Pension Modernization Task Force

Minority Report of theCivic Committee of The Commercial Club of Chicago

Factual Background

The State of lllinois is nearly bankrupt. The operating budget for the current fiscal year,
FY2010, is not balancedl'he Commission on Government Forecasting and Accountability
materi al submitted to this Task Force suggest
deficit for FY2010i after eliminating borrowed money from revenues, and eliminatingiore
norrrecurring revenue sources, and taking into account the real economic costs of the pensions
and retiree health caremay be in the range of $15 billion. One of the main reasons we are in
this fiscal mess is that lllinois does not adequately fund its pesists. It has not done so for
at least a decade. (The State likewise does not adequately fund its retiree health care costs.)
The Statebds Anormal 06 pension costs amount to
billion of piled-up unfundegension obligations is increasinglue to reversal of the 8.5%
discount raté to the extent of about $6.7 billion per year. Just to keep the unfunded obligation
from growing, the State should be funding pensions to the extent of about $8.3 billain out
operating revenues.

lllinois cannot afford to continue to fund adequatelyr payi these pensions. Nor
shoul d it. The | evel of pension benefits pro
available in the private sectbii.e. availabld o0 t axpayers who pay the St

The Statebds pension plans must be refor med
T consistent with actuarial principlésmust be provided. lllinois cannot and should not continue
to deal with its pension casby borrowing by transferring the current cost of pensions to
future budgets and generations of taxpayers. If Illlinois does not seriously address these problems
now, there may soon come a time when no combination of service cuts or tax increases will b
sufficient to cover these mounting costs. Taxpayers will be unwilling to pay both current costs
and those left over from the past. They will take their businesses, their investments, and their
jobs to another staieone unburdened by a huge costlydegfrom the past. The longer we
wait to fix our pension problems, the more we jeopardize our future.



The basic facts are not in dispute. 11 in
(Figure 1)

Figure 1

State Pension Plans: 2009 Funded Ratios
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Source: Commission on Government Forecastingand Accountability Pension Briefing, April 2009

The underfunding of these pension plans is so serious that it threatens the fiscal stability
of the State and its subdivisionsnunicipalities, schools and other local government agencies
throughout lllinois that rely on State funding or revesbarind. In the coming years, the
annual contributions necessary to pay off the mountain of pension debt will rise and consume a
|l arger and | arger share of t hlebefadedhvitetécs annual
difficult choices: massive cutting Btate expenditures and grants,raising taxes to such a
high level that some businesses and residents will flee Illinois. Or both.

The pension debt crisis has been in the making for years. The main reason we have such
an enormous unfunded liability tag is because in the past, instead of balancing budgets and

* For example, local governments currently receivea10%sh ar e of the Stateds personal income tax revenue; they also recei
6. 25%. I'n addition, most school districts are dependent on the State for Afoundation | ev
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making hard choices, the State has borrowed to cover current costs. In particular, the State has
failed to cover the costs of public pensions on a current basis, instead shifting them from the
present to the future through underfunding and also through borrowing in the form of pension
bonds or pension notes.

The Stateds t otiddththeeniusdedobligatidnlarnd theremaming
pension debit has jumped in the last 10 years frotrb$illion at the end of FY1999 to $89
billion at the end of FY2009 (Figure 2)That obligation is expected to rise to more than $95
billion by the end of FY2010, as the unfunded liability continues to grow and the State takes on
even more pension debitlvthe issuance of $3.5 billion in pension notes to pay its statutory
FY2010 pension contribution (Figure 2).

Figure 2

State Unfunded Pension Liability and Other Pension Debt
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*Estimate is based on COGFA April 2009 Pension Briefing projection of $78.9 B unfunded liability at the end of FY2009.

**Estimate is based on COGFA April 2009 Pension Briefing projection of $83 B unfunded liability at the end of FY2010 and $3.5 B in pension

notes issued in FY2010. The Governoros proposed $16 B in ngehutwqldnsi on bon
convert approximately $16 B (minus transaction costs) of unfunded liability into pension obligation bonds.
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Figure 2 shows that as of the end of the most recent fiscal ye&0091 which was
June302 009, the Statebds unfunded I iabilities
(Pension Briefing April 2009, Commission on Government Forecasting and Accountability).



