per year to
July 1, 1982 plus 1.47 FAS per year after June 30,
1982; with 10 or more Years of participating service,
1.4% FAS for all years of participating service; with
35 or more years of total credited service, 1.5% FAS

for all years of participating service.

As a percentage of final average salary, the KPERS benefit for each year
of participating service is higher than the benefit for each year of
prior service. The difference in benefit percentages recognizes several
factors, including the fact that employees have contributed 4Z of salary
to KPERS during years of participating service. For career employees
retiring this year, the KPERS benefit as a percentage of final average
salary will vary depending on the portion of total service represented by

participating service.
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KPERS normal retirement benefits as a percentage of final average salary
are illustrated below for State employees and School employees who retire

in 1989 with 30 and 35 years of continuous service.

Average KPERS
Benefit per
Years of Service KPERS Benefit Year of Service
Prior Participating Total (% of FAS) (% of FAS)

STATE EMPLOYEE

27 30 " 40.82 1.363
927 35 48.5% 1.39%

SCHOOL EMPLOYEE

12 18 30 37x24 1.24%
17 18 35 44.,07% 1.2672
Note: State employees can have 30 years of participating

service beginning in 1992 and 35 years beginning in 1997.
School employees can have 30 years of participating service
beginning in 2001 and 35 years beginning in 2006.

For a career employee with 30 or 35 yéars of service, the KPERS benefit
as a percentage of final average salary is currently higher for State
employees than for School Aemployees (because participating service is
for years after 1961 for State employees and for years after 1970 for
School employees). Nevertheless, during the past five fiscal years the
average monthly benefit for new KPERS School retirees has consistently
been higher than for new KPERS Non-School retirees (which reflects

differences in average salary levels and average periods of service).

Average Monthly Benefit

Fiscal Year For New Retirees

Ended KPERS KPERS

June 30 Non-School School
1984 $306 $345
1985 309 407
1986 334 384
1987 : 381 422
1988 533 626

-7 -
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Looking to the future, when many KPERS members will be retiring with
participating service credit for all years of service, the KPERS benefit
is expected to continue to meet the combined benefit goal for a typical
30-year career employee. When all service is participating service, the
KPERS benefit will be 427 of final average salary for a 30-year employee
(and 52.5% for a 35-year employee). Recent changes in Social Security
and lower federal income tax rates require a slightly higher level of
KPERS retirement benefits to' meet the objective of full continuance of
preretirement net income. Moreover, KPERS members who retire in the
future with participating service credit for all years of service will

have also contributed to KPERS for all years of service.

The current KPERS benefit formula produces a sizeable increase in the
normal retirement benefit for the 35th year of service, and the benefit
for the 35th year of service will be even higher in the future.
Consider, for example, two KPERS members who retire in the future with 35
and 34 years of participating service credit. The normal retirement
benefit for the 35-year member is 52.5% of final average salary and the
benefit for the 34-year member is 47.6% of final average salary. In
other words, the current formula will ultimately provide a benefit of

4.9% of final average salary for the 35th year of service.

Is it good public policy and good benefit design to provide a relatively
much larger benefit for a particular year of service? Should that
particular year of service be the 35th year, the 30th year, or the 25th
year? Should the present benefit formula be modified to reduce the

"benefit jump" for the 35th year of service?

If the intended objective is to recognize long service and avoid a size-
able benefit jump for a particular year of service, the KPERS formula for
participating service could be modified to produce a benefit that
increases more gradually with years of service. An example of such a

formula is: 1.47 FAS for each of the first 10 years of participating
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service, plus 1.5% FAS for each year over 10 up to 20, plus 1.67% FAS for
each year over 20. Under this formula, the benefit as a percentage of
final average salary for KPERS members with all years of participating
service would be 45.0% for a 30-year member, 51.4% for a 34-year member

and 53.0% for a 35-year member.

Proposals have been made to increase the KPERS benefit formula to 27 of
final average salary for each year of service. Proponents of such an
amendment may not realize that a 2% formula would produce combined
retirement Dbenefits for a typical KPERS career employee that substan-
tially exceed preretirement net income. Or they may disagree with the
widely accepted standard that a career employee's combined retirement
benefits should not exceed preretirement net income. Although many
reasons can be advanced to support this widely accepted standard, the
essential reason is: there is no rational justification for providing a
person who retires and stops working with a higher net income than he or

she ever received as a full-time employee.

