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Arizona is one of seven states (Alaska, Hawaii, Illinois, Louisiana, Michigan and New York being
the others) that have constitutional protections for public pensions. In fact, Arizona, New York
and Illinois have the strongest public pension protections in the country.1
Voters amended the Arizona Constitution in 1998 to state that public retirement programs are a
contract and therefore benefits cannot be cut. The courts have determined that these protections
include both current and future benefits.
For instance, in April 2011 the Arizona Legislature passed a series of reforms to state retirement
systems that included hikes in employee contribution levels and decreases in cost-of-living
adjustments. However, due to Arizona’s constitutional provision barring any diminishment of
pension benefits, the reform plan was found unconstitutional – and local governments were
ordered to pay back affected workers with interest.
Proposition 124 would amend the Arizona Constitution to create an exception to the current
prohibition against diminishing or impairing public retirement systems benefits by allowing
adjustments to the Public Safety Personnel Retirement System (PSPRS).
Proposition 124 would make three major changes to PSPRS:
1) Exchanges the current retiree permanent benefit increase (PBI) structure for a
compounding annual cost of living adjustment (COLA), based on inflation using the
Phoenix-Mesa Consumer Price Index, capped at 2 percent;
2) Establishes a voluntary “catch-up” Defined Contribution (DC) provision for non-social
security participants hired after Jan.1, 2012 and before Jan. 1, 2017; and

3) Allows the Arizona Legislature the ability to modify public retirement benefits for future
or prospective employees. 2
A companion bill, Senate Bill 1428, contains other adjustments to the system. This bill, passed by
the Arizona Legislature in 2016 and signed into law by Governor Doug Ducey, does not require
voter approval but its provisions require passage of Prop 124. 3
Background
The soundness of many state and local pension and retiree healthcare plans are of grave concern.
Nationwide, unfunded liabilities for state and local pensions and retiree health care range from
$1.4 trillion to over $4 trillion, depending on what assumptions one uses.4
Presently, most public pension plans guarantee retirees a set income for the rest of their lives.
Because of this defined benefit, taxpayers are responsible regardless of how much government or
the employees contribute to the system, or how well the market performs. In contrast, privatesector workers generally are enrolled in 401(k)-style retirement accounts or defined contribution
plans based on what they and their employer contribute, as well as market returns. This means that
private-sector employees largely are responsible for their own retirement savings.
The Arizona Legislature created PSPRS as a state pension system for police officers and
firefighters. Currently PSPRS has 48 percent of the funds needed to meet current and future
retirement payments.5 Public pension plans are ideally expected to maintain a minimum funding
level of 80 percent. Plans slipping below 60 percent are considered weak.6 The $6.6 billion in
unfunded liability accumulated over the past decade has severely impacted local governments'
ability to hire police officers and firefighters. Two primary factors have been cited for the
weakening of PSPRS: (1) the system’s current Permanent Benefit Increase (PBI) mechanism, and
(2) underperforming investment returns.7
The PBI was designed to adjust benefit levels for retirees upward over time. However, this has
contributed significantly to the current financial problems for PSPRS by skimming assets off the
top of the fund in years when the market was performing well. PSPRS investment returns over 9
percent are diverted to a separate PBI fund that cannot be used to address the unfunded liability
and does not earn interest. Additionally, PBI benefits are not linked to inflation yet retires have
been receiving a PBI benefit for the past 20 years despite the continuing declining of the fund. 8
Like many public pension systems nationally, Arizona has used an unrealistic expected annual rate
of return on investments between 7.5 percent to 8 percent. The annual investment rate nationally
for public pensions over the past 10 years has been 5.6 percent.9 The actuarially valued returns
since 2002 for Arizona PSPRS have been 5 percent or less. This has contributed to the poor
financial condition of the fund and has increased its unfunded liabilities. 10
The Reform Proposal
Arizona Senate Bill 1428 was passed by the Legislature and signed by Governor Ducey to address
these. The bill contains numerous reforms, chief among them are:
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Linking retirees’ pension-cost-living adjustments to a pre-funded regional (Phoenix-Mesa)
Consumer Price Index, with a cap of 2 percent for current employees and retirees. For new
employees it restricts or eliminates cost-of-living adjustments when the plan falls below 90
percent funding.
Creating a retirement plan for new employees hired on or after July 1, 2017. This new plan
would give employees the choice of a full 100 percent defined contribution plan, similar to
a 401k, or a defined benefit hybrid plan. It would also require new employees to work until
age 55 before retiring (up from 52.5 years) and change the pension benefit multiplier from
a flat 2.5 percent to a graded multiplier that ranges from 1.5 percent to 2.5 percent
depending on years of service.
Capping pension benefits for new employees based on a maximum salary of $110,000
(from the current cap of $265,000) per year thus preventing forms of “pension spiking”.
Creating a three-tier classification of employees for the purposes of benefits:
o Those hired before Jan. 1, 2002.
o Members hired with less than 20 years of credited service before Jan. 1, 2012
employees hired between Jan. 1, 2012 and June 30, 2017.
o Those hired July 1, 2017 and thereafter.
Increasing the number of PSPRS governing board members to nine, from seven; adding an
advisory council; requiring certain minimum qualifications for board members and
prohibiting the removal of a board member without cause.
Creating a defined contribution disability plan.
Requiring all new employees to pay 50 percent of retirement costs and unfunded liabilities
in the event that investment returns do not meet expected returns.11