The Commission on Government Forecasting and Accountability (COGFA) recently
submitted to this Task Force a statement showing that the unfunded liabilities are much less
only $61 billion. COGFAG6s statement is simpl
does vary over time because both the amount of the liabilitiehanalues of the assets in the
funds vary. However, the most recent information with respect to these liabilities and asset
valuesi as of the end of FY2009shows that the unfunded liabilities amount to appnaxely
$79 billion. The lower number wasalculatedoy COGFAusing a methodology that does not
accurately reflect the financi al condition of

COGFAOs c Bpuportedlytbasedron a law passed by the Legislature permitting
Afasset smoothingen@fen Bt ¢ | Briplzpdsesd ddemmiwgsthed
required State contributian f or f i scal years after June 30,
from investment return incurred in a fiscal year shall be recognized in equal annual amounts over
thebyear period following that fi scfnancislear . 0 B
reality i including the unfunded statiiso f t he pension funds, fAasset
justify false reporting. The economic reality is that (1) the prtegglue of the liabilities in the
pension funds as of 6/30/09 was about $125 billion, and (2) the present value of the assets in the
pension funds as of 6/30/09 was about $46 billion. The unfunded liability as of 6/30/09 was
fact$79 billion-- not $6L billion.

[ 1 . Why 11l inois®6 Pensions are So Mass

The pension funding crisis is the result of a number of factors.

A. Benefits more generous and more costly than those generally available in the
private sector.

State retirees cumdly receive more generous pension benefits than those available to
most lllinois taxpayersGenerally speakindhe Sta¢ 6 s f i v e peemit smployeespol a n s
receive finormal 06 (unreduced) r-¥Wydasafseermt at or
(depending on the planPensions are based on average total salary in the highest consecutive 4
years within the last 10 years of employmeRetirees receive annual increases to their pensions
intended to offset increases in the cost of living (CQLAjese increases are 3% per year,
compounded.

Some State t@ement system provisiorese even more generous than those described
above. Members of the General Assenthby retire at the age of 55 if they have 8 years of
servie or moreand the formub used to determine theetirementenefitis quitegenerous
once they have achieved 20 years of serwieambers of the GenerAksemblywill receive 85%
of their salary on the last day of their servide essence, a legislator who whiis’/herseatat the
age of 35and retains it for the next 20 years, may retire at the agearidi®ceive 85% ofinal
salaryeach yeathereafteii with a 3%annualcostof-living adjustment, compounded



Some participants in the State Employ&egirement Systemeceivemore generous
beneftsunder t he fAal t er applidsmnovoalytdhmmemskljobs,such asfire ¢ h
fighters, State police anddde highvay maintenance workers, but atearevenue investigators
and commerce commission police officefdternative formula employees may retire at age 55
with at least 20 years ofrséce and age 50 with at leadi ears of service, and they accrue
benefits at a higher rate than other State employees. Their pension benefit is calculated based on
their rate of pay on the last day of employment, or the average of the last 48 months of
compensation, whichever ggeate (and then receive the 3% compounded COLA after
retirement)

In the private sector, employee pensions have in recent years become éessgjeand
less costly as a result of competitive and other economic pressures on employers. Many
companies have shifted away from defined benefit plans to defined contribution plans, and others
have retained defined benefit plans but trimmed ben&fBsill others have adopted twier
plansi one for existing employees whose rights have vested, and new ones for new eniployees.

For new employees, defined contribution plans are overwhelmingly prevalent in the
private sector; only one employer imexent Hewitt Associates survey offered only a defined
benefit plan to new employees (Figure 3). More than half of surveyed employers offered only a
defined contribution plan to new employees, and the rest offered a defined benefit plan in
conjunction wih a defined contribution plan.

2 Private sector employees also participate in Social Security, which requires additional contributions by both the employee and employer each year
and provides additional benefits upon retirement. Almost 80% of State employees do not participate in Social Security. State employees as a group
have had opportunities to join Social Security in the past, but have declined participation, which has allowed both the employees and the State to avoid
making annual Social Security contributions.

% Aon Consulting presentation to the Pension System Modernization Task Force, August 12, 2009, p. 10.



