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FOREWORD

The Committee for Program Review and Investigation, at its November, 1978
meeting, heard a request from Representative Harold DeMarcus for a review of
the Deferred Compensation System. This study, Program Evaluation: Kentucky
Public Employes Deferred Compensation System, is the first study undertaken by
the Committee. The written comments of the Deferred Compensation System Board
of Trustees are included in the appendices to the report.

We thank the Deferred Compensation System Board of Trustees and theijr
staff for their assistance and Cooperation in the course of this study.

Gaynelle Ruth Trevino was the pProject manager for this study and the
principal author of this report. The project staff also included Paul William
Squires and Robert Scheffel Wright. Any questions concerning the report may
be directed to Mrs. Trevino or to Mr. Wright.

Vic Hellard, Jr.
Director

The Capitol
Frankfort, Kentucky
January 1980
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SUMMARY OF RECOMMENDATIONS

Delays in Crediting Participant Accounts:

Sales

Funds in transit between payroll deduction and investment in partici-
pants' accounts should be invested temporarily for the benefit of the
Deferred Compensation System and participants.

Income from temporary investments should be used to defray administra-
tive expenses of the system.

The general fund appropriation should be reduced or eliminated as
investment income is received.

The Appropriations and Revenue Committee should consider this issue in
its budget review proceedings, as well as the related issue of whether
general fund appropriations for DCS are appropriate.

The Board of Trustees should act to assure that only one bank is util-
ized in transferring payroll deductions to participant accounts.

The General Assembly should consider legislation authorizing the Common-
wealth to disburse funds via electronic funds transfer.

Payroll deductions from public school employes should be forwarded to
the state treasurer as for other employes eligible for participation in
the deferred compensation system.

The account at Central Bank and Trust Company should be eliminated.
Electronic funds transfer should be wutilized to transfer funds from

school boards to the state treasury (and also to transfer funds from
there to the insurance companies).

Charges:

10.

11.

12.

A comparison of plan administration proposals in other states should be
made before another agreement for administration is made. Also, con-
tractual arrangements with insurance companies should be compared in the
same manner.

The Board of Trustees should review the sales charges Presently in force
to determine whether they serve the best financial interests of partici-
pants or whether an alternative structure would be better.

The Board of Trustees should seriously consider requesting new bids for
the annuity contracts and evaluating all proposed products actuarially
to determine which provides the best return to participants.



Statements Are Not Received in a Timely Manner:

13. The Board of Trustees should notify participants individually of changes
in plan provisions and participant agreements.

14. The Board of Trustees should continually monitor and periodically review
processing time of statements and related computer services and employe
performance to insure that statements are produced and delivered in a
timely manner.

The Revised DCS Plan Has Not Been Issued:

15. The Board of Trustees should act to assure that the revised plan is pro-
vided to participants as soon as possible.

Deferred Compensation System Staff:

16. The Board of Trustees should complete a systems analysis with the
Deferred Compensation System, with cooperation of the Bureau of Computer
Services.

17. The payroll operation should be included in a central payroll system.

18. Job descriptions, job procedures, the number of employes, and salaries
should be reviewed as all recommendations of this review are imple-
mented.

19. The General Assembly should consider legislation requiring that the

administrative costs of the DCS be borne by participants rather than
paid for by a general fund appropriation.

Legal Questions:

20. The Board of Trustees should maintain a declaratory judgment action
without delay, to resolve the question whether investment of deferred
compensation monies in common stocks is in conflict with Section 177 of
the Kentucky Constitution.

21. The Board of Trustees should review its eligibility policies to assure
consistency with statutes.

22. The Board of Trustees should propose legislation to achieve the strict
eligibility requirements it desires.

vi



Program Marketing Performance:

The Board of Trustees should monitor the program administrator's market -
ing and promotion activities on a regular basis to assure that all eli-
gible employes have the program explained to them and recejve an oppor-

23.

tunity to pParticipate.
State Computer System Support:
24,

The Board of Trustees should request that the Bureau of Computer Ser-
vices evaluate services for the DCS as part of the review of employe
jobs and procedures.

vii






INTRODUCTION

The 1974 General Assembly, in Senate Bill 230 (coded as K.R.S. 18.510 to
18.600), authorized deferred compensation for public employes, including per-
sons in the public school system. The Kentucky Public Employes Deferred
Compensation System, with the powers and privileges of a corporation, was
established to transact all business relating to deferred compensation for
public employes of the Commonwealth and public school employes. The system is
administered by a Board of Trustees composed of:

1. Commissioner of Insurance, ex-officio;

2. Commissioner of Finance, ex-officio;

3. Commissioner of Personnel, ex-officio; and
4. Two members appointed by the Governor.

The board employs an executive secretary, who is the chief administrative
officer of the board. Additionally, the board may:

1. Appoint other employes as necessary and fix their compensation,
subject to the approval of the Commissioner of Personnel;

2. Require such employes as deemed proper to execute bonds for the
faithful performance of their duties;

3. Establish a system of accounting;

4. Contract for services necessary for the operation and adminis-
tration of authorized deferred compensation plans, including
annual audits; and

5. Take necessary action and make rules and regulations not incon-
sistent with the enabling statute.

Employes serve at the will and pleasure of the Board of Trustees.

The Attorney General or his designee may act as legal advisor and attor-
ney for the board, and the board may also appoint legal counsel. An annual
financial report of receipts, disbursements, assets and liabilities is to be
sent to the Governor and the Legislative Research Commission. Board meetings
and records are open to the public.

Written agreements between employes and the State of Kentucky provide for
deductions from wages to participate in deferred compensation plans, estab-
lished by the Department of Finance and subject to the approval of the Board
of Trustees. Investment options include annuity contracts based on fixed
and variable income funds, life insurance and disability income insurance.

State employes elect to participate in the deferred compensation program
in addition to any retirement or other benefits. Income deferred (deducted
for the program) is still included as regular compensation for the purpose of
computing the retirement and pension benefits earned by employes. However,
income deferred (deducted) for the program is not subject to income taxes
withheld from employes' earnings.



Investments may be only as permitted by the Act and not prohibited by
Section 177 of the Kentucky Constitution. Persons or companies offering such
investments must be licensed by the State of Kentucky and applicable federal
regulatory agencies.

The State Treasurer is the custodian of funds collected and pays to the
board, when warrants are issued, amounts to be administered as provided in the
Act.

Any city, county or other political subdivision or combination of those
entities is authorized to establish a deferred compensation program for its
employes. Such deferred compensation plans are not considered in this review,
which deals only with the Kentucky Public Employes Deferred Compensation
System (DCS).

Program Review and Investigation Committee Action

At its November 30, 1978, meeting, a request for a reviev of the Deferred

Compensation System was submitted by Representative Harold DeMarcus.

A preliminary review, presented April 6, 1979, addressed the following
complaints about the program.

1. Delays occur from the time payroll deductions are made until
participants' accounts are credited.

2. Statements have not been received in a timely manner.
3. The sales charges are excessive.

4. The State computer system does not provide sufficient support
to the system.

5. Duties of the DCS staff do not justify their salaries.
The Committee voted to have a full review of the Deferred Compensation
System after hearing the preliminary report. The Committee also requested

that the possible financial impact in a change of insurance company carrier(s)
be reviewed.

DELAYS IN CREDITING PARTICIPANT ACCOUNTS

State Employes

The flow of deductions to state employe participant accounts is as fol-
lows:

1. Payroll deductions are made.

2. The state treasurer deposits the deductions into a 'special
deposit trust account" at Farmers Bank and Capital Trust Com-

pany.



3. The DCS executive secretary transfers these amounts from the
Farmers Bank account to a clearing account at State National
Bank.

4. The executive secretary writes checks to Nationwide Insurance
Company and Kentucky Central Life Insurance Company from the
account at State National Bank.

5. The insurance companies credit individual accounts for contract
amounts when checks are received (sooner in some cases).

Exhibit 1 shows that elapsed time from the date that payroll checks are
written and deductions are made to the date that amounts deducted are credited
to individual accounts varies. These dates on which payroll dates were writ-
ten were obtained directly from the State Treasury Department. The dates on
which funds were transferred to the State National Bank and on which checks

were written and mailed to Kentucky Central were provided by DCS staff. Ken-
tucky Central always credited deposits for interest as of the first, regard-
less whether they were received early or late. Elapsed times from payroll

deduction to deposit may vary (1) for individual employes, as pay dates vary
from period to period, and (2) from one employe to another, as some are paid
earlier than others for a given pay period.

For example, for the pay period ending June 15, 1976, payroll checks were
actually written June 29, 1976. Fifteen days later, a check was written to
transfer funds from Farmers Bank to State National Bank. Nineteen days after
that, checks were written to send funds to the insurance companies. Then,
four days later, participant accounts were credited for the deductions. The
lag from the time of deduction until accounts were credited was 38 days
elapsed. For the pay period ending March 31, 1979, payroll checks were writ-
ten April 9, 1979; 16 days later a transfer was made to State National Bank;
one day later checks were sent to the insurance companies; four days later
accounts were credited. From time of deductions to credit of account, 21 days
elapsed.

Amounts deducted from employe checks remain in Farmers Bank until the
check transferring funds to State National Bank clears and they remain at the
State National Bank until the checks to the insurance companies clear. The
State Treasurer has an investment arrangement with Farmers Bank for funds on
deposit at Farmers Bank, but does not have an investment arrangement with
State National Bank. Investment income earned on deferred compensation deduc-
tions at Farmers Bank is credited to the general fund (not to DCS or program
participants), while no investment income from the funds for any state account
is earned at State National Bank. Any funds transferred from State National
Bank and received by the insurance companies before the first of the month can
be invested for the credit of the insurance companies.

It is important to note the dates that deductions were credited to par-
ticipant accounts. Note, for example, the pay period ended January 26, 1977.
Funds were transferred to Kentucky Central on March 15, 1977, but participant
accounts were credited as of March 1 -- fully fourteen days before checks were
written to the company. An advance against the premiums due was made by the
company on the first of the month so that no interest was lost by the partici-
pant for that particular month.

In 68 pay periods, the insurance company received 40 payments before the
first of the month and 28 payments after the first of the month. The total

3



(/€28 n : LL/6/8 (LITelL

LLIE/R . 8
MM“M“M ! hh“Hm“m 1z (1/0T/8 ¢t ce/on/t LLISUL
m\.\~\m 1 - .«hh\N \mw 9 NN\NN\N 91 NN\.—‘A\\- mh\Cﬂ\o
[L/1/8 1 - wlL]T I8 L Le/9lt A Le/vely LL/s1/9
L ¢ (L]82/9 L LL)1el9 4 L2/6/9 Le/els
W ¢ 1178219 0z 117819 3¢ LLlsels LL/si/s
L9 9 - will L19 AL Le]otls Lt LL/6ls Le/oel
L1/119 9 - wll] L]9 12 LL)tuls 91 LLIsely LL/stln
LLI1]S g - wll] 6/ L1 LLleely [ ¢ LLlely LL/ie/c
LY - *N\.\Nd\q 81 hh\mN\m. LI ‘ LL/8le LLi8ele
e o " fuere - dnc,
o i f oo :
LIt 1 L/
IXTATRA 1 Le/elt 92 telslt 91 9L/02/e1 gr/st/en
Lyt € 91/62/T1 T 91/82/T1 12 9L/L/tt 9L/0€/ 11
ITAAYA € 9¢/62/21 T 9L/ttt 81 9L/6T/1T 9L/G1/11
9¢/1/21 1 9,/0€/TT 11 9L/6/11 6 9L/0T/11  9L/1€/01
97/1/T1 1 92/0€/11 ST 9L/s/11 ot 9¢/9z/01 9¢/61/0%
9L/1/ 11 Y 9,/82/01 r/ 9¢/9t/01 ! 9L/11/01 9L/0€/6
9¢/1/11 Y 9,/82/01 0z 9¢/8/0T 0t 9L/82/6 9L/S1/6
YRAVL 1 91/0¢/6 € 91/12/6 L 9L/01/6 9./1£/8
9r/1/01 T 9£/0€/6 A4 9/8/6 y1 9¢/5t/8 9,/ST/8
9L/1/6 S 9//tc/8 L 9//02/8 6 9L/11/8 9L/1E/L
9L/1/6 S 9¢/12/8 €2 9t/v /8 8 : 9L/LeltL 9L/st/tL
9L/ 1/R Y 9¢/87/L 9 9r/TelL ot 9L/21/tL 9//0€/9
9L/1/8 y 9t/82/1L 61 91/6/t 198 9L/%t/9 91/sU/9
_Nmuasouu< 1 skeq 3o OpPTMUOTIBN ® seq jo ued °T,3BN 233§ O3 skeq jo  ua311TIM SH22UD papud
sjuedyd _____‘oN Te30] Te13juad £y o3 ‘oN TE3IO0L peiiesjsuel], SpPUNg *ON Te3lol Troaked potaad
—tiieg 031  Teiaud) Ay 38 PITTEH S3A23UD  Hueq TeuoT3eN jueg sidwied aied Aegd
poaipai)  pue 3Fsuelil Ul ajeag uf sfed ut sde@ Jo °ON

sfe@ Jo xoquny

6L6T ‘TE HOUVA OL 9L6T ‘ST 3NAL
¢SINNODOV ,SINVAIDILYVd OL SNOILONAAA 40 MOTA

T LI4IHXH



B/ 1/
SL/1/11
SL/L/LT
SL/1/01
SL/1/01
SL/1/6
8L/1/6
8L/1/8
8L/1/8
8L/1/L
8L/1/¢
82/1/9
RL/T/9
$L/1/S
QL/T/S
8L/T/V
8L/1/b
8L/1/S
8L/1/E
8L/1/2

8L/1/2
8L/1/1
RL/T/L
LI/
LLIV/TT
LL/i/1
LU/
AYAVI
LL/1/01

_S3Unondy
‘ squedpo
-134vg 03

Po3Lpain

£ ¥8L/V /2T L 8L/L2/11 bs 8L/VZ/0T 81/51/01
l 8L/1g/01 S 8./92/01 ST 8L/11/01 8L/0:/6
[ 8L/15/01 S 8L/92/01 82 8L/8Z/6 8L/S1/6
b - ¥8L/S /01 8 8L/L2/6 ST 8L/21/6 8L/1£/8
b - ¥8L/S /0T 8 8L/L2/6 Vg 8L/vZ/8 8L/S1/8
11~ ¥8L/T1/6 8T 8L/52/8 62 8L/12/1 8L/S1/L
v 8L/82/L T 8L/L2/L or 8L/TL/L 84/0 /9
v 8L/8Z/L I 8L/L2/¢ 172y 80/52/9 8L/S1/9
6 - ¥8L/01/L €T 8L/L2/9 1z 84/8/9 8L/15/S
0 - ¥8L/OT/L £1 8L/L2/9 g5 8L/S7/5 8L/51/5
2 8L/92/5 I 8L/52/5 ) 8L/6/5 8L/05 /b
9 84/92/5 T 8L/ST/S 1€ 8L/v2/b 8L/ST/b
S 82/92/Y 0 8L/92/v 91 8L/01/y 8L/15 /5
3 8L/92/y 4 8L/V1/v 2z 8L/57/5 8L/ST/S
£ - ¥8L/V/Y 9 8L/67/¢ 0z 8L/6/5 8L/87/2
¢ - ¥8L/v/b 61 8L/91/¢ L1 8L/12/2 8L/S1/2
8 - ¥8L/6/S 6 8L/82/2 8T 84/01/2 8L/15/1
8 - *8L/GT/E bz 8L/S1/2 b1 84/05/1 8L/ST/T
G - ¥8L/01/2 6 8L/1/ 12 8L/11/1 LL/is/zn
6 - ¥8L/0T/2 6z 8L/21/1 £z LL/0Z/2T LL/ST/TT
£ LL/6z/et 8 LL/z/zn yT a LLIOS/TT
¢ LL/62/21 L1 LL/TT/2T 0z LL]22/T1 LL/ST/TL
0 L/ 8 LL/sT/TT ST LL/8/T1 LLITS /0T
0 LL/1/et 0z LLITT/TT or LL79/01 LL/ST/01
I - ¥l L/2/1T L LL/92/01 o1 LL/0T/01 LLIOS /6
T - *LL/T/TT 12 LL/21/01 o1 LL/92/6 LL/ST/6
4 LL/62/6 0 LL/62/6 0z LL] /6 LL/1s /8
Z LL/GZ/6 0z LL/G/6 o1 LLIVvZ/8 LL/S1/8
sdeq jo 9pPTMUOTIBN B sfeq jo  yueg *T,3eN 23838 o3 sfeq jo U233TIM Syday) popuy
.ﬁ.cz 18301, TeI3uad) £y 03 *ON T®BlOL paiasjsuea], spung *ON TeBIO]L TT0adeg poraoy
Texjua) *Ly e jueqg sasuwieg aje( Leq

Pue 3fFsuea] uy
sdeq jo xoquny

PaTTeH syday)

SINNODDV ,SINVAIOIINVA OL SNOIIONAHAA 40 MOT4

jueg TeUOTIEN
9381318 uy sfeq

(panutjuo))

T LIMIHXA

ur sdeq jo °‘opN



syjuow 2yl Jo IASITJ 2yl JO Se pajFpaid sém junoooe juedyofized ay3l eyl 9joN  "yjuow ayj 10j 150 setm IFPaId 3sdIvIUY CZN

-paaTa091 Sem 9OUBIITWRI B D10Jdq PIIFPIID SEA Junodoe ue sAep 3o Iaqunu 2yl moys s3andij antiesSoN

]

!

