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Executive summary

Pensions are a form of deferred compensation widely used in the public sector to fund retirement benefits
for government workers. Due to a combination of factors including overpromising, underfunding as a result of
overpromising, and structural failings, pensions are currently causing a fiscal crisis in lllinois.

lllinois” public pension crisis is among the worst in the nation. The state’'s $130 billion unfunded pension
liability — the gap between what the state has on hand and how much has been promised going forward — is a
leading cause of lllinois’ worst-in-the-nation credit rating. Pension-related payments currently account for over
25 percent of the state’s annual general revenue expenditures. The share of the budget consumed by pen-
sions will grow going forward, threatening to crowd out core services such as public safety and social welfare.
lllinoisans are already experiencing this crowding-out effect at the state and local levels.

In what could be the first in a series of dominos, the city of Harvey, lllinois, demonstrated this tension between
current services and retirement benefits for past employees when financial trouble related to pension pay-
ments caused mass layoffs of police and firefighters in spring 2018.

An effort to address these problems by reforming future pension growth took the form of Public Act 98-0599,
which was signed into law by former Gov. Pat Quinn in 2013. But the lllinois Supreme Court blocked this mea-
sure in 2015. The pension reforms contained in PA 98-0599, while not a complete solution to lllinois’ pension
problem, nonetheless provide a road map for addressing the state’s massive unfunded pension liability and
could have started lllinois on a path to better finances had they been allowed to take effect.

The 2013 reforms would have protected already-earned pension benefits while reforming the future accruals,
or rate of growth, in those benefits going forward. In that concept lies the path toward solving lllinois’ biggest
fiscal problem.

However, due to the lllinois Supreme Court’s extraordinarily restrictive interpretation of the lllinois Constitu-
tion’s pension protection clause, enacting commonsense pension reforms will require a constitutional amend-
ment. The only other option is massive tax hikes that would cripple the state’s economy, and fail to provide a
permanent solution to the problems inherent in defined-benefit pensions.

To achieve balanced budgets and a strong credit rating — without gutting core services or crushing the state’s
economy with more tax hikes — lllinois must amend the pension protection clause to make clear that while
already-earned benefits are protected, future increases in those benefits are subject to change to bring them
in line with what taxpayers can afford.

To eliminate the liability, lawmakers should follow the 2013 road map — with reforms focusing on the follow-
ing:

* Increasing the retirement age for younger workers

*  Capping maximum pensionable salaries

* Replacing permanent compounding benefit increases with true cost-of-living adjustments, or COLAs
* Implementing COLA holidays to allow inflation to catch up to past benefit increases

Further, to ensure government worker retirements are predictable and sustainable going forward, all newly
hired employees should be enrolled in 401(k)-style retirement plans, similar to what's available to State Uni-
versities Retirement System employees, except mandatory.

Reforming future benefit growth via a constitutional amendment is the only way to ensure the retirement
security of government workers, protect taxpayer budgets and fulfill the needs of lllinoisans reliant on core
services.



Introduction

Government worker retirement security is primarily provided in the United States by defined-benefit pension
systems. In the private sector, on the other hand, nearly 85 percent of employees are enrolled in defined-con-
tribution systems, also called personal retirement accounts or 401(k)-style systems.'

Under defined-benefit systems, post-retirement compensation is set according to a formula that takes into ac-
count an employee’s years of service and average salary near the end of his or her career, but not the amount
of money available to fund the benefits under the formula. Defined-contribution plans, in contrast, are personal
accounts that an employee and employer can pay into to set aside money for retirement. Personal retirement
plans grow through employee and employer contributions and investments alone, without legal guarantees
about how much will be available or what the growth in retirement benefits will be. This makes the cost of
personal retirement accounts significantly easier to predict, meaning they are much less likely to throw state
finances into disorder.

lllinois has five state pension systems and 662 local pension systems.? The five state systems are:

* The Teachers’ Retirement System, or TRS, for pre-K through 12th-grade school employees

* The State Universities Retirement System, or SURS, for higher education employees

* The State Employees’ Retirement System, or SERS, for most agency employees

* The Judges’ Retirement System, or JRS, for judges

* And the General Assembly Retirement System, or GARS, which manages pensions for state lawmak-
ers and statewide elected officials

