MAINE STATE LEGISLATURE

The following document is provided by the
LAW AND LEGISLATIVE DIGITAL LIBRARY

at the Maine State Law and Legislative Reference Library
http://legislature.maine.gov/lawlib

Reproduced from scanned originals with text recognition applied

(searchable text may contain some errors and/or omissions)




REPORT OF
THE COMMITTEE TO STUDY
THE RETIREMENT SYSTEM

March 1988
Consulting Actuary Membership
The Wyatt Company Robert A.G. Monks, Chairman
Kenneth A. Steiner, F.S.A. Susan M. Collins
Richard S. Hubbard Joseph G. Hakanson
Peter M. Leslie
Staff Samuel Shapiro
Grant T. Pennoyer David S. Wakelin

Office of Fiscal & Program Review



v

L. |

3

Ay

[ |



EXECUTIVE SUMMARY

Financial Condition

Fiscal Condition. This Committee finds that the fiscal
condition of the Maine State Retirement System (MSRS) is
satisfactory, although the level of assets as compared to
benefit liabilities lags behind most other states. Benefit
payments are secure as a result of the statutory commitment
to fund the system on an actuarial basis.

Actuarial Assumptions. With the exception of the
retirement age assumption, the assumptions wused to
determine the funding of the system are reasonable and
realistic. The assumptions (particularly the retirement
age assumption) wused to estimate future benefits and
contributions should be updated and amended to reflect
actual practice.

Funding Schedule. The unfunded 1liability amortization
schedule should be extended to a period not greater than 30
years, since the current schedule requires that state
contributions escalate substantially each year through 2001
which wunfairly allocates costs between dgenerations of
taxpayers. The unfunded 1liability of the "old system"
teachers, presently being carried on MSRS books as a
negative asset, should be recorded with the past service
liabilities and, as a matter of generational equity, funded
under the current amortization schedule.

Level Funding. By recommending an extended amortization
schedule, the Committee supports a program of level state
contributions as a percentage of employee compensation,
consistent with regular actuarial analysis and update.

Legislative/Gubernatorial Involvement. The Committee
understands the action taken by the Legislature and the
Governor to postpone the full contribution requested by the
MSRS for the 1987-89 biennium pending receipt of this
report. Once action has been taken to reevaluate the MSRS
actuarial assumptions and funding methods, however, the
Committee recommends that the funds held in the "Rainy Day"
account be transferred to the MSRS in amounts necessary to
comply with the statutory mandate to fund the obligations
of the System based wupon the actuarial assumptions
established by the Board of Trustees upon advice of the
System's actuary, including interest earned on such amounts.




Benefits

Plan Design. The following anomalies have been identified
within the MSRS benefit structure for state employees and
teachers:

a) The current system provides a financial incentive for
employees to retire at relatively young ages rather
than continuing to work until age 65.

b) While benefits are indexed to the Consumer Price
Index (CPI), such indexing is limited to 4% per annum
with no provision to carry forward from year to year
the excess of the CPI over the 4% limit. Therefore,
during periods of high inflation, retiree benefits
can be seriously eroded unless ad hoc increases are
voted by the Legislature.

‘c) The survivor benefits, although increased by recent
legislation, do not provide adequate protection for
spouses and families.

d) The portability (transferability) of MSRS benefits
are limited outside of state service, and are
particularly uneven (and potentially unfair) for
transfers within and outside the Participating Local
District (PLD) plan group.

Entrance into the Federal Social Security System for new
employees would provide a framework for resolution of
these plan design anomalies, but the Committee recommends
against such action at this stage, on the assumption that
the complex issues involved with such a move will better
be resolved when and if entry into the Social Security
System is mandated by Federal statute.

Disability Provisions. The disability provisions of the
System should be changed to encourage rehabilitation and
a return to active employment, rather than serving as
substitute retirement provisions.

Employee Retirement Savings. The current deferred
compensation plan available to state employees should be
more vigorously marketed to encourage tax-deferred
employee retirement savings. The State should consider
making employee contributions to the MSRS either tax
deductible or excludable through an employer pick-up or
other arrangement.

Uniform Services. The Committee endorses the use of
"special plans” in 1limited cases where retaining a
younger, more vigorous workforce would serve to protect
the public.
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Retiree Medical Benefits. Retiree medical benefits are
administered by the MSRS, but funded directly by the state
on a "pay-as-you-go" basis. The State's obligation to pay
retiree medical benefits is a potentially serious problem
which may involve substantial 1liability to the State.
When the costs are known, consideration should be given to
pre—-funding these liabilities as 1is the case with other
retirement benefits.