Auedwo?n 9ddueansuj 93F1 Teajua) £ydonjuay :S3unodde quedyorized o3 pa3Tpaad soled
waiskg uopiesuadwo) pailiajza( :s23ILP guirew pue I2jsubl]
1o1nseol]), 93€1g  isajep Jjoddi

1Sa0anug
6LITIS ) 6L/971Y i 6L/STlY o1 6L/61/Y 6L/1E/C
6Lin/s ] 6L/9t/Y 1 6L/ST/Y €c 6L/12/¢ 6L/su/e
6L/v/y S 6L/Le/E T 6L/92/¢€ 81 6L/8/¢ ol/uzlt
GLILIY S 6L/te/e 1 6L/92/¢€ BZ 6L/92/¢ 6L/SH/T
GLIL/E z 6Ll 0 6L/L2]t 61 6L/8/T 6L/
olL/1/t rd 6L/LTlT 0 6L/tLelt €C 6L/ST/1 6L/ST/T
6L/V/T s 6L/0€/1 y 6L/9z/1 91 6L/2T/1 ARV EA
6L/t/e z 6L/0c/1 Y 8L/92/1 L€ 8L/0z/tT gL/sv/zx
6L/l € - ¥6L/9/1 T gL/tT/TT 91 gL/9/e1 CgLfoc/
oL/t £ - ¥6L/%/1 €1 8L/ee/et 1€ 8L/t 8L/ST/TT
gL/ € - PLTNATEAS L gL/Le/n 81 8L/6/TT g8L/1C/j01
_87Un0ddy 1 mmwn Jo 9pPTMUOTIBN R skeq jo >ueg °T,3eN °3elS 03 sfeq Jo U2I13TIM SR popu
[4 sjuedio . *ON Te3lolL Teajua)d .hvm 07 *OoN Te®3I0l —uwuuvumﬂmu.ﬂ spung coN Teaol .H._.Guar:— popaad
~11aeg 01 Jviquen <A 38 PATFEH S}22UD MMMM|mmmmwmmm lmﬂlimwmammw ajuq Aug
partpaLl) pue 3ysuea] ufy 23815 UT sfeqd uf sfeg jo °ON

skeq Jo 1oquny X ,
penut 3uo)

SINNODDV ,SINVJIDILEVd OL SNOIIONAAd 0 MOTd

T LI4IHXd



number of days (not the total number of times) that payments were late
exceeded the total number of days that payments were early, so Kentucky Cen-
tral apparently credited more interest to participant accounts than they might
have earned by investing idle funds to their benefit in these lag or float
periods.

The use of checks instead of electronic transfers causes much delay in
the flow of funds to participant accounts. However, opinion of the Attorney

the state treasury cannot be legally done under the present statutes. Action
of the General Assembly will be necessary to authorize this kind of trans-
fer...."

Staff calculated an estimate of the amount of interest that could have
been earned on the amounts deposited at the State National Bank from January,
1976, through June, 1979, had they earned interest at prevailing short-term
interest rates. The estimate was prepared by multiplying the actual balances
on deposit times the number of days each balance existed, times a daily peri-
odic interest rate derived from the average interest rate paid on new U.S.
Treasury bills issued in each month. This rate was used for this estimate
because Farmers Bank uses current Treasury bill rates in calculating the rate.
it pays on state money invested there overnight and over weekends.

The amount of potential interest earnings thus estimated was $42,710 for
the period January, 1976, through June, 1979. This is only an estimate. The
true amount depends on the actual investment opportunities available to the
bank on specific dates throughout this period.

RECOMMENDATIONS :

1. Funds in transit between payroll deduction and investment in
participants' accounts should be invested temporarily for the
benefit of the Deferred Compensation System and participants.

2. Income from temporary investments should be used to defray
administrative expenses of the system. (See also discussion of
the propriety of a general fund appropriation for DCS under
"Staff Duties and Salaries" below.)

3. The general fund appropriation should be reduced or eliminated
as investment income is received.

4. The Appropriations and Revenue Committee, in its budget review
proceedings, should consider this issue with the related issue
of whether general fund appropriations for DCS are appropriate.

5. The Board of Trustees should act to assure that only one bank
is utilized in transferring payroll deductions to participant
accounts.

6. The General Assembly should consider legislation authorizing
the Commonwealth to disburse funds via electronic funds trans-
fer.



Public School System Employes

For participants who are in the public school system, steps in the trans-
fer of deductions to participant accounts are as follows:

1. Payroll deductions are made.

9. The school board deposits deductions to a special account at
the Central Bank and Trust Company in Lexington.

3. The DCS executive secretary writes checks to the insurance
companies on the account at Central Bank and Trust.

4. The insurance companies credit individual accounts when the
checks are received.

The account at the Central Bank and Trust Company was established under
authority of the Secretary of Finance, State Treasurer and the Board of
Trustees of the Deferred Compensation System. The account was established
because of school board(s) objections to depositing money in the state treas-
ury that had been withheld from public school system employes' pay.

The enabling statutes for the DCS specify that the group of employes eli-
gible for the system "includes persons in the public school system'" and also
specify that the "state treasurer shall be the custodian of the funds col-
lected."

RECOMMENDATIONS:

1. Payroll deductions from public school employes should be for-
warded to the state treasurer as for other employes eligible
for participation in the deferred compensation system.

2. The account at Central Bank and Trust Company should be elimi-
nated.

3. Electronic funds transfer should be utilized to transfer funds
from school boards to the state treasury (and also to transfer
funds from there to the insurance companies) .

SALES CHARGES

Annuity plans offered through the deferred compensation system are
described briefly below.

1. Fixed Annuity: The fixed annuity account is offered by Ken-
tucky Central Life Insurance Company. Annual interest payments
at a guaranteed rate are made; the interest rate is re-set
annually for the next year. A sales charge (or load fees) of
six percent of each new contribution is assessed.

2. Variable Annuity: The variable annuity is offered by Nation-
wide Life Insurance Company. Participants may choose that
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their contributions be invested in any of four mutual funds. A
sales charge of five percent of each monthly contribution is
assessed, plus an annual charge of $8.00 per participant
account.

Life insurance and disability income contracts may also be purchased from Ken-
tucky Central.

The Board of Trustees of the Deferred Compensation System surveyed other
States to obtain an "Analysis of Deferred Compensation Programs" (Exhibit 2).
Teachers Insurance Annuity Association, which has the largest tax sheltered
annuity program in the nation, was included for comparative purposes.

Note that sales charges (or "load fees") may vary from "none" to 8%,
while administrative charges vary from "none" to $13.00 yearly. (0f course,
asset charges of .59% could be more than $13.00 yearly.) It is important to
compare the surrender value and yield 1 at ten, twenty and thirty year inter-
vals when comparing sales and administrative charges.

The sales charge for Kentucky is higher than those in most states sur-
veyed. As the sales charge is applied only to current or new contributions at
the time they are made, while the interest rate applies to prior years' con-
tributions, to interest on prior contributions and to current contributions,
at thirty years Kentucky is second in yield.

an investment product over the period of time an average employe participates
in a plan. Load charges may be the employe's best financial alternative,
under some circumstances, while a no-load product with a lower interest rate
will be better under different circumstances.

The comparative example set forth in Table 1 shows the net gain and
account value of contributions of $1,000 per year over different periods of
employe participation. Case A shows the earnings and growth in account values
of an account earning 8.5 percent per year interest and having a 6.0 percent
front-end sales charge (load fee). This is exactly the arrangement under the
DCS fixed annuity contract option offered by Kentucky Central Life Insurance
Company. Case B shows the same data for an account earning 7.75 percent per
year but with no sales charge. This "spread" of 0.75 percent is a reasonable
estimate of the amount the carrier would lower the guaranteed interest rate jf
the sales charge were eliminated. Under these conditions, employes who par-
ticipate in the program for more than 15 years are better off with the sales
charge, while employes who participate for less than 15 years are better off
with the no-load, lower-interest alternative. Thus, in the example, an
employe who contributed $1,000 per year for 25 years would have an account
value of $80,840.75 under Case A, but of only $76,103.50 under Case B. An
employe who contributed the same yearly amount for ten years would have more
under the no-load conditions -- $15,034.37 -- than under the higher-interest
option with the 6 percent sales charge -- $14,737.18.

Aside from consideration of ultimate yield on investment, much of (he
complaint regarding the sales charges associated with the deferred compen-
sation products arises from a presentation made to the Task Force on Deferred
Compensation by the Kentucky Employes Retirement System (KERS). While a firm
sales charge was not proposed, it was projected that actual administrative and
sales costs would not exceed two percent of current contributions. The KERS
proposal was accepted by the task force, but a later study by the Department
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of Insurance concluded that KERS would not be suitable for administration and
sales. KERS never presented a firm proposal in writing to the Department of
Insurance. The Board of Trustees considered proposals submitted for the
Department of Insurance study and did not choose KERS. PEBSCO was designated
by the Board as sales administrator and marketing agent for the investment
plans offered through Kentucky Central and Nationwide Life Insurance Compa-
nies.

The initial agreement between the Board of Trustees and PEBSCO (Appendix
D) expired October 8, 1979, and a new, MOIE€ detailed agreement between the
Board and PEBSCO was adopted at that time.

The Board of Trustees of the Kentucky Employes Retirement System consid-
ered the question whether they would choose to administer the deferred compen-
sation program. They officially declared that they were not in a position to
consider administering the system nor to make any proposal to do so.

RECOMMENDATIONS:

1. A comparison of plan administration proposals in other states
should be made before another agreement for administration is
made. Also, contractual arrangements with insurance companies
should be compared in the same manner. There is no assurance
that what other states are doing represents a wiser course, but
some data can be obtained from comparisomn.

2. The Board of Trustees should review the sales charges presently
in force to determine whether they serve the best financial
interests of participants or whether an alternative structure
would be better.

3. The Board of Trustees should seriously consider requesting new
bids for the annuity contracts and evaluating all proposed
products actuarially to determine which provides the Dbest
return to participants.

POSSIBLE FINANCIAL IMPACT
OF A CHANGE OF INSURANCE CARRIER

For participants, there should be no significant financial impact in a
change of insurance carrier in a deferred compensation system. It is possible
that a carrier holding previous contributions could lower the interest rate
paid thereon to the guaranteed minimum rate, which is typically less than the
current rate paid. In such an event, though, the Board of Trustees (not the
participants themselves) could transfer such funds to another carrier. When
changes were made in other states, these were the results.

1. Investments already made remained with the original carrier.
Should investments be taken from the original carriers, the
state has an obligation to participants for the amount of the
original investment even though with another carrier.

nN

New investments are made, from a certain date, with another
carrier, with the express consent and agreement of partici-
pants.
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There could be an adverse financial impact for an insurance carrier which
had not recovered start-up costs by the time a change of carrier was effected.
There should be no adverse financial impact on the plan administrator, assum-
ing that agency agreements were favorable for operations to start and con-
tinue.

TIMING OF STATEMENTS

The Public Employes Deferred Compensation Plan (Appendix B) specified
that "all interest, dividends, charges for premiums, benefits payable under
policies or annuities, and capital or market changes applicable to each
employe's deferred account shall be reflected in each quarterly report..."
(emphasis added) . Moreover, the agreement signed by each participant in the
plan designated that quarterly statements would be rendered.

As the Deferred Compensation System was put into operation, the following
problems with quarterly statements arose.

1. About 60 to 90 days were necessary to process information.
2. Interest was shown at year-end only on fixed annuity accounts.

As a result of these and of other problems which had not been previously
recognized or anticipated in reconciling deductions made through the great
number of payrolls in the vtate, the quarterly statements were confusing and
incomplete. The Board of Trustees changed to annual statements, but did not
notify participants individually of the change. A publication entitled
"Commonwealth of Kentucky, Deferred Compensation Report, Fall 1977," contained
an announcement that the quarterly statement had been discontinued and that
only annual statements would be provided.

Account statements for 1978 were issued within the time limit specified
in the agreement between the Board of Trustees and PEBSCO, the program admin-

istrator. Statements show the status of accounts through October 31 of any
calendar year; only those deductions made through October 31 are shown on the
statement. This feature continues to cause some confusion among participants

who are accustomed to financial statements for a normal calendar year (January
1 - December 31) instead of other fiscal year periods -- e.g., November
1 - October 31.

RECOMMENDATIONS :

1. The Board of Trustees should notify participants individually
of changes in plan provisions and participant agreements.

2. The Board of Trustees should continually monitor and period~-
ically review processing time of statements and related com-
puter services and employe performance to insure that state-
ments are produced and delivered in a timely manner.
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REVISED DCS PLAN HAS NOT BEEN ISSUED

Changes in the Internal Revenue Code affecting deferred compen-
sation plans for public employes were officially promulgated in October,

1978, and became effective on January 1, 1979. (A summary of these
changes 1s included here as Appendix c.) These changes do affect
Kentucky's deferred compensation plan. Because of these changes, a

revised plan must be issued to participants.

FINDING:

The new plan has not yet been issued to participants.
This 1is another instance of the Board's failure to notify partici-
pants of changes in the program. In addition to the general recommenda-

tion stated at the end of the previous section, we also make the follow-
ing specific recommendation.

RECOMMENDATION:

The Board of Trustees should act to assure that the revised plan is
provided to participants as soon as possible.

DCS STAFF DUTIES AND SALARIES

Present staff members at the deferred compensation system and their
monthly salaries are listed below.

Executive Secretary $2,074.00
Administrative Secretary 998.00
Account Clerk 643.00

This staff handles approximately 6,800 individual accounts, answers par-
ticipants' inquiries, transmits funds within the system and transmits to the
plan administrator the detail of deductions from more than 300 payrolls in the
state.

This function includes issuing federal tax forms (1099 forms) issulng and
authorizing checks to participants, and filing necessary tax forms and reports
with the Internal Revenue Service. Most of this mass of detail work 1is
handled manually. Projections indicate that the number of participants will
increase. The Board must thus prepare for an increased workload.

An equity problem surrounds the issue of whether the Commonwealth should
support the Deferred Compensation System via general fund appropriations.
Specifically, 1t can be argued that the administrative costs of a fringe bene-
fit which at present serves a minority of state emp loyes (roughly 6,100 out of
over 36,000 eligible) should be borne by those whom it benefits rather than by

16



the taxpayers, and that the state's support in establishing, organizing and
providing trustee oversight to the program is sufficient. Further, it may be
inconsistent for the state to support this fringe benefit with a general fund
appropriation while it does not do so for the Kentucky Employes Retirement
System. Withdrawal of general fund support would not mean the end of the pro-
gram, nor would it mean that the Board of Trustees would be without staff:
the costs could be borne by the participants if the Board of Trustees so
chose. At the present contribution levels of approximately $6,000,000 per
year, the Board's administrative costs of approximately $90,000 per year
represents about 1.5 percent of new contributions annually. Obviously, the
change in question would reduce the return to pParticipants: the Board would
have to balance its need for executive staff with its concerns for maximum
yield to Participants.

RECOMMENDATIONS :

1. The Board of Trustees should complete a systems analysis within
the Deferred Compensation System, with cooperation of the
Bureau of Computer Services.

2. The payroll operation should be included in a central payroll
system.

3. Job descriptions, job procedures, the number of employes and
salaries should be reviewed.

4. The General Assembly should consider legislation requiring that
the administrative costs of the DCS be borne by participants
rather than paid for by a general fund appropriation. (See
also discussion of interim investments above.)

LEGAL QUESTIONS

Several important legal questions arose in our investigation and in
the committee's deliberations on the statutory structure and authority
of the Deferred Compensation System. The main questions were: (1)
whether deferred compensation monies -- i.e., amounts deducted from par-
ticipants' salaries -- could be invested in the common stock of corpora-
tions or in mutual funds, whether backed by stocks or bonds, and (2)
whether the Kentucky Employes Retirement System (KERS) could provide the
services now provided by the Kentucky Public Employes Deferred Compen-
sation System (DCS). To resolve these questions, a formal opinion of
the Attorney General (OAG 79-414, Appendix E) was obtained.

Investments in Stocks and Mutual Funds

Section 177 of the Kentucky Constitution provides that:
The credit of the Commonwealth shall not be given, pledged or
loaned to any individual, company, corporation or association,

municipality, or political subdivision of the state; nor shall the
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Commonwealth become an owner Or stockholder in, nor make donation
to, any company, association or corporation...

