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Letter of Transmittal

STATE
RETIREMENT
SYSTEMS

* State Employees' Retirement System of lllinois
* General Assembly Retirement System
* Judges' Retirement System of lllinois

2101 South Veterans Parkway , P.O. Box [9255,

December 15,2003

The Board of Trustees and Members

Springfield, IL  62794-9255

217-785-7444

3. The Investment Section contains a

State Employees’ Retirement System of lllinois summary of the System’s investment manage-

Springfield, IL 62794

Dear Board and Members:

The comprehensive annual financial report of
the State Employees’ Retirement System of
lllinois (System) as of and for the fiscal year
ended June 30,2003 is hereby submitted. Re-
sponsibility for both the accuracy of the data
and the completeness and fairness of the pre-
sentation, including all disclosures, rests with
the System.

To the best of our knowledge and belief, the
enclosed data are accurate in all material re-
spects and are reported in a manner designed
to present fairly the financial position and re-
sults of operations of the various funds of the
System. All disclosures necessary to enable
the reader to gain an understanding of the
System’s financial activities have been included.

Generally accepted accounting principles re-
quire that management provide a narrative
introduction, overview,and analysis to accom-
pany the basic financial statements in the form
of Management’s Discussion and Analysis
(MD&A).This letter of transmittal is designed
to complement MD&A and should be read in
conjunction with it. The System’s MD&A can
be found immediately following the report of
the independent auditors.

The report consists of six sections:

I. The Introductory Section contains
this letter of transmittal and the identifica-
tion of the administrative organization and the
Certificate of Achievement for Excellence in
Financial Reporting;

2. The Financial Section contains the
report of the Independent Auditors, the fi-
nancial statements of the System, and certain
required and other supplementary financial in-
formation;

ment approach and selected summary tables,
including investment performance;

4. The Actuarial Section contains an
Actuary's Certification Letter and the results
of the annual actuarial valuation;

5. The Statistical Section contains signifi-
cant statistical data;

6. The Plan Summary and Legislative
Section contains a summary of the System's
plan provisions and current legislative changes.

Generally accepted accounting principles re-
quire that the financial reporting entity include:

[. the primary government;

2 organizations for which the primary gov-
ernment is financially accountable;

3. other organizations for which the nature
and significance of their relationship with the
primary government are such that exclusion
would cause the reporting entity's financial
statements to be misleading or incomplete.

Based on the criteria of the Governmental
Accounting Standards Board Statement No. |4,
there are no other state agencies, boards or
commissions, or other organizations required
to be combined with the System. The System
is considered to be part of the State of lllinois
financial reporting entity, and is to be com-
bined and included in the State of lllinois' com-
prehensive annual financial report.

Although the State Employees’ Retirement
System, Judges’ Retirement System and Gen-
eral Assembly Retirement System share a com-
mon administration, they are separate entities
for legal and financial reporting purposes.

Therefore, the financial statements of the State
Employees' Retirement System do not include
plan net asset information nor the changes in
plan net assets of the General Assembly Re-
tirement System or Judges’ Retirement Sys-
tem.



PLAN HISTORY &
SERVICES PROVIDED

The System is the administrator of a single-
employer public employee retirement system
established to provide pension benefits for
State of lllinois employees. The System also
administers widows and survivors benefits as
well as the state's occupational and non-oc-
cupational disability programs.

The System was established January |, 1944
and 17,237 state employees became members
on that date. As of June 30, 1944, net assets of
the System amounted to $1,255,778. The fair
value of plan net assets at the end of the fiscal
year June 30,2003 are approximately $7.5 bil-
lion, and there are 70,192 active members.

INVESTMENTS

The System's investments are managed by the
lllinois State Board of Investment (ISBI) pur-
suant to Chapter 40, Article 5/22A of the llli-
nois Compiled Statues, using the "prudent per-
son rule".

This rule states that fiduciaries shall discharge
their duties solely in the interest of the fund
participants and beneficiaries and with the
degree of diligence, care and skill which pru-
dent men and women would ordinarily exer-
cise under similar circumstances in a like posi-
tion.

The ISBI maintains a wide diversification of
investments within this fund which is intended
to reduce overall risk and increase returns. As
further detailed in the Investment Section, this
was a most challenging year in virtually all seg-
ments of the financial markets.

FUNDING

Funding is the process of specifically allocat-
ing monies for current and future use. Proper
funding includes an actuarial review of the fund
balances to ensure that funds will be available
for current and future benefit payments. The
greater the level of funding, the larger the ra-
tio of accumulated assets to the actuarial ac-
crued liability and the greater the level of in-
vestment potential.

A new funding plan for the System, enacted
1994, requires that state contributions be paid
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to the System so that by the end of fiscal year
2045, the ratio of accumulated assets to the
actuarial accrued liability will be 90%. For fis-
cal years 2011 through 2045, the required
state contributions are to be computed as a
level percentage of participant payroll.

For those fiscal years up through 2010, the
required state contributions are to be in-
creased incrementally as a percentage of the
participant payroll so that by fiscal year 201 |
the state is contributing at the required level
contribution rate to achieve the financing ob-
jective by the end of fiscal year 2045.

In addition, the funding legislation also pro-
vided for the establishment of a continuing
appropriation of the required state contribu-
tions to the System. This will, in effect, re-
move the appropriation of these funds from
the annual budgetary process.

The actuarial determined liability of the Sys-
tem using the projected unit credit actuarial
method at June 30,2003, amounted to $17.6
billion. The unfunded accrued actuarial liabil-
ity amounted to $10.1 billion as of the same
date. A detailed discussion of funding is pro-
vided in the Actuarial Section of this report.