Local pension systems include a fund for suburban and downstate municipal workers, three pension funds
in Cook County, seven in the city of Chicago, 355 suburban and downstate police funds, and 296 downstate
and suburban firefighter funds.®

Over time, taxpayer contributions to these funds have grown dramatically while government worker contri-
butions have remained virtually flat.* In fact, most workers contribute only about 4 to 8 percent of what they
receive in retirement benefits — 8 to 16 percent including investment returns — and half will receive pensions
worth over $1 million during the course of their retirement®

Combining state and local payments, lllinois spends more than any other state on pensions as a percentage of
total government spending, and nearly double the national average.® A long history of doling out overly gen-
erous benefits — while failing to make the budget-busting contributions that would have been mathematically
required to fund those benefits — has landed lllinois in dire fiscal straits.

In addition to low required worker contributions, a key driver of lllinois” overly generous benefits is cost-of-
living adjustments, or COLAs. Starting in 1990, state law guaranteed most retirees 3 percent compounding
increases to their benefits after retirement, regardless of the level of inflation present in the economy.” These
increases are more appropriately called permanent benefit increases, as they were in Arizona before being
replaced with genuine COLAs tied to the rate of inflation.? In lllinois, these guaranteed permanent benefit
increases can double a retiree’s pension over the course of an average retirement.®

Relatively young retirement ages are another aspect of lllinois’ pensions that make the system unaffordable
for taxpayers. Many government employees have been able to start receiving pension benefits at a much
younger age than workers in the private sector. While full Social Security benefits cannot be collected until
age 67, about 60 percent of recent Tier 1 retirees started collecting retirement benefits in their 50s.°

In sum, public sector workers in lllinois have been able to receive benefits earlier, pay less for those benefits,
and see benefits grow much faster than the benefits of private sector workers funding their plans.



The excessive cost of pension benefits in lllinois has led to their underfunding.

In the mid-1990s, former Gov. Jim Edgar enacted a pension funding ramp that shorted contributions through-
out his term of office and caused contributions to dramatically increase around the time of the Great Reces-
sion. This backloaded payment schedule is a major contributor to lllinois” massive unfunded pension liability."’
Along with so-called “pension holidays” in fiscal years 2006 and 2007 under former Gov. Rod Blagojevich,'
the Edgar ramp is a leading example of kicking the can down the road on pension contributions to relieve
pressure on the budget.

Efforts to reform pension benefits to make them more affordable at both the state and local levels have so far
been blocked by the lllinois Supreme Court."® Without a constitutional amendment allowing future increases

in pension benefits to be brought in line with what taxpayers can afford, pensions will crowd out core govern-
ment services, encourage calls for tax hikes, and wreak havoc on the state’s finances and economy.

[llinois massive pension debt will lead to financial

disaster
[llinois” pension systems are in crisis

lllinois’ pension crisis is exceptional in its severity, but the Prairie State is not alone in facing huge retirement
debts for government workers. State pension debt across all 50 states currently stands at about $1.4 trillion.'*
This suggests a fundamental problem with the way defined-benefit pensions are structured.

According to a survey from The Pew Charitable Trusts, lllinois has the third-worst funding ratio for state pen-
sion systems, at 36 percent. In other words, the state only has 36 cents for every dollar of pension benefits
currently promised. The only states with worse funding ratios are Kentucky and New Jersey, at 31 percent
each.'® The average funding ratio for all states is 66 percent, or nearly double lllinois’ ratio.

However, lllinois’ unfunded pension liability is the worst in the nation as a percentage of GDP, according to
Moody’s Investors Service.'® This is important because GDP is a measure of broad economic growth. A strong
economy relative to the size of pension debts gives confidence to taxpayers and investors that the state has
the ability to pay off its debts in the future without resorting to drastic spending cuts or tax hikes. lllinois is in
the opposite position, with pension debts equivalent to about 29 percent of annual GDR'” Nationwide, the
average state pension liability as a percentage of GDP is just 7.1 percent.”®

Officially, the state reports about $130 billion in unfunded pension liabilities.’® However, some estimates of
the shortfall are significantly higher. Moody's has said the state owes $250 billion more than it has on hand.?°

Pension liabilities are extremely difficult to estimate accurately because they rely on a number of assumptions
about things that will happen in the future, which is one of the fundamental flaws with defined-benefit sys-
tems. Assumptions include how many new workers will be hired, how fast salaries will grow, the rate at which
people will retire, post-retirement life expectancy, and most importantly, the rate of return on investments
made by the pension funds.