Figure 3

Prevalence of Defined Benefit and Defined Contribution Plans:
New Employees in the Private Sector
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Source: Hewitt Associates survey of 940 private sector employers

For those companies that offer a defined benefit plan (in conjunction with a defined
contribution plan), the provisions of those plans are significantly less generotlkdbarf the
Stateds pension plans, particularly in terms
full retirement benefits.

Provisions for automatic cost of living adjustments (COLAs)ch as the 3% COLA
provided to State retireésare exremely rare in private sector defined benefit plans (Figure 4).



Figure 4

Prevalence of Automatic Cost-of-Living Adjustments:
Private Sector Defined Benefit Plans
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Source: Hewitt Associates survey of 371 private sector defined benefit plans (almost all are offered in conjunctionneith def
contribution plan).

Age requirements for normal retirement are also significantly different between the
private sector and t he aldwfarnhaemal retifErheat atdtbaforee 6 s p e
the age of 60. The vast majority of private sector defined benefit plans require age 65 for normal
retirement, either alone or in conjunction with a service requirement (Figure 5).



Figure 5

Prevalence of Different Age Requirements:
Private Sector Defined Benefit Plans with Age Requirement for Normal Retirement
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Source: Hewitt Associates survey of 360 private sector defined benefit plans that have some age requirement for
normal retirement.

A substantial disparity thus exists between pension benefits generally available in the
private sector ngland. Thisdispdity shout doantinues flordwo ceasons.
First, the State cannot afford it. Second, naimihg such a disparity is unfair to taxpayers
who largely work in the private secfbmwho must pay higher taxes to support the more generous
and more costly benefits provided to the Stat

B. Pension abuses.

T 1 i noi s& publvekeenserdted to abpse.nBiecagm Suslimes
recently reported that nearly 4,000 retired government workers now have pensions that pay them
at least $100,000 per year; and more than half have collected more than $1 million each since
they retired. A few have topped $2 million, and five have received more than $3 million each.
(SunTimes September 11, 2009.)

One way to abuse t hearrangestd getrmore tean bne pefistbio u b | e
from the funds.TheSunrTimesreported that the formehair of anesthesiology at Cook County
Hospital and the University of lllinois has two pensions totaling $447,233 per year.



Another way is to retire from one job and take anothus earning both a pension and
a salary.This can happen because the®&t e6s pensi on plans permit r
normal retirement ageThe SunTimesreported the case of a Chicago city worker who retired
from one job at age 49 and took a new job with the Capd now receives a pension and salary
totaling $246,72 per year.(SunTimes September 13, 2009.Another 62year old worker was
reportedly drawing three pensiohsotaling over $280,000 and drawing a salary of over
$246,000.

Another way is to manipulate the caregid compensation number. The amoumhich
public pension beneficiaries receive is dependent on the amount of their salary at car@er end.
sharp escalation of salary at career eedher in the final year, or some number of years used as
the base for pension calculatidhsan dramaticayl increase pension benefité.has been
particularly tempting for local school districts to play this game at career end since tHe State
rather than the local school districbears the increased pension costs generated by such
manipulation.

Still anaher form of abuse, as recently described byhieago SufTimes,is to permit
careerend salary hikes to increase pension rights, even when the employee is no longer working
for State government or the schools. BumTimesf ound @A mor e ot hraent ifrievde do
government workers whose pensions are based not on their public salaries, but rather on the
higher salaries that they were paid by labor unions, lobbying groups and otkgwesnmental
organi zations after they |l eft the Statebs pay

These buses have addedtothe builp of t he Stateds pension |

C. Pension underfunding has shifted the burden of current costs onto future
budgets and taxpayers.

The principal cause of the builgh in unfunded liabilities has been tladure of the &te
to fundthe pension costs on a current basis. Under pressure from the groups which benefit from
the pensions, the Statéoth the Executive Branch and the Legislaiutas allowed the
benefits to become very costly; and it has been unwillingrtotttem back. For similar
reasons, the State has been unable to make substantial cuts in its general State budget. But over
time the Stateds revenues have become inadequ
and grants. And raising taxes wolle unpopular. Sb unable to cut and unwilling to take the
risk of raising taxe$ the State has ignored rising pension and retiree health care costs. It has in
effect shifted them off to the futureto future budgets and future taxpayers. It hasraptished
this through formulas which ba@ndload costs and through borrowing.

