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Cash Balance Plan Likely to Increase Costs, Impact the Quality of
Public Services and Reduce Retirement Security
By Jason Bailey
While the primary pension challenge Kentucky faces is how to find the revenue to pay back the existing
unfunded liability, much of the attention has instead focused on moving new employees to a defined
contribution plan or a hybrid plan like the cash balance option included in Senate Bill 2. However, there
are a number of reasons to prefer Kentucky’s existing defined benefit design over such a plan.
Here, we outline the potential impacts of a cash balance plan on state costs and on Kentucky’s ability to
attract a qualified workforce and provide retirement security for workers.

Cash balance plan may be more expensive than the existing plan for
new employees.
The cash balance plan in Senate Bill 2 may make Kentucky’s pension funding challenge even worse.
Analysis of the actuarial statement for the legislation shows that the cash balance plan is projected to
increase state costs by $55 million over the next 20 years compared to keeping the existing defined
benefit plan for new employees.1
In fact, additional costs may be even greater than that for several reasons. The actuarial analysis notes
that the system’s assumed rate of return of 7.75 percent was used to develop the cost projections.
However, the actuary’s model predicted that the cash balance plan would likely credit individual accounts
at a higher rate, with a median estimate of 8.1 percent. The analysis notes that “to the extent the actual
credit rate is higher than 7.75 percent, the costs of the legislation will be greater than shown in the
enclosed tables.”
Unpredictable and potentially higher costs are a concern with cash balance plans. In the case of the
Wisconsin Energy Corporation, a cash balance plan with a design similar to Senate Bill 2’s plan failed
because it ended up being considerably more expensive than originally estimated.2 Cash balance plans
like proposed in Senate Bill 2 can raise costs because while the state must make up for shortfalls in
investment returns below four percent, the system benefits from only 25 percent of investment returns
above that amount. Under the existing defined benefit system, all returns above the anticipated rate of
7.75 percent are banked by the system to help make up for periods of lower returns.
The state will also face additional costs because of the expected increase in employee turnover under a
cash balance plan. Cash balance plans don’t reward long-term employees like traditional defined benefit
plans, increasing the likelihood that workers will leave earlier in their careers. Greater employee churn
and a less experienced workforce will mean more money spent on hiring, recruitment and training.

The cash balance plan is also said to reduce risk to the state. But as mentioned above, the design of the
plan means that it shares investment risk differently, but not necessarily in a way that will reduce state
costs. Traditional defined benefit pension plans are actually well-designed to take on investment risk and
absorb fluctuations in the market. They only disburse a small portion of their assets each year and can
therefore operate with a long-term time horizon. Individual workers, however, are poorly-suited to take on
that risk.
The possibility of poor investment returns is not the biggest risk Kentucky’s pension system faces, nor the
reason Kentucky got into its serious situation. The retirement system’s losses in the recent recession
were on par with other states, yet the financial status of most states’ pension systems will return to
adequate levels in the next few years.3 Those states with plans in very poor condition, like Kentucky,
Illinois and New Jersey, got into that position because they underfunded promised benefits.4
The biggest risk Kentucky faces is that the state won’t make its annual required contributions (and pay for
cost-of-living adjustments) in the future. The cash balance plan doesn’t change that, because accrued
benefits will still be a legally-protected obligation of the state (as they should be). There are ways to lower
the risk of state underfunding while continuing to provide the retirement security of a traditional defined
benefit plan. But they involve creating a financial plan and mechanisms that ensure regular and
responsible funding in the future, not switching to a new, untested, and likely more expensive plan.5
Senate Bill 2 includes a vague statement of intent around paying the full required contribution each year,
but it misses the point by not identifying the source of funding. Everyone knows the state should make the
full contribution each year, but it hasn’t done so for 14 of the last 21 years.6