ACCOUNTING SYSTEM
& INTERNAL CONTROL

This report has been prepared to conform
with the principles of governmental account-
ing and reporting pronounced by the Gov-
ernmental Accounting Standards Board and
the American Institute of Certified Public Ac-
countants.

The accrual basis of accounting is used to
record the financial transactions and activi-
ties of the System. Revenues are recognized
in the accounting period in which they are
earned, without regard to the date of collec-
tion, and expenses are recognized when the
corresponding liabilities are incurred, regard-
less of when payment is made.

The System also uses the State of lllinois, State-
wide Accounting Management System (SAMS)
as a basis for the preparation of the financial
statements. In developing the System’s ac-
counting system, consideration is given to the
adequacy of internal accounting controls.
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MAJOR EVENTS/
INITIATIVES

The System’s major events/initia-
tives during the year ended June 30,
2003 included the implementation
of new legislation. HB 267 (PA.92-
0566) was signed into law by Gov-
ernor Ryan on June 25, 2002, and
provided for an Early Retirement
Incentive (ERI) program for quali-
fied state employees, effective Au-
gust 1,2002. The law allowed a
member to purchase up to five
years of service and age enhance-
ment. By participating in the ERI,
members had two options:

I. Ifamember met the ERI retire-
ment eligibility requirement, they
had to retire by January I, 2003,
certain employees were allowed to
extend this date until April 30,2003.
2. If a member did not meet the
ERI requirements as of December
31,2002, (s)he could purchase ERI
service, terminate employment by
December 31,2002,and receive re-
tirement benefits when they later
become eligible.

On April 7, 2003 Governor
Blagojevich signed House Bill 2660
into law as Public Act 93-0002.This
legislation authorized the State to
issue $10 billion in general obliga-
tion bonds for the purpose of mak-
ing required contributions to the
five state-funded retirement sys-
tems, including the State Employ-
ees’ Retirement System.On July I,
2003, the net bond proceeds were
allocated and distributed to each
of the five state-funded retirement
systems based on each system’s
relative percentage of the total un-
funded liability at June 30,2002.The
State Employees’ Retirement Sys-
tem received an allocation of bond
proceeds totaling $1,385,895,278
and deposited all of the proceeds
into the lllinois State Board of In-
vestment Commingled Fund on

July 2,2003.
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EXECUTIVE

SECRETARY RETIRES,
OTHER LONG-TERM
EMPLOYEES ALSO TAKE

ADVANTAGE OF ERI

After 28 years of service with the
State Employees’ Retirement
System, Executive Secretary
Michael L. Mory retired effective
December 31, 2002. Mr. Mory
assumed control of the State
Employees’ Retirement System
effective November, 1974 and, in
May, 1989, was also named to the
position of Executive Secretary for
the Judges’ and General Assembly
Retirement Systems. As a strong
advocate for the System’s
membership, Mr. Mory always
strived to ensure the System’s
long-term financial integrity as well
as improve the service provided

to the membership.

The System’s Board of Trustees
and staff would like to express
their appreciation to Mr. Mory for
his leadership and devotion during
his many years of service and wish
him the very best in a well-
deserved retirement.

In addition, a number of other
long-term employees also took
advantage of the ERI program.
Thanks for a job well done and
best wishes also are extended to:
Deby Barron, Cathy Beard, Michael
Belden, Patricia Boyd, Lee Brown,
Karen Cunningham, Fred Fliege,
Gwendolyn Hopkins, Diantha
Landowski, Terry Radliff, Marlene
Schultz, Julie Sinkus, John Sowinski,
Judy Watson, and Bill Weir.
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These controls are designed to provide rea-
sonable assurance regarding the safekeeping
of assets and the reliability of financial records.
Constant effort is directed by the System at
improving this level to assure the participants
of a financially sound retirement system.

PROFESSIONAL SERVICES

Independent consultants are retained by the
Board of Trustees to perform professional ser-
vices that are essential to the effective and
efficient operation of the System. Actuarial
services are provided by Gabriel, Roeder,
Smith & Co., Chicago, lllinois.

The annual financial audit of the System was
conducted by the accounting firm of
McGladrey & Pullen, LLP, under the direction
of the Auditor General of the State of lllinois.
In addition to the annual financial audit,a one
year compliance audit was also performed by
the auditors.

The purpose of the compliance audit was to
determine whether the System obligated, ex-
pended, received and used public funds of the
state in accordance with the purpose for
which such funds have been authorized by law.
The System's investment function is managed
by the lllinois State Board of Investment.

CERTIFICATE OF
ACHIEVEMENT

The Government Finance Officers Associa-
tion of the United States and Canada (GFOA)
awarded a Certificate of Achievement for Ex-
cellence in Financial Reporting to the State
Employees' Retirement System of lllinois for
its comprehensive annual financial report for
the fiscal year ended June 30, 2002.

The Certificate of Achievement is a presti-
gious national award recognizing excellence
in the preparation of state and local govern-
ment financial reports.

To be awarded a Certificate of Achievement,
a governmental unit must publish an easily
readable and efficiently organized CAFR,
whose contents meet or exceed program
standards. This report must satisfy both gen-

erally accepted accounting principles and ap-
plicable legal requirements.

A Certificate of Achievement is valid for a pe-
riod of one year only. The State Employees'
Retirement System of Illinois has received a
Certificate of Achievement for the past sev-
enteen consecutive years (fiscal years ended
June 30, 1986 through June 30, 2002).

