This report explores
the impact of the
pension funding

shortfall on the

FY2006 budget and

the state’s capacity to
meet the needs of

[llinois children and

families. It finds that
recent changes to the
state’s pension
systems have not
resolved the funding
crisis. The report
concludes with
options for improv-
ing the fiscal health
of the state
retirement systems
to mitigate future
burdens for our

children.
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n the spring of 1995, the Illinois legisla-
I ture adopted a thoughtful, long-term

pension fund repair plan. Lawmakers
decided on a goal of having fund assets equal
90 percent of future obligations.! Because
Illinois’ funds were so far from the bench-
mark (approximately 54 percent in 1995),
lawmakers established a 50-year plan with
the ultimate goal of achieving a ratio of 90
percent by 2045. The state’s contributions
into the retirement systems would gradually
increase for the first 15 years and then remain
a level percentage

The staggering shortfall in pension fund
assets has emerged as a major factor in state
budget decision making in Illinois. For
FY2006, employer contributions to the state
pension funds represent less than 4 percent of
total General Funds spending, but this
percentage will more than triple during the
remaining ramp years through FY2011.
Unless new revenues can be raised, many
fear that state lawmakers will be forced to cut
back on basic services such as health care,
education or human services programs in

order to meet the

of payroll for the
remaining 35
years. The “ramp-
up” plan has been
adjusted several
times in recent years and will almost cer-
tainly be the subject of continued debate for
many years to come.

Through the late 1990s, the ramp-up,
along with increased state revenues and
favorable market conditions, markedly
improved the retirement systems’ funded
ratio. Unfortunately, the funded ratio
decreased substantially over recent years due
to an expensive early retirement incentive
offered to employees by the state, as well as
poor market performance of the systems’
investments during the economic downturn.
Pension obligation bonds issued in 2003
improved the funded ratio once again, but
the retirement systems remain underfunded
by an estimated $35 billion. 2

has the country’s largest unfunded pension debt,

the result of underfunding and investment losses.

With an unfunded liability of $35 billion, lllinois state’s

constitutionally
mandated
obligation to its
pensioners. ®

The long-term
negative effect of short-changing the pension
systems for FY2006 and FY2007 may have
been largely ameliorated by concurrent
pension reforms. But the enormous unpaid
pension obligation is still scheduled to siphon
off an increasingly large portion of the state’s
resources. Recent pension reforms have in
the end done little to help the state meet the
Herculean task of fulfilling its obligations to
the pension systems — especially during the
remaining ramp-up years through FY2010.
Pension payments due under the revised
schedule will continue to increase at a rate
that threatens to overwhelm other state
priorities such as education and human
services. Policymakers must act now to avert
this impending crisis.
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The state of Illinois has an
important role in providing many of
the services upon which children and
families in Illinois depend, from
public education to roads and
infrastructure. But because another
of the state’s obligations — payments
into the state’s pension systems — is
growing much faster than our current
revenues, the state’s ability to fund
the critical investments needed to
ensure a strong and healthy future
may be seriously compromised.

In order to be able to provide the
services our children need to succeed
in life, the looming pension crisis in
Illinois must be examined,
understood and confronted.

How the FY2006 Budget
GapwasFilled

Illinois’ retirement systems took
center stage in the 2005 legislative
session. In recent years as the state
faced shortfalls of billions of dollars,
balancing the budget has been very
challenging. In each of the past three
budgets, one-time measures
including selling state property, fund
sweeps, and increasing tax collections
through an amnesty period provided
some short-term budget relief, but
the underlying multi-billion-dollar
mismatch between spending and
revenues remained unsolved.

For the FY2006 budget, another
one-time measure was employed.
While the legislature must balance
the state budget every year, the
state’s retirement systems can be
underfunded for a period of time.

To avoid deep cuts in state
services and include important
increases in education and health
care, the Governor and General
Assembly made the decision to
reduce pension contributions instead
of cutting other expenditures.

Payments into the five state
pension systems were decreased by a
total of $2.3 billion ($1.2 billion for
FY2006 and $1.1 billion for FY2007),
paying only about half of the
scheduled amount due. In future
years, the choice will be between
severe cuts in expenditures — state

To avoid deep cuts in state
services and include important
increases in education and
health care, the Governor and
General Assembly made the
decision to reduce pension

contributions.

funding for education, human
services, health programs and public
safety — or a substantial increase in
state revenues.