KPERS Eligibility Requirements. Eligibility requirements for.normal and

early retirement benefits are an important determinant of the long-term
actuarial cost of KPERS. In addition, eligibility requirements may also
affect personnel and retention policies, productivity, the need for and
cost of periodic post-retirement benefit increases, the cost of retiree

health care benefits, and other aspects of total compensation costs.

Retirement patterns are influenced.by numerous factors, including: KPERS
benefits and eligibility requirements, anticipated changes in KPERS
provisions, early retirement incentives, recent and expected rates of
inflation and salary increases, economic conditions in Kansas, and Social

Security benefits and eligibility requirements.
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The ‘present eligibility requirements for KPERS members are as follows:

Normal retirement - Age 65. From July 1, 1986 to July 1,
1989, requirements for full benefits are (a) age 65, or (b)
age 60 and 35 years of service, or (c) any. age and 40 years

of service.

Early retirement — Age 55 and 10 years of service. Effective

August 1, 1989, normal retirement benefit is reduced 0.27% per
month under age 65 to age 60, plus 0.6% per month under age
60 to age 55.

Social Security currently provides full benefits at age 65 and reduced
benefits beginning at age 62. For a person who starts to receive Social
Security benefits before age 65, the reduction is 5/9% - or 0.555% - for
each month under age 65 (i.e., the reduction is approximately 6.7Z at age

64, 13.3% at age 63, and 20.0% at age 62).

In part because age 62 is the earliest age at which reduced Social
Security benefits are payable, a relatively small percentage of KPERS
members retire before age 62. During calendar year 1987, for example,
370 or approximately 16% of the 2,350 KPERS members who retired were
under age 62. Although only 167 of the 1987 KPERS retirees were under
age 62, almost 537 (1,237 of the 2,350) were under age 65 at retirement.

The percentage of pre-65 KPERS retirees may increase slightly as a result
of such factors as the temporary 60/35 and any/40 requirements for normal
retiremént, as well as the new 55/10 requirements for early retirement
and the smaller reduction for early retirements between ages 60 and 65
beginning August 1, 1989. Although the percentage of pre-65 KPERS
retirees may eventually decrease, that percentage is likely to remain

relatively stable for at least the next decade.

- 10 -
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In 1983 the Social Security Act was amended to provide that the age at
which unreduced benefits are payable will eventually be raised to 67.
The increase in the Social Security 'normal retirement age" will be
phased in gradually, and does not affect persons born in 1937 or earlier.
Early retirement with reduced benefits will still be permitted at age 62,
but the percentage reduction for early retirement will increase gradually
beginning in the year 2000. In the year 2022 or later, when the normal
retirement age is 67, an individual who retires at 64 will receive 807 of
the full benefit and an individual who retires at 62 will receive 707

(rather than the 80% currently provided for an age 62 retirant).

To encourage employees to delay retirement after the normal retirement
age, the 1983 Social Security Amendments also increased the credit or
bonus for delayed retirement. The late retirement bonus, which is
currently 3% per year after 65 to age 70, will increase gradually
beginning in 1990 and reach 87 per year in 2009. Persons born in 1943 or
later will receive an 8% bonus for each year of delayed retirement (i.e.,

for each year after the then-existing normal retirement age to age 70).

Even though the Social Security normal retirement age will gradually be
raised from 65 to 67 during the period from 2000 to 2022, the 1989 Kansas
Eegislature may decide to consider the long-term cost and other implica-
tions of reducing the KPERS normal retirement age. If finances permit,
legislation could be c;nsidered to reduce the KPERS normal retirement age
from 65 to 62. Such legislation could also provide that the reduction
for early retirement under KPERS will be computed from age 62 rather than
from age 65. For KPERS members who retire at age 62, reduced Social
Security benefits are available to help meet economic needs 1in

retirement.

= 13 =
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KP&F'. An important objective of KP&F is to assist in maintaining a
relatively young and physically more capable force of law enforcement
officers and firefighters. One indication that this objective is being

met is that the average retirement age of KP&F members is approximately

age 55.
The present retirement benefit provisions of KP&F are as follows:

Normal retirement benefit — 27 of member's final average
salary (FAS = average of highest 3 in last 5 years) for

each year of service, up to a maximum of 70% FAS.

Normal retirement eligibility - age 55 and 20 years of

service.

Early retirement - age 50 and 20 years of service.
Normal retirement benefit is reduced 0.4% per month

under age 55.