In 1995 the State legislature enacted Public Ae588 to deal with pension
underfunding. This law created a-$@ar payment plan to bring funding ratios to 90% by 2045
(an estimated unfunded liability of $54 billion on a total accrued pension liability of around $540
billion). The 1995 law required the State to make contributions at a level percent of payroll, but
wi th an i-wnpd igafransi®9a20mb.



The 1995olan was structurally flawed from the beginning because it did not require State
contributions t o coyve(rveddbiahe 153% dis€bonseachipelari s | nt e
until after2030t her eby sub®sthantioaldli wgib dunting®td at ebdbs pe
guaranteeing that the unfunded liability would continue to grow for many years. In addition, the
State has failed to make its required statutory contributions in recent years, leading to even
further growth in the unfunded liability. The nesult of this underfunding has been a
quadrupling of the unfunded liability from $16 billion in FY2000 to $79 billion at the end of
FY2009 (Figure 2).

The stock market decline of 20@D08 contributed to the substantial increase in the
unfunded liabiliy over the last few years, but the pension funds were in trouble long before the
current economic downturn. The Civic Committee issued its report warning of the impending
i mpl osion of the St at éwelbefore theastockenarkeiltapsedfe c e mb e r
2008. Figure 2 shows that in FY2007 the unfunded liability was about equal to its level in
FY2003i the year that the State issued $10 billion in pension obligation bonds and dumped part
of the proceeds into the pension funds. The growth inrnhended liability back to this level by
the end of FY2007 was largely the result of ongoing underfunding of annual pension
contributions.

Because of the structural flaws in the 1995 plan, the unfunded liability is projected to
grow even more over the xte25 years. As shown in Figure 6, even if the State makes its
required statutory contribution going forward, the unfunded liability is projected to grow to more
than $144 billion by 2038 when it is projected to peak and then begin to decline (as the
ssatutory contribution in those | ater years sur

*The graphs in this document use the most recent projections published by COGFA i a pension briefing published in April 2009 and a report on the
pension funds published in February 20097 and theref or e do not include the i mpact of pension asset smoott
reportedly would reduce the FY2011 statutory contribution from $5.4 billion to $4.5 bilioni f ur t her back end | oading the Stateos
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Figure 6

Total Pension Debt:
Statutory Contribution From Operating Revenue
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Commission on Government Forecasting and Accountability Monthly Briefing, April 2009.

The problem with this massive and growing unfunded liability, reflecting the significant
underfunding in the early yean$ the statutory schedule, is that huge and unsustainable
contributions from the State would be required in later years to reduce the unfunded liability to
$54 billion by 2045. According to the statu
pension ontribution is projected to exceed $10 billion, and by FY2040 it is projected to exceed
$20 billion. From 2034045, pension contributionswouldbeo r e t han 33 % of t he
payroleach year . Given the State@sinirepeatlydgailsi ty t o
when those payments were less than 20% of pdytb# required contributions from 202045
are impossibly high. And with each year that the State fails to make its statutory contribution
now, the required payments in those latesing would be even higher.

If the State continues its historical practice of balancing its annual budget through
borrowi ng, Il l'inois may soon reach a dAtipping
reverse the fiscal slide into bankruptcy. Thkidbecause the radical cost cutting and huge tax
increases necessary to pay all the deferred costs from the past would become so large that many
businesses and individuals would be driven out of lllinois, thereby magnifying the vicious cycle
of contractingSt at e services, increasing taxes, and |
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11 . The Statebds Pension Pl ans Must be

The Statebds pension programs must be refor
the standards and yardsticks that have beeptadan the private sector. The State cannot afford
the current programs any longer. Moreover, it is unfair to require taxpayers to bear the costs of
the current pension programs for the Stateobs

A. Creation of a second, lessostly tier of pengon benefits for new employees

The State should create a second anddesHy tier of retirement benefits for new
employees$ preferably a defined contribution plan, but at a minimum a defieeefit plan
with lesscostly benefit§ with adjusted emplyee contributions.

The detailed recommendations below parallel the recommendations of earlier
amendments to Representative McCarthydés bill
recommended approaches described ithandAonds rec
implemented in other statés.

e Increase the normal retirement age to 67 (with 10 years of service) and the early
retirement age to 62 (with 10 years of service).