We believe our current report continues to
conform to the Certificate of Achievement
program requirements,and we are submitting
it to the GFOA to determine its eligibility for
another certificate.

ACKNOWLEDGMENTS
AND COMMENTS

In October, 2002, Associate Executive Secre-
tary Robert V. Knox was named to succeed

Mr. Mory effective January I, 2003.

The preparation of this report reflects the
combined efforts of the System’s staff under
the direction of the Board of Trustees. It is
intended to provide complete and reliable in-
formation as a basis for making management
decisions, as a means of determining compli-
ance with legal provisions, and for determin-
ing responsible stewardship for the assets con-
tributed by the members in the State of llli-
nois.

On behalf of the Board of Trustees, we would
like to express our appreciation to the staff
and professional consultants who worked so
effectively to ensure the successful operation
of the System.

Respectfully submitted,

(Ghait) ot

RobertV. Knox
Executive Secretary

wriptre C. W
Nicholas C. Merrill, Jr., CPA
Chief Fiscal Officer



----------------------------------------- State Employees' Retirement System of Illinois

BOARD OF TRUSTEES

Administration

(I to r) seated: Doris Clark,(Elected Annuitant, Vice Chairman),
Sharmin S. Doering (State Employee, Appointed by the
Governor), Caryl Wadley-Foy (Elected Employee).
Standing: Loren Iglarsh (Representing Daniel W. Hynes,
Comptroller) John Stevens, (Representing Stephen Schnorf,
Director of the Bureau of the Budget), Mark W. Gallagher,
(Chairman, appointed by the Governor), Joseph T. Pisano
(Annuitant, Appointed by the Governor).

Board of Trustees
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Auditor

Executive Secretary
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Social Security Processing
[ [ I ]
Administrative . . . Service &
Services Chicago Field Services Refunds
Administration Advisors,Auditors & Administrators

Executive Secretary Robert V. Knox

Management Group

Accounting & Social Security
Administrative Services
Claims

Chicago Office

Data Processing

Field Services

Human Resources

Service & Refunds

Internal Auditor

Nicholas C. Merrill, Jr.
David L. O’Brien
Patrick P. Cummings
Barbara J.C. Baird
James J. Spears

David . Thompson
Marty Nantkes
Joseph S. Maggio
Larry L. Stone

Consulting Actuary

External Auditor

Investments

Gabriel, Roeder, Smith
& Company
Chicago lllinois

McGladrey & Pullen, LLP
Chicago, lllinois

Illinois State Board
of Investment
Chicago, lllinois
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Certificate of Achievement

Certificate of
Achievement
for Excellence
in Financial
Reporting

Presented to

State Employees'

Retirement System of Illinois

For its Comprehensive Annual
Financial Report
for the Fiscal Year Ended
June 30, 2002

A Certificate of Achievement for Excellence in Financial
Reporting is presented by the Government Finance Officers
Association of the United States and Canada to
government units and public employee retirement
systems whose comprehensive annual financial
reports (CAFRs) achieve the highest
standards in government accounting
and financial reporting.

President

By £

Executive Director

LHICAGD
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Independent Auditor’s Report

McGladrey & Pullen

Certified Public Accountants

INDEPENDENT AUDITORS’ REPORT

Honorable William G. Holland
Auditor General, State of lllinois
Springfield, lllinois

Board of Trustees
State Employees’ Retirement System of lllinois
Springfield, lllinois

As Special Assistant Auditors for the Auditor General, we have audited the accompanying statements of plan net assets
of the State Employees’ Retirement System of lllincis (the System), as of June 30, 2003 and 2002 and the related
statements of changes in plan net assets for the years then ended. These financial statements are the responsibility of
the System’s management. Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of America and
the standards applicable to the financial audits contained in Government Auditing Standards, issued by the Comptroller
General of the United States. Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes examining, on a
test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating the
overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the plan net assets of the
State Employees’ Retirement System of lllinois as of June 30, 2003 and 2002, and the changes in plan net assets for the
years then ended in conformity with accounting principles generally accepted in the United States of America.

The management's discussion and analysis on pages 12 and 13 and the schedules of funding progress and employer
contributions on page 25 are not a required part of the basic financial statements but are supplementary information
required by the Governmental Accounting Standards Board. We have applied certain limited procedures, which
consisted principally of inquiries of management regarding the methods of measurement and presentation of the required
supplementary information. However, we did not audit the information and express no opinion on it.

In accordance with Government Auditing Standards, we will also issue, under separate cover, our report dated November
26, 2003 on our consideration of the System’s intemal control over financial reporting and our tests of its compliance with
certain provisions of laws, regulations and contracts. That report is an integral part of an audit performed in accordance
with Government Auditing Standards and should be read in conjunction with this report in considering the results of our
audit.

McGladrey & Pullen, LLP is @ member firm of RSM International —
an affiliation of separate and independent legal entities.
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Independent Auditor’s Report

Our audits were conducted for the purpose of forming an opinion on the basic financial statements of the System. The
introductory section, supplementary financial information on page 26, investment section, actuarial section, statistical
section and plan summary and legislative section are presented for the purpose of additional analysis and are not a
required part of the basic financial statements. The supplementary financial information on page 26 has been subjected
to the auditing procedures applied in the audit of the basic financial statements and, in our opinion, is fairly presented in
all material respects in relation to the basic financial statements taken as a whole. The introductory, investment, actuarial,
statistical and plan summary and legislative sections listed in the table of contents were not subjected to the auditing
procedures applied in the audit of the basic financial statements and, accordingly, we express no opinion on them.