Cash balance plan could harm state’s ability to attract and retain a
skilled workforce needed to deliver quality public services.
A cash balance plan would have a negative impact on the public sector’s ability to attract a qualified
workforce. The security and predictability of a guaranteed defined benefit plan is a major recruitment tool
for the public sector. This incentive is particularly important to attracting high-skilled employees like
engineers, health care professionals, lawyers and computer programmers who have good-paying options
in the private sector and who make up a sizeable share of the public sector workforce. And for lessskilled workers, a secure pension reduces the likelihood that they and their families will fall into poverty in
old age and require public assistance.
The security of a guaranteed pension can help offset the much-lower salaries government employees
receive compared to the private sector. Even with better benefits, overall compensation is lower in the
public sector in Kentucky. A 2012 study by Rutgers professor Jeffrey Keefe for the Kentucky Center for
Economic Policy shows that after adjusting for education, experience and demographic factors, public
employees in Kentucky receive 12.8 percent less in total compensation (counting salary and benefits
including pensions) than comparable employees in the private sector and 9.2 percent less on an hourly
basis.7
As mentioned previously, employee turnover would likely increase under a cash balance plan. Because
defined contribution and hybrid systems like cash balance plans provide lower and less secure benefits
for long-term workers, they make it harder to retain experienced employees.8 The private sector has tools
to encourage retention of skilled employees not available in the public sector, like stock options. The only
comparable tool in the public sector is the guarantee of a traditional defined benefit pension.
By reducing retention and harming the state’s ability to attract skilled employees, a switch to a hybrid
cash balance plan could reduce the productivity and quality of public services. The makeup of the public
sector workforce would change. It would include more employees who are less committed to their jobs
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and less likely to invest in skills that aren’t transferable to the private sector. More people may be
reluctant to enter public employment because many of the skills utilized are not transferable to jobs in the
private sector—for example, many public safety jobs have skills applicable only to that occupation.
Overall, the workforce is likely to have less experience and expertise and lack the institutional memory
that long-term employees provide.
Traditional defined benefit plans also encourage “efficient retirement”—meaning that they provide enough
of a retirement benefit to allow employees to retire before their productivity begins to decline.9 But lower
benefits would make it more likely that older employees delay their retirement date.
It has been argued that cash balance or defined contribution plans are a better fit for today’s more mobile
workforce, providing greater incentive for highly-skilled employees to spend some time in the public
sector and making it more likely that less-effective employees will leave because retirement benefits are
portable. But these plans also incentivize the exact opposite result. The security and adequacy of
traditional defined benefit plans make them a key tool in attracting high-skilled employees in the first place
and encouraging them to stay in their jobs. And the better benefits provided by traditional plans make it
more likely that less-effective employees will retire earlier rather than remaining on the job simply
because of the need to earn more benefits.

Cash balance plan would reduce retirement security for workers,
impacting those families and the broader Kentucky economy.
While benefits may increase for some employees who stay in the public sector a short period of time
under a cash balance plan, benefits would be lower for long-term employees. Also, since under a cash
balance plan employees have individual accounts, the plan in effect has no cost of living adjustment
(COLA). The existing plan assumes an annual increase of 1.5 percent that can be suspended by the
legislature (Senate Bill 2 also proposes eliminating COLAs for all retirees).
Benefits could also be lowered because a cash balance plan creates incentives for the retirement system
to pursue a more conservative investment strategy. As mentioned, while the public sector would have to
make up all of the difference if investment returns are less than four percent under the proposed cash
balance plan, 75 percent of investment returns above that level would go to employee benefits. If the
retirement system prioritized lowering the state’s risk, it could pursue a more conservative investment
strategy that would result in substantially lower returns than the existing system and would translate into
lower benefits for workers. Proposed changes to the retirement system board in Senate Bill 2 make that
shift more likely.10 The historic rate of return since inception under the current system is an impressive
9.47 percent, more than enough to meet pension obligations if required contributions are made in full and
benefit changes and COLAs are pre-funded.11
Higher turnover of employees who can withdraw their accounts in a lump sum under a cash balance plan
could also impact investment returns. More turnover and withdrawal of lump sums will decrease the size
of the investment pool and shorten the investment horizon, requiring greater liquidity in investments. That
will exacerbate a problem Kentucky’s system already faces in which the low funding level reduces
economies of scale and the ability to engage in a diversified investment strategy that includes alternative
investments with higher expected rates of return.
Individual workers will take on more risk and have greater uncertainty about ultimate retirement benefits
under a cash balance plan, which are also harder for workers to understand and plan around. Benefits
would vary based on whether workers retire when financial markets are strong or weak, though this would
be somewhat mitigated by the rate-of-return guarantee. An additional danger to retirement security is the
option of a lump sum cash-out of account balances when employees leave under the cash balance plan.
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The tendency of workers to withdraw monies from 401k and other accounts is playing a big role in
reducing the resources Americans have for retirement.12
Under the existing plan, Kentucky’s benefits are very modest compared to other states—especially after
cuts were made in 2008. According to a national report on state pension plans, Kentucky’s formula
multiplier for employees hired after that point—the number multiplied by years of service that plays a
major role in determining ultimate benefit levels—of 1.1 to 1.75 percent for most non-hazardous
employees is below the national average of approximately 1.95 percent.13 The final average salary
calculation uses five years, while most plans use three. Even under the pre-2008 plan, the average state
non-hazardous retiree receives only $20,508 a year, while the average county non-hazardous retiree
receives $10,968 a year.14
Traditional defined benefit plans are especially important to reducing hardships for groups of workers less
likely to have other forms of wealth to rely on in retirement, such as many minorities and low-wage
workers.15 At least some public sector workers in Kentucky are not covered by Social Security and thus
would lack any guaranteed retirement option if the existing plan were eliminated.16 And as mentioned,
less secure retirements also mean more retirees will struggle to make ends meet and will need greater
assistance from public programs.17
The increased economic security of traditional defined benefit plans is why employees prefer them.18
National opinion polls show that public employees consistently and strongly prefer defined benefit
pensions.19 Of those states that offer employees a choice between types of plans, public employees
overwhelmingly choose defined benefit plans.20 And contrary to some claims, young employees prefer
defined benefit plans at least as much as other employees, if not more so.21
Less retirement security and lower benefits would also impact the Kentucky economy. The Kentucky
Retirement System is an important but unrecognized contributor to the state and local economies,
providing $1.6 billion in benefits annually to 93,422 retirees, 95 percent of whom live in Kentucky.22
The Kentucky Center for Economic Policy is a non-profit, non-partisan initiative that conducts research,
analysis and education on important policy issues facing the Commonwealth. Launched in 2011, the
Center is a project of the Mountain Association for Community Economic Development (MACED). For
more information, please visit KCEP’s website at www.kypolicy.org.
1