¢ Reduce the benefit accrual rate to 2.0% of pay for employees not covered by Social
Secuity and 1.5% of pay for employees covered by Social Security.

e Limit COLA to the lesser of 3% or ¥ of the Consumer Price Index.

e Change current provisions for the calculation of pension benefits to be calculated solely
on base salary up to the Social Segutibvered Wage Base. Calculate final average
salary on the average of the highest consecutive eight years out of the last ten years, with
the provision thathefinal 12 months average cannot exceed final average pay by more
than 25%.

e As proposed in eadr amendments to SB1292, the above prospective changes in pension
benefits should be accompanied by adjustments to employee contribution levels.

When secondier plans are adopted for new workers, if the plans are reasonably well
funded, thera@ppears tde no problem with pooling the assets of the old and new (se¢isohd
plans. Such pooling does not put at risk the contributions made by the new employees who will
participate in the new or secctidr plans.

But when the pension plans are as badigerfunded and at risk as the lllinois pension
plans, it could well be unfair to pool the contributions of the new employees in the $&rond

® Aon Consulting presentation to the Pension System Modernization Task Force, August 12, 2009, p. 12.

® Aon Consulting presentation to the Pension System Modernization Task Force, August 12, 2009, p. 15.
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plans with those in the old plans. In effect, this would permit the plan administrators to use the
contributionsof the new employees to pay out benefits to the employees in the old plans, rather
than to build values that would be available when the time comes for the new employees to start
to receive pensions. To allow such pooling in these circumstances wooldreate a sort of

Ponzi schemé in which initial investors are paid out of the monies contributed by subsequent
investors. Injecting such features into a second pension plan for new emjployess existing
pension plans are radically underfundedould not only be unfair to the new employees, but
would create or impose on the plan administrators potential conflicts of dariging from the
impossibility of paying pensions to the earlier group of employees (under the existing plans)
without usingrevenues contributed by the new employees to make the payments, instead of
building up values for the pension needs of the new employees in the second tier.

This problem would be avoided by structuring the sed@rclans as defined
contribution planssince the contributions of each new employee would be cordoned off and
used entirely to build retirement programs for the new employ&esordingly, we recommend
the use of defined contribution plarBut if the State decides to continue with the dadin
benefitplan approach, that choice will underscore the need to separate the asset pools, and not to
use contributions of the new group of employees to pay out benefits to the employees
participating in the current plars.

B. Reforming the current pension pograms prospectivelyfor current active
employees

The Pension Protection Clause of the lllinois Constitution provides:

AMember ship in any pension retirement syst
or school district, or any agency or instrurtaity thereof, shall be an enforceable
contractual relationship, the benefits of

Const., art XIII, #5.

Representatives of employees have suggested that this clause does more than protect an
e mp | oy dractualy vested rights. They have argileat assumed that provisions in
pension plans could not be altered prospectively if the effect were to reduce benefits which might
be accrued in futureyeardsc cor di ngl y, they haveptpemsogued t hat
benefits could not beeformed prospeactely to make them less costly the State.

" One might ask: isn't the problem identified here one that already exists within the structure of the existing pension plans? Aren't contributions of
employees hired later, and younger, being used to pay benefits to the older group of employees as they retire? The answer is that with plans as
underfunded as the State's, there is clearly potential unfairness here as well. Where assets are already commingled, there may be no good way to
avoid the problem. But it clearly should be disclosed. The administrators of the current plans should make disclosure to all their members i
particularly the new employees and those farther from the point of retirement i that contributions from these younger members are being or may be
used (or assets acquired with those contributions are being or may be used) to fund pensions for retirees or older employees, rather than to build up
asset values that will be available for their own retirement when the time comes.
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The 1970 amendments to the Stateds Constit
status to participation in publpension plans. Such statmears that acrued rightdhave
contractuaprotection. Such status doest mean that provisions in pension plans might not be
changed prospew#tly to make them less cosilyso long as rights accrued prior to the change
are fully protectesihall Mot Widediemi nis®hevdhi cah |
rights vested under the fAenforceable contract
(See Appendix A.)

Under pressure of economic circumstances, many plans available to employees working
in the private sector have beaujusted prospectively, without interfering with vested rights.
Suchincidentsgbr ospecti ve adjustment have not been d
contractual rights.