Does the Legislature view the present KP&F provisions as serving the
general public interest? Does Kansas want law enforcement officers and
firefighters to remain on the force after age 557 Would the public's
need for efficient law enforcement and fire protection services be met as

effectively if the normal retirement age for KP&F members was higher than

age 557

Law enforcement officers and firefightérs are usually covered by more
liberal retirement plans than other groups of public employees. The
special early retirement provisions for policemen and firemen are the
result of a long historical development, which reflects numerous factors
including the objective of keeping public safety forces youthful by

providing full retirement benefits at comparatively early ages.

= 19 =
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Proponents of earlier retirement for public safety employees contend that

such provisions are desirable for various reasons, including:

- The ability to perform vital law enforcement and
firefighting services would be severely hampered by
an older workforce.

- Special retirement provisions are important for
recruiting and retaining public safety employees,
and help to maintain a high level of employee
morale.

- Because criminals are becoming increasingly younger
and more aggressive, it is necessary to maintain a
young and vigorous force of law enforcement
personnel.

- Public safety employees are subjected to protracted
periods of physical and emotional stress, as well as
the more readily recognized exposure to physical
violence and danger. Law enforcement officers and
firefighters accept employment understanding that
the stresses and hazards of their jobs will be
compensated for by special early retirement
.benefits.

- Other forms of compensation, such as additional pay,
will not reduce retirement ages and result in a
young and vigorous workforce.

- For both the welfare of law enforcement officers and
firefighters, and the safety of the public which
counts on their ability to perform their duties, it
is in the public interest to have such employees
retire before vigor and physical ability begin to
ebb.

- Because special early retirement plans for Ilaw
enforcement and firefighter personnel are prevalent
in State and municipal governments, the elimination
of such provisions could have a significant adverse
effect on recruitment and retention.

= 1%
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The present provisions of KP&F also recognize that:

-  KP&F members contribute 77 of salary (compared to the

4% employee contribution rate for KPERS members).

- KP&F members have an average entry age of approxi-
mately 26 (compared to average entry ages of 32 for

KPERS members and 42 for Judges).

- Approximately 647 of the 4,312 employees covered by
KP&F as of January 1, 1988 were not also covered by

Social Security as public employees.

The 2% formula and age 55 provisions of KP&F work together to assist in
accomplishing the intended objectives. The experience of correctional
officers indicates that, by itself, an age 55 normal retirement age may
have a minor effect on retirement patterns. Since 1982, when the normal
retirement age for correctional officers was reduced to age 55, the
average retirement age of correctional officers has decreased by only
about one year - from 63 to 62. Although the normal retirement age is
55 for ©both KP&F members and correctional officers, the average
retirement age of KP&F members is substantially lower than the average
retirement age of correctional officers, in part because the retirement

benefits provided under KP&F are higher than those provided under KPERS.

Judges. The present retirement benefit provisions of the Kansas

Retirement System for Judges are:

Normal retirement benefit - For judges who become members
on or after July 1, 1987, 3-1/3% of final average éalary
(FAS = average of highest 4 in last 10 years) for each
year of service, up to a maximum of 65% FAS. For judges
who became members befcre July 1, 1987, 5% FAS for each
year of service up to 10 years, plus 3-1/3% FAS for each

year in excess of 10 years, up to a maximum of 657 FAS.

= 14 =
‘ MARTIN E. SEGAL COMPANY



Normal retirement eligibility - Age 65.

Farly retirement - Age 62 and 10 years of service. Normal

retirement benefit is reduced 0.37 per month under age 65.

Under present provisions, judges who became members before July I, 1987
reach the maximum benefit of 65% FAS after approximately 14-1/2 years of
judicial service, and new judges who first become members on or after
July 1, 1987 reach the maximum benefit of 65%_FAS after 19-1/2 years of

judicial service.

The retirement benefits provided for members of the Judges System are
substantially higher than the benefits provided for members of KPERS or
KP&F. The higher benefit formula for judges recognizes that, on the
average, judges enter service at later ages and retire with fewer years
of credited service than members of KPERS or KP&F. The provisions of the
Judges System also reflect historical developments and the levels of

retirement benefits typically provided for judges in other states.

Post-Retirement Benefit Increases

Benefit adequacy cannot be judged solely by the level of income replace-
ment at the point of retirement. One needs to consider both the initial
benefit at the time of retirement and the benefit payable some years
after retirement. The adequacy of the initial benefit measured in terms
of purchasing power will be eroded rapidly if it is not adjusted after

retirement to reflect rising prices.