In two previous opinions, OAG 73-695 and 73-808, the Attorney Gen-
eral advised that there was a possibility that stock investments might
be in conflict with Section 177 of the Kentucky Constitution, and recom-
mended that a declaratory judgment action should be maintained to
resolve the issue. This was not done.

However, the Attorney General provides an affirmative opinion,
pbased on further consideration of case law, that deferred compensation
monies may legally be invested in the common stock of a corporation Of
in mutual funds. This opinion is based primarily on the principles that

the monies of the PEDCS do not comé directly from tax funds,
but are voluntarily assigned to it from employes of the Common-
wealth, and there is no diversion of tax revenues from normal
government channels by such investments.

Further, the Court of Appeals has held that "becoming a 'member’ of a
mutual company does not make the insured a 'stockholder' within the meaning of
Section 177 of the Kentucky Constitution.” This is applied to the specific
conclusion that deferred compensation monies may be invested in mutual funds.

RECOMMENDATION:

The Board of Trustees should maintain a declaratory judgment action
without delay, to resolve the question whether investment of
deferred compensation monies in common stocks is in conflict with
Section 177.

Administration of the Deferred Compensation Program
by the Kentucky Employes Retirement System

As discussed elsewhere in this report, one source of complaints and
confusion over the level of sales charges was a presentation made by the pre-
vious general manager of KERS to the Deferred Compensation Task Force, in
which it was estimated that KERS could administer a deferred compensation pro-
gram for charges approximately equal to two percent of new contributions. The
Committee for Program Review and Investigation asked whether it would be pos-
sible for KERS to administer the deferred compensation program.

The opinion of the Attorney General addressed this question:

KERS could not offer a deferred compensation plan without
massive statutory change in its composition  oOr without
(statutorily) offering a separate fund which would meet federal
requirements for consideration as a deferred compensation system.

If proper statutory changes were enacted, though, KERS could offer what is now
offered by the Deferred Compensation System. The Board of Trustees >f the
Kentucky Employes Retirement System considered the question whether they would
choose to do so. They officially declared that they were not in a position to
consider administering the system nor to make any proposal to do so.
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Definition of Employe

The Board of Trustees implemented in practice a rule defining "employe"
(for purposes of eligibility) more narrowly than in KRS 18.510. Specifically,
the board has adopted a definition very similar to that used by the Kentucky
Employes Retirement System.

We requested the opinion of the Attorney General on this matter. His
response is given here in full.

We do not believe the board of PEDCS can, by regulation,
reduce the term "employe’ inconsistently with the definition of the
term in the statute. Otherwise, the regulation would have the
effect of amending the statute. An administrative agency has only
those powers granted to it by the statute Creating it.

Providing the clarification does not, in effect, amend the
statutory definition, such clarification may be authorized where it
merely interprets and actually clarifies a statutory definition.

RECOMMENDATTONS :

1. The Board of Trustees should review its eligibility policies to
assure consistency with statutes.

2. The Board of Trustees should propose legislation to achieve the
strict eligibility requirements it desires.

ROLE OF THE PROGRAM ADMINISTRATION COMPANY

The program administration company (or program administrator) is the
Public Employees Benefit Services Corporation of Kentucky (PEBSCO-Kentucky), a
wholly owned subsidiary of the Public Employees Benefit Services Corporation
(PEBSCO), a Delaware corporation having its main offices at Oklahoma City,
Oklahoma. PEBSCO-Kentucky is, by written agreement with the Board of
Trustees, the exclusive program coordinator (administrator) of the program.
PEBSCO—KenLucky is paid according to separate agency agreements (contracts)
with Kentucky Central Life Insurance Company and Nationwide Insurance Company.
(Participants pay sales charges to the insurance companies, which in turn pay
commissions to PEBSCO-Kentucky. )

The program administration agreement requires that PEBSCO-Kentucky pro-
vide seven basic services to the deferred compensation program.

1. Assist the Board of Trustees in preparing the Deferred
Compensation Plan and its attendant agreements, together with
appropriate requests for rulings, so that all documents meet
the requirements of Kentucky law, the Internal Revenue Code,
Securities Exchange Commission regulations and U. §. Depart-
ment of Health, Education and Welfare regulations.
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2. Assist the Board of Trustees in preparing bid specifications
for insurance and annuity contracts and assist the Board in
reviewing bids received.

3. Review from time to time and provide pertinent information to
the Board concerning the performance of insurance and annuity
contracts.

4. Consult with and advise the Board of Trustees and appropriate

staff of the Department of Finance and Department of Per-
sonnel in developing computer software systems and other man-
agement systems.

5. Provide reports 1o all participants, as well as appropriate
summaries to the Board of Trustees which detail the deferred
amounts collected and the values and coverages obtained and
remaining.

6. Interview personally all eligible employes and explain the
advantages of the system (that is, promote and market the
products offered by the Deferred Compensation System) .

7. Recommend procedures to install and maintain a comprenensive
method of audits and controls to assure the system's fiscal
integrity.

The Deferred Compensation System was duly established and appropriate
favorable rulings obtained by PEBSCO's and PEBSCO-Kentucky's assistance.
PEBSCO-Kentucky assisted in preparing bid specifications, but the task of
reviewing bids received was assumed and performed by the Kentucky Department
of Insurance. Issues concerning data processing assistance and account state-

ments are addressed elsewhere in this report. Issues concerning periodic
review of products an development of system audits and controls were not
addressed by this study. PEBSCO-Kentucky's performance in promoting and

marketing the plan is addressed below.

Program review staff did visit the PEBSCO offices in Oklahoma City. They
observed an operation of substantial size which seemed to be well-orzanized
and smoothly running. PEBSCO personnel seemed to be quite knowiedgeable con-
cerning their operations and their client accounts.

A survey of a randomly selected sample of state employes was made to
evaluate the quality of PEBSCO-Kentucky's marketing and promotion activities.
The sample consisted of approximately one percent of all permanent full-time
and permanent part-time state employes, excluding seasonal, temporary, €mer-
gency and federally funded, time-limited employes. (This selection coincides
with the eligibility policy adopted by the Board of Trustees.) Four hundred
twenty-seven survey forms were mailed, of which 170 usable responses were
returned. Public school system employes were not surveyed because very few
are enrolled. The survey questionnaire was used to answer the following ques-

tions regarding PEBSCO-Kentucky's plan marketing and promotion and perfor-
mance.

1. Has PEBSCO-Kentucky explained the Deferred Compensation
System to a significant percentage (all) of state employes?
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2. Has PEBSCO-Kentucky explained the DCS to all eligible
employes, including those outside the Frankfort area?

3. Has PEBSCO-Kentucky explained all of the available DCS
investment and insurance options to potential participants?

4. Of employes who have had the plan explained to them was it
explained to them by the program administrator or by another
party?

A copy of the survey form is included here as Exhibit 3.

Not all respondents answered all questions. Several respondents answered
that they had or had not had the DCS program explained to them but did not
answer the questions whether they had received explanations of the specific
options. For example, 170 persons answered that they had or had not had the
DCS explained to them -- 73 had; 97 had not -- but only 157 responded to the
question whether the fixed annuity option had been explained to them.
Responses are summarized in Table 2. The N beside each question indicates the
number of respondents answering the given question.

Of 167 respondents, 89 (52 percent) had heard of the Public Employes
Deferred Compensation System. Sixty (35 percent) had heard of PEBSCO.
Twenty-nine respondents (17 percent) participate in the DCS program. of
these, 16 Participate in the fixed annuity option, 1 in the variable annuity
option, 5 in the life insurance option, and 2 in the disability income insur-
ance option; 5 indicated that they did not know in which option they were
enrolled.

Seventy-three respondents (42 percent) have had the program explained to
them; 97 have not. Of those who have had the DCS explained to them, 39 were
contacted by PEBSCO (or Davenport-Dillard, the predecessor corporation of
PEBSCO) representatives, 10 learned of the program through Department of Per-
sonnel staff or publications, 7 from an insurance company, and 7 either
from others (e.g., co-workers) or they could not recall who contacted them.

Of the 73 who had the program explained to them, 61 had the fixed annuity
explained, 56 received an explanation of the variable annuity, 66 received an
explanation of the 1life insurance option, and 53 received an explanation of
the disability income insurance option.

Because of the low response rate to the questionnaire, a firm conclusion
regarding the question whether high-salaried personnel received explanations
of DCS more often than low-salaried employes is not possible. However, casual
observation indicates that a higher proportion of high-salaried than of
low-salaried employes have received explanations of the program.

Geographically, three counties were more heavily represented among
respondents than others: Franklin County vyielded 74 respondents, Jefferson
County 14 and Warren County 10. The other 44 counties from which responses
were received yielded a total of 70 responses. Far more respondents in the
three most represented counties had heard of DCS than in the other forty-four
counties: 63 percent vs. 40 percent. More respondents in the three counties
had heard of PEBSCO: 41 percent vs. 30 percent. Slightly more respondents in
the three counties are participants in the deferred compensation program: 19
percent vs. 16 percent.
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EXHIBIT 3

DEFERRED COMPENSATION SYSTEM STUDY SURVEY FORM

Dear State Employee:

The Committee for Program Review and Investigation is studying the Kentucky

Public Employees Deferred Compensation System (DCS) including the functions of the
program administration company, PEBSCO. '

Please help us in this study by completing the following questionnaire. Your

response will be of great value to us in completing a report for the Committee.

Individual names will not be included in the report.

Thank you very much for your help.

ynelle R. Trevino
Senior Program Analyst
Legislative Research Commission
502-564-8100, Ext. 566

p—t

Wb W N

N

10.

. Your Name

Your Job Title ,
County where your work station (or main work station) is located .
How long have you been an employee of the Commonwealth? _Years

. If your employment has not been continuous, please show how long your current period of

employment has been Years

Have you heard of the Public Employees Deferred Compensation System (DCS)? ___Yes ___No

. Have you heard of the Public Employees Benefit Services Corporation (PEBSCO)? __Yes__.No
. Are you enrolled/a participant in the DCS? Yes No

If your answer to question 8 is YES, please answer question 9. If your answer [0
question 8 is NO, please skip to question 10.

" There are four investment plans available through the DCS. Please indicate with an ‘X" which of

the four you participate in:
Fixed Annuity
Variable Annuity
Life Insurance

Disability Income Insurance
Do Not Know

Has the Deferred Compensation System heen explained to you? Yes . No

22



11

12

13
14

15

. There are four plans available in the DCS. Please check whether each has been explained to you.
Has Been Has Not Been
Explained To Me Explained To Me
Fixed Annuity
Variable Annuity
Life Insurance
Disability Income Insurance

IF YOU HAVE NOT BEEN CONTACTED TO HAVE THE DCS PROGRAM EX-
PLAINED TO YOU, you do not need to answer the remaining questions (12
through 14). Please skip to question 15.

IF YOU HAVE BEEN CONTACTED TO HAVE THE DCS PROGRAM EX-
PLAINED TO YOU, please answer questions 12 through 15.

. By whom were you contacted? (Please check all that apply.)
Department of Personnel Staff

Representatives or Salespersons of PEBSCO
(of Davenport-Dillard of Kentucky)
Insurance Company -
Other -
. Did you ask for the program to be explained to you? Yes No
- Was the program explained to you in a group presentation or an individual presentation?

Group _____ Individual

. This space for your comments:
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TABLE 2

SUMMARY OF DEFERRED COMPENSATION
SYSTEM SURVEY RESPONSES

YES NO
Number Percent Number Percent

1. Have you heard of the Public

Employes Deferred Compensation

System? (N = 167) 89 53% 78 47%
2. Have you heard of PEBSCO?

(N = 162) 60 37% 102 63%
3. Are you enrolled in the

DCS? (N = 166) 29 17% 137 83%
4. Have you had the DCS program

explained to you? (N = 170) 73 43% 97 57%

Source: Committee for Program Review and Investigation survey of
randomly selected eligible employes, 1979.
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Because of the relatively low response rate, it is difficult to draw firm
statistical conclusions whether these differences are significant. However,
it appears that PEBSCO-Kentucky may have devoted more effort to contacting
state employes in areas where they are concentrated geographically (Franklin,
Jefferson and Warren Counties) than in other areas. The program administra-
tion agreement between the Board of Trustees and PEBSCO-Kentucky does provide
that PEBSCO-Kentucky shall market, promote and explain the DCS program to all
eligible state employes.

RECOMMENDATION :

The Board of Trustees should monitor the program administrator's
marketing and promotion activities on a regular basis to assure
that all eligible employes have the program explained to them and
receive an opportunity to participate.

STATE COMPUTER SERVICES

The Personal Services Contract Review Subcommittee questioned a computer
services contract which the DCS board had with PEBSCO. The contract provided
for payroll collection and reconciliation services which had not been antici-
pated at the time the system had been established and the administrative
agreement had been made between the Board of Trustees and PEBSCO. The Bureau
of Computer Services had estimated that development of a package would cost
about $50,000, and that annual operating expenditures of about $15,000 should
be expected for a system developed internally. As a result of the
subcommittee's consideration, the contract was reduced from $50,000 and a
$3.00 charge for each participant, to $21,600 and a $3.00 charge for each par-
ticipant. The contract expired June 30, 1979.

The Bureau of Computer Services provides no services to the DCS. This is
evidenced by the manual processing of detailed data from a computer-payroll
deduction run to another computer for statement purposes.

RECOMMENDATION:

The Board of Trustees should request that the Bureau of Computer
Services evaluate services for the DCS as a part of the review of
employe jobs and procedures.
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FOOTNOTES

It is not immediately apparent what this yvield figure represents. It is
not a compound annual interest rate earned by the funds.

PEBSCO has advised the Board of Trustees to have audits conducted and
has helped to obtain the carriers' agreement to pay for an audit.

Other survey forms were returned but were unusable because employes had
left state employment or did not answer questions for other reasons, and
because of inconsistent answers.

Several respondents indicated that they were enrolled but did not
respond as to which option(s) they had chosen.

These responses are most likely erroneous. To the best of our knowl-
edge, neither carrier ever sent representatives to present the plan to
state employes. Further, in our best judgment, these respondents have
probably confused PEBSCO or Davenport-Dillard employes with insurance
company representatives.
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APPENDIX A

COMMONWEALTH OF KENTUCKY

OFFiIcE oF THE ATTORNEY GENERAL

ROBERT F. StepNENS FRANKFORT
ATToAaNEY GeneRaL

CHARLES W, RUNYaAN
March 8 1 9 7 9 ASSisYanT DELmyYY ATTORMEY OENEAAL
1

Mrs. Frances Jones Mills OA G 79 206

State Treasurer
Capitol Annex
Frankfort, Kentucky 40601

Dear Mrs. Mills.:

recipient's account reflecting the Precise amount of money
value being so electronically transferred.

You request an official opinion of this office

concerning the state treasurer's authority to pay out funds
in this manner.

be paid by the treasurer on the warrants of the Department
of Finance. KRS 41.130 specifies the data to be included
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Mrs. Frances Jones Mills
Page 2.

Once the warrant documents areé prepared by Finance
and submitted to the state treasurer, KRS 41.150 requires the
treasurer to accept the warrant documents ''and issue his [or
her] check on a state depository bank in payment therefor. . -
(Emphasis added) . KRS Z1.150(2) requlres the treasurer to
maintain a ''check register' that shall show "all checks issued",
name of payee, etc. (Emphasis added) .

KRS 41.160 provides in part that "no money shall be
paid out of the treasury except by the check of the treasurer
upon a state depository. (Emphasis added). See Gibony V.
Commonwealth, Ky., J1 S W. 732 (1906) 733, holding that the
mailing of the check of the treasurer upon a designated state
depository constituted payment to him of the amount specified
therein. Note KRS 337.070, which requires all employers who
employ 10 or more and who pay by check, making deductions from
salaries, to specifically state the amount for which the deduc-
tions are made and the general purpose of the deductions.

The payment of salaries underwent through the years
an evolucion from cash to the paycheck. Now there is a national
interest in the latest step in this evolutionary process of the
monetary system, i.e., banking paychecks electronically. How-
ever, it is our opinion that the electronic transfer of funds
from the state treasury cannot be legally done under the present
statutes. Action of the General Assembly will be necessary to
authorize this kind of transfer.

Under the explicit language of KRS 41.160, the check
is presently the exclusive device for transferring money out
of the state treasury. An ordinary ''check' is an unconditional
promise to pay a sum certain, taking the form of a written
document or negotiable instrument. See Pikeville Nat. Bank &
Trust Co. v. Shirley, 281 Ky. 150, 135 S.W.2d 426 (1540) 431,
and KRS 355.3-104.