/%/4%47/&@, te

Schaumburg, llinois
November 26, 2003
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Management’s Discussion & Analysis

This financial report is
designed to provide a
general overview of the
State Employees’ Retire-
ment System’s finances for
all those with an interest
in the System’s finances.

This section presents management’s discussion
and analysis of the financial position and
performance of the State Employees’
Retirement Systems of lllinois (System) for the
year ended June 30, 2003. It is presented as a
narrative overview and analysis. Readers are
encouraged to consider the information
presented here in conjunction with the Letter
of Transmittal included in the Introductory
Section, of the Comprehensive Annual Financial
Report.

The System is a defined benefit, single-
employer public employee retirement system.
It provides services to over 70,000 active state
employees and nearly 55,000 benefit recipients.
Throughout this discussion and analysis units
of measure (i.e. billions, millions, thousands) are
approximate, being rounded up or down to
the nearest tenth of the respective unit value.

OVERVIEW OF THE
FINANCIAL STATEMENTS

This discussion and analysis is intended to serve
as an introduction to the System’s financial
reporting which is comprised of the following
components:

(1) Basic Financial Statements. For the
fiscal year ended June 30, 2003, basic financial

PLAN NET ASSETS

The Statements of Plan Net Assets are presented for the System as of June 30,2003 and
2002. These financial statements reflect the resources available to pay benefits to members,
including retirees and beneficiaries, at the end of the years reported. A summary of the
System’s Plan Net Assets is presented below.

Condensed Statements of Plan Net Assets

(in millions)
Increase/(Decrease)
Dollar  Percent
2003 2002 Change Change
Cash and cash equivalents $  36.0 $ 976 $ (61.6) (63.1) %
Receivables 31.7 34.5 (2.8) 8.1
Investments, at fair value 7,436.1 7,543.8 (107.7) (1.4)
Capital assets, net 3.1 3.2 (.1 3.1)
Total assets 7,506.9 7,679.1 (172.2) (2.2)
Liabilities 4.8 5.2 (4) (7.7)
Total plan net assets $ 7,502.1 $7,673.9 $(171.8) (2.2) %
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statements are presented for the System.This
information presents the net assets held in
trust for pension benefits for the System as of
June 30, 2003. This financial information also
summarizes the changes in net assets held in
trust for pension benefits for the year then
ended.

(2) Notes to the Financial Statements.
The notes to the Financial Statements provide
additional information that is essential to
achieve a full understanding of the data
provided in the basic financial statements.

3) Required Supplementary
Information. The required supplementary
information consists of two schedules and
related notes concerning actuarial information,
funded status and required contributions for
the System.

(4) Other Supplementary Schedules.
Other schedules include more detailed
information pertaining to the System, including
schedules of revenues by source, cash receipts
and disbursements, and payments to
consultants.

FINANCIAL HIGHLIGHTS

e The Systems’ net assets decreased by
$171.8 million,or 2.2% during fiscal year 2003.
The decrease was primarily due to increasing
benefit payments and a stagnant equity market.
e The System was actuarially funded at
42.6% as of June 30,2003, compared to 53.7%
as of June 30,2002.

*  The overall rate of return for the lllinois
State Board of Investment (ISBI) Commingled
Fund was 0.3% for fiscal year 2003 compared
to a negative 6.9% for fiscal year 2002.

ADDITIONSTO PLAN
NET ASSETS

Additions to Plan Net Assets include employer
and participant contributions and net income
from investment activities. Participant
contributions were approximately $285.2
million and $196.9 million for the years ended
June 30, 2003 and 2002, respectively.
Participant contribution rates are set by statute
as a percentage of gross salary. Employer
contributions increased to approximately
$396. I million in 2003 from approximately
$386.1 million in 2002. The increase was based
on a scheduled rate increase, along with higher
employee wages.



DEDUCTIONS FROM
PLAN NET ASSETS

Deductions from Plan NetAssets are primarily
benefit payments. During 2003 and 2002, the
System paid out approximately $859.9 million
and $632.1 million, respectively, in benefits and
refunds, an increase of approximately 36.0%
from 2002.Those higher payments were mainly
due to an increase in the number of retirees
as a result of the Early Retirement
Incentive(ERI) program. The administrative
costs of the System represented approximately
1% of total deductions in both 2003 and 2002.

FUNDED RATIO

The funded ratio of the plan measures the ratio
of net assets against actuarially determined
liabilities and is one indicator of the fiscal
strength of a pension fund’s ability to meet
obligations to its members. An annual actuarial
valuation is required by statute. The most
recent available valuation showed the funded
status of the System on June 30, 2003
decreased to 42.6% from 53.7% at June 30,
2002. The amount by which actuarially
determined liabilities exceeded net assets was
$10.1 billion at June 30,2003 compared to $6.6
billion at June 30, 2002. Several reasons for
the decrease were weak financial markets in
2002 and 2003, and an increase in actuarial
liabilities due to passage of several legislative
initiatives by the General Assembly.

A summary of the legislation passed, or having
a significant impact, in FY 2003 is as follows:

In June 2002, Governor George Ryan signed
House Bill 2671 into law (PA. 92-0566). This
bill provided for an Early Retirement Incen-
tive (ERI) program for members of the Sys-
tem. Under certain circumstances, a member
was allowed to establish up to five years of
creditable service by making payment of the
amounts prescribed in the statute. The ERI
program took effect on August |, 2002.