The reforms are expected to result in an estimated savings of more than $1.5 billion to taxpayers
over the next 30 years and reduce total PSPRS pension liabilities by at least 36 percent.12
A constitutional amendment is required to implement the PBI reform and to allow the legislature
to make adjustments to PRPRS. Proposition 124 is on the ballot because constitutional changes
require voter approval in Arizona.

Arguments	
  for	
  Proposition	
  124	
  
There is broad-based support for this proposition. Groups with different perspectives and interests
on the type of pension reform needed have worked on this consensus-plan including both
Republican and Democratic legislators, local governments, public safety unions, and the League
of Arizona Cities and Towns. The business community also has expressed their support. A
Libertarian think tank, The Reason foundation, assisted in brokering the plan. The Arizona Senate
unanimously approved SB 1428 and the House of Representatives passed the measure 49-10 vote.	
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Most proponents have cited the long-term cost savings of the measure and the prospect of
lowering the financial burden on local governments and taxpayers. Some municipalities have not
been able to afford to hire additional public safety personnel because of the increased costs of the
unfunded liabilities. Others support the provision that will allow public safety employees for the
first time to choose a defined contribution program or a defined benefit hybrid plan. Still others
have cited improved PSPRS governance and transparency.14
3

Arguments against	
  Proposition	
  124
The Arizona’s special election guide published by the Arizona Secretary of State has no arguments
filed against Proposition 124.15
The main opposition to Proposition 124 is that, except for the new COLA adjustments for current
employees and retirees, it does not change or reduce any benefits accruing to current employees
nor does it alter for current employees, the Deferred Retirement Option Plan (DROP), which cost
the system almost $105 million last fiscal year. 16
It has been suggested that reducing benefits only for new employees will not result in budget relief
for decades. 17
One alternative solution advanced to address pension problems is to consider curbing benefit
accruals for current employees. This also could also be accomplished by changing the
constitutions in those states with constitutionally protected pensions, or by passing legislation in
other states by clearly stating that benefits earned by public employees are protected but benefits
going forward can be modified. 18	
  
Impact
Tackling the pension crisis is a complicated affair. Many states and local governments have found
that reform legislation is exceedingly difficult. Proposition 124 appears to make important inroads
for reforming the PSPRS; however, more comprehensive reform efforts may still need to be
considered.	
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