Meet the Systems

Pension plans are part of the
public workers’ compensation
package, deferring some of the
compensation until after retirement.
State pensions in Illinois, like almost
every other state, are defined benefit

plans, where the amount of retirees’
pension is guaranteed for life. (In
contrast, many private employers
offer defined contribution plans,
where the employer promises only to
contribute a set amount to an
investment plan, and the retirees bear
the risk of downturns in the market).

Illinois public retirement systems
provide retirement income for public
workers, most of whom are not
covered by Social Security.* The cost
of providing these retirement benefits
is shared between the employers and
the public workers.

The State of Illinois is responsible
for employer contributions into five
public pension systems (listed by size
of membership): the Teachers’
Retirement System (TRS), State
Employees’ Retirement System
(SERS), State Universities Retirement
System (SURS), Judges’ Retirement
System (JRS), and the General
Assembly Retirement System
(GARS). Membership in these five
systems (including benefit recipients,
active and inactive members) totals
more than 648,000.

While each of the retirement
systems is different, members are
generally required to contribute
between 4 percent and 12 percent of
their earnings into the pension
systems.® Employees have made
their contributions, but the state has
not kept up with its obligation. By
failing to make sufficient payments
into the retirement systems, the state
has shifted the costs of services
provided for one generation to future
generations.®
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Woefully Behind

With an unfunded liability of $35
billion, Illinois has the country’s
largest unfunded pension debt, the
result of decades of underfunding
and recent investment losses.” This
means that benefits earned by retirees
and current employees outweigh
assets by $35 billion. To put this
number in perspective, the state’s
total operating budget for FY2006 is
about $43 billion.

The retirement systems’ funded
ratio (assets to liabilities) of 60.9
percent is also among the worst in the

owed to current retirees, but the size
of this unfunded pension debt is
certainly cause for grave concern
going forward.

If the state had fully funded the
retirement systems over the past
decades, the state would not be in
such a dire situation. It is precisely
because Illinois has failed year after
year to make appropriate pension
contributions that payments now
threaten to overwhelm the state
budget. Shorting the pension systems
to balance this year’s budget
increased the state’s future burden
and reduced the overall earnings on
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country. In comparison, nearly half
of the states have retirement systems
that are at least 80 percent funded
and nine have funded ratios greater
than 90 percent.2 Currently, assets
are still able to cover the benefits

the portfolios. The state is now forced
not only to keep up with current
pension requirements but also to
make up for the past shortchanging of
the pension systems. Paying for the
historical underfunding is the real
source of the crisis.

VOICES FOR JLLINOIS CHILDREN
Ramping Up and Down

In 1995, when the systems’
funded ratio was at a low point of
54.2 percent, the legislature passed a
50-year plan with the ultimate goal of
achieving a ratio of 90 percent by
2045. The state’s contributions into
the retirement systems would
gradually increase for the first 15
years and then remain a level
percentage of payroll for the
remaining 35 years.

This plan, coupled with favorable
market conditions in the late 90s,
significantly improved the fiscal
health of the state’s retirement
system from FY1996 through FY2000.
Unfortunately, the funded ratio
decreased substantially from 74.7
percent in FY2000 to 48.6 percent in
FY2003. In 2001 the country
experienced a recession and the stock
market tumbled. The pension
systems’ earnings declined sharply
and the asset value fell. At the same
time, the state offered employees an
early retirement incentive, which was
taken up by more individuals than
anticipated.

Shoring up With Pension
Obligation Bonds

The issuance of $10 billion in
bonds to meet the state’s pension
payments for the last quarter of
FY2003 and all of FY2004 provided
$2.16 billion in budget relief for the
state’s General Funds. Additionally,
bond proceeds added more than $7
billion to retirement systems’ assets.
These 30-year bonds are intended to
save the state money because they
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payments will represent a level
percentage of payroll is shaded.

The projections for each of the
five retirement systems, presented at
the Aug. 23, 2005 meeting of the
CGFA, have been combined. The
estimated difference, using the
specific set of assumptions detailed at
the foot of the table, is less than $1
billion over the 40 remaining years of
the payment schedule.’