Sincerely,

ROBERT F. STEPHENS
ATTORNEY GENE

Qﬁwﬁ -

. Charles W. Runyan
Assistant Deputy Attorney General

CWR:sb
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APPENDIX B
STATE OF KENTUCKY

- PUBLIC EMPLOYEES DEFERRED COMPENSATION PLAN

THE STATE OF KENTUCKY ("EMPLOYER") , hereby establishes the
Kentucky Public Employees Deferred Compensation Plan, (hereinafter
called "The Plan"). The Plan consists of the provisions set forth
in this document, and is applicable to each employee who adopts the
Plan. The Plan is effective as to each such employee upon the date
he signs the Participation Agreement referred to herein.

ARTICLE I

Definitions

1.01. A definition of words and terms used in this Plan is
attached, entitled Exhibit "A", and by this reference is made a
part of the Plan.

ARTICLE 1II

Election to Defer Unearned Compensation

2.01. Each EMPLOYEE shall have the option to participate
under the Plan by signing and filing a Participation Agreement
within thirty days after first being offered by personal interview
an opportunity to participate in the Plan. By such signing the
EMPLOYEE consents to the EMPLOYER deferring the amount specified in
the Participation Agreement from the EMPLOYEE'S gross compensation
for each month commencing after 30 days from the date of his signing
and filing a Participation Agreement with the Trustees. The dollar
amount deferred ("deferred amount") must equal at least $10.00 per
month, and shall be retained by the EMPLOYER.

2.02. (a) The election of the EMPLOYEE to participate under
this Plan, the amount of compensation he elects to have deferred and
his investment specification are irrevocable. However, the EMPLOYEE
may terminate his election to participate and may amend the amount
of compensation to be deferred or his investment specification, by
signing and filing with the Trustees a written termination or
amendment, on a form approved by the Trustees. Any such termination
or amendment shall be effective prospectively only, from and after
the next following January 1. Such termination or amendment must
be made and filed with the Trustees on or before the preceding
Jovember 30, and may be made only once in any calendar year.
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(b) Notwithstanding the provisions of Paragraph 2.02(a),
upon approval by the Trustees of an EMPLOYEE'S application for
withdrawal on account of financial hardship as defined in Paragraph
5.02, the EMPLOYEE may revoke his election to participate or may
amend the amount of compensation to be deferred.

2.03. Any person who becomes an EMPLOYEE after the announcement
that the Plan is open for participation shall have the option, within
thirty days after first being offered by personal interview an
opportunity to participate in the Plan, to effect an initial election
to participate under this Plan for each month commencing after
30 days from the date of his signing and filing a Participation
Agreement with the Trustees. Any such EMPLOYEE who does not file
such an initial election or any EMPLOYEE who elects to participate
after filing a termination pursuant to Paragraph 2.02 hereof, may
subsequently participate under this Plan for each month commencing
on or after the first day in a Plan year (January 1) only by signing
and filing with the Trustees a Participation Agreement on or before
November 30 of the preceding year. However, should an EMPLOYEE
elect to participate after a termination, the rights, benefits, and
deferred amounts accruing prior to such termination will not be
merged in any way with the EMPLOYEE'S rights, benefits, and deferred
amounts accruing after such election to participate, but such
EMPLOYEE will be given a new account number upon such election for
deferred amounts subsequently accruing.

ARTICLE III

Investment, Amount and Report

3.01. The EMPLOYER shall remit the deferred amount after the
end of each month to the Trustees of the Plan in accordance with
the terms of the revocable Trust Indenture created simultaneously
with and as part of this Plan for the purpose of facilitating the
administration, investment and maintenance of accounts of record of
all participating EMPLOYEES.

3.02. &1l contracts and other evidences of the investment or
other application of all assets under this Plan shall be owned by
and registered in the name of Trust, on behalf of the EMPLOYER.
However, the Trustees shall provide for a separate account
("deferred account") as to each EMPLOYEE that reflects the monies
deferred, any investment or other application of the monies and all
conseguences of the investment or other application thereof.

3.03. The EMPLOYEE'S deferred account shall be credited
monthly with the amount deferred from the preceding month. A report
of the total credit amount in the EMPLOYEE'S deferred account shall
pe furnished to the EMPLOYEE not less frequently than sixty (60) days
after the end of each gquarter of a calendar year.

3.04. All interest, dividends, charges for premiums, benefits
payable under policies of insurance or annuities, and capital or
market changes applicable to each EMPLOYEE'S deferred account shall
he reflected in each quarterly report. Credits to the EMPLOYEE'S
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account shall be subject to the EMPLOYEE'S then effective investment
specification. All reports to the EMPLOYEE shall be based on the

3.05. All assets of this Plan, including all deferred amounts,
shall be the property solely of the EMPLOYER and shall be subject
to all the claims of creditors of the EMPLOYER, cognizable at law
or in equity, without protection or preference. For convenience,
and to facilitate an orderly administration of the Plan, individual
deferred accounts for all EMPLOYEES will be provided for by the
TRUSTEES showing the EMPLOYEE'S name and other identifying
nomenclature together with appropriate debit and credit balances
but all assets of the Plan shall be the exclusive property of the
EMPLOYER.

3.06. The rights of the EMPLOYEE Created by this Plan shall
be that of a general creditor of the EMPLOYER only and in an amount
equal to the fair market value of the deferred account maintained
with respect to the EMPLOYEE, determined as if the deferred amounts
had been invested pursuant to the EMPLOYEE'S investment specificacion.
The EMPLOYEE acknowledges that his rights are no greater than those
of a general creditor of the EMPLOYER and that in any suit for an
accounting, to impose a constructive Trust, or to recover any sum
under this Plan, shall be adjudged solely on the basis that the
extent of the EMPLOYEE'S rights are limited to those of a general
creditor of the EMPLOYER. The EMPLOYER acknowledges that the
Trustees of the Plan are the agents of the EMPLOYER and the EMPLOYER
is the creator and beneficiary of the revocable Trust created to
facilitate the orcderly administration of this Plan.

ARTICLE 1V

Investment of Deferred Amounts and Credit Balance

4.01. The deferred amount shall be delivered or credited by
the EMPLOYER to the Trustees who shall hold such amount to be paid
to the EMPLOYEE pursuant to Article V, as if such amounts were
invested in such investments as are deemed appropriate by the
Trustees, including but not limited to insurance or annuity
contracts, and which have been specified by the EMPLOYEE in the
Participation Agreement which he signs and files with the Trustees
in accordance with Paragraph 2.02 hereof.

4.02. All such investment options must be offered by such
Ons, companies, or entities authorized and duly licensed by the
e of Kentucky and applicable federal regulatory agencies to
r such insurance or investment programs.
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4.03. The EMPLOYEE'S investment specilication shall only
reguire the EMPLOYER to use such specification as an index for
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Getermining the benefits to be paid pursuant to article V. The

EMPLOYER shall be under no obligation to invest the deferred amount
in the manner specified.

ARTICLE V
Benefits

5.01. The EMPLOYEE is entitled to have paid to him the
penefits created by his participating in this Deferred Compensation
Plan, in accordance with the provisions of this Article. The
benefits pavable to the EMPLOYEE will be the ecuivalent of the
total benefits that would have been created had the deferred amounts
been invested as specified by the EMPLOYEE taking into consideration
1osses and gains where applicable.

(a) Normal Retirement. Upon the EMPLOYEE attaining
normal retirement age, he may retire and receive the benefits
provided under this Plan. Such benefits shall be paid in accordance
with the payment options 1, 2, 3, 4 or 5 as selected by the EMPLOYEL
pursuant to Paragraph 5.01(i) of this Plan. ANDY credits remaining
in the deferred account of an EMPLOYEE receiving benefits under this
paracraph who dies, shall be paid in accordance with paragraph 5.01 (f)
hereoi.

(b) Early Retirement. The EMPLOYEE may select early
retirement in accordance with the Retirement Laws of Kentucky. Such
venefits shall be paid in accordance with the payment options selected
by the EMPLOYEE pursuant to Paragraph 5.01 (a) anéd (i) of this Plan.
Aany credits remaining in the deferred account of an EMPLOYEE receivind

its under this paragraph who dies, shall be paid in accordance
with Paracraph 5.01 (£) hereof.

(c) Late Retirement. 1f the EMPLOYEE continues his
employment with the EMPLOYER after attaining normal retirement age,
all bensfits payable under this Plan will be deferred whether or not
~he EMPLOYEE continues tO defer additional sums under this Plan, untzl
+he EMPLOYEE retires. At such time such benefits shall be paid in
accordance with the payment options selected by the EMPLOYEEL pursuant
o Paragraph 5.01 (a) and (i) of this Plan. AnNY credits remaining in
the deferred account of an EMPLOYEE receiving benefits under this
paragraph who dies, shall be paid in accordance with paracraph 5.01 (£)
hereof.

(¢) Disabilitv. If prior to retiring, the EMPLOYEE
becomes disabled as defined by the provisions of any applicable
insurance or annuilty contract, which may be purchased by the
EMPLOYER to discharge 1ts obligation under this Plan, or in the
absence of such provisions as defined herein, the Trustees shall:

(1) Maintain any 1lnsurance or annuity contracts
in force under the provisions for premium waiver, if such
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provision has been included in the contracts and pay the
benefits provided (other than any benefits to be paid as
if life insurance contracts or disability income insurance
contracts had been purchased) in accordance with payment
option 1 as selected by the EMPLOYEE pursuant to paragraph
5.01(i) of this Plan.

(2) Exercise the nonforfeiture provisions of any
insurance or annuity contract if no waiver of premium
provision has been included, and pay any benefits
provided and all other credits if any in the EMPLOYEE'S
deferred account in accordance with payment option 1
as selected by the EMPLOYEE pursuant to Paragraph 5.01 (i)
of this Plan.

(3) If the EMPLOYEE has specified that amounts be
paid as if such amounts were invested in disability
income insurance contracts, pay (in equal payments during
the disability of the employee) such benefits as would be
provided if such amounts had been so invested.

(e) Termination of Employment. If the EMPLOYEE
terminates his employment with the EMPLOYER (without being disabled
or retiring) the benefits, except benefits payable pursuant to a
life insurance or disability income insurance specification, shall
be paid in accordance with payment option 1 or 2 as selected by
the EMPLOYEE pursuant to Paragraph 5.01(i) of this Plan. Upon such
termiration of employment, benefits payable pursuant to any life
insurance or disability income insurance specification are to be
paid in a lump sum in cash or in kind as selected by the EMPLOYEE
at the time of his election to participate in this Plan.

(£) Death

(1) Before Benefits are Paid for Retirement,
Disability or Termination of Service.

If the EMPLOYEE dies while employed with the EMPLOYER and before
retirement and without disability or termination of service
benefits being paid to him under this Plan, except for benefits
payable pursuant to any life insurance or disability income
insurance specification, the benefits otherwise payable under
this Plan shall be paid to his designated beneficiary pursuant to
rparment option 1, 2, 3, or 4 as selected by the EMPLOYEE pursuant
to Paragraph 5.01(i) of this Plan.

(2) After Benefits are Being Paid for Retirement,
Disebility or Termination of Service.

If the EMPLOVEE dies while benefits are being paid to him under this
Plan pursuant to payment option 1 or 4 and before such benefits have
been exhausted, then the remaining benefits payable, other than
beneliits payable pursuant to any life insurance or disability income
insurance specification, shall be paid to the EMPLOYEE'S designated
beneficiary in accordance with Paragraph 5.01(f) (5).
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(3) Plan Completion Benefits.

Upor the death of the EMPLOYEE, benefits payable pursuant to any
1ife insurance specification shall be paid to the EMPLOYEE'S
designated beneficiary pursuant to the payment option elected in
accordance with Paragraph 5.01(f) (), except that any monthly
family income benefit payments which are payable until the year
the EMPLOYEE would have attained 65 years of age are to be
delivered or credited by the EMPLOYER to the Trustees who shall
hold such amount to be paid to the designated beneficiary as if
such amount were invested in those investment specifications, other
than life insurance, selected by the EMPLOYEE pursuant to
Paragraph 4.01. Where such amounts are to be so delivered or
credited, all benefits payable (other than any lump sum payment
pursuant to any 1ife insurance specification) are to begin when
payments of penefits would have begun 1if the EMPLOYEE were not
deceased and were to retire upon attaining 65 years of age.

(4) Family Income Benefit.

Upon the death of the EMPLOYEE, benefits payable pursuant to any
life insurance specification shall be paid to the EMPLOYEE'S
designated beneficiary pursuant to the payment option designated
in accordance with Paragraph 5.01(f) (1) plus any monthly family
income benefit payments to the designated beneficiary for the
term of 10, 15, or 20 years from the year such life insurance
specification is effected as specified in the Participation
Agreement which the EMPLOYEE signs and files at the time of his
clection to participate 1in the Plan.

(5) Designated Beneficiary.

The EMPLOYEE has the right to name and file with the Trustees of
the Plan, a written beneficiary or change of beneficiary form,
designating the person or persons who shall receive the benefits
payable under this Plan in the event cf the EMPLOYEE'S death. The
form for this purcose shall be provided by the Trustees. It is
rot binding on the Trustees Or the EMPLOYER until it is signed,
filed with the Trustees by the EMPLOYEE, and accepted by the
Trustees. If the EMPLOYEE dies without having a beneficiary form
completed and on file, the payments shall be made to the properly
appointed fiduciary of the EMPLOYEE'S probate estate. However, if
a fiduciary has not been appointed and gualified within 30 cays
after the death, the payment may be made first, to a surviving
spouse, second, toc a surviving child or children, and third, to a
surviving parent or parents. The EMPLOYEE accepts and acknowledges
+hzt he has the burden for executing and filing, with the Trustees,
proper beneficiary designation form.

8t}

(g) Commencement of Payment. The payment of benefits
shall begin as soon as possible but 1n no event later than the first
day of the month next following forty-five (45) days after the
occurrence of the event that gives rise to the beginning of the
pavment of benefits.
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(h) Short Term or Lump Sum Settlement. Notwithstanding
anything in this Article to the contrary, if at any time the amounts
held under this Plan in the account maintained for the EMPLOYEE, or
his beneficiary, total to a credit of $5,000.00 or less and for any
reason the EMPLOYEE has ceased to be an EMPLOYEE of the EMPLOYER,
the Trustees are authorized to deviate from the restrictions imposed
by the paragraphs in this Article and effect a lump sum settlement.

(i) Options. The following options are available for
selection by the EMPLOYEE. If, at the time of his election to
participate in the Plan, the EMPLOYEE fails to select a payment
option with regard to any investment specification for any event
which causes payment of benefits to begin, he shall be deemed to
have elected to have the benefits payable upon occurrence of such
event as if he had elected the 10% payout available in payment
option 1.

A, Payment Options

As provided in Paragraphs 5.01(a)-(f), the EMPLOYEE may
elect with regard to each investment specification, the
following options from the Plan:

Option 1. -- Payment of an egqual percentage of the
the deferred account each year. Payment of fixed amounts
until exhaustion of the EMPLOYEE'S deferred account. Payments
made each year will be equal to 10%, 15% or 20% of the
Credit balance of the EMPLOYEE'S deferred account a* the time
payments commence as elected by the EMPLOYEE.

Option 2. -- Lumr sum payment. The total benefits
payable in one cash payment.

Option 3. -- Life annuity -- An annuity payable during
the lifetime of the EMPLOYEE or his beneficiary if this
option is selected under Paragraph 5.01(f).

Option 4. -- Life annuity with period certain guaranteed.
An annuity payable during the lifetime of the EMPLOYEE, or his
beneficiary if this option is selected under Paragraph 5.01(f),
with the guarantee that if at his death payments have not been
made for the guaranteed period as elected, payments will continue
to the beneficiary. The guaranteed period to be elected must be
either 10, 15 or 20 years.

Option 5. -- Joint and Survivor annuity -- An annuity
payable during the lifetime of the EMPLOYEE and the EMPLOYEE'S
designated beneficiary.

B. Method of Payment Options

If the EMPLOYEE has elected a8 payment option requiring
installment payments, the EMPLOYEE may also elect to have such
payments made either monthly, guarterly, semi-annually or
annually.
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C. Payment Upon Termination of Employment

The EMPLCYEE may elect, in the event of termination
pursuant to Paragraph 5.01(e), to have payment of benefits
begin at the time of termination or deferred until the
EMPLOYEE reaches normal retirement age.

5.02. Notwithstanding any other provisions herein, for
"financial hardship," an EMPLOYEE may apply to the Trustees to

withdraw from the Plan prior to retirement or any other termination

of his employment with the EMPLOYER. If the application for withdrawal

is approved by the Trustees, the withdrawal shall be effected as of
the first day of the month next following such approval being

given. The amount paid would be 1imited strictly to that amount
necessary to meet the emergency situation. Any remaining benefits
would be paid upon retirement, termination of employment, disability
or death in accordance with Paragraph 5.01. "Financial hardship”
shall be limited to real emergencies which are beyond the EMPLOYEE'S
control and which would cause the EMPLOYEE great hardship if early
withdrawal were not permitted. For example "financial hardship"
could include the following: impending personal bankruptcy:
unexpected and unreimbursed major expenses resulting from illness

or accident of the EMPLOYEE or any dependent thereof; major property
ljoss or any other type of unexpected or unreimbursed personal
expense of a major nature that would not normally be budgetable.
Foreseeable personal expenditures normally budgetable, such as a
down payment for a home, the purchase of an automobile, college or
other schooling expenses, etc., will not constitute a "financial
hardship." The decision of the Trustees concerning "financial
hardship" shall be final as to all EMPLOYEES.