Investment returns are the single most important and variable factor affecting assumptions about future pen-
sion liabilities.?" If investments grow more than expected, the state can use fewer tax dollars to meet promised
payments. However, if investments underperform, taxpayers are left contributing extra money to pay for retiree
benefits, bailing out the system at the expense of current services.

Moody's different estimate of unfunded liabilities is a result of different assumptions, such as investment



returns. Moody's uses a 5.67 percent rate of return and projects the amount of cash it would take to fully
fund pension benefits over a 20-year period.?? lllinois’ official reporting uses investment returns of between
6.75 percent and 7.25 percent and a repayment schedule that targets 90 percent funding by 2045.2 In other
words, Moody's uses less optimistic assumptions and a shorter timeline to reach a higher level of funding.

This report uses the state’s officially reported numbers to measure the budgetary impact of pension contribu-
tions for a number of reasons.?*

Of the five state pension systems, not one has even half of the money needed to fund future promises under
current law.

All 5 lllinois state pension systems are severly underfunded
Funding ratios and unfunded liability of the five state pension systems as of June
30, 2017 (in millions)

Pension system Funding ratio L e
Y 9 liabilty pension debt
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Source: Commission on Government Forecasting and Accountability @illinoispolicy

On top of the $130 billion in debt from the five state pension systems, lllinois also has $56.9 billion in local
pension debt. The state and many local governments also pick up the cost of retiree health care, and when
one adds in the unfunded liabilities associated with those health benefits, each lllinois taxpayer is currently on
the hook for about $56,000 in debt related to government worker retirement benefits.?

Pensions are crowding out other spending and threatening the future fiscal
health of Illinois

llinois” worst-in-the-nation credit rating is perhaps the most obvious sign of the negative effects of the pen-
sion crisis on the state’s overall fiscal health. Two major ratings agencies currently list lllinois just one notch
above junk status, and pension debt is the leading cause.”®

The state’s credit rating has been downgraded 21 times since 2009.




lllinois downgraded 21 times to just above junk rating
History of lllinois’ credit downgrades by big 3 ratings agencies

Downgrade
date
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X X X X

Jun 2010 X
Jan 2012

lllinois’ temporary Aug 2012
income tax

2011-2014 Jan 2013
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Oct 2015 X X
Jun 2016 X
Sep 2016
Feb 2017 X

Jun 2017 X X

Source: Commission on Government Forecasting and Accountability @illinoispolicy

A poor credit rating makes it more expensive and difficult for lllinois to issue bonds, which hurts the state’s
ability to invest in projects with a good rate of return, such as certain infrastructure improvements.?”

Worse, expert literature has found that increased pension contributions can have negative effects on core
government services, often called “crowding out” American government experts have argued the United
States is entering a “New Fiscal Ice Age” in which a given level of tax revenue purchases much less in current
services because so much public money is being spent on the past in the form of retirement benefits.?®

A study using a random sample of local governments found that this problem is widespread across the United
States. Pension expenditures increased in 85 percent of cities sampled from 2005 to 2014 by an average of
69 percent after controlling for inflation.?® For example, Palatine, lllinois, saw expenditures grow to $7.4 million
from $3.6 million in real terms over 10 years.*® Increases in pension spending caused decreases in both pub-
lic employment and infrastructure spending in these cities, with the biggest crowding out effect seen in areas
with pro-union collective bargaining laws and politically influential public sector unions.?’

Government unions significantly influence politicians’ voting behavior on pension benefits®*? and lead to in-
creased spending on salaries and fringe benefits for government employees.® In fact, the inclusion of public
sector unions on pension boards might actually increase incentives to underfund pensions to the extent that it
makes benefits appear cheaper than they actually are, making it easier for unions to lobby for benefit increas-
es going forward.34

Illinois, which has very powerful public sector unions, provides a stark example of increased pension funding
crowding out core government services at both the state and local levels.