Kentucky Center for Economic Policy, “Senate Bill 2’s Cash Balance Plan Projected to Increase Costs,” February 8, 2013,
http://www.kypolicy.us/sites/kcep/files/Costs%20of%20Cash%20Balance%20Plan_0.pdf. $55 million in additional costs is calculated
by comparing the actuarial analysis in Senate Bill 2 to the December 18 letter from the actuary estimating the impact of all Senate
Bill 2 measures except the cash balance plan. The cash balance plan is projected to add $29.8 million in costs to the KERS nonhazardous plan, $19.6 million to the KERS hazardous plan and $5.2 million to the SPRS plan.
2
Wisconsin Energy Corporation credited individual accounts using an annual rate of return while Senate Bill 2 proposes a five-year
average. Although five-year smoothing lessens the risk, it doesn’t eliminate the fact that the cash balance plan could be more
expensive and indeed is projected to be more expensive by the actuarial analysis.
3
For the 10 years ending June 30, 2012, the KRS pension fund portfolio earned an annualized total return of 5.99 percent
compared to a benchmark return of 6.18 percent. Kentucky Retirement System, “Comprehensive Annual Financial Report, Fiscal
Year Ending June 30, 2012.” Alicia H. Munnell, et al., “The Fund of State and Local Penions: 2011-2015,” Center for Retirement
Research at Boston College, May 2012, http://crr.bc.edu/wp-content/uploads/2012/05/slp_24.pdf.
4
Pension expert Alicia Munnell says “sponsors of seriously underfunded plans, such as those in Illinois, Kentucky, Louisiana, New
Jersey, and Pennsylvania, have behaved badly. They have either failed to make their required contributions or used inaccurate
assumptions so that their contribution requirements are not meaningful.” Alicia H. Munnell, State and Local Pensions: What Now?,
Brookings Institution Press, 2012.
5
The state could commit to a more aggressive schedule to pay back the unfunded liability that includes paying the full required
contribution each year; setting a contribution floor even during good times and adjusting the actuarial valuation to make annual
payments less subject to economic fluctuations; considering a pension obligation bond to take advantage of historically low interest
rates and turning a portion of the discretionary annual payment to an obligatory payment; changing the way COLAs and benefit
changes are accounted for to require they be pre-funded when awarded; and creating mechanisms to take payments to the pension
system out of the discretionary budgeting process to the extent possible. For more see Christian E. Weller, Mark A. Price and David
M. Margolis, “Rewarding Hard Work: Give Pennsylvania Families a Shot at Middle Class Retirement Benefits,” Center for American