ARTICLE VI

Administration of Plan

6.01. The EMPLOYER may at any time amend, modify or terminate
this Plan with or without the consent of the EMPLCYEE (or any
beneficiary thereof). However:

(a) All amendments shall become effective on the first day
of the month following the giving of not less than forty-five
days prior notice of the amendment. Notice shall be deemed given
when the the amendment is posted in the office of the Trustees.
To the extent it is possible to co so, the Trustees shall mail a
copy of all amendments that become effective during the guarter to
the EMPLOYEE with his quarterly report. Yo amendments shall
deprive the EMPLOYEE of any of the benefits to which he is entitled
under this Plan with respect to deferred credits accrued to his
account prior to the effective date of the amendments; and

(b) £ the Plan is curtailed, terminated, or the acceptance
of additional deferred amounts suspended permanently, the Trustees
shall nonetheless be responsible for the supervision and the
payment of benefits in accordance with Article V hereof.

38



6.02. Any companies that may issue the policies, contracts
Or other investment media used by the EMPLOYER or specified by the

of the EMPLOYEE, if in fact one exists, nor shall the entering into
this Plan be construed as affording to the EMPLOYEE any representation
Or guarantee regarding his continued employment.

for the purpose of obtaining a ruling regarding the tax consequences
of the Plan. The EMPLOYEE may consider the ruling but in the final
analysis should consult with his own representative regarding all
questions of any Federal or State income, payroll, personal property
or other tax consequences to him arising from his adoption or
participation in this Plan.

6.05. Whenever used herein, the masculine gender includes
the feminine and the singular includes the plural unless the
provisions of the contract specifically require a differing
construction.

6.06. The law of the State of Kentucky shall apply in
determining the construction and validity of this Plan and all
rights and obligations under it.

6.07. Except as otherwise required by law, the rights of
the EMPLOYEE (including any compensation deferred or benefits
paid) under this Plan shall not be subject to the rights of
Creditors of the EMPLOYEE or any beneficiary, and shall be exempt
Zrom execution, attachment, garnishment, prior assignment, transfer
by operation of law in the event of bankruptcy or insolvency, or
any other judicial relief or order for creditors or other third

persons.

6€.08. This Plan alone, and the Participation Agreement
éxecuted pursuant to it, and any subsequently adopted amendment
therecf, shall constitute the total agreement or contract between
the EMPLOYER and the EMPLOYEE regarding the Plan. No oral statement
regarcing the Plan may be relied upon by the EMPLOYEE.

6.09. This Agreement and any properly adopted amendment,
shall be binding on the parties hereto and their respective heirs,
acdministrators, trustees, successors and assigns and on all
desicnated beneficiaries of the EMPLOYEE.
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ARTICLE VII

Notice to ALL EMPLOYEES to Read These Provisions Providing
Broad Powers and Absolute Safeguards to the EMPLOYER

7.01. The EMPLOYER, Or its authorized agents, the Trustees,
are authorized to decide or to resolve any gquestions of fact
regarding the EMPLOYEE or his deferred account needed or necessary
to decide the EMPLOYEE'S rights under this Plan and such decision
is final and binding on the EMPLOYEE and any beneficiary thereof.

7.02. The EMPLOYER, Or its authorized agents, the Trustees,
are authorized to construe the Plan and to resolve by its decision
any ambiguity in the Plan providing that all such decisions are
applied thereafter uniformly to all other participants in the Plan
until the Plan is subsequently amended or unless the facts and
circumstances applicable to another EMPLOYEE are substantially
different.

7.03. The EMPLOYEE specifically understands and acknowledges
that to the extent of any investment loss or other loss arising
from the use of the EMPLOYEE'S investment specification as an index
for measuring the benefits to be paid under this Plan, that the
EMPLOYEE'S deferred account will be charged with the loss and that
such loss will reduce the benefits payable to the EMPLCYEE under
this Plan. The EMPLOYEE accepts this and all other investment risk
of loss which is inherent in this Plan.

7.04. The EMPLOYEE specifically agrees not to seek recovery
against the EMPLOYER, the Trustees Or any other EMPLOYEE, contractee
or agent of the EMPLOYER, or zs against any other person having an
aédministration or investment cosition relative to the Plan, for any
loss, if any., sustained by the EMPLOYEE or his beneficiary, for the
non-performance of their duties, negligence, Or any other misconduct
of the above named persons, except that this paragraph shall not
excuse fraud or a wrongful taking by any person.

2.05. The EMPLOYER or its agents including the Trustees, if
:n doubt concerning the correctness of their action in making a
payment of a pbenefit, may suspend the payment until satisfied as to
+he correctness of the payment or the person tc receive the payment,
or to allow the filing in any State court of competent jurisdiction,
a suit in such form as they deem appropriate, including an interpleader
action, for a legal determination of the penefits to be paid and the
persons to veceive them. The EMFLOYER shall comply with the final
orders of the Court in any such cuit, subject to 1its right to seek
appellate review, and the EMPLOYEE, for himself andé his beneficiary,
consents to be similarly bound thereby insofar as it affects the
benefits payable under this Plan or t+he method or manner of payment.

7.06. The EMPLOYER, or its agents, is hereby held harmless
syom all court costs and all claims for attorneys' fees arising
from any action brought by the EMPLOYEE or any peneficiary thereof
snder this Acreement cr to enforce his rights under this Plan,
including any amendments hereof.
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7.07. Neither the EMPLOYEE nor his beneficiary nor any other
designee shall have any right to commute, sell, assign, encumber,
hypothecate, transfer or otherwise convey the right to receive any
payments hereunder which payments and right thereto are expressly
declared to be nonassignable and nontransferable; and, any such
assignment or transfer shall not be recognized by the EMPLOYER,
and if ‘-made by the EMPLOYEE in writing shall be deemed to constitute
a termination by the EMPLOYEE pursuant to Paragraph 5.01 (e) herein.

IN WITNESS WHEREOQOF, the undersigned have executed
this Plan this day of , 1974.

STATE OF KENTUCKY

(SEAL)
ATTEST:

Chairman

Vice Chairman
TRUSTEES

Commissioner, Executive Dept. for
Finance and Administration

Commissioner of Insurance

Commissioner of Personnel

41



EXHIBIT "A"

DEFINITIONS

The following terms shall, for purposes of this Plan have
the meanings set forth in this Exhibit.

1. EMPLOYER means, the State of Kentucky.

2. EMPLOYEE means, a person holding an office or position
of employment in the state government of Kentucky and agencies
thereof, including persons in the public school system. "EMPLOYEE"
shall not include emergency, temporary, seasonal, or probationary
appointments within the state government of Kentucky, nor shall the
term "EMPLOYEE" include part-time or temporary employees within
the state institutions of higher learning and each public school
system, which institutions and school systems shall apply their
own policy or definitions in determining the scope of the terms
"part-time" or "temporary." In no event shall employees who execute
contracts for services be determined as "part-time" or "temporary"
by such institutions or school systems.

3. COMPENSATION means all payments made to an EMPLOYEE by
the EMPLOYER as remuneration for services rendered. It does not
include reimbursement for expenses Or the EMPLOYEE'S contribution
t+o Social Security, any State Retirement System, or health insurance.

4. PLAN YEAR means, the calendar year in which the Plan
pecomes effective, and each succeeding calendar year during the
existence of this Plan.

5. RETIREMENT DATE means the last day of the month in which
+he EMPLOYEE retires pursuant to the Retirement Laws of Kentucky.

6. NORMAL RETIREMENT AGE means the age at which the EMPLOYEE
is entitled tc retire with Full benefits under the Retirement Laws
of XKentucky by virtue of age, length of service, or both.

7. EARLY RETIREMENT AGE means the age at which the EMPLOYEE
is entitled to retire with partial penefits under the Retirement
Laws of Kentucky, by virtue of age, length of service, or both.

8. BENEFICIARY means the person properly designated by a
articipant to receive the participant's benefits created by this
lan.

U

9. TRUSTEES means the Board of Trustees of the Kentucky
public Employees Deferred Compensation Plan or members of the
Administrative Council as provided for in the Trust Indenture
establishing the Trust.

10. ASSET means any owned physical object or right having
monetary value.

<
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11. DISABILITY means the inability of the EMPLOYEE to engage
in substantially all of the duties of his regular occupation, except
that after continuous disability has existed to the EMPLOYEE'S 65th
birthday, or for 24 months, if longer, then during the continuance
of disability, Disability means the inability of the EMPLOYEE to
éngage in any gainful occupation in which he may reasonably be
expected to perform because of education, training or experience,
with due regard for vocation and economic status immediately prior
to commencement of disability.
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APPENDIX C
SUMMARY OF 1978 CHANGES IN INTERNAL REVENUE CODE

AFFECTING DEFERRED COMPENSATION PLANS
OF STATE AND LOCAL GOVERNMENTS

AMERIGAN
JURISPRUDENCE

\'STATE & FEDERAL

| .FEDERAE:_(_@XATIUN

A COMPLETE ANALYSIS
OF
THE 1978 REVENUE ACT
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DEFERRED COMPENSATION { 866

{ 866. Deferred compensation plans of state and local governments,
and of rural electric cooperatives

In the past IRS. has issued favorable private letter rulings with respect to
unfunded deferred compensation plans under which employees of state and
local governments were permitted to elect to defer a portion of salary that
would otherwise be payable. The rulings allowed deferral of tax on deferred
amounts,

Earlier this year, IRS issued proposed regs that would immediately tax
compensation that could be deferred at the employee’s individual election.
(TC §H-3511; TG § 3172; FT §3172)

The Act blocks this IRS attempt to deny deferred compensation treat-
ment in the case of option-type deferred compensation plans of state and
local governments covering employees, or both employees and independent
contractors performing personal services. The Act also gives the same
advantage to option-type deferred compensation plans of tax-exempt rural
electric cooperatives.

The new rules set forth certain tests that must be met but these rules do
not apply until after °81 except that ceilings on the deferrable amounts apply
after *78.

Liberal rule applies to taxable years beginning before ’82. All option-type
plans to which the new law applies (whether currently in existence or not)
have until Jan. 1, ’82 to satisfy the plan requirements for classification as an
eligible state deferred compensation plan. But the ceiling limits that are
imposed by the new provision apply for all taxable years beginning after ’78.
(H Rept p 58) ‘

Thus, in the case of any taxable year beginning after 78 and before ’82,
the following transition rules apply.

(1) Deferral. Any amount of compensation deferred under a plan of a
state providing for a deferral of compensation (other than plans listed
below), and any income attributable to amounts so deferred, is includible in
gross income only for the taxable year in which the deferred compensation
is paid or otherwise made available to the participant or other beneficiary.
(78 Act § 131(c)(2)(A)()

These transition rules do not apply to qualified pension, etc., plans; that
portion of any plan which consists of a transfer of property in connection
with the performance of services; or that portion of any plan which consists
of a nonexempt employee benefit trust.

(2) Ceiling. Except for the “catch up” provision, discussed below, the
maximum amount of the compensation of any one individual that may be
excluded from gross income under (1) above (and under the new law) for

TC References are 1o the Tax Coordinator
TG References are to the Tax Guide
FT References are to Am Jur 2d, Federal Taxation 205
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{1 866 DEFERRED COMPENSATION

compensation deferred. This amount is then compared to the includible
compensation for the taxable year to determine if the limitations on deferral
have been satisfied for the taxable year. (H Rept p 58)

For most employee participants in the typical deferred compensation
arrangement maintained by states or local governments, the compensation to
be received for a typical year is fixed by statute or contract and the
employee enters into 2 salary reduction agreement with the employer that
will specify how much is to be deferred. In a typical arrangement, the
33149 of includible compensation limitation equals 25% of the salary that
would be received except for the salary reduction agreement. For example,
an employee who is scheduled to receive $12,000 during 2 taxable year
could enter into a salary reduction agreement and elect to defer $3,000
(25% of gross compensation of $12,000 and 3314% of includible cornpensa-
tion of $9,000). (S Rept p 67)

In the case of an independent contractor who agrees to perform services
during a taxable year in return for some compensation payable currently
and additional compensation payabie in a later year, 2 different rule applies.
In this situation, as of the close of the taxable year, the present value of the
right to receive the future payment Or paymerts must be determined and
compared to the includible compensation for the taxable year to decide
whether the limitations on deferral have been satisfied. (H Rept p 58)

For example, a consultant may agree to provide services to a state for one
year in return for current payment of $25,000 plus payments of $5,000 per
year for an additional five years with the deferred payments to begin after a
period of ten years. It is clear that includible compensation is $25,000. The
present value of the right to receive the additional $5,000 a year for 5 years
must also be fixed in order to determine whether the percentage limitation
has been met. (S Rept p 67)

If future payments are subject t0 a substantial risk of forfeiture, they are
not valued until there is no longer a substantial risk of forfeiture. At the
close of the first taxable year in which the future payments are no longer
subject to a substantial risk of forfeiture, the present value of these future
payments is compared to the includible compensation for that taxable year
to decide whether the deferral limitations have been met. (H Rept p 58)

(3) Catch-up provision. The plan may provide that, for one or more of
~ the participant’s last three taxable years ending before he attains normal
retirement age under the plan, the ceiling on the amount deferrable is the
Jesser of (a) $15,000, or (b) the sum of:

(A) the plan ceiling established for the taxable year, plus

(B) So much of the plan ceiling established for taxable years before the
taxable year as has not heretofore been used. (Code Sec. 457(0)(3))

If no normal retirement age is specified by the plan, the catch-up

228
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DEFERRED COMPENSATION 9 866

provision may be applied for the participant’s las: three taxable years ending
before either the later of age 65 or the normal retirement age specified in
any other retirement plan maintained by the sponsoring entity. (H Rept p
54) ‘

The underutilized deferral limitation for a taxable year is the difference
between the compensation actually includible in income for that year and
the compensation that would have been includible in income if the maxi- .
mum deferral limitation had been utilized. For example, an individual with
a salary of $20,000 who did not elect to defer any compensation has an
underutilized deferral limitation of $5,000 (320,000 — $15,000 (includible
compensation if the 33%4% deferral limitation had been utilized)). In
calculating the underutilized deferral limitation, the participant must use the
actual plan limitations if they are less than the limitations provided by the
Code. (H Rept p 54)

© ilustration: A 62-year old participant in a plan with a normal
retirement age of 65 is scheduled to receive a salary of $20,000
during the next taxable year. The prior years deferral limitations
have been underutilized by at least $10,000. The participant can
elect to defer $15,000 of next year’s compensation. The regular
limitation is $5,000 ($20,000 — $5,000 = $15,000 + 3 = $5,000).
The catch-up amount is $10,000 (515,000 — $5,000).

(@) Deferral agreement must be made before beginning of calendar month
of deferral. Compensation may be deferred for any calendar month only if
an agreement providing for deferral has been entered into before the
beginning of that calendar month of deferral. (Code Sec. 457(b)(4))

(5) When benefits could be made available to participants or other
beneficiaries. The plan must not provide that amounts payable under the
plan will be made available to participants or other beneficiaries earlier than
when the participant is separated from service with the state or is faced with
an unforseeable emergency, ‘determined in the manner prescribed by Trea-
sury regs. (Code Sec. 457(b)(5))

Treasury regs will prescribe what constitutes “separation from service"
for an independent contractor. (S Rept p 68)

An unforseeable emergency does not include the purchase of a residence
or the need for funds to send children to college. Also, the plan may permit
the withdrawal of only the amount of funds reasonably needed to satisfy the
emergency needs. (H Rept p 55)

(6) Amounts deferred, etc., must remain the sponsor's assets subject to
claims of general creditors. The plan must provide that the following must

TC References are io the Tax Cocrdinator
TG References are to the Tax Guide

FT References are to Am Jur 2d, Federal Taxation 208
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€ 866 DEFERRED COMPENSATION

remain solely the property and rights of the state (without being restricted
10 the provision of benefits under the plan) subject only to the claims of the
state’s general creditors until made available to the participant or other
beneficiary: .