Approximately 21,000 state employees were
eligible for the ERI program, and slightly over
11,000 (52.4%) took advantage of the program.

INVESTMENTS

Investments of the System are combined in a
commingled investment pool with the Judges’
Retirement System and the General Assembly

State Employees' Retirement System of Illinois

Management’s Discussion & Analysis

Retirement System. Each system owns an
equity position in the pool and receives
proportionate investment income from the
pool in accordance with respective ownership
percentage. Investment gains or losses are
reported in the Statement of Changes in Net
Assets of each retirement system.

Net investment income less expenses of the
ISBI Commingled Fund totaled approximately
$12.7 million during fiscal year 2003, versus
net investment losses of $577.9 million during
fiscal year 2002, resulting in returns of a posi-
tive .3% and a negative 6.9%, respectively. The
actual rate of return earned by the System will
vary from the return earned on the total ISBI
Commingled Fund as the result of overall mar-
ket conditions at the time of additional invest-
ments in or withdrawals from the ISBI Com-
mingled Fund. For the three and five year pe-
riod ended June 30,2003, the ISBI Commingled
Fund earned a compounded rate of return a

negative 4.6% and a positive |1.8%, respectively.

Questions concerning
any of the information
provided in this report or
requests for additional
financial information
should be addressed to
the State Employees’
Retirement System

of lllinois,

Accounting Division,

2101 S. Veterans Parkway,
P.O.Box 19255,
Springfield, Illinois 62794

CHANGES IN PLAN NET ASSETS

The Statements of Changes in Plan Net Assets are presented for the years ended June 30,
2003 and 2002. These financial statements reflect the changes in the resources available
to pay benefits to members, including retirees and beneficiaries.

Condensed Statements of Changes in Plan Net Assets

(In millions)
Increase/(Decrease)
Dollar Percent
2003 2002 Change Change
Additions
Participant contributions $ 2852 $ 1969 $ 883 44.8%
Employer contributions 396.1 386.1 10.0 2.6
Net investment (loss) 15.0 (546.1) 561.1 (102.7)
Total additions 696.3 36.9 659.4 1,787.0
Deductions
Benefits 831.5 617.9 213.6 34.6
Refunds 28.4 14.2 14.2 100.0
Administrative expenses 8.2 7.6 .6 7.9
Total deductions 868.1 639.7 228.4 35.7
Net (decrease)
in plan net assets $(171.8)  $(602.8) $431.0 71.5 %
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STATE EMPLOYEES’ RETIREMENT SYSTEM
OF ILLINOIS

Statements of Plan Net Assets
June 30, 2003 and 2002

2003 2002
Assets
Cash $ 36,049,053 $ 97,562,972
Receivables:
Contributions:
Participants 15,075,393 17,299,333
Employing state agencies 12,876,353 13,608,794
Other accounts 3,706,535 3,641,578
Total Receivables 31,658,281 34,549,705
Investments - held in the lllinois State Board
of Investment Commingled Fund at fair value 7,436,093,948 7,543,749,485
Property and equipment, net of accumulated
depreciation 3,087,685 3,227,188
Total Assets 7,506,888,967 7,679,089,350
Liabilities
Benefits payable 3,134,937 3,246,172
Refunds payable 256,078 108,818
Administrative expenses payable 1,117,214 1,455,148
Participants’ deferred service credit accounts 269,322 386,521
Total Liabilities 4,777,551 5,196,659
Net assets held in trust for pension benefits $ 7502,111,416 $ 7,673,892,691

(A schedule of funding progress is presented on page 25.)

See accompanying notes to financial statements.
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STATE EMPLOYEES’ RETIREMENT SYSTEM
OF ILLINOIS

Statements of Changes in Plan Net Assets
Years Ended June 30, 2003 and 2002

2003 2002
Additions:
Contributions:
Participants $ 285,209,344 $ 196,915,424
Employing State agencies and appropriations 396,067,236 386,116,583
Total Contributions 681,276,580 583,032,007
Investment income:
Net investment income 163,852,238 187,345,527
Interest earned on cash balances 1,675,301 3,120,449
Net (depreciation) in fair value of investments (150,507,775) (736,577,374)
Total net investment gain (loss) 15,019,764 (546,111,398)
Total Additions 696,296,344 36,920,609
Deductions:
Benefits:
Retirement annuities 733,969,930 522,544,406
Survivors’ annuities 50,724,761 47,794,085
Disability benefits 32,868,545 33,161,126
Lump-sum death benefits 13,923,360 14,418,870
Total Benefits 831,486,596 617,918,487
Refunds (including transfers to reciprocating systems) 28,369,787 14,147,218
Administrative 8,221,236 7,623,565
Total Deductions 868,077,619 639,689,270
Net (Decrease) (171,781,275) (602,768,661)
Net assets held in trust for pension benefits:
Beginning of year 7,673,892,691 8,276,661,352
End of year $ 7502111,416 $ 7,673,892,691

See accompanying notes to financial statements.
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STATE EMPLOYEES' RETIREMENT
SYSTEM OF ILLINOIS

Notes to Financial Statements June 30, 2003 and 2002

I. Reporting Entity

Generally accepted accounting principles re-
quire that the financial reporting entity include:
(1) the primary government; (2) organizations
for which the primary government is finan-
cially accountable;and (3) other organizations
for which the nature and significance of their
relationship with the primary government are
such that exclusion would cause the report-
ing entity's financial statement to be mislead-
ing or incomplete.