According to the Governor's Office of Management and Budget, growth in state spending on government
worker pensions and employee health insurance has far outpaced spending growth in every other area.®
From 2000 to 2018:

* Spending on pensions has grown 663 percent

* Spending on employee health insurance has grown 215 percent

* Spending on pre-K through 12th-grade education has grown 65 percent
* All other spending has grown by just 16 percent

Total pension-related payments accounted for less than 4 percent of state expenditures in 1990. Going into
fiscal year 2019, that share has now reached about 27 percent. Without a course correction, pensions will
continue to consume over 25 percent of state spending annually for the next three decades, even if the
state’s investment assumptions hold and the U.S. does not enter a recession. That means relatively less
money for public safety and social service spending

Growing pension costs consume larger share of lllinois' state spending
Past and projected future contributions as a share of general funds expenditures,
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Source: Commission on Government Forecasting and Accountability, Chicago Teachers' Pension Fund,
Comptroller's Traditional Budgetary Financial Reports
Note: Budgets from fiscal years 2020 to 2045 projected to grow at 2.4 percent annually;
total pension-related expenditures includes all spending under current law including pension .
obligation bond payments and normal costs for the Chicago Teachers' Pension Fund @illinoispolicy

This projection assumes lllinois’ budget grows at just the long-term average of economic growth, or about 2.4
percent. Under this scenario, lawmakers would have little room to increase service levels without further tax
hikes. Recent tax hikes are already harming lllinois’ economy and making the state’s long-run challenges more
difficult to solve.®®

A report produced for state Rep. Robert Martwick, D-Chicago, by the Commission on Government Forecasting
and Accountability found lllinois would need to hike taxes by as much as 30 percent, or $224 billion, to cover




current state promises on pensions and education from now until 2045

In other words, lllinois taxpayers will end up paying the same or more in taxes for fewer services in return,
absent structural pension reforms.

If tax hikes are off the table as a solution — and they should be — lawmakers’ only remaining options are to
structurally reform pensions so that they are in line with what taxpayers can afford going forward, or to allow
pension spending to crowd out government services.

Crowding out effects can already be seen at the local level in lllinois. In Harvey, lllinois, pension obligations
caused mass layoffs in the city’s police and fire departments.®® Because of a statutory provision that allows
the state comptroller to intercept state money due to local governments that underfund their pensions, many
other municipalities could soon find themselves in a similar situation. Over 50 percent of lllinois’ police and
fire pension funds did not receive full payment in 2016, putting their municipalities at risk of facing the same
choices as Harvey.®

Public employment data from the U.S. Bureau of Labor Statistics suggest this may be a statewide problem.
Since the dramatic increases in pension expenditures began in 2008 — resulting from the Edgar ramp*® —

Illinois state and local government employment has been decreasing.

lllinois government employment declines as pension costs increase
lllinois statewide government employees, 2008-2018 (in thousands)
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Taken together, the state’s poor credit rating and evidence of crowding out core services suggest lllinois
needs to tackle its pension crisis sooner rather than later. Moody's estimates that pensions, debt service and
retiree health benefits will consume over 30 percent of revenue next fiscal year. If a national recession hits,
that share could rise to 40 percent.*!

This structural debt poses a serious threat to government retirees as well as taxpayers. If unexpected reces-
sions or poor investment returns lead to insolvency of the funds, lllinois’ government retirees will find that the
state's pension protection clause cannot guarantee them a secure retirement.*?



A modest reform effort in 2013 would have made import-
ant strides toward solving lllinois pension problem

In 2013, lllinois lawmakers took action to reduce the future growth in pension benefits, without reducing any
earned benefits for retirees or current workers.

Public Act 98-0599, resulting from the passage of Senate Bill 1, was originally filed by Democratic Senate
President John Cullerton, sponsored by Democratic House Speaker Mike Madigan, and signed by then-Gov.
Pat Quinn, also a Democrat.*® The history of the bill shows that at one time the reality of lllinois’ pension crisis
was apparent to bipartisan majorities of lllinois politicians, and that enough lawmakers on both sides of the
aisle saw structural pension reform as necessary to restoring the fiscal health of lllinois.

The reform measures would have made a number of modest changes to future benefit increases as well as
increased funding guarantees.