Similarly, the changes proposed above for a seti@n@f pension benefits fanew
employees can and should be considered as amendments to the pension plans for prospective
application tacurrent activeemployees.If currentactiveemployees movegrospectivelyinto
the secondier plan, it is estimated thatdtcurrent $79 billion in unfunded liabilities would be
reduced byerhaps$1819 billioni to around $60 biliof. The annual Anor mal o p
would also immediately decrease to something below $1.6 billion, as curremd\aremployees
would accruduture benefits under the lesostly,secondtier plan.

Alternatively, if the lllinois courts should ultimately determine that the curramipe
plans cannot bamended prospectively for current employees, such employees should be
required by law to icrease their pension contributions to an average of 11% for employees not
covered by Social Security and 7% for employees covered by Social Security.

| V. Proposals Submitted to the Task For
Borrowing Simply Invi te the Governor and Legislative Branch Leaders to Avoid the
Problem By Continuing to Shift it Off to Future Leaders, Future Budgets, and Future

Taxpayers.

At the heart of our Statebés current fiscal
responsibilityf of avoi ding hard choices needed to bal a
problems to the future é to some other Govern
avoiding blamé or placing it on others has trumped responsible government. éWbur
el ected officials refuse to make hard thoices
i.e., supposediyemporary underfundingyor more massive borrowing are nothing more than
invitations to further avoidance of responsibility and furtfadure.

8Under this approach, accrued contract rights are protected, but no participant accrues any further benefit under the old plan based on either additional
years of serviceorc ompensation growt h. Replacing the fAfinal average sal acurént assumpti on
salary is estimated to reduce the unfunded liability by $18-19 billion.
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A. Creation of a new pension ramp.

Ramp or stakstep increases that take many years to move the State to full actuarial
funding ar e one skdoyhe futore antd postpomakimg thaadydécssions. owWe
have seen such ramps befo As one ramp leads upward to an appropriate but uncomfortable
level of funding, we adopt anotherrainpan ot her postponement of bear

Annual pension funding should be based on actuarial requirements, not what the State
thinkst can comfortably afford. The Stateds unw
budget choices that would allow for full actuarial funding of the pensions is what got us to our
current crisis. It cannot be allowed to continue.

B. Issuance of more pensn obligation bonds.

Some observers have suggested that pension obligation bonds (POBSs) are like a person
facing bankruptcy using a VISA card to pay his MasterCard debt. Actually, POBs are far worse
than that. Reliance on massive borrowing to get batfiscal mess would be like ignoring
oneds mortgage, oneb6s Master Car didndigrtoringand on
all the other elements of budget deficit and fiscal difficulgnd then using a VISA card to buy
stocks in the hope that ireases in stock values would solve the problem.

Pension obligation bonds (POBs) are an avoidédnnet a solution. POBs would shift a
huge burden to the future. They would allow State leaders to continue to put off making hard
deci si on s .eaders $heuld 8a tteir feluiciary duty, which includés the
circumstances we now fatecutting the costs of State government, making needed reforms in
the Stateds programs and grants, and meeting

Pension bonds are a terrilitkea for a number of reasons:

1. Pension bonds would create an additional
of the State. The State already has to pay off the $10 billion in bonds issued under
Governor Blagojevich. It will also have to pay détthe $3.5 billion in pension notes
which were approved earlier this yealt. must pay not only the principal of these
obligations, but interest as well.

2. The State has recognized the dangers of too much debt by setting a limit on the
amount of generailbligation bonds it may issue (based on the amount of debt service
on all outstanding bonds as a percentage of general fund appropiiatiomently
set at 7%). With the additional borrowing necessary to fund the new capital plan, the
additonofmorepnsi on obligation bonds would | ik
limit.

3. Such borrowing woul@lmost certainly be used (as Governor Blagojevich used it) as
an excuse for continuing not to fund pension costs at an actuaoatlct level out
of currentrevenues. And the mountain of debtould just keemetting bigger.
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4. Such borrowing would be enormously riskin the private sector it is called
Aar bi tOnedbgrrewsat a lower rate of interest in order to invest the borrowed
money in an investmeititat may draw a higher returrPrivatesector arbitrageurs
pursue such strategies with their own money only subject to careful controls and
limitations. Moreover, such arbitrage investment strategies involve taking on greater
riski as shownbytheftisor y of New Jer gengiandondsx per i men i
(After New Jersey issued $2.7 billion in pension obligation bonds in 1997, the equity
markets into which these monies had been invested plummeted between 2000 and
2002il eading to fintgative arbitrage. 0)

5. Such borrowing is also costly.awyers and investment bankers charge for their
services incurred inissuing the bondsh e ri sk of fApay to playbo

6. What happens when the borrowed money runs S\Mgild we issue stilinore
bonds?And pileup even more costs to be paid by future taxpayers?