The State Employees' Retirement System of
lllinois (System) is administered by a Board of
Trustees consisting of seven persons, which
includes: a) the Director of the Governor’s
Office of Management and Budget; b) the
Comptroller; c) one trustee, not a state em-
ployee,who shall be chairman, to be appointed
by the Governor for a 5 year term; d) two

At June 30,2003 and 2002, the number of participating state agencies, boards

and commissions totaled:

State agencies
State boards and commissions
TOTAL

At June 30,2003 and 2002, SERS membership consisted of:

Retirees and beneficiaries currently receiving benefits:

Retirement annuities
Survivors’ annuities
Disability benefits

Inactive employees entitled to benefits,

but not yet receiving them
TOTAL

Current Employees:

Vested: Coordinated with Social Security

Noncoordinated

Nonvested: Coordinated with Social Security
Noncoordinated

TOTAL

2003 2002
38 38

44 45

82 83
42,405 32,424
10,041 9,981
1,929 2,152
54,375 44,557
4,844 4,215
59,219 48,772
41,654 50,704
2,250 2,696
25,444 27,314
844 966
70,192 81,680

Operation of the System and the direction of its policies are
the responsibility of the Board of Trustees of the System.
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members of the system, one of whom shall be
an annuitant age 60 or over, having at least 8
years of creditable service, to be appointed
by the Governor for terms of 5 years; e) one
member of the System having at least 8 years
of creditable service, to be elected from the
contributing membership of the System by the
contributing members; and f) one annuitant
of the System who has been an annuitant for
at least one full year; to be elected from and by
the annuitants of the System.

Based on the criteria of the Governmental
Accounting Standards Board Statement No. |4,
there are no other state agencies, boards or
commissions, or other organizations required
to be combined with the System. However, the
System is considered to be part of the State
of lllinois financial reporting entity, and is to
be combined and included in the State of Illi-
nois' comprehensive annual financial report.

Pursuant to federal tax laws and regulations
governing the administration of public em-
ployee pension plans, the System has estab-
lished a separate fund for the sole purpose of
disbursing benefits in accordance with Section
415 of the Internal Revenue Code. Receipts
and disbursements of the fund for fiscal year
2003 were approximately $17,500. For fiscal
year 2002, receipt and disbursement amounts
were less than $100.

Due to the immaterial nature of the separate
fund, these receipts and disbursements have
been included in the financial statements of
the System.

2. Plan Description

The System is the administrator of a single-
employer, defined benefit public employee re-
tirement system (PERS) established and ad-
ministered by the State of lllinois to provide
pension benefits for its employees.

a. Eligibility and Membership

Membership is automatic for most state em-
ployees who are not eligible for another state-
sponsored retirement plan.



Generally, anyone entering state service, ex-
cept those in positions subject to member-
ship in other state sponsored retirement sys-
tems, persons employed after June 30, 1979
as public service employment program par-
ticipants under the Federal CETA program,
and enrollees in the lllinois Young Adult Con-
servation Corps,become members of the Sys-
tem upon completion of six months of ser-
vice.

Employees appointed by the Governor and
requiring confirmation by the State of lllinois
Senate may elect to become members of the
System.

b. Contributions

Participating members contribute specified
percentages of their salaries for retirement
annuities and survivors’ annuities in accor-
dance with Chapter 40, Section 5/14-133 of
the lllinois Compiled Statutes (ILCS).

Contributions are excluded from gross in-
come for Federal and State income tax pur-
poses. The total contribution rate is 4% if the
member is covered by Social Security and 8%
if the member is not covered. Certain em-
ployment categories which are eligible for
benefits under alternative formulas contrib-
ute at the rate of 7 [/2% or 11 1/2 % depend-
ing upon whether or not the employee is cov-
ered by Social Security. Participants’ contri-
butions are fully refundable, without interest,
upon withdrawal from state employment.

Effective January |, 1992, the State of lllinois
initiated an employer pickup of employee re-
tirement contributions for most state employ-
ees. The amount of the pickup is dependent
upon the contribution rates specified above.
However, the contributions made on behalf
of the member are included in the individual
member's account.

The State of lllinois is obligated to make pay-
ment for the required departmental employer
contributions, all allowances, annuities, any
benefits granted under Chapter 40, Article 5/
|4 of the ILCS and all administrative expenses
of the System to the extent specified in the
ILCS. State law provides that the employer
contribution rate be determined based upon
the results of each annual actuarial valuation.

- - - State Employees' Retirement System of Illinois

c. Benefits

The System is governed by Chapter 40, Ar-
ticle 5/14 of the ILCS. Vesting and benefit pro-
visions of the System are defined in the ILCS.
Employees who retire at or after age 60 with
8 years of credited service, at age 55 with at
least 25 years of credited service with reduced
benefits, or when an employee’s age and ser-
vice equal 85 years, are entitled to an annual
retirement benefit, payable monthly for life, in
an amount based upon final average compen-
sation and credited service.

Final average compensation for retirement and
survivors' annuities, is the employee’s average
salary, during a 48 consecutive month period
within the last 120 months of service in which
the total compensation was the highest, to a
maximum of 75%. Alternative formula posi-
tions use their final rate of pay for the final
average compensation, to a maximum of 80%.

The retirement benefit formula available to
general state employees is 1.67% for each year
of covered service and 2.2% for each year of
noncovered service. Alternative formula em-
ployees have a formula of 2.5% for covered
service and 3.0% for noncovered service.

Occupational and nonoccupational (including
temporary) disability benefits are available
through the System. To be eligible for nonoc-
cupational (including temporary) disability
benefits, an employee must have at least eigh-
teen months of credited service with the Sys-
tem.