First, the bill required the state to target 100 percent funding by 2045. Under current law, even if every
assumption works perfectly, the state’s pension system will never be fully funded, despite massive projected
contributions. Current law only targets 90 percent funding by 2045, a violation of sound actuarial principles,
according to the state actuary.*
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In other words, current law guarantees that pension debt will still exist far into the future, even as taxpayers
see contributions increase to nearly $20 billion annually.*®

lllinois’ massive state pension debt will persist through 2045
Projected unfunded liabilties through fiscal year 2045 under current law and as-
sumptions (in millions)

2018 $75,161.6 $30,862.0 $23,662.2 $1,718.3 $317.7 $131,721.82
2019 $77.352.2 $31,647.0 $24,353.3 $1,738.4 $318.6 $135,409.51
2020 $78,976.7 $32,247.0 $24,839.7 $1,750.8 $317.6 $138,131.79
2021 $79,700.4 $32,507.0 $25,014.0 $1,744.6 $314.0 $139,279.96
2022 $80,714.0 $32,819.0 $25,205.7 $1,741.5 $310.0 $140,880.16
2023 $81,663.5 $33,102.0 $25,551.5 $1,736.7 $306.0 $142,359.67
2024 $82,518.9 $33,343.0 $26,766.5 $1,729.3 $301.8 $144,659.48
2025 $83,263.1 $33,536.0 $25,937.9 $1,718.7 $297.6 $144,753.31
2026 $83,861.5 $33,666.0 $26,054.6 $1,705.1 $203.2 $145,580.38
2027 $84,292.3 $33,728.0 $26,110.8 $1,688.3 $288.2 $146,107.59
2028 $84,549.5 $33,720.0 $26,104.2 $1,668.8 $283.0 $146,325.55
2029 $84,609.4 $33,631.0 $26,025.6 $1,645.9 $277.4 $146,189.29
2030 $84,460.5 $33,458.0 $25,871.6 $1,619.5 $271.3 $145,680.93
2031 $84,074.0 $33,191.0 $25,632.7 $1,589.6 $264.8 $144,752.12
2032 $83,405.5 $32,812.0 $25,292.9 $1,554.4 $257.4 $143,322.19
2033 $82,408.4 $32,308.0 $24,834.6 $1,513.3 $249.2 $141,313.48
2034 $80,405.8 $31,420.0 $24,237.7 $1,462.5 $239.0 $137764.98
2035 $77,969.6 $30,364.0 $23,505.0 $1,404.8 $227.6 $133,470.98
2036 $75,061.2 $29,125.0 $22,623.4 $1,339.4 $215.3 $128,364.29
2037 $71,637.6 $27,689.0 $21,578.4 $1,265.7 $201.6 $122,372.33
2038 $67,652.2 $26,039.0 $20,354.1 $1,183.1 $286.5 $115,514.87
2039 $63,058.0 $24,160.0 $18,934.3 $1,090.6 $169.4 $107,412.35
2040 $57,805.4 $22,034.0 $17,301.6 $987.6 $150.7 $98,279.22
2041 $52,848.4 $19,464.0 $15,4375 $873.1 $130.1 $88,753.05
2042 $45,139.4 $16,978.0 $13,232.3 $746.1 $107.2 $76,202.93
2043 $37,625.5 $14,012.0 $10,938.5 $605.6 $82.2 $63,263.81
2044 $29,258.9 $10,728.0 $8,260.9 $450.6 $54.5 $48,752.91
2045 $20,006.4 $7,105.0 $5,265.8 $279.9 $24.4 $32,681.46

Source: Commission on Government Forecasting and Accountability, Financial Condition of the
State Retirement Systems @illinoispolicy

Perhaps the most important aspect of the 2013 reforms is that they would have had a dramatic and positive
impact on the state’s finances.

According to actuarial projections at the time, SURS would have reached full funding by 2037 while TRS,
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SERS, and GARS would have all reached full funding by 2039.4¢

Furthermore, the state would have seen its fiscal year 2016 contribution reduced by $1.2 billion and unfunded
liabilities decrease by $21.1 billion and $23.7 billion in fiscal years 2014 and 2015, respectively.*” Such sav-
ings could have made recent spending negotiations between Republican Gov. Bruce Rauner and the Demo-
crat-controlled General Assembly significantly easier, potentially averting the state’s two-year budget impasse
and subsequent permanent income tax hike.

Comparing projections under the reforms with projected contributions under current law shows how beneficial
the structural changes to pensions would have been for the overall budget.

2013 reforms would have eased pension pressure on lllinois' state budget
Projected state pension payments as a share of general revenue fund under PA 98-0559
vs. current law
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Note: Contribution levels under SB 1 : PA 98-0599 and resulting budget effects are based on COGFA
projections for FY2013, while baseline budget effects are based on the most recent officially reported
actuarial analyses with the addition of the Chicago Teachers' Pension Fund normal costs and pension obli-
gation bonds.