The advocates of ramping and borrowingnd cost shifting generallysay that times
are hard and that the State cannot afford to bear these costs. Times will be better in the future,
they sayand thee costs will be more affordable then.

Times arandeedhard. Budget cuts would be painful. Taxes would be burdensome.
These have always been the argumertke very same argumerntgor avoiding hard choices
and shifting costs to the future. Themguments are whiyover the past decaddllinois has
accumulated $79 billionf unfunded pensen liabilities, and another $24 billiguius of
unfunded retiree health obligationss well as additional billions of pensioelated debt. Such
shifting of burdens to the future cannot go on indefinitely.

The State officials who allowed this to happen over the past decade will go down in the
history of the State as pgle who created a terrible probldm avoidinghard choices Our
recommendation to @&ernor Quinn is that he should not be one of those officials.

V. The State Should Fund its Pensions Out of Current Operating Revenues Consistent
with Actuarial Principles.

Once needed pension reforingicluding a secorutier of benefits prospeieely for both
current and future employeesave been put in platethe State must increase its annual

For a few years after the issuance of the POBs, Nligits. Butewmithsthee ynérlset dpcine sfi on f unds ge
2000, returns fell dramatically. Overall, from 1997-2005, the pension funds averaged an annual return well below the 7.6% that New Jersey promised

in interest on the bonds, thus | eading to finegati ve ar hingthelbogds)o(Bysioesser and apart
Week, June 13, 2005)

19 |n addition, the State should address the related subject of retiree health care. The current program, which provides a 100% premium subsidy to

retirees with 20 years of service or more, is expensive and unsustainable long-t e r m. Just as the Stateds penlsion program,
care program needs to be brought into line with the programs available to lllinois taxpayers. Unlike pensions however, retiree health care benefits are

not even arguably protect ed makimgihsra critidaleresfor eeforendrsd caStecuttmg. i t ut i on
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pension contributions to levels required by actuarial principles. The annual pension contribution
should be sufficient hiear ptuspanapprogridiecamdrtizaiionmfdhe c o s
unfunded Iiability. An actwuarial formula tha
contribution to a fipercentage of payroll o mak
of payr cekds any dustainabke Jevel. Batidloading of costs must cease.

Union representatives have made it cleanderstandably, given their responsibility to
those they representthat they oppose a second tier of benefits prospectively, either for new
employees or current ones. Their duty is to their members. But the Governor and members of
the Legislature have a different set of dutige the citizens of lllinois for whom State
Government exists and who pay its bills. The unions and the busorassunity may join in
supporting the adequate pension funding consistent with actuarial principles. But an essential
part of the package of reforms must be pension reform and cost reduatsatondier plan
prospectively. These must benditiors of anyenhanced funding. Organized labor cannot
have it both way$ no reforms and enhanced funding. Without the needed reforms, and without
enhanced funding, the pension funds will run out of money at some point soon. Retirees will
have sound legal clais against the funds, buts the old legal sayinggoeésiy ou canot get
bl ood out of a turnip.?o Any attempt at that
increases would simply drive businesses and individual taxpayers out of the State.

Assumng that labor and business and other interested groups can come together on a
package that includes both pension reform and support for actuaoalgct funding, difficult
budget choices will be necessary on both the cost side and the revenue stisavidigs from
the pension reforms wild/l not be nearly enough
potential for substantial reform and additional cost savings. In addition, significaicuttirst)
will be necessary in other State progsaamd grantsAnd if taxes are increased, then the
increased revenues must be used to pay down the liabilities we alreadyrtdte pay for new
programs or new liabilitiesGiven that the assignment of this Task Force is pension reform and
modernizabn, it would be inappropriate to go beyond our mandate and address the additional
costcutting and/oparticularrevenue measures that may become necessary. However, all
reform and costutting options should be exhausted before any such measuressade@mh
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APPENDIX A