The nonoccupational (including temporary)
disability benefit is equal to 50% of the monthly
rate of compensation of the employee on the
date of removal from the payroll. Occupa-
tional disability benefits are provided when the
member becomes disabled as a direct result
of injuries or diseases arising out of and in the
course of state employment. The monthly
benefit is equal to 75% of the monthly rate of
compensation on the date of removal from
the payroll. This benefit amount is reduced by
Workers’ Compensation or payments under
the Occupational Diseases Act.

Occupational and nonoccupational death ben-
efits are also available through the System.
Certain nonoccupational death benefits vest
after eighteen months of credited service.
Occupational death benefits are provided from
the date of employment.

Financial Statements
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Accounting Policies and
Plan Asset Matters

a. Basis of Accounting

The financial transactions of the System are
maintained and these financial statements have
been prepared using the accrual basis of ac-
counting in conformity with generally ac-
cepted accounting principles. Employee and
employer contributions are recognized as rev-
enues in the period in which employee ser-
vices are performed.

Benefits and refunds are recognized as ex-
penses when due and payable in accordance
with the terms of the plan. The System has
elected to apply only applicable FASB State-
ments and Interpretations issued on or be-
fore November 30, 1989, that do not contra-
dict GASB Pronouncements.

b. Cash and Investments

The System retains all of its available cash in a
commingled investment pool managed by the
Treasurer of the State of lllinois (Treasurer).
All deposits are fully collateralized by the Trea-
surer.

"Available cash" is determined to be that
amount which is required for the current op-
erating expenditures of the System. The ex-
cess of available cash is transferred to the Illi-
nois State Board of Investment (ISBI) for pur-
poses of long-term investment for the Sys-
tem.

The System transfers money to the ISBI for
investment in the ISBI Commingled Fund. This
money is then allocated among various invest-
ment managers to pursue a specific invest-
ment strategy. All investment transactions are
initiated by the investment managers (either
internal or external).

The transaction settlement information is then
forwarded to the agent bank’s trust depart-
ment under a master custodial agreement.
Custody of a majority of the actual physical
securities is maintained at an agent of the
agent bank’s trust department using a book-
entry system. The ISBI's master custodian is
The Northern Trust Company. The agent of
the master custodian is the Depository Trust
Company.

Investments are managed by the ISBI pursu-
ant to Chapter 40,Article 5/22A of the lllinois
Compiled Statutes (ILCS) and are maintained
in the ISBI Commingled Fund. The ISBI re-
ports securities at fair value. Where appro-
priate, the fair value includes estimated dispo-
sition costs.

Fair value for stocks is determined by using
the closing price listed on the national securi-
ties exchanges as of June 30. Market value for
fixed income securities are determined prin-
cipally by using quoted market prices provided
by independent pricing services.

For commingled equity funds, the net asset
value is determined and certified by the com-
mingled equity fund manager as of June 30.
Fair value for directly owned real estate in-
vestments is determined by appraisals.

Units of the ISBI Commingled Fund are issued
to the member systems on the last day of the
month based on the unit net asset value cal-
culated as of that date. Net investment in-
come of the ISBI Commingled Fund is allo-
cated to each of the member systems on the
last day of the month on the basis of percent-
age of accumulated units owned by the re-
spective systems. Management expenses are
deducted monthly from income before distri-
bution.

The investment authority of the ISBI is pro-
vided in Chapter 40, Section 5/22A-112 of the
ILCS. The ISBI investment authority includes
investments in obligations of the U.S. Trea-
sury and other agencies, notes secured by
mortgages which are insured by the Federal
Housing Commission, real estate, common and
preferred stocks, convertible debt securities,
deposits or certificates of deposit of federally
insured institutions and options.

Such investment authority requires that all
opportunities be undertaken with care, skill,
prudence and diligence given prevailing circum-
stances that a prudent person acting in like
capacity and experience would undertake. The
ISBI does not have any one investment which
represents 5 percent or more of the ISBI's
net assets.

The ISBI participates in a securities lending
program at its custodian bank, whereby secu-
rities are loaned to brokers and, in return, the
ISBI has rights to a portion of a collateral pool.



All of the ISBI's securities are eligible for the
securities lending program. Collateral con-
sists solely of cash, letters of credit, commer-
cial paper and government securities having a
market value equal to or greater than the se-
curities loaned. There are no provisions for
ISBI indemnification on the securities lending
transactions. The ISBI had no credit risk as a
result of its securities lending program as the
collateral held exceeded the market value of
the securities lent. As of June 30, 2003 and
2002, the ISBI had outstanding loaned invest-
ment securities having market values of
$676,614,658 and $671,816,775, respectively;
against which it had received collateral with
values of $699,833,455 and $692,016,339, re-
spectively.

Some of the ISBI managers invest in deriva-
tive securities. A derivative security is an in-
vestment whose payoff depends upon the
value of other assets such as bond and stock
prices, a market index, or commodity prices.
The ISBI’s investments in derivatives are not
leveraged. Obligations to purchase (long a fi-
nancial future or a call option) are held in cash
or cash equivalents. In the case of obligations
to sell (short a financial future or a put op-
tion), the reference security is held in the
portfolio. Derivative transactions involve, to
varying degrees, credit risk and market risk.
Credit risk is the possibility that a loss may
occur because a party to a transaction fails
to perform according to terms. Market risk is
the possibility that a change in interest or cur-
rency rates will cause the value of a financial
instrument to decrease or become more
costly to settle. The market risk associated
with derivatives, the prices of which are con-
stantly fluctuating, is regulated by imposing
strict limits as to the types, amounts and de-
gree of risk that investment managers may un-
dertake. The ISBI Board and senior manage-
ment approve these limits, and the risk posi-
tions of the investment managers are reviewed
on a regular basis to monitor compliance with
the limits.