Source: Commission on Government Forecasting and Accountability, Financial Condi-
tion of the State Retirement Systems 2013, Comptroller's Traditional Budgetary Finan-
cial Reports, actuarial valuations of the five state pension systems @illinoispolicy

Under PA 98-0599, pension costs as a percentage of general fund expenditures would have fallen below 2
percent of annual expenditures by 2040, with total pension costs falling below $1 billion annually for the first
time since 1998, according to actuarial projections at the time.

All of this would have been achieved without reducing the pension payment to any current retiree or reducing
the amount already earned and promised to any current worker.*® Future benefit changes focused on three
key areas:

* Gradually increasing the retirement age for current state workers under the age of 45
* Capping the maximum pensionable salary, with future growth in the cap pegged to inflation
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» Eliminating 3 percent guaranteed post-retirement raises in favor of a COLA increase tied to inflation

Unfortunately, the lllinois Supreme Court ruled in 2015 that the pension protection clause of the state consti-
tution protects not only earned benefits, but all potential future benefits as of the date an employee is hired
by the state, striking down the 2013 reforms in their entirety.*® This restrictive interpretation has made even
modest pension reforms difficult absent a constitutional amendment.

Lawmakers certainly could have foreseen the possibility of a court challenge and subsequent defeat of the
reform. Had politicians included a constitutional amendment with their reform bill in the first place, they could
have prevented a judicial setback. As it stands today, lawmakers have delayed action for five years and al-
lowed the pension problem to worsen significantly.

[llinois Supreme Court's precedent ties taxpayers to un-
reasonable standard

Under the lllinois Supreme Court's 2015 precedent, a government worker’s pension benefits cannot be
changed in any way after their first day working for the state. This precedent protects not only the benefits a
worker has accrued — or earned to date — but also the formula under which those benefits will increase going
forward. This view of pension protections is more restrictive than both the federal contracts clause and other
state protections, and denies lllinois lawmakers the flexibility they need to make financial decisions necessary
for the fiscal health of the state.

The lllinois Constitution states that “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 contrac-
tual relationship, the benefits of which shall not be diminished or impaired.”°® This was the basis for the court
striking down future benefit reforms.

Other state supreme courts have upheld pension reforms very similar to lllinois’ 2013 reforms, even when
recognizing that pensions are contractual benefits that cannot be diminished or impaired.

For example, the Colorado Supreme Court ruled that reductions in future cost-of-living increases did not vio-
late retirees’ constitutional or contractual rights.®' The decision hinged on the differentiation between earned
pension benefits, or vested base pension benefits, and future increases based on a COLA formula. According
to the court, retirees in Colorado do not have an indefinite right to a particular COLA formula forever after
their first date of hire.

Colorado’s decision is consistent with an analysis of contract rights and pensions by a legal expert who fo-
cuses on employment benefits, Amy Monahan. Many states now view pension promises as contractual rights
— though some states guarantee them through less protective standards, such as promissory estoppel or
property rights — but that does not mean all such states offer retirees the same level of protection as lllinois.*?

For example, Hawaii's constitution specifically states that only “accrued financial benefits” are protected,
and courts there have interpreted this language as guaranteeing benefits already earned, but not the future
growth in those benefits.>®

Even under the most restrictive legal framework — such as lllinois’ precedent — states can still theoretically
reduce benefits under their police powers if they can prove that doing so serves an important public purpose,
and if the action undertaken to advance the public interest is reasonable and necessary. In order for an action
to be considered necessary, (1) no other less drastic modification could have been implemented and (2) the
state could not have achieved its goals without the modification. In practice, this standard is very difficult to
meet, °* and the argument failed in lllinois.>®
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The “earned, but not going forward” standard strikes a suitable balance between providing states with needed
financial flexibility while still guaranteeing that no government workers will lose benefits they had a reason-
able expectation of receiving and on which they might have based their decisions to work for their employers.
Because only future benefits can be changed, workers maintain the ability to leave for a different job without
risking past benefits if they no longer see the deal as in their interest.®®

Other states that have seen success with reforming future benefits include Michigan, Arizona, Pennsylvania
and Utah.’” Utah saw the need to reform pensions when annual pension expenditures reached 10 percent of
the state’s general funds budget,® a level lllinois reached in 2009 and nearly tripled in 2016.5°

If lllinois passes a constitutional amendment to modify the pension protection clause, clarifying that it protects
only earned benefits, it can achieve similar success in protecting taxpayers, the state’s fiscal health and public
worker retirement security, all at the same time.