(a) all amounts of compensation deferred under the plan,

(b) all property and rights to property (including rights as a beneficiary of
life insurance protection) purchased with amounts of compensation deferred
under the plan, and

(c) all income attributable to these amounts, property or rights. (Code
Sec. 457(b)(6); H Rept p 55) Gain from the disposition of property is
treated as income attributable to the property. (Code Sec. 457(d)(8))

Thus, while the plan participants may select among any optional methods
provided under the plan for investing amounts of deferred compensation,
they cannot have any secured interest in the assets purchased with their
deferred compensation. Moreover, the assets may not be segregated for the
participants’ benefit in any manner that would put the assets beyond the
reach of the general creditors of the sponsoring entity. (H Rept p 55)

Effect of failure to meet any of the six requirements. A plan that is
administered in a manner which is inconsistent with any of the six require-
ments above is treated as not meeting that requirement as of the first plan
year beginning more than 180 days after the date of notification by IRS of
the inconsistency unless the state corrects the inconsistency before the first
day of the plan year beginning more than 180 days after the date of IRS
notification. (Code Sec. 457(b))

Individuals who are participants in more than one plan. The maximum
amount of compensation of any one individual which may be deferred for
any taxable year cannot exceed $7,500 as modified by the catch-up provi-
sion. (Code Sec. 457(c)(1))

The $7,500 limitation (as well as the percentage limitation) applies at the
individual level as well as at the plan level. Thus, if an individual partici-
pates in more than one eligible plan (whether or not maintained by the same
sponsoring entity) he must designate how the $7,500 limitation will be
allocated among the various eligible plans in which he participates. If the
$7,500 limit is exceeded all excess amounts deferred for the taxable year will
be includible currently in income. (H Rept p 56)

While excess deferrals under an eligible state deferred compensation plan
are generally includible in income in the year of deferral, earnings credited
on the deferred amounts are not subject to current taxation as long as the
participant has no interest in the assets of the state or local government
sponsoring the plan which is more secure than that of general creditors.
Where the participant has no interest which is more secure than that of
general creditors, earnings on excess deferred amounts under the plan are
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DEFERRED COMPENSATION § 866

not taxable to the participant until paid or otherwise made available. When
paid or otherwise made available, the earnings on the excess deferred
amounts will be taxed under the annuity rules. (H Rept p 57)

Coordination with tax-sheltered (Sec. 403(b)) annuities. An individual
may participate in an eligible state deferred compensation plan and also
have amounts contributed by an employer for the purchase of a tax-
sheltered annuity or mutual funds held in a custodial account with part or
all of these contributions being excludable under Code Sec. 403(b). (TC | H-
9500 et seq; TG §5204; FT 15204) In this event, the contributions
excludable under Code Sec. 403(b) would reduce both the $7,500 and the
33%% of includible compensation limitations. (Code Sec. 457(c)(2); H Rept
p 56)

© llustratiop: A public school official with a contract salary of $30,-
000 in her first year of service with the school system could be
eligible to participate in both an eligible state deferred compensation
plan and a tax-sheltered (Code Sec. 403(b)) annuity plan sponsored
by her employer. Contributions to both plans are to come from
salary reductions.

The public school official elects to participate in the tax-sheltered
annuity plan to the maximum extent possible while also participating
in the eligible state deferred compensation plan. She can elect to
defer $4,500 under Code Sec. 403(b) and $3,000 under the eligible
state deferred compensation plan.

The applicable limitations are computed as follows:

(1) Code Sec. 403(b) exclusion for the tax-sheltered annuity—209
X $22,500 (includible compensation after reduction of contract
salary for salary reductions deferred under both plans) X 1 (one
year of service) = $4,500. (There is no reduction under Code Sec.
403(b)(2)(A)(ii) for amounts contributed in prior years by the
employer and excludable by the employee, since this is assumed to
be the first year of service with the school system.)

(2) Code Sec. 457(b)(2) limitation (limitation on deferral under an
eligible State deferred compensation plan) is $3,000, which is the
lesser of— -

(2) $7,500, or

(b) 33154% x $27,000 (includible compensation after reduction of
contract salary by deferral under the eligible State deferred compen-
sation plan but before reduction for the exclusion under sec. 403(b)
= §9,000.

(c) Lesser of $7,500 or $9,000 = $7,500.

TC References are to the Tax Coordinator
TG References are to the Tax Guide
FT References are to Am Jur 2d, Federal Taxation
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q 866 DEFERRED COMPENSATION

(@) $7,500, as determined under (¢), reduced by the exclusion of
$4,500 under Code Sec. 403(b) = $3,000.

For purposes of determining the exclusion allowance under Code Sec.
403(b), any amount deferred in a prior taxable year of the employee under
an eligible state deferred compensation plan (without regard to the sponsor-
ing entity) is treated as an amount contributed by the employer for annuity
contracts and excluded by the employee, if the taxable year of deferral
counts as a year of service in the computation of the exclusion under Code
Sec. 403(b). (H Rept pp 56-57)

@ iliustration: Assume that in year 2, the public school official in the
RIA illustration (above) still had a contract salary of $30,000 and
elected to defer the maximum amount possible under 2 tax-sheltered
annuity while not taking advantage of the deferral under an eligible
state deferred compensation plan. The exclusion allowance under
Code Sec. 403(b) would be $3,214.28, computed as follows:

(a) 20% X $26,785.72 (includible compensation) = $5,357.14

(b) X 2 years of service = $10,714.28

(c) less $7,500 (54,500 excluded under Code Sec. 403(b) in the
prior taxable year and $3,000 deferred under an eligible State
deferred compensation plan in the prior taxable year) (d) maximum
exclusion allowance = $3,214.28 (assuming no deferral under the
eligible state deferred compensation plan in year 2).

Participants in an ineligible state deferred compensation plan. The rules
discussed below apply only to an ineligible state deferred compensation plan
that provides an option to defer compensation. These rules don’t apply to a
state’s regular retirement plan (whether or not the plan is a qualified
retirement plan) which does not provide an option to defer compensation.
These rules would not apply to qualified plans; that portion of any plan
which consists of a transfer of property in connection with the performance
of services; or that portion of any plan which consists- of a nmonexempt
employee benefit trust. (Code Sec. 457(e)(2); H Rept p 57)

If an option type state deferred compensation plan fails to meet the
requirements of an “eligible” plan, all compensation deferred under the plan
is includible in the gross income of the participant (or beneficiary) for the
first taxable year in which there was no substantial risk of forfeiture of the
rights to the compensation. (Code Sec. 457(e)(1)(A); H Rept p 57) The
rights of a person are subject to 2 substantial risk of forfeiture if that
person’s rights to the compensation were conditioned on the future perform-
ance of services by any individual. (Code Sec. 457(e)(3)(B))

The tax treatment of any amount made available under the plan is

determined under the rules relating to annuities, etc., in Code Sec. 72. (Code
Sec. 457(e)(1)(B))
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OTHER EMPLOYEE PLANS ¢ 870

For purposes of applying the rules discussed above, the term “plan”
includes any agreement or arrangement. (Code Sec. 457(e)(3)(A))

The Act “will not result in double taxation of income in the event that a
plan becomes ineligible. For example, if an amount is set aside by the
employer for an employee under a plan, and the amount set aside is taxed to
the employee under section 83, the employee would not be taxed on that
amount again if the plan becomes ineligible. Similarly, if an employee is
taxed on compensation under an ineligible plan and an amount is subse-
quently set aside by the employer for the employee under the plan, the
amount set aside would not be taxed again under section 83.”

While amounts deferred under an ineligible state deferred compensation
plan are generally includible in income in the year of deferral, earnings
credited on the deferred amounts are not subject to current taxation as long
as the participant has no interest in the assets of the state or local
government sponsoring the plan which is more secure than that of general
creditors. Where the participant has no interest which is more secure than
that of general creditors, earnings on amounts deferred under the plan are
not taxable to the participant until paid or otherwise made available. When
paid or otherwise made available the earnings on the deferred amounts will
be taxed under the annuity rules. (H Rept p 57)

[J Effective: Tax years beginning after °78. (§ 131(c)(1))

Other employee plans

{i 870. Nondiscrimination rules imposed on medical reimbursement
‘plans after °79

An important fringe benefit for employees (especially those who are high-
salaried) is for the employer to agree to pay part or all of the uninsured
medical expenses of the employee, his spouse and dependents. These
payments are deductible by the employer and are specifically excluded from
the employee’s gross income if the amounts are received by the employes
under accident and health insurance or under an accident and health plan
and are paid by the employer (or attributable to employer contributions) to
reimburse the employee for his medical expenses and those of his family.
This income exclusion is an exception to the general rule which taxes
employer-funded sickness and accident payments received by an employee.
(TC § H-1925 et seq.; TG € 3244; FT 1§ 3244)

Under current law a reimbursement arrangement can qualify as a medical
reimbursement f.2n even though it discriminates in favor of employees who
are highly compe::sated or who are officers or shareholders as long as there

TC References are to the Tax Coordinator

TG References are to the Tax Guide

FT References are to Am Jur 2d, Federal Taxation 2
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APPENDIX D

PROGRAM ADMINISTRATION AGREEMENT BETWEEN
PEBSCO OF KENTUCKY (FORMERLY DAVENPORT~DILLARD OF KENTUCKY)
AND THE D.C.S. BOARD OF TRUSTEES. AS AMENDED

AGREEMENT
. / . ’ 4
LN T S
THIS AGREEMENT, mede and entered into this_ y ~ day of_é@é;{pg;_ﬂ_,
1974, by and between the Poard of Trustees of the Kentucky Public Employeces
Deferred Compensation System (hereinafter referred to as the “Board of Trustees")

and Davenport-Dillard of Kentucky, Inc., a Kentucky Corporation, 215 St. Clair

Sireet, Frankfort, Kentucky, (hereinafter referred to as "D-D").
v

WITNESSETH THAT:

WHEREAS, D-D is a Kentucky Corporation which specializes exclusively in
the creation, installation, administration and supervision of Deferred Compensation
Programs for states, cities, counties and their emmployees; and,

WHEREAS, the State of Kentucky has authorized a deferred compensation program
with the passage of Senate Bill 230 and the crcation of the Kentucky Public Employees
Deferred Compensation System (hereinafter referred to as the "System") to be adminis-
tered under the supervision of the Board of Trustees; and,

WHEREAS, the Board of Trustees under a resolution dated _&Q_/Z:'_”gg_”«, 1974
hes adopted the terms of this Agreementi and,

W HEREAS, The Board of Trustees decms it desirable to authorize and appoint
D-D to perform certain functions as hereinafter provided;

NOW, THEREFORE, it is hereby mutually surced between the parties hereto
as follows: =

1) The Board of Trustees hereby appoints D-D as the Exclusive Program
Coordinator for the System effective as the date of this Agreement and continuing
for a term of five years. This contract shall be 1enewable for an additional five
years unless written notice of termination is given to D-D at least six months
prior to the expiration of the original term. Provided, however, that this Agree:nent
may, upon 30 days advance written notice, be terminated by the Board of Trustees
for mal{casance, nonfeasance, misfeasance, Or gross neglect should D-D fail or
unreasonably refuse, on request of the Board of Trustees, to substantially petform
the services required to be rendered hereunder by D-D.

2) 1In its capacity as Exclusive Program Coordinator, D-D shall have the right

and be required to conduct the enrollment of all employees who clect to participate

in the System. The right of errollment shall include the right of D-D or its assignees
to act as the agent of record on the purchese of all insurance and/or annuity contracts
and to appoint its designee to act as the bioker/dealer to execute all securities
transactions, dealing with the acssets held by the Kentucky Public Employees Deferred
Compensati~n Trust Fund (hereinafter referred to as "Fund"), and in such capacity
D-D,its ascignees or designee, chall receive all commmissions and expense allowoiCe:
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due and payable by any of the {nsurance and/or investiments companies with whom
such essets are invested (or peid ta for insurance and/or annuity premium consider--
ations) in amounts normally paid within the industry by insurance and/or investment
coipanies as a marketing allcwance for the sale of such insurance and/or annuity
contracts to include expenses for promotional naterials, and as provided for under
the terms of the plans and piograms instituted by the Board of Trustees. FExcept
however, any amendments to the plans and programs as instituted by the Yoard of
Trustees as they affect the terins of D-D's agency or broker/dealer arrangements
with such insurance and/or investment companies may only apply to assets derived
from employecs compensation yet to be deferred,

hould the Board of Trustees elect at'any time to place assets held by the Fund
in investments other than those offercd by any insurance and/or investment coinpanics
where D-D, {ts assignees or designee, receive compensation as above provided, then
D-D and the Board of Trustees may mutually agree at that time upon appropriate
charges to be levied against such assets @5 compensation to D-D for its services.,

D-D shall pay all of its expenses associsted with its performance of the terms
of this Agreement. In no event shall the 3oard of Trustees be liable to D-D for any
coinpensation or consideration. Any compensation or consideration payable to D-D
@s provided herein shall be paid by the insurance «nd/or investiment companies as
above provided, and/or a custodian bank, if requircd by the Roard of Trustees.

3) D-D hereby agrees to utilize its best efforts and to provide appropriate
personael to include D-D's private legal counsel, where necessary:

A. To assist the Boaid of Trustees in the preparation of a Deferred
Compensation Plan and its asttendant agreements together with
appropriate requests for rulings so that all such deccuments meot the
requirements, in the opinion of the Attorney General of the State of
Kentucky, of Senate Rill 230, the Internal Revenue Service, the
Securities and Exchange Commission, the U.S. Department of
Health, Education and Welfare, and Kentucky's Statules and
Constitution ~ especially Sections 177 and 179;

B. To assist the Roard of Trustees in the preparation of bid specifi-
cations for the insurance and/or annuity contriscts to be provided
by insurance and/or investment companies for the System, and to
assist the Board of Trustees in their review of all responses
received {rom irvitations to bid such specifications, all such
assistance being as is determined necessary by the Board of
Trustees {rom time to time.

C. To review from time to time and to provide pertinent information
to the Board of Trustees concerning the performance of any
insurance and/or annuity contracts selecied Ly the Boerd oi irustees
and utilized by the System, and to make suggestions concerning
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_possible {mprovements to cuch insurance and/or annuity contracts,

s s such improvements or aliernatives become available on the
marketplace and feasible to implement.

To meet with the Board of Trustees and the appropriate personnel
within the Executive Department for Finance and Administration
and the Department of Personnel to advise and assist them, the
insurance and/or investment companies, and a custodian bank,
if required by the Board of Trustees, in the development and
maintenance of computer software systems and other management
systems necessary for the administration of the System.

1) The administrative functions of the System (and the Roard
of Trustees) are understood to primarily encompass the
following:

a) To collect all deferred amounts from employees and
remit such amounts and other appropriate informstion

each pay period to a custodian bank, or to the insure~ce

and/or investment companies in the event a custodiex
bank is not required by the Board of Trustees; and,

b) To receive all change and claim requests from the

employee participants, 10 determine the appropriater-ss

of such change or claim requests, and to forward
instructions and documentations concerning such
change or claim requests 1o a cusiodian bank or to
the applicable insurance and/or investment companiss.

2) The administrative functions of a custodian bank, if required
by the Board of Trustees, and/or the insurance and/or inve:i-
ment companies as may be ultimately selected by the Board
to provide the insurance and/or annuity contracts under the
System are understood to primarily encompass the followinc:

a) To receive all deferred amounts from the System and
to distribute and credit such amounts 1o the appropric 2
insurance and/or annuity contracts as selected by
the employees under their "investment elections”
provided for by the terms of the State of Kentucky
Deferred Compensation Plan Agreement; and,

b) To receive all change and claim requests together w..h
appropriate instructions from the System, to effect s.:h
changes to the insurance and/or annuity contracts
purchased, and to process and remit all distributions >f
benefits directly to the participants in accordance wi'h
such instructions and as provided by the terms of the
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arrangements between the Board of Trustees, and @ aoh
insurance and/or investment compeaenies, and a custodian
bank, if required by the Board of Trustees; and,

c) To provide the necessary information as to deferred
amounts recelved, values and coverages obtained,
and benefjts paid, in the form required jby D:D, o}
that D-D may compile such information and prepare
reports to be provided all participants reflecting the
information applicable to all insurance and/or annuity
contracts purchased by each participant as required by
the State of Kentucky Public Einployees Deferred Compen-
sation Plan Agreement,

E) To provide reports, as required by the Board of Trustees, to all
participants, toge’ther with appropriate suminaries to the Board of
Trustees, detailing the deferred amounts collected, and the values
and coverages obtained and remaining, for a charge of $1,00 ¢,
participant per report, subject to a cost of living escalator as inay
be mutually agreed to by the parties hereto. Such charges shall be
paid by the insurance and/or investment companies providing the
insurance and/or annuity contracts for which the reports are made,
and by a custodian bank, if required by the Board of Trustees. The
Board of Trustees shall at all times have the right to determine the
frequency of such reports.

F) To personally intervicw all ¢ligible employees and explain the
advantages of their participation in the System provided that D-D may:

1) Obtain access to names of all state employees to include
their work location and immediate supervisor; and,

2) Distribute promotional material to all state employees by
the stuffing of payroll envelopes, wherever possible; and,

3) Arrange with immediate supervisors a convenient time and
place wherein D-D may: -

a) Make presentations to groups of approximately 20
employees on state premises during working hours;

and,

b) Make individual precentations to those employees who
SO request st the conclusion ¢f the group presentation.
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G) -To.recommend procedures which will aid the Kentucky Siate
Auditor, or other appropriate personnel, to install eand maintain
a comprehensive method of audits and controls to insure the
System's fiscal integrity for the protection of the participants,
the State, the Board of Trusiees, and the involved elected or
appointed officials.

