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As detailed in this report, substantial progress has been made in reining in some of the 
unsustainable spending identified in the Leaky Bucket report. But the state faces continuing – and
significant – challenges in curtailing the skyrocketing spending increases that undermine prospects for
economic growth.

A compelling case for the need to address spending was made in March of this year when Moody’s
Investors Service downgraded its rating on Kentucky bonds to AA2 (which is below AAA or prime)
and maintained a negative outlook for Kentucky.2 Moody’s noted Kentucky’s “significant fiscal stress
related to the economic downturn, a large and growing unfunded pension liability and a trend of re-
liance on non-recurring budget balancing measures.” Moody’s action followed that of Fitch Ratings,
which downgraded Kentucky from stable to negative, indicating concerns about the state’s financial
direction.3

Kentucky’s pension performance continues to be of great concern, with a study by the Pew Center
on the States finding the state’s system to be funded at only 58% of its liabilities compared to a na-
tional average of 78% in fiscal year 2009.

SUBSTANTIAL PROGRESS, BUT NOT ENOUGH
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Public employee pensions, 
although not addressed in the
original Leaky Bucket report,
have been of concern to the
Kentucky Chamber for several
years. Given the substantial
challenges faced by our state
pension system, the Chamber
believes additional action is re-
quired to ensure the system’s
long-term viability.

State employees participate in
the Kentucky Employee 
Retirement System—a defined-
benefit pension plan that 
provides employees a fixed monthly pension upon retirement.  The
amount of a retiree’s pension benefit is based on his/her salary and
length of time worked, but equates to roughly two-thirds of an 
individual’s working salary.  The average pension benefit for state
retirees was $20,292 per year in 2010.

In contrast, the Employee Benefit Research Institute reports that in
2009 only 35% of all Americans age 65 and over and 20% age 50
and over received some form of employment-based pension. The
average annual private pension in 2009 was $17,936 for those age
50 and over and $16,215 for retirees age 65 and over.1

As of 2009, there were 456,032 members of the Kentucky Retire-
ment Systems (state, county, state police and teachers).  The  chart
(above right) shows the membership levels of each system.

In February 2010, the Pew Center on the States released a 50-state survey comparing state pension systems on a number of 
factors and grading the performance of each state.  Kentucky fell below the U.S. average in terms of total liabilities, funds set
aside, percent of liabilities funded and 10-year funding high and low. The Pew report graded Kentucky as being Below Par
(grades assigned were Top Performer, Needs Improvement and Below Par) and deemed Kentucky as one of 19 states about
which the report had “serious concerns” about adequately funded pensions.2

The Pew report had this to say about Kentucky’s funding levels: “Kentucky had one of the most dramatic declines in pension
funding levels from 2000 to 2006 of the 50 states—a recent trend that could cause trouble if it persists. Government contribu-
tion rates fell short [of the actuarially required contribution] ... in nine of the past 15 years. The Commonwealth has done a
better job keeping up with funding requirements in its teachers’ fund.”3

A 2011 update of the Pew report found that Kentucky’s poor pension performance has continued, with the system funded at
only 58% of its $35.6 billion liabilities, compared to a national average of 78% in fiscal year 2009. Kentucky also paid only 58%
of its required employer contributions for pensions, compared to 64% nationally.4

Total Members in Kentucky Retirement Systems, 2009

aMembers who are currently employed by state or local government and are paying into the system with the state
matching employee contributions. bFormer employees who are not retired, did not withdraw their retirement 
contributions when they left public employment, and could eventually draw a pension. cMembers who are 
currently drawing a pension.
Source: Kentucky Combined Audit and Final Report (CAFR), 2009

Pew Study Comparison: State Pension 
Liability and Funding

Source: Promises with a Price: Public Sector Retirement Benefits, Pew
Center on the States, July 2010
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Kentucky is not alone in experiencing difficulty in
funding pension contributions; Pew found that only
nine states had paid the full actuarially required con-
tribution (ARC) from 2003 to 2008.

Recognizing Kentucky’s relatively poor pension sys-
tem performance and outstanding liabilities, the
General Assembly enacted a number of reforms in
2008. In addition to establishing a schedule to in-
crease pension funding, the legislation made signifi-
cant changes for new employees hired effective
September 1, 2008, including:5

§ •  the employee retirement contribution was in-
creased by 1%

§ •  final compensation is based on average high
five-year salary (instead of high three)

§ • to be eligible to retire, a state employee’s age
plus years of service credit must equal 87, and
the employee must be a minimum of 57 years
of age

§ •  limits were placed on the use of sick leave in
the retirement calculation

§ •  overtime can no longer be used in determining
final compensation in the retirement calcula-
tion

§ •  health insurance is based on a benefit of
$10/month for each year of service

§ •  a revised formula was developed resulting in a reduced pension benefit based on years of service

Legislation was also enacted in 2010—supported by the Chamber—that required two of the three members appointed by the
Governor to the Kentucky Retirement Systems board of trustees to have ten years of investment experience.6

Unfortunately, the 2011 General Assembly failed to enact legislation to address Kentucky’s pension problems. Legislation to
put new employees into a 401k-style defined contribution retirement program was passed by the Kentucky Senate but died in
the House.



CHAMBER RECOMMENDATIONS ON PUBLIC EMPLOYEE PENSIONS

CONCLUSION

The fact that state revenues in 2011 are above projected levels might give rise to the notion that Kentucky’s budget problems
have been resolved. It is important to note, however, that the state will still face an estimated $400 structural deficit in 2012,
even with the increase in revenue collections. Although meaningful work has been done to address spending growth in Medi-
caid, corrections and public employee health insurance, these costs continue to increase dramatically. The Kentucky Chamber
believes the key to Kentucky’s long-term economic recovery is an even greater emphasis on controlling unsustainable growth in
state spending. If taxpayers, businesses and the financial markets are to have confidence in Kentucky’s financial future — and if
the state is to follow a path to true prosperity — policymakers must remain vigilant in their efforts to ensure that Kentucky is
not spending beyond its means.

While some progress has been made to address Kentucky’s pension challenges, the Chamber believes more aggressive
actions are required, including:

•  Reduce Health Insurance Costs: Continue to focus on reducing health insurance costs, as they constitute 55% of
pension costs.7 This approach has already been adopted by the 2010 General Assembly and has the added benefit
of reducing costs for active as well as retired employees.

•  Suspend COLA: KRS 61.691 (2) provides for a 1.5% annual cost-of-living increase for retirees, unless suspended
by the legislature. The General Assembly should consider suspending this provision in the budget until the system is
more adequately funded.

•  Adopt a Defined Contribution Plan: Move to a defined contribution plan for new employees and use a portion of
the employer share of the contribution to fund a bond issue to help finance the transition from the current defined
benefit program. The Pew report identified this hybrid model as a promising approach that had been adopted by at
least five states. Oregon estimated a new hybrid program adopted in 2003 contributed to $400 million in pension
reform savings.8

•  Emphasize Total Compensation: It is important to remember that the amount the state contributes for each active
employee’s pension will continue to increase to address the shortfall in the pension system. Health insurance costs
will also continue to increase, although at a slower rate due to recent changes, so the total compensation of state
employees will continue to rise.  State government should do a better job of explaining to its employees that, al-
though pay raises have been limited in recent years, the total amount of compensation they receive, which includes
pension and health insurance benefits, continues to increase.  Emphasizing total employee compensation would
promote understanding of the value of all benefits provided.
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