During the year, derivative investments
included forward foreign currency contracts,
collateralized mortgage obligations (CMO’s),
futures and options.The remaining derivative
securities are used to improve the yields or
to hedge changes in interest rates.

Forward foreign currency contracts are used
to hedge against the currency risk in the ISBI’s
foreign stock and fixed income portfolios.
Forward foreign currency contracts are
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agreements to buy or sell specific amounts of FinanCiaI StatementS

a foreign currency at a specified delivery or
maturity date for an agreed upon price. As
the market value of the forward contracts vary,
the ISBI Board records an unrealized gain or
loss. Forward foreign currency contracts
represent an off-balance sheet obligation, as
there are no balance sheet assets or liabilities
associated with those contracts. The market
value of forward foreign currency contracts
outstanding at June 30, 2003 and 2002, were

as follows:

June 30,2003  June 30,2002
Forward currency purchases  $ 67,363,443  $ 29,414,978
Forward currency sales 67,381,163 28,903,056
Unrealized gain (loss) (17,720) 511,922

The ISBI also invests in mortgage-backed
securities to maximize yields and to hedge
against a rise in interest rates.These securities
are based on cash flows from principal and
interest payments on underlying mortgages.
Therefore, they are sensitive to prepayments
by mortgagees, which may result from a decline
in interest rates. As of June 30,2003 and 2002,
the fair value of the ISBI Board’s CMO holdings
totaled $112,763,325 and $79,247,018,

respectively.

The ISBI investment managers utilize financial
futures to replicate an underlying security they
desire to hold (sell) in the portfolio. In certain
instances, it may be beneficial to own a futures
contract rather than the underlying security
(arbitrage). Financial future contracts are also
used to improve the yield or adjust the
duration of the portfolio. Financial futures
contracts are agreements to buy or sell a
specified amount at a specified delivery or
maturity date for an agreed upon price.As the
market values of the futures contracts vary
from the original contract price,a gain or loss
is recognized and paid to or received from
the clearinghouse. Financial futures represent
an off-balance sheet obligation, as there are
no balance sheet assets or liabilities associated
with those contracts. The cash or securities
to meet these obligations are held in the
investment portfolio.

The ISBI Board’s investment managers utilize
options in an effort to add value to the
portfolio (collect premiums) or protect
(hedge) a position in the portfolio. Options
are agreements that give one party the right,
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but not the obligation, to buy or sell a specific
amount of an asset for a specific price (called
the strike price) on or before a specified
expiration date. As the writer of financial
options, the ISBI receives a premium at the
outset of the agreement and bears the risk of
an unfavorable change in the price of the
instrument underlying the option. As the
purchaser, the ISBI pays a premium at the
outset of the agreement and the counterparty
bears the risk of an unfavorable change in the
price of the financial instrument underlying the
option.

The following table shows the futures and
options positions held by the ISBI as of June
30, 2003:

Number of

Contracts Contract principal*
Domestic:
Equity futures purchased 207 $ 50,368,275
Fixed income futures purchased 20 2,346,875
Fixed income futures sold 883 103,029,906
Fixed income purchased put options 330 850,125
Fixed income written put options 586 276,005
Fixed income purchased call options 238 12,234
Fixed income written call options 1,220 885,688

* Contract principal amounts shown represent the market value of the underlying
assets the contracts control. These are shown to present the volume of the
transactions but does not reflect the extent to which positions may offset one
another.These amounts do not represent the much smaller amounts potentially
subject to risk. Contract principal values also do not represent actual balance

sheet values.

The System owns approximately 95% of the
net investment assets of the ISBI Commingled
Fund as of June 30,2003. A Schedule of Invest-
ment Expenses is included in the ISBI Annual
Report.

ISBl investments, as categorized by ISBl,are cat-
egorized to indicate the level of risk assumed
by the ISBI at year end.

*Category | includes investments that are in-
sured or registered or the securities are held
by the master custodian in the ISBI's name.

*Category Il includes uninsured and unregis-
tered investments with the securities held by
the counterparty's agent in the ISBI’s name.

*Category lll includes uninsured and unregis-
tered investments with the securities held by
the counterparty but not in the ISBI’s name.

Investments in pooled funds are not catego-
rized because they are not evidenced by secu-
rities that exist in physical or book entry form.

For additional information regarding the ISBI’s
investments, please refer to the Annual Report
of the ISBI as of June 30,2003. A copy of the
report can be obtained from the ISBI at 180
North LaSalle Street, Suite 2015, Chicago, llli-
nois 60601.

ISBI's investments categorized as of June 30, 2003

Fair Category Non
Value | Categorized
U.S. Government & Agency Obligations $ 862,128,328 $ 862,128,328 $ -
Foreign Obligations 181,133,769 181,133,769 =
Corporate Obligations 695,789,042 619,009,736 76,779,306
Convertible Bonds 861,871 861,871 -
Common Stock & Equity Funds 3,772,803,315 3,462,973,227 309,830,088
Convertible Preferred Stock 4263 4,263 -
Preferred Stock 4,402,445 4,402,445 -
Foreign Equity Securities 1,174,665,480 1,144,903,493 29,761,987
Real Estate Funds 614,846,458 - 614,846,458
Alternative Investment