Of even greater concern than the
ultimate impact of the reforms and
the underfunding in FY2006 and
FY2007 is the state’s future ability to
stick to the 50-year funding schedule.
The state was not even able to meet
its relatively small funding
commitment of $2.15 billion to the
retirement systems for FY2006.

Unless the schedule is revised yet
again, annual payments are expected
to increase by $2.4 billion for FY2007
through FY2010. Even in FY2007
when only half the scheduled
payment will be made, the pension
payment will still be an additional
$437 million over FY2006. FY2008
payments will be an additional $848
million over the FY2007 payment.
Estimated annual payments will be
more than $16 billion by the end of
the funding schedule.®®

Assuming an annual growth rate
of 4.2 percent for General Funds
appropriations, pension payments are
expected to more than triple as a
percentage of General Funds
appropriations over the remaining
ramp years — from less than 4 percent
for FY2006 to nearly 12 percent by
FY2011.¢
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Actual and Estimated Required State Pension Payments
Before and After Spring 2005 Changes

(In millions, not inflation adjusted)

Fiscal Year Actual Payments? Increase/(Decrease)
over Previous Year

2001 $1,464 $103
2002 $1,582 $119
2003 $1,739° $157
2004 $9,323° $7,583
2005 $1,782 $(7,540)

Fiscal Year Pre-P.A. 94-0004 Post-P.A. Increase/(Decrease)

94-0004¢ Over Previous Year

2006 $2,142 $936 $(847)
2007 $2,473 $1,373 $437
2008 $2,767 $2,221 $848
2009 $3,127 $2,735 $514
2010 $3,524 $3,300 $565
2011 $3,676 $3,460 $160
2012 $3,793 $3,586 $125
2013 $3,959 $3,760 $174
2014 $4,133 $3,942 $182
2015 $4,311 $4,129 $188
2016 $4,205 $4,311 $181
2017 $4,388 $4,501 $190
2018 $4,583 $4,702 $202
2019 $4,791 $4,916 $214
2020 $5,021 $5,153 $236
2021 $5,266 $5,404 $251
2022 $5,525 $5,670 $266
2023 $5,799 $5,950 $281
2024 $6,074 $6,230 $280
2025 $6,364 $6,525 $294
2026 $6,671 $6,836 $312
2027 $6,992 $7,162 $325
2028 $7,327 $7,501 $340
2029 $7,676 $7,856 $355
2030 $8,042 $8,227 $371
2031 $8,424 $8,615 $388
2032 $8,825 $9,022 $407
2033 $9,246 $9,448 $427
2034 $9,709 $9,896 $447
2035 $10,170 $10,362 $466
2036 $10,652 $10,850 $488
2037 $11,159 $11,362 $512
2038 $11,690 $11,898 $536
2039 $12,242 $12,456 $558
2040 $12,818 $13,037 $582
2041 $13,419 $13,644 $606
2042 $14,046 $14,276 $632
2043 $14,700 $14,936 $660
2044 $15,382 $15,623 $688
2045 $16,093 $16,341 $718
TOTAL $301,204 $302,152 N/A

a. Totals for FY01-FYO04 calculated from the retirement systems’ comprehensive financial reports; FY05
totals from the Commission on Government Forecasting and Affairs FY05 Budget Summary.

b. FY03 and FY04 payments inlcude pension obligation bond proceeds.

c. The post-P.A. 94-0004 assumptions include a 9.0 percent money purchase interest rate for SURS and
the Commission on Government Forecasting and Accountability’s salary assumptions for the Teachers’
Retirement System.
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proven insufficient to meet the
payment requirements of the 1995
legislation and also to meet the needs
of lllinois citizens, especially in the
years since the economic downturn.
Illinois has faced four consecutive
years of deficits going into the
legislative session. Budget holes
largely have been filled with non-
recurring sources of revenue, with the
result that the state has faced deficits
year after year.

Balancing the budget while also
meeting the important
goal of providing
more funding for
education and health
care and making
scheduled pension
payments — under the

revised schedule — will certainly
require more revenue. Without
additional revenues, the state simply
does not have the resources to meet
its obligations to pensioners and to
continue to provide the public
education, public safety, health
programs, and other human services

Illinois citizens need to thrive.