Pension Reform Analysis

The Pension Protection Clause of the 111in
pension retirement system of the State, any unit of local government or school district, or any
agency or instrumentajithereof, shall be an enforceable contractual relationship, the benefits of
which shall not be diminished or impaired. o
recognized, the #Aprimary pur poseo sddwhdthere c | au
state and local governments were obligated to pagipetenefits to their employeeg#People
ex rel. Sklodowski v. Stat&82 Ill. 2d 220, 228 (1998). Prior to the 1970 Constitution, when a
pension plan was ma nmdthetretatiogship viete comsideredgnithe satuer e a t
of a gratuity t hatld cTheuPersdiondPmteatian Clauseeclanged thatyi | | . 0
Amak[ing] participation in a public pension p
demandsthatth 6 benefi tsdé6 of that relationdksd22§ O6shal
29.

An increasingly important question is whethgraspectivadiminishment in pension
benefits meani ng a di mi ni shment that apmitioes only
benefits already accr uedd tausesma pénkian bemefifdbe y e e 6 s
Adi mini shed or repaired. o The answer i s No.
Supreme Court held that Atiénalprovisionpvassoeinswaetttht i nt e
pension rights or public employeetich had beenearnedh oul d not be o6di mi ni :
i mpai r eRetérs\é City af Springfield7 Ill. 2d 142, 152 (1974) (emphasis added); see
alsoPeopl e ex r el .ersV. Lindberg60dlld2a B66, @71 (197&)4reiterating
standard fronPeterg. Thus, the only pension benefits protected from diminishment are those
Awhich had been earnedo at the time the pensi
the past annot be reduced, while benefits that the employee hopes to earn in the future can be
reduced.

The Attorney General considered this very issue in Atty. Gen. Op.-1l40%, 1979 Ill.
Atty. Gen. 9 (Jan. 10, 1979) (attached hereto). In Public A8480 te General Assembly
amended the manner in which the Pension Code
amendment, the pension was based on dAfinal av
mont hly pay during any freafservioef whichusuallgwasthe ye e 6 s
|l ast four years, when the employeebds wages ge
provided that, for purposes of calculating dnf
for the last 12 months dfie fouryea periodc oul d not exceed the dAfinal
by more than 25%.
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The Attorney Gener al recognized that the a

State employeesd6 compensation is considered f
lower pensions for some empl oyees tldhaald. RFohey wou
example, i f fAa State employee happened to rec

was appointed to a $13, 000 poisalaveragen t he four't
compensationd would have been $10, 000 under t
amendmentld. at 11. The question was whether the amendment diminished pension benefits

under the Pension Protection Clause.

In answering that q#ion, the Attorney General focused on the abgweted passage
from Peters which makes clear that the Clause was designed to protect only those pension rights
Awhi ch had Ideateld Applingthatdrindiple, the Attorney General concluded
that fHAapplying the [amendment] to pay received
effective date, would violate the Claude. By contrast, the Attorney General stated that the
amendment fimay be applied onl gdateo earnings re

The lesson oPeters then, is that the Pension Protection Clause prohibits state and local
governments from reducing pension benefits earned in prior years, but perteitnstéocal
governments toeduce pension benefits an employee may estimel future, benefits that have
not yet accrued. This conclusion is in accord with the underlying premise of the Clause, which
was to fAcreate a c o8kiodoasgit LaBl2 rlildht 2tdo ali e Re3f3i. t
rights cannot be alterethodified, or released except in accordance with usual contract
principles, o meaning that Athe constitutional
the pension rights ¢ onSmihbergevdllinbiyMus. Retitemene and ¢
Fund 306 Ill. App. 3d 1139, 1143 (1999). Contract law does not permit one party to deprive its
counterparty of fruits of the contract that have already been earned. But contracts, and statutes,
are not frozen in place for all eternity, andcanbeamwn t o al ter the partie
prospective basis. Sé&eter, 57 Ill. 2d at 15152 (municipality may lower retirement age from
63 to 60 even if effect is to reduce pension benefits of retirdegins v. Sweitze291 Ill. 551,
554 (1t%h20)r i(giht t o prospective salary of an of
adding the Pension Protection Clause to the 1970 Constitution, the Framers intended to adopt
those very principles to govern the rights and obligations inherent it pavlsions.
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