4) D-D hereby warrants and agrees that all information concerning the
System and participants thereunder is the sole property of the System (and the
Board of Trustees), that such information shall be kept confidential, and that
such information shall ot be used by D-D, or transmitted to any other person (s)
or entities by D-D for any purposes whatsoever other than as provided in this
Agreement, the Kentucky Public Employees Deferred Compensation Plan Agreement,
or subsequent resolutions or instructions of the Board of Trustees.

D-D warrants-that it and its representatives shall not utilize any of such
information to offer or attempt to offer any programs other than the programs
specifically approved by the Board of Trustees to any employee or employees of
the State of Kentucky.

5) This contract constitutes the whole agreement between the parties hereto
and there are no other agreements between the parties.

6) This Agreement shall be construed in accordance with the laws of the
State of Kentucky.

_In witness hereof witnessed the signatures of the parties this _(57' day of

Detetler , 1974.

DAVENPORT-DILLARD OF KENTUCKY, INC.

By &@fhﬁil#_

Ryesident
ATTEST:

ST " o

Secretary-Trelasurer

BOARD OF TRUSTEES OF THE KENTUCKY PU=LIC
EMPLOYEES DEFERRED COMPENSATION SYS'EM

‘ioZ Chairman

Y R Sl S A B P
C(ojnmissioner, Cxec. Degpgt.

ry SV s O -

"Commjésioner of Ferso nngl T

\%Jrﬁmlssioner f InsuTa
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AGREEMENT

THIS AGREEMENT, made and entered into this § AR day of
’414J49A; 1979, by and between the BOARD OF TRUSTEES of the
KENTUCKY PUBLIC EMPLOYEES DEFERRED COMPENSATION SYSTEM (here-
after referred to as the "Board of Trustees'") and PUBLIC
EMPLOYEES BENEFIT SERVICES CORPORATION (hereinafter referred
to as'PEBSCO'"), successor to Davenport-Dillard of Kentucky,
Inc., a Kentucky Corporation, 215 St. Clair Street, Frankfort,
Kentucky.

WITNESSETH THAT: _

WHEREAS, the Board of Trustees and PEBSCO have entered
into a contract on October 8, 1974 which requires that the
aforesaid contract shall be'automatically continued for an
additional five year period after the expiration of the ori-
ginal contract period of five years, unless the Board of
Trustees shall give at least six months notice of termination
prior to expiration of the aforesaid contract and both partieg
desiring to delete the necessity of giving six months advanc.
notice of termination, |

NOW THEREFORE, it is mutually agreed between the parties
that so much of the aforesaid contract which requires six
months advance notice of termination shall be deleted from

the aforesaid contract and amended to read that the Board oI
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Trustees may notify PEBSCO of its desire to renew or not to
renew said contract at any time up to the last date of the
present contract which is October 7, 1979.

And the parties further agree that should the Board of
Trustees not give any notice on or prior to October 8, 1979,
the aforesaid contract shall not be renewed, and the contract
shall automatically expire on October 8, 1979.

In witness hereof witnesseth this amendment to the contract

entered between the Board of Trustees and Davenport-Dillard of

XKentucky, Inc. (on October 8, 1974), this 5”“ day of
Z/'z,a/ ., 1979.
PUBLIC EMPLOYEES BENEFIT SERVICES
CORPORATION, Successor to
DAVENPORT - DILLARD OF KENTUCKY, INC.
{
By: é;J;v\*;LLALAL/<:ij~630ﬁJ
Rresident
ATTEST:

'/ . BOARD OF TRUSTEES OF THE KENTUCKY PUBLIC
Hal K.AL%M.. EMPLOYEES DEFERRED COMPENSATION SYSTEM

/;7L‘ LLr e 52/ 4>%514¢462”L/’

APPROVED FOR FORM AND
LEGALITY, OFFICE OF THE
ATTORNEY GENERAL, FRANK-
FORT, KENTUCKY'

WW/L i~ Sfc Ly

Assisfant Attorneytyeneral

//i 7
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APPENDIX E

COMMONWEALTH OF KENTUCKY
OFFICE OF THE ATTORNEY GEN ERAL

ROBERT F. STEPHENS FRANKFORT

ATTORNEY GENERAL
July 19, 1979

Mr. Scheffel Wright . | OA E 79 4 1 1‘"

Assistant Director for Program Review
Legislative Research Commission

State Capitol

Frankfort, Kentucky 40601

Dear Mr. Wright:

You seek the answer to several questions raised by
the Committee for Program Review and Investigation concern-
ing the Public Employees Deferred Compensation System (PEDCS)
and its related administrative company, the Public Employees
Benefit Services Corporation (PEBSCO) .

You ask:

"l. Under state law, can deferred compensation
monies be invested in the common stock of a
corporation?"

Kentucky Constitution, Section 177 provides:

"The credit of the Commonwealth shall not
be given, pledged or loaneéd to any individual,
company, corporation or association, munici-
pality, or political subdivision of the state;
nor shall the Commonwealth become an owner or
stockholder in, nor make donation ‘to, any
company, association or corporation; nor shall
the Commonwealth construct =a railroad or other
highway."

In two previous opinions, OAG 73-695 and 73-808, this
very issue was raised, and this office advised that there was
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Scheffel Wright
July 19, 1979
Page -2-

a possibility that investment in the stocks of a company by
PEDCS might be in conflict with Section 177 of the Kentucky
Constitution and that a declaratory judgment action should
be maintained to resolve the issue. Apparently, this was
not done. So, the issue is still to be resolved.

In City of Louisville Municipal Housing Com'n v. Public
Housing Administration, Ky., 261 S.W.2d 268 (1953), the question
was raised as to whether the city of Louisville Housing Commis-
sion may insure its housing projects in a mutual fire insurance
company. 1t was contended there that the Housing Commission is
a state agency, that a mutual fire insurance company is a private
corporation and that such a mutual insurance is owned by and
shall be operated in the interest of its members and that by so
purchasing mutual insurance, the agency was in violation of
Sections 177 and 179 of the Kentucky Constitution [Section 179
forbids local subdivisions from investing in private companies
in the same manner that Section 177 forbids the state from so
investing. ]

The Court considered the history and purpose of Sections
177 and 179 of the Kentucky Constitution and quoted from Hogan V.
Kentucky Children's Home Society, 119 Ky. 235, 83 S.W. 605, 607,
67 LRA 815, to wit:

"o There was a time when the state

was allowed to subscribe, and did subscribe,
to the capital stock of various quasi public
improvement companies, and loaned or gave its
credits to such. It was to prevent a repetition
of that practice by the state that the section
was enacted." It is apparent that section 179
was enacted in order to place upon Tocal govern-
mental units the same general Testrictions imposed
Goon the Commonwealth Ttself by section L//. The
purpose Behind both sections was to prevent Tocal
and state taxX revenues Trom being diverted Irom
normal gavernmental charne.s. <Lhe purpose wilil
Tot be tnwarted bv the Sroposed action of the
Housing Commission. None of the revenueé of the
Housing Commission Ts derived from local or
state runds, and it has mno authoritv to assess,
Tevv or collect taxes 1in any form.
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Scheffel Wright
July 19, 197
Page -3-

In order for this Court to hold that
sections 177 and 179 prohibit the

Housing Commission from insuring its
properties in a mutual fire insurance
company, we would have to read into those
sections words which are not there. This
we are not authorized to do." [Emphasis
supplied]

This opinion was reaffirmed in Louisville Board of
Insurance Agents v. Jefferson County Board of Education, Ky.,
309 S.W.2d 40 (1958).

Applying the rationale in those decisions to the facts
here, the monies of the PEDCS do not come directly from tax
funds, but are voluntarily assigned to it from employees of
the Commonwealth, and there is no diversion of tax revenues
from normal governmental channels By such investments. Like
the governmental entities in the two aforesaid cases, the PEDCS
has no authority to assess, levy or collect taxes in any form.

Thus, the answer to question #1 is ''yes".

"2. Can deferred compensation monies be
invested in mutual funds, whether backed
by stocks or bonds?"

The aforesaid opinions specifically deal with mutual funds,
and the Court in Louisville Board of Insurance Agents v. Jefferson
3card of Education, supra, stated at page 41: ‘

"Another valid reason why membership in

a mutual insurance company does not render
the insured a stockholder of the company is
because the policy merely fixes the legal
status c¢f the parties during the life of the
policy. In no manner is there the same
cheracter of Interests which a stockholder
has in a stock insurance company. <The
privilege to vote, conferred bv the policies
in question, is merely incidental to acquiring
the insurance protection being sought."”
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Scheffel Wright
July 19, 1979
Page -4-

In short, the court held that becoming a ''member' of
a mutual company does not make the insured a 'stockholder"
within the meaning of Section 177 of the Kentucky Constitu-
tion.

So, for two reasons, the answer to question #2 is "yes™.

"3  Could the Kentucky Employees Retirement
System offer a deferred compensation plan to
eligible employees?”

While the KERS could offer a plan, it could not be a
deferred compensation plan under the Internal Revenue Code.
The basis upon which taxes are deferred and not paid when the
employee is paid his salary is that the money so deferred is
paid directly to the PEDCS. The funds thus deferred are not
the funds of the employee but that of the system. He only
has a right to receive subsequent benefits under certain cir-
cumstances. The very fact that the monies at the time they
are deferred are those of the system (the Commonwealth) makes
them non-taxable at that time.

On the other hand, the funds of the KERS are those of
the employee at the moment they are withheld for him (KRS
61.570; 61.692). Where the participation by an employee in
PEDCS is voluntary, the participation of an employee in the
KERS (except those who chose not to participate when his
cdepartment first came into the KERS) is compulsory. The fact
that the monies compulsorily deducted from the employee's pay
in KERS is his from the moment of deduction makes such com-
sulsory deductions constitutional.

Therefore, KERS could not offer a deferred compensation
plan without a massive statutory change in its composition or
without (statutorily) offering a separate fund which woul-? meet
federal requirements for consideration as a deferred compensa-
tion system.

",  Could the Kentucky Employees Retirement
System administer and offer a deferred comp-
ensation plan to employees wherein the amounts
deferred (the employee's contributions) were
invested in common stocks?"

This cuestion has been answered in #3 and the answer is
"40". KERS can invest in common stocks (and does so, KRS 61.650)

62



Scheffel Wright
July 19, 1979

Page -5-

but it would not be a deferred compensation plan.

"5. Could K.E.R.S. offer a plan wherein
amounts deferred were invested in mutual
funds?"

1 11

Based upon the answer to #3, the answer is ''mo
"6. Could K.E.R.S. offer a plan wherein
amounts deferred were invested in corporate
bonds?"

" "

Based upon the answer to #3, the answer is ''no

"7. Can the Deferred Compensation System
offer deferred compensation plans directly

to eligible employees wherein the amounts
deferred by employees were invested in common
stocks, mutual funds and corporate bonds?"

Based upon the answer to #'s 1 and 2, the answer is a
qualified "yes'. But in order to utilize such a method success-
fully, the PEDCS would need to market the product and would need
to sell the product to the employees. This might require sanc-
tioning of the sales material by the Securities Exchange Commission
and registratiorn with the Securities Dealers Association. The
Department of Insurance would need to license those individuals
selling the product as licensed insurance agents. So, while
technicelly the PEDCS could provide the service directly, it
could only do so after careful approval, registration and
licensing of the persons involved by the various governmental
agencies who have jurisdiction of such persons and subject matter.

"8, Could the Kentucky Employees Retirement
System establish and offer annuity plans or

contracts to participants directly, without

the involvement of insurance companies?"

KERS could not offer a deferred compensation system without

massive statutory changes,and with such changes it would face the
same problem PEDCS would face in a direct marketing method.

63



Scheffel Wright
July 19, 1979
Page -6-

"9 Can the Deferred Compensation System
establish and offer annuity plans or con-
tracts directly to employees?"

This question is governed by the answer to #7.

"10. 1If the answers to the foregoing questions
concerning the Kentucky Employees Retirement
System are no while the answers to analogous
questions regarding the Deferred Compensation
System are yes, may we generally conclude that
the K.E.R.S. could assume the functions allowed
to the Deferred Compensation System if appro-
priate statutory trans fers of authority were

made?"

1f proper statutory changes were made, KERS could offer
what is now offered by PEDCS.

"11. Kentucky Revised Statutes, Section 18.510
defines 'employee'. Section 18.540 (7) (f) allows
the Deferred Compensation System Board of Trustees
to make all rules and regulations not inconsistent
with the provisions of KRS 18.510 to 18.600. Can
the Board, using its rule-making authority, adopt a
narrower definition of 'employee' than set forth

in Section 18.510? Specifically, could the Board
adopt the same definition of 'employee' as that used

by the K.E.R.S.?"

We do not believe the board of PEDCS can, by regulation,
reduce the term '"employee’ inconsistently with the definition
of the term in the statute. Otherwise, the regulation would
have the effect of amending the statute. An administrative
agency has only those powers granted to it by the statute creating

it.

"12. Can the Board by rule clarify the status
of groups where it is ambiguous under Section 18.5107"
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Scheffel Wright
July 19, 1979
Page -7-

Providing the clarification does not, in effect, amend
the statutory definition, such clarification may be authorized
where it merely interprets and actually clarifies a statutory
definition.

Very truly yours,

ROBERT F. STEPHENS
ATTORNEY GENERAL

Nactn

Martin Glézer
Assistant Attorney General

MG/ba
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BOARD NF TRUSTEES KENTUCKY PUBLIC EMPLOYES

DEFERRED COMPENSATION SYSTEM
DEPARTMENT OF FINANCE

FRANKFORT, KENTUCKY 40601
Strawn Taylor, Chesirmen
John D. Wit
sxnsxecsacoutsx Donald Rhody
Addie D. Stokiey. ‘ ,
amxswam® Gordon Duke APPENDIX = F

December 3, 1979

Honorable Buddy Adams, Chairman
Committee for Program Review
and Investigation
Legislative Research Commission
Room 9, Capitol Annex Building
Frankfort, Kentucky 40601

Dear Mr. Adams:

The Board of Trustees of the Kentucky Public Employes Defe
System wishes to acknowledge the Program Analysis prepared
for the Committee for Program Review and Investigation.

We wish to compliment the subject, quality and integrity o
report as well as the program investigation in the develop

While we naturally feel that many of the recommendations a

David W. Edwards
Executive Secretsry
Phone 502-564-7710

rred Compensation
by your staff

f both the final
ment process.

nd concerns were

already being addressed by the Board, we nonetheless acknowledge that vir-

tually all of these issues are legitimate and require corr

ective action.

Indeed, at present, we view the issues identified in the report as either

resolved or in the process of being resoived. And, that t
affairs has been hastened by your Committee's program revi
and recommendations.

We believe that the more substantive issues, especially th
our cash management transit system, are in good shape. Ho
lation authorizing the electronic transfer of funds would
shorten the cash flow process from the participant to the

his state of
ew, evaluation,

ose involving
wever, legis-
substantially
carriers. We

are awaiting final draft of new Internal Revenue Service regulations con-

cerning our plan and might have a need for certain legisla
as a result thereof. If so, we would 1like to work with yo
incorporating the possible changes resulting from new Fede
as well as any other changes which would be beneficial.

With this letter we are providing you with a specific resp
recommendation explaining:

( the basis of our original action on the issue;

1)
(2) the basis and result of our corrective action;
(3) the basis for no action.
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Honorable Buddy Adams
Page No. 2
December 3, 1979

In addition, we are enclosing for your review a copy of a recent Certified
Audit, prepared for the Board by Coopers and Lybrand. You will notice it
provides a total reconstruction of income, disbursements, assets, liabilities,
and audit controls and management recommendations regarding the fiscal inte-
grity of the system. This audit was made at no cost to the Commonwealth as

it was paid for by the insurance companies. We believe that it is significant
to point out that our new contract with the program administrator provides for
annual certified audits, as well as computer services, at no cost to the
Commonwealth.

The Board is gratified to report that Coopers and Lybrand found the books and
records, systems and programs, to be virtually free of error. You will note
they made seven recommendations which have already been acted upon by the
Board.

Your interest and support in this important employe program is appreciated,
and we want to assure you that the Board will continue to be responsive to

your committee.

In addition, we invite you and your staff to attend any of our Board meetings
and seek your continued support for this important program.

Very truly yours,

o ——
.