Conclusion

The pension funding crisis in
Illinois is far from over. Despite the

Without additional revenues, the state does not
have the resources to meet its obligations to pensioners

and continue to provide the public education, safety, health and
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cost-saving pension reforms and
decreased payments into the state
retirement systems for FY2006 and
FY2007, the state will still need to
devote more and more resources to
the state pension systems in the
coming years. These payments
threaten to overwhelm other state
priorities such as education and
human services.

The state cannot continue its
decades-long practice of
underfunding the pension system,
pushing its debt into
the future.
Policymakers must
act now to avert this
impending crisis.
We owe it to our
children to devise a

other human services lllinois citizens need to thrive.

current ramp or a

solution.

Endnotes

1 Public Act 88-593 states that “a funding ratio of 90 percent is now the generally recognized norm throughout the nation for public employee

retirement systems.”

2FY2004 figure. The preliminary figure for the end of FY2005 from the Commission on Government Forecasting and Accountability is $37.5 billion.
3 1llinois Constitution. Article XIII. Section 5. PENSION AND RETIREMENT RIGHTS. Membership in any pension or retirement system of the State,
any unit of local government or school district, or any agency or instrumentality thereof, shall be an enforceable contractual relationship, the benefits of

which shall not be diminished or impaired.

4 All but a handful of SERS participants also are covered by Social Security. SURS, TRS, JRS, and GARS participants are not covered by Social Security.
5 Most members of SERS are also covered by Social Security and they pay 4.0% into SERS and another 6.2% into Social Security.
& Ahlgrim, Kevin C. and Stephen P. D’Arcy. “Pension Obligations Squeeze State Budget”, http://www.taxpayfedil.org/oct03.htm

"“Illinois State Pension Needs Put Pressure on the State Budget”, Fiscal Focus Quarterly, February 2005.

8 Wilshire Research. 2004 Wilshire Report on State Retirement Systems: Funding Levels and Asset Allocations.
° “Civic Federation Supports Governor Blagojevich’s Limited Use of Pension Obligation Bonds”, http://www.civicfed.org/articles/civicfed_106.pdf
10 The full pension commission report can be found at http://www.state.il.us/budget/Pension%20Commission%20Final%202.11.05.pdf

1 Introduced as Senate Bill 27. Amends the Illinois Pension Code. Changes include: specifying the required State contributions for FY2006 and FY2007,
recalculating the ramp for FY2008-FY2010, deleting the accelerated amortization provisions for costs arising from the 2002 early retirement incentive
program and rolling those costs into the calculation of the regular required State contribution, revised eligibility requirements for the alternative formula
for new Department of Corrections employees, having the State Comptroller set the money purchase interest rate for calculating SURS member benefits.
For full details of the adopted changes to the pension code, please see http://www.ilga.gov/legislation/
BillStatus.asp?GA=94&DocTypelD=SB&DocNum=27&GAID=8&SessionID=50&L eglD=14658

2 As presented by Goldstein and Associates Actuaries at the August 23 meeting of the Comission on Government Forecasting and

Accountability. This estimate does not include any revisions based on the new rules for early retirement in the Teachers’ Retirement System. A
large part of this increase is caused by the decision to amortize the SERS Early Retirement program over 40 years (instead of 10, as was the prior
funding plan).
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Endnotes (continued)

3 Much remains to be seen as to how this will all play out since some variables are still unknown. Some early indications show the state’s obligation
decreasing as a result of the recent legislative changes to the rules. For example, the Comptroller is now charged with setting the money purchase
interest rate for members of the State University Retirement System and on Aug. 31, 2005, he set the rate at 8.5 percent for FY2006 and 8.0 percent
for FY2007, down from 9.0 percent, lowering the state’s estimated liability. In addition, new retirement rules for teachers also are estimated to lower
the state’s liability.

4 A word of caution: because many variables go into these projections, it must be understood that a slight change in assumptions could have a
large impact by the time the differences are compounded over so many years.

5 Goldstein and Associates Actuaries, includes the Commission on Government Forecasting and Accountability’s salary assumptions for the

Teachers’ Retirement System

16 4.2 percent annual General Funds growth rate based on Commission on Government Forecasting and Accountability 10-year projection.
172001 Survey of State and Local Retirement Systems, Public Pension Coordinating Council, March 2002.
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