(uick win: Reforms lllinois can enact without changing
the constitution

Changing the lllinois Constitution will take time. Any amendment needs to pass each chamber of the General
Assembly with a three-fifths majority and then go to voters for approval on the ballot.?® The earliest this can be
done is 2020.

Moody's Investors Service's most recent analysis of lllinois’ finances makes clear that lawmakers cannot wait
that long to start addressing the state’s structural spending challenges.®’ In that report, the ratings agency
spoke favorably about a plan proposed by Gov. Bruce Rauner to gradually realign local pension costs so that
the one who pays the bill is the one who incurs the cost.

Under current law, the state of lllinois picks up the employer share of annual pension costs for schools and
universities, as well as the cost of retiree health care for life.? This policy creates a misalignment in incentives
because local employers can dole out generous pension boosters in contract negotiations knowing that they
will never feel the full cost.

The governor’s fiscal year 2019 proposed budget suggested phasing out this distortionary subsidy over four
years.®® Savings for the first year would total $825 million, broken down as follows:

*  $262 million by transferring 25 percent of the TRS normal costs

* $101 million by transferring 25 percent of the SURS normal costs

*  $228 million by returning to the practice of Chicago Public Schools paying for the full normal cost of
the Chicago Teachers’ Pension Fund, or CTPF

*  $129 million by ending lifetime health insurance support for retired teachers

*  $105 million by transferring some university group health insurance costs back to state universities

Fiscal year 2018 was the first year the state paid for the normal cost of the CTPF, which is why the proposal
returned their full normal costs to the local level all in one year.

Realignment of pension costs is a commonsense proposal to control the growth in pension benefits and
reduce pressure on the state budget, which has repeatedly led to tax hikes. Combined with policies to reduce
property taxes, properly aligning public retiree costs will protect taxpayers and help put lllinois back on a path
toward fiscal solvency.
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Requiring local school districts to pay the pension costs they incur going forward would only increase ex-
penditures by an average of 2.5 percent per school district,* which can be offset by reforms to better allow
local governments to control costs, such as unfunded mandate relief. The current system of subsidizing local
pensions is also highly regressive and against the state’s stated goal of providing increased funding to local
schools with the least property wealth. Because teachers in wealthier districts have higher salaries, wealthy
districts benefit disproportionately from the pension subsidy.®®

A total realignment of the costs of local pensions would net significant savings for the state, reducing pen-
sion-related expenditures by nearly $2 billion a year for the next several years.

Pension realignment would save lllinois billions
Savings to the state budget from requiring local governments to pay for future nor-
mal costs of local pensions (in millions)

2018 $9,780.82 $7,818.87 $1,961.95
2019 $10,380.50 $8,446.05 $1,934.46
2020 $10,033.09 $8,112.63 $1,920.46
2021 $10,564.15 $8,665.13 $1,899.02
2022 $11,024.99 $9,149.08 $1,875.91
2023 $11,260.55 $9,409.27 $1,851.28
2024 $11,559.02 $9,733.66 $1,825.36
2025 $11,861.22 $10,063.37 $1,797.85
2026 $12,168.13 $10,401.66 $1,766.47
2027 $12,483.42 $10,753.38 $1,730.04
2028 $12,813.31 $11,121.68 $1,691.63
2029 $13,158.30 $11,507.40 $1,650.91
2030 $13,521.51 $11,915.12 $1,606.38
2031 $13,896.38 $12,338.18 $1,558.20
2032 $14,279.49 $12,772.82 $1,506.67
2033 $14,669.65 $13,216.67 $1,452.98
2034 $14,555.34 $13,157.98 $1,397.36
2035 $14,964.18 $13,624.50 $1,339.68
2036 $15,384.89 $14,101.82 $1,283.07
2037 $15,821.48 $14,596.31 $1,225.17
2038 $16,273.09 $15,110.39 $1,162.71
2039 $16,734.51 $15,637.81 $1,096.70
2040 $17,207.68 $16,179.57 $1,028.11
2041 $17,686.55 $16,723.76 $962.79
2042 $18,172.28 $17,269.96 $902.32
2043 $18,666.83 $17816.29 $850.54
2044 $19,168.22 $18,357.68 $810.54
2045 $19,665.44 $18,877.76 $787.68