) ‘.}é/:{(,nm, 7///: \/('4« TE -
Strawn W. Taylor
Chairman
Board of Trustees

. L4 i —

Addie D. Stokley, Commissione /ohn"D. Witt, Vide-Chairman
Department of Personnel and Trudtee Board of Trustees

Donald N. Rhod Ebmm1 1oner 2. Gordon Duke//Secretary

Department of MfSuranc and Tr Department of Finance and Trustee
SWT:sj

Enclosures (3)

(1) Response by Deferred Compensation Board of Trustees

(2) Audit Report (Financial Statements and Management Report)
by Coopers and Lybrand

(3) Draft of Deferred Compensation Plan
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THE KENTUCKY PUBLIC EMPLOYES DEFERRED COMPENSATION SYSTEM BOARD OF TRUSTEES
RESPONSE TO COMMITTEE FOR PROGRAM REVIEW AND INVESTIGATION PROGRAM ANALYSIS

RECOMMENDATION 1. Funds in transit between payroll deduction and investment
in participants' accounts should be invested temporarily
for the benefit of the Deferred Compensation System and/or
participants.

RECOMMENDATION 2. Income from temporary investments should be used to defray
administrative expenses of the system.

RECOMMENDATION 3. The general fund appropriation should be reduced or elimi-
nated as investment income is received.

RECOMMENDATION 4. The Appropriations and Revenue Committee should consider
this issue with the related issue of whether general fund

appropriations for DCS are appropriate in its budget review

proceedings.

RESPONSE: Recommendations 1., 2., 3., and 4. are so interre-
lated that they should be considered jointly rather than
individually. The insurance companies are in the process
of making the systems changes that are necessary in order
to accept semi-monthly deposits and credit earnings on
them from the date of receipt. The Trustees have been
negotiating with those companies to accept semi-monthly
deposits since October 27, 1978, but because of previous
contractual agreements, these changes cannot be implemented
until June, 1980. This will speed up the deposits by about
15 days for the deferrals withheld at the end of the month
for employes paid on a semi-monthly basis and also for all
deferrals for employes paid on a monthly basis. For approxi-
mately 66% of the deposits this will decrease the time from
date of deposit by the State Treasurer into the Special

Deposit Trust Fund until date of remittance to the carriers
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RESPONSE : from that fund by almost 50%. The remaining 34% of the
deferrals withheld at the middle of the month will be re-
mitted to the carriers near the end of that month. Under
this remittance system the normal time from deposit by the
State Treasurer until deposit by the carriers will be about
15 days for all deferrals.

The Office of Policy and Management, Department of
Finance, has advised that earnings by the Special Deposit
Trust Fund cannot be allocated to the Board of Trustees
for its own use but must accrue to the General Fund. Since
the Board receives its appropriations from the General Fund
the earnings on the float are, in effect, indirectly funding
a portion of the Board's budget.

The State Treasurer is currently earning some $20,000.00
annually in interest on undeposited deferrals. As the program
grows and expands it is anticipated that these earnings will
increase in the future and the program may eventually become
self-sustaining.

It would therefore seem prudent that, since little or
no additional overall revenue would actually accrue to the
Commonwealth if the deferrals were invested on a short-term
basis specifically for the benefit of the Board, it should
continue to receive all of its operating revenue from the
General Fund. The carriers could not allocate such earnings

to the individual participant's accounts.
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RECOMMENDATION 5.

RESPONSE :

The Board of Trustees should act to assure that only one
bank is utilized in transferring payroll deductions to
participant accounts.

Beginning in September, 1979, the participant
deferrals have been disbursed directly to the carriers

from the Special Deposit Trust Fund by the State

Treasurer.
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RECOMMENDATION 6.

RESPONSE :

The General Assembly should consider legislation authorizing
the Commonwealth to disburse funds via electronic funds trans-
fer.

The Board has lamented for years over its inability
to effectuate a more rapid transfer of funds for the bene-
fit of the participants. The Board would certainly welcome

the use of this medium and would support legislation author-

izing its use.
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RECOMMENDATION 7.

RECOMMENDATION 8.

RESPONSE:

Payroll deductions from public school employes should be
forwarded to the state treasurer as for other employes
eligible for participation in the deferred compensation
system.

The account at Central Bank and Trust Company should be
eliminated.

Recommendations 7. and 8. should also be considered
jointly. As cited in your report the establishment of
this account was authorized by the Secretary of Finance
and the State Treasurer. while the Kentucky Statutes
provided that the State Treasurer is the custodian it
did not contemplate that the state would set up the
administrative systems necessary to collect the deferrals.
At the time we began to implement the school districts
into the overall State system the Trustees and the program
administrator, as well as the carriers, investigated the
feasibility of centralizing the payroll transmittals from
the school districts back through the System's office.
This would have required a substantial expansion of the
System's manpower requirements to handle more than 180
payroll systems, most of which are not computerized.

The Trustees therefore decided that it was in the best
interest of the State, and less expensive, to have these
deferrals handled by a custodian bank and still believe
that this was the proper decision. This decision will

be reviewed if necessitated by future changes. If, at
anytime in the future, the Board feels that the current
system is not delivering the benefits to the State and
the participants, the Board will certainly review, conduct

an analysis, and make any changes necessary to insure the
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RESPONSE :

integrity of the plan. This Board has control over the
bank account through the Executive Secretary.

The State Treasurer delegated custodial authority
for the public school funds to the Central Bank by virtue
of authorizing the account for that purpose. Benefits
accruing to the Commonwealth are that no administrative
costs are incurred by the Board, the State Treasurer,
and the Department of Finance in processing these checks.

Even though we realize that a small amount of income
accrues to the Central Bank on approximately $35,000.00
that it handles each month, it is more than offset by the
cost of one full-time person employed by the Central Bank

to handle these funds.
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RECOMMENDATION 9. Electronic funds transfer should be utilized to transfer
funds from school boards to the state treasury (and also
to transfer funds from there to the insurance companies).

RESPONSE: We offer the same response as in Recommendation 6.

The Board would certainly welcome the use of this medium

and would support legislation authorizing its use.
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RECOMMENDATION 10. A comparison of plan administration proposals in other
states should be made before another agreement for admini-
stration is made. Also, contractual arrangements with
insurance companies should be compared in the same manner.

RESPONSE: As a result of a Tong-term concern on the part of
the Board, in March, 1979, the Board conducted a survey
which included, among other things, the various methods
of administration utilized in other states. In addition,
those states utilizing the services of PEBSCO were asked
to evaluate the performance of PEBSCO. Arrangements with
investment carriers were also included in the survey.
Responses were received from more than 20 states, some of
whom had not yet implemented their program. The results
indicated that the Kentucky program is one of the best
in the nation. Bids to administer the Kentucky program
were requested by advertisements in the Wall Street Journal,
the Courier Journal, and the Lexington Herald. Two responses
were received and the candidate administrators made presen-
tations to the Board. Letters of declination were received
from the Kentucky Retirement System and Aetna Life Insurance
Company, each of whom made presentations in 1973. After
careful deliberation PEBSCO was reappointed as the program

administrator.
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RECOMMENDATION 11.

RESPONSE:

The Board of Trustees should review the sales charges
presently in force to determine whether they serve the
best financial interests to participants or whether an
alternative structure would be better.

The Board has stayed continually abreast of what has
been done in other states. Part of our survey referred
to in Response 10 included questions concerning the level
of charges and benefits in other states. This survey was
incorporated into your report and it documents that fre-
quently "no load" products cost the participants more in
benefits.

The level of sales and administrative charges was
included in the aforementioﬁed survey. A report on this
survey was made at a Board meeting on August 1, 1979, at
which time it was concluded that the program had been
operational for a sufficient length of time to warrant a
renegotiation of the sales charge. This was done and a
new contract was negotiated whereby the sales charge on
the fixed annuity was reduced from 6% to 5% effective
January 1, 1980, with a further reduction to 4.5% when
the fund assets reach $45,000,000.00. Subject to the
approval of the Securities and Exchange Commission the
sales charge on the variable annuity will be eliminated
and the annual administrative charge will be increased

from $8.00 to $12.00 effective January 1, 1980.

76



RECOMMENDATION 12. The Board of Trustees should seriously consider requesting
new bids for the annuity contract and evaluating all pro-
posed products actuarially to determine which provides the
best return to participants.

RESPONSE : The Board wishes to convey the fact that proposals for
bids for all products were sent to the largest 100 and all
domestic insurance companies at the inception of the program.
Data concerning investment products was obtained from the
survey conducted by the Board in March, 1979, and is included
in your report. That survey does not reflect the new reduc-
tion in charges which is shown in our response to Recommen-
dation 11.

Due to the attractiveness of the Kentucky program several
states have sought advice from Kentucky and have attempted to
model their programs after the Kentucky program.

The following message was received by Chairman Strawn
Taylor from the Assembly of Governmental Employees, a national
federation of independent state and local associations repre-
senting 700,000 public employes, regarding Kentucky's contri-
bution to the field of public employe deferred compensation
programs :

"As you know the United States Congress has passed legis-
Tation codifying Public Employe Deferred Compensation. Assembly
of Governmental Employes has been active in the legislative
effort. Outstanding Deferred Compensation Programs such as the
Kentucky Program were instrumental in helping us to convince
key people in the Congress to support our legislative efforts.
We commend Kentucky for an outstanding program. The broad

spread of employe participation through income Tevels shows
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RESPONSE :

good plan management and assisted greatly in convincing
Congress that public plans do not need arbitrary enrollment
quotas as was mandated to private Deferred Compensation
Programs. Thank you."

James F. Marshall, Executive Director, Assembly of Govern-
mental Employees, Suite 611, 1730 R. I. Avenue, N.W.,
Washington, D.C. 20036
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RECOMMENDATION 13.

RESPONSE:

The Board of Trustees should notify participants individually
of changes 1in plan provisions and participant agreements.

A new plan document, as revised, is currently in the
process of being printed. A copy of the new plan document
will be sent to each participant by PEBSCO, the program
administrator, as soon as they become available. A draft
copy of this document is attached.

The Board was apprised several months prior to the
final passage of the revised tax plan by IRS which affects
deferred compensation programs. Upon being advised that
Congress had enacted new Tegislation the Board then started
revising its plan which was submitted to legal counsel 1in
Washington to obtain a legal opinion. The Board was advised
by that counsel that it is their opinion that the Kentucky
plan is in conformity with the requirements of the Kentucky
Law and Section 457 of the Internal Revenue Code.

Future revisions will be made in the plan as deemed
appropriate by the Board and as required by new legislation,

state or federal, and promptly distributed to the participants.
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RECOMMENDATION 14.

RESPONSE:

The Board of Trustees should continually monitor and

periodically review processing time of statements and
related computer services and employe performance to

insure that statements are produced and delivered in

a timely manner.

The Trustees have and will continue to monitor and
review the processing time of valuation statements and
related computer services and employe performance. Much
needed improvements have already been effected in this
area. The valuation statements for the reporting year
of 1978 were issued on March 1, 1979, sixty days after

the end of the year. This is within the time frame set

forth in the plan document.
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RECOMMENDATION 15. The Board of Trustees should act to assure that the revised
plan is provided to participants as soon as possible.

RESPONSE : Please refer to our response to Recommendation 13 for

our response to this Recommendation.
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RECOMMENDATION 16. The Board of Trustees should complete a systems analysis
with the Deferred Compensation System, with cooperation
of the Bureau of Computer Services.

RESPONSE: A systems analysis was performed by the Bureau of
Computer Services in October, 1975. It was concluded
that the computer services could be purchased for about
the same charges that the Bureau of Computer Services
would make. If the computer service was furnished by
the state additional initial costs would be incurred in
the amount of about $50,000.00 to develop the computer
programs and the employment of one additional person in
the Board's office plus an unspecified amount of time
by personnel in the Bureau of Computer Services to per-
form the input and systems operations. The purchasing
of these services rather than having them performed by
the Bureau of Computer Services resulted in less costs
to the taxpayers. Beginning July 1, 1979, these services
are being furnished at no cost to the taxpayers and no
additional charge is being levied against the participants
for these services. As there is now no cost to the Board
for computer services the need for systems analysi§ does

not exist.
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RECOMMENDATION 17.

RESPONSE :

The payroll operation should be included in a central
payroll system.

There already exists in the Finance Department
regulations which provide them with the authority to
modify state government's payroll procedures. Cur-
rently, the Departments of Personnel and Finance are
undertaking a study of state government's various
payroll systems, with the purpose of designing a
uniform payroll system. Cost estimates of implement-
ing the study will also be obtained. This study does
not include a consideration of the payroll systems

used by the State's school systems.
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RECOMMENDATION 18. Job descriptions, job procedures, the number of employes,
and salaries should be reviewed as all recommendations of
this review are implemented.

RESPONSE : The Board will review these areas and take the appro-

priate action.
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RECOMMENDATION 19.

RESPONSE:

The General Assembly should consider legislation requiring
that the administrative costs of the DCS be borne by parti-
cipants rather than paid for by a general fund appropriation.
The Deferred Compensation program is somewhat similar
to the U. S. Savings Bond, Credit Union, health and life
insurance, and other payroll deduction programs. As such,
the state provides the mechanism for an employee's contri-
bution to be deducted from the paycheck on a regular basis.
This cost appears to be entirely justifiable since the
availability of the Deferred Compensation program is con-
strued as an employee benefit, and all other costs attributed
to individual program participation are borne by the indi-
vidual. Further, it is important to note that the program
itself contributes some $20,000 per year to the general fund
from interest on undeposited deferrals. This amount, in
part, offsets some of the cost of operating the Deferred
Compensation System and the Board sees a growth in its con-
tribution to the General Fund in the near future.
Accordingly, inasmuch as the program is viewed, among
others, as an employee benefit, as a program whose partici-
pants already absorb much of the administrative cost, and
as a program which contributes to the reduction of its own
administrative costs, it is the recommendation of this Board
that further costs not be shifted to the participants at this
time. It is the Board's considered opinion that such a move
could have an adverse effect on enrollment and participation

and thus the well-being of the entire program.
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RESPONSE:

This Deferred Compensation Program, as provided now
by Federal law, is designed to let states be competitive
with private industry in Kentucky such as I.B.M., General
Electric, and Ford, who offer the employes stock purchase
and tax-sheltered thrift plans, giving them the same bene-
fits as we now offer. In private industry the companies
not only pay the cost of the administration, they match

funds in addition to their regular retirement plan.
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RECOMMENDATION 20. The Board of Trustees should forthwith maintain a declaratory
judgement action to resolve the question whether investment
of deferred compensation monies in common stocks is in conflict
with Section 177 of the Kentucky Constitution.
RESPONSE : The Board has accepted the opinion in 0AG 79-414 from
the Attorney General that there is no conflict with Section
177 of the Kentucky Constitution.
The Board feels that if your Committee does not agree
with the Attorney General's opinion that this falls within

your purview if you are still desirous of seeking a declara-

tory judgement.
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RECOMMENDATION 21. The Board of Trustees should review its eligibility policies
to assure consistency with statutes.

RESPONSE: At a Board meeting held on April 25, 1979, the Trustees
clarified the definition of the term "Employe" in its eligi-
bility policies to read as follows:

"Employe" means a person holding an office, position,
or employment in state government and agencies thereof and
also includes persons in the public school systems.

This is precisely the language contained in KRS 18.510(1).
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RECOMMENDATION 22.

RESPONSE:

The Board of Trustees should propose legislation to achieve
the strict eligibility requirements they desire.

The Board believes that the current Tegislation adequately
achieves the eligibility requirements necessary, in conjunction
with the suitability requirements imposed by the regulations of
the Securities and Exchange Commission (see response to Recom-

mendation 21).
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RECOMMENDATION 23.

RESPONSE:

The Board of Trustees should monitor the program administrator's
marketing and promotion activities on a regular basis to assure
that all eligible employes have the program explained to them
and achieve an opportunity to participate.

The Board recognizes that many probiems have been en-
countered in presenting the program to all eligible employes
and that sales promotion efforts by PEBSCO need to be strength-
ened. Many agencies, including the individual school systems,
have resisted the efforts of PEBSCO to present this program,
as required by statute, to those eligible employes. The Board
and PEBSCO are working on a program which will insure that we
get the support of all department heads to make certain that
the benefits and services of this program are delivered to all
eligible employes of the State of Kentucky. At a future Board
meeting PEBSCO will make its recommendations regarding this
support program. We welcome any assistance and support that
will ease this burden on the Board and PEBSCO.

At the Board meeting held on August 29, 1979, PEBSCO was
appointed to serve as program administrator for an additional
five years and was required to set forth in writing to the
Board a time schedule of increasing their current sales force
to assure the Board that all eligible employes will be called
upon.

The Board has asked PEBSCO to report, on a periodic basis,
to the Secretary of the Board the number of employes attending

enrollment meetings and where these meetings are held.
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RECOMMENDATION 24.

RESPONSE :

The Board of Trustees should request that the Bureau of
Computer Services evaluate services for the DCS as part
of the review of employe jobs and procedures,

As stated in the response to Recommendation 16.
these services were evaluated in 1975 prior to the im-
plementation of the program. The purchasing of these
services rather than having them performed by the Bureau
of Ccmputer Services resulted in Tess costs to the tax-
payers. Beginning July 1, 1979, these services are being
furnished at no cost to the taxpayers and no additional

charge is being levied against the participants for these

services.
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