4

Progress, October 4, 2006, http://keystoneresearch.org/sites/keystoneresearch.org/files/pa_pensions_report.pdf.; Jun Peng and
Illana Boivie, “Lessons from Well-Funded Public Pensions,” National Institute on Retirement Security, June 2011,
http://www.nirsonline.org/storage/nirs/documents/Lessons%20Learned/final_june_29_report_lessonsfromwellfundedpublicpensions
1.pdf.
6
Senate Bill 2 actually makes the long-term costs of the liability higher by pushing forward the length of time the state will take to
pay back the liability.
7
Jeffrey H. Keefe, “Public Versus Private Employee Costs in Kentucky: Comparing Apples to Apples,” Kentucky Center for
Economic Policy, July 2012, http://www.kypolicy.us/sites/kcep/files/Public%20Compensation.pdf.
8
Illana Boivie and Christian E. Weller, “The Great Recession: Pressures on Public Pensions, Employment Relations and Reforms,”
National Institute on Retirement Security, November 2012,
http://www.nirsonline.org/storage/nirs/documents/Great%20Recession/final_issuebrief_the_great_recession_11.2012.pdf.
9
Boivie and Weller, “The Great Recession.”
10
Senate Bill 2 includes changes to the board of the Kentucky Retirement System that could result in a more conservative
investment strategy. Currently, five members of the board are elected by the system’s members, three are appointed by the
governor and one position is held by the Secretary of the state Personnel Cabinet. Thus, employees constitute a majority of the
board. Senate Bill 2 puts workers in the minority by increasing the number of gubernatorial appointees from 3 to 5.
11
William A. Thielen and T. J. Carlson, “Kentucky Retirement Systems: Overview,” Presented to Kentucky Public Pensions Task
Force, July 2, 2012.
12
Michael A. Fletcher, “401(k) Breaches Undermining Retirement Security for Millions,” Washington Post, January 15, 2013,
http://www.washingtonpost.com/business/economy/401k-breaches-undermining-retirement-security-formillions/2013/01/14/f54a0e90-5e70-11e2-8acb-ab5cb77e95c8_story.html.
13
Daniel Schmidt, “2010 Comparative Study of Major Public Employee Retirement Systems,” Wisconsin Legislative Council,
December 2011, http://legis.wisconsin.gov/lc/publications/crs/2010_retirement.pdf. Kentucky has a tiered system where worker
utilize a higher formula multiplier based on number of years of service. It starts at 1.1% and goes to 1.75% for employees with 26-30
years of service. Employees with more than 30 years of service actually utilize a formula multiplier of 2% but unlike the previous
tiers the 2% formula applies only to each year above 30. That means an employee with 35 years of experience would have a
formula multiplier of 1.79% while an employee with 40 years of service would have a multiplier of 1.81%--still below the national
average. Benefit factors are explained here: https://kyret.ky.gov/uploads/employees/benefit_factor_2009.pdf. And according to the
most recent KRS annual financial report, only 21 percent of retirees in the KERS non-hazardous system have more than 30 years of
service and only 6 percent have more than 35 years of service. The average new KERS non-hazardous retiree in the most recent
year had only 16 years of service. Kentucky Retirement Systems, “Comprehensive Annual Financial Report, Fiscal Year Ending
June 30, 2012,” December 5, 2012, https://kyret.ky.gov/uploads/promos/2012-cafr-bm.pdf.
14
Kentucky Retirement Systems, “Comprehensive Annual Financial Report, Fiscal Year Ending June 30, 2012.”
15
Frank Porell and Diane Oakley, “The Pension Factor 2012: The Role of Defined Benefit Pensions in Reducing Elder Economic
Hardships,” National Institute on Retirement Security, July 2012,
http://www.nirsonline.org/index.php?option=content&task=view&id=713.
16
Some local government employees in Kentucky are not covered by Social Security. Also Kentucky teachers, who are not affected
by Senate Bill 2, do not have Social Security coverage.
17
Cash balance and defined contribution plans also limit public sector job opportunities when they are most needed—when the
economy is bad and the unemployment rate is high. That’s exactly when account balances tend to be lower because of stock
market declines, creating job lock for current employees rather than opening up new opportunities.
18
Boivie and Weller, “The Great Recession.”
19
Matthew Greenwald & Associates, Inc., “Retirement Plan Preferences Survey: Report of Findings,” Society of Actuaries, 2004.
20
Mark Olleman and Ilana Boivie, “Decisions, Decisions: Retirement Plan Choices for Public Employees and Employers,” National
Institute on Retirement Security and Milliman, Inc., 2011, http://publications.milliman.com/publications/ebpublished/pdfs/nirs_decisions_decisions.pdf.
21
Beth Almeida and Illana Boivie, “The Staying Power of Pensions in the Public Sector,” CPER Journal, 2009.
22
Kentucky Retirement System, “Comprehensive Annual Financial Report, Fiscal Year Ending June 30, 2012.”

5