Source: Actuarial valuations and annual reports of the retirement systems, Commission on Gov-
ernment Forecasting and Accountability, Fiscal Health of the State Retirement Systems @illinoispolicy
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In the near term, these savings would ease the pressure of pensions on the state budget, buying lawmakers
time to pass a constitutional amendment allowing for more substantive reforms in keeping with the defeated
bipartisan 2013 reforms.

Pension cost realignment would ease pressure on lllinois budget
Pensions as a percentage of state expenditures through 2045, with and without
realignment
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30% 26% 27% Ao
%, A
79
o Y
(1]
22%
20%
15%
10%
5%
R N R N RN EEEEEREE
0%

Source: Actuarial valuations and annual reports of the retirement systems, Comptroller's Traditional
Budgetary Financial Reports, COGFA Financial Condition of the State Retirement Systems
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Unfortunately, the enacted fiscal year 2019 budget included none of these cost-realignment reforms. Law-
makers should adopt this commonsense solution as soon as possible.

Restoring lllinois fiscal health: Real, lasting pension
reform

In addition to curbing government employee retirement costs by realigning resulting pension costs with salary
and benefit decisions, saving lllinois from the fiscal abyss requires meaningful reform to pensions themselves.
Such reform should come in two steps.

First, the state needs to stop the bleeding. Benefits for new hires must be doled out with an eye toward what
taxpayers can afford. To an extent, the state has started this process through the implementation of a second
tier of pension benefits for employees hired after Jan. 1, 201 1. Tier 2 benefits come with more reasonable
retirement ages, benefit increases that are tied to inflation and a maximum pensionable salary.®®

However, because Tier 2 benefits are still part of a defined-benefit system, they rely on a number of assump-
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tions that pose inherent risk to state finances. Additionally, Tier 2 is inherently unfair to younger government
workers who by some calculations are paying more than they will receive in retirement benefits, subsidizing
the more generous benefits of Tier 1 employees.®”

A more secure and predictable plan calls for calls for mandatory 401(k)-style personal accounts for all newly
hired employees, which could be modeled on the the successful, though currently optional, plan offered by
offered by the State Universities Retirement System.®® Ending the defined-benefit system for future workers
would ensure that spending on government worker retirement is secure and predictable going forward.

State lawmakers in Michigan, Alaska and Oklahoma have transitioned public pension systems to 401(k)-style
plans.®®

Second, the state needs to eliminate its unfunded liability. There are only two ways to do this: massive tax
hikes or structural reforms. The tax hike route threatens to damage lllinois’ economy,” chase more residents
out of the state and impose on remaining lllinois taxpayers a future where they pay more for less, as pensions
increasingly crowd out core government spending on public safety and social services.

Reform might be politically difficult — it demands lawmakers be honest with retirees about their promised
retirement benefits — but it is possible, and far better for lllinois’ short- and long-term fiscal condition and
economy. Because lllinois’ fiscal health has deteriorated further since the lllinois Supreme Court’s ruling, the
medicine will need to be stronger than the 2013 reforms. Additionally, those reforms left the state spending
close to one-fifth of annual expenditures on pensions for over a decade. Because of the deterioration of the
state’s financial condition, and in order to achieve budget relief more quickly, lawmakers will need to modify
the changes sought in the 2013 reforms. However, those bipartisan changes included in PA 98-0599 still
provide a solid framework for the types of reforms lllinois should pursue conceptually.

A constitutional amendment allowing reductions in the growth of future benefits could be followed with legis-
lation that essentially reintroduces the 2013 reform concepts with differences in degree, including the follow-

ing:

* Increasing the retirement age for those not currently close to retirement

* A cap on the maximum pensionable salary that grows at a rate pegged to inflation

* Replacing lllinois’ 3 percent guaranteed benefit increases with a cost-of-living increase tied to inflation
» Potentially suspending COLA increases for certain years to allow inflation to catch up to past raises

By reforming future benefit accruals, lllinois will finally be able to provide a secure retirement for public em-
ployees without threatening the state’s credit rating and spending on core services.
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