The need for post-retirement benefit increases is obvious, particularly
in years of high inflation. At the same time, it needs to be recognized
that post-retirement benefit increases are as costly as they are

desirable.

- 15 -
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Retired persons who are receiving Social Security benefits have a portion
of their retirement income fully indexed to rising prices. As a result,
the purchasing power of total retirement benefits is affected not only by
the relationship between inflation and the percentage increases in state
retirement system benefits, but also by the portion of total benefits
represented by Social Security benefits. For most retired public
employees, fully-indexed Social Security benefits increase over time as a
percentage of total retirement benefits, because the benefits payable
from the state “system are generally increased by less than the rate of

inflation.

State retirement systems have used a variety  of methods to adjust
benefits after retirement. The two basic methods are (1) ad hoc or
one-time upward adjustment of benefits, and (2) automatic benefit

increases based on a specific plan or formula.

A majority of state retirement systems have some type of automatic
adjustment plan, and in most of these the maximum annual benefit increase
is limited to 3% or 4% per year. The ad hoc approach is followed by 18
states - including Kansas - and many of these have provided ad hoc
benefit increases on a regular basis. In addition, several states with
automatic adjustment plans have provided one or more ad hoc benefit

increases during the past five years.

When benefit increases are provided on an ad hoc basis, retirees are
uncertain as to the timing and amount of future post-retirement benefit
increases. Paradoxically, however, some of the states that provide
periodic ad hoc benefit increases for retirees - including Kansas - have
in fact provided considerably -larger percentage increases in benefits
than those provided by states with automatic post-retirement adjustment

provisions.

- 16 -
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Post-retirement benefit increases have been provided for retired members
of Kansas Retirement Systems almost annually. During the past five
years, the percentage increases in retirement benefits for eligible
retirees have been as follows: 1984 - 10%, 1985 - 5%, 1986 - 3%, 1987 -
2%, and 1988 - 37Z. These post-retirement benefit increases have
maintained the purchasing power of retirement benefits, and also helped

retirees meet the rising costs of medical care.

For all members of Kansas Retirement Systems (current retirees and active
members who will retire in the future), the fundamental shortcoming of
the ad hoc approach is uncertainty regarding future post-retirement
benefit increases. Will the Kansas Legislature continue to provide ad
hoc increases periodically? Because ad hoc increases are by definition
not prefunded on an actuarial reserve basis, will the timing and amount
of any future increases depend on such factors as the actuarial condition
of Kansas Retirement Systems and the finances of the State of Kanéas? To
what extent will future ad hoc increases maintain the purchasing power of

retirement benefits?

Automatic post-retirement adjustment plans generally provide for less
than full indexation of benefits to increases in the CPI. Alternatives
to full indexation which have been used by state retirement systems
indicate that there are numerous possibilities for the design of a

limited cost-of-living adjustment plan.

Indexing but with a cap — Annual benefit increases can be
limited to a specified percentage such as 37 per year. This
is the prevailing pattern among state retirement systems with
automatic cost-of-living adjustment plans.

Indexing but with a deductible - The automatic adjustment
plan can provide for benefit increases only after the CPI
rises by a minimum percentage such as 27 or 37%. For example,
benefits could be increased each year by the percentage rise
in the CPI above 3%, with the maximum annual increase limited
to 37. This would mean that benefits would be increased by
3% in any year in which the increase in the CPI was 67 or
more.
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Partial indexing - Benefits can be increased by a portion of
_the rise in the CPI such as 50% or 60%. Partial indexing can
be combined with either a cap or a deductible, or both. For
example, a plan might provide that benefits will be increased
by half the rise in the CPI above 2%, with the maximum
increase limited to 4% in any year in which the CPI rises by
10%Z or more.

Deferred indexing - Annual benefit increases wunder any
automatic adjustment plan can be deferred for a period of
years after retirement or until the retiree attains a
specified age such as 65.

The design of a limited automatic post-retirement adjustment plan for
Kansas Retirement Systems could be approached from two perspectives:
(1) define the objectives to be met by the adjustment plan, and then
design a plan intended to meet the stated objectives; or (2) determine
the contributions that might be available to financeAan ad justment plan,
and then design a plan expected to increase costs by approximately the
same percentage of salary as the estimated additional contribution rate.
Various plans could be evaluated from both these vantage points, with
the wultimate purpose beiné the development of a limited automatic
post-retirement adjustment plan that meets desired objectives and also

recognizes the prevailing cost constraints.
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