Operations

Service. The quality of service provided to MSRS
participants 1s unsatisfactory. The availability and
accuracy of counseling in response to member questions
should be improved. The service goals of the MSRS should
include a comprehensive, accurate annual statement for
each participant.

Automation. The MSRS administrative operations are
unsatisfactory. The system needs to be computerized using
state—of-the art hardware and software. MSRS automation

plans should receive high priority status within the
Office of Information Services (0IS). The Governor should
appoint an ombudsman to ensure that OIS expedites the
review and approval of MSRS plans.

PLD Consolidation. The multitude of retirement plans of
the PLD's should be consolidated into 3 or 4 standardized
programs (exclusive of uniformed services), with ‘"risk
pooling"” and portability (transferability) within each
program, to provide greater uniformity and fairness to
participants. Consideration should also be given to the
issue of portability between the PLD plans and the state
employee and teacher program.

PLD Plan Independence. The PLD plans should remain
independent from the state and teacher plan. The assets,
liabilities, and administrative costs connected with the
PLD plans should be properly identified and allocated to
the applicable plan.

Board of Trustees. The selection process for membership
on the Board of Trustees should be changed to provide that
the retiree member currently selected by the other Board
members would henceforth be selected by the Governor to
represent the public. The composition of the Board should
not otherwise be changed.

- iii -
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Executive Director. The Office of the Executive Director
should be expanded to include two Associate Directors, one
responsible for investment matters and one responsible for
benefit payments and administrative matters. The Board
would establish appropriate salary ranges for these
unclassified positions within the ranges provided for
state service. A complete review of other MSRS staffing
should be conducted to determine the efficacy of
reclassifying and/or declassifying certain MSRS personnel.

Claims Review Procedures. Hearing Examiners should be
engaged to supplement the role of the Executive Director
in making determinations of fact. The Board of Trustees
should be the final Board of Appeals, but should not be
required to make determinations of fact, rather focusing
only on plan interpretations and broad policy issues.
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CHAPTER |
Introduction

This study of the Maine State Retirement System (MSRS) was
initiated in response to proposed significant increases in the
employer contributions rates paid to MSRS by the State for all
State employees and public school teachers. The increase in
rates was primarily due to a change in the actuarial
assumptions, which are used to determine the rates necessary to
meet estimated future benefit costs. Some of the assumptions
did not reflect actual practice, particularly with respect to
the age at which state employees and teachers were retiring.
These assumptions understated future benefit costs. Aggregate
contribution rate requests for state employees and teachers
increased from 17.32% in Fiscal Year (FY) 1986-87 to 20.37% for
state employees and 21.80% for _teachers 1in FY 1987-88
representing a total one year increase of approximately $23
million.

Due to these uncertainties surrounding the financial
condition of MSRS, the substantial financial impact on the
State resulting from the recent changes in actuarial
assumptions, and the indications that further changes in the
assumptions would be required, Governor McKernan called for
this special study. The Governor and the Legislature approved
reduced contribution rates for the fiscal year ending June 30,
1988 and set aside appropriate funds to fully meet the System's
request, pending the outcome of this study.

The 1legislation :authorizing this study called for a
six-member committee, with three members appointed by the
Governor and three jointly by the Speaker of the House and the
President of the Senate. The relevant sections of PL 1987 c.
68 are provided in Appendix A. With an authorized budget of
$75,000 and the authority to contract for those professionals
it required to assist 1it, the committee was established to
review all aspects of the Retirement System, including but not
limited to the following:

e the present and alternate systems or methods of funding
and contributions;

e the present and future investment methods and incomes,
including investment management, reporting and policies;

e the present and future expenses and costs of the System,
including operating expenses, commissions, salaries and
indirect costs;

e the present and future benefit plans and payment methods;
e the anticipated unfunded 1liability of the System, or

other financial obligations that have not been presently
met; and



® all other aspects of the laws, operations and procedures
of the System that relate to its financial stability and
fiscal soundness.

This ambitious task called for an aggressive schedule of
meetings. After its first organizational meeting on May 26,
1987, the Committee began a schedule of meetings beginning June
29 and meeting every other week. Appendix B provides a listing
of these meetings and a brief summary of their purpose. A
complete listing of persons testifying before the Committee is
also provided in Appendix C. The Committee decided at its
first meeting that all meetings would be open to the public and
that the Executive Director and the Board of Trustees, in
particular, would be encouraged to attend and participate when
appropriate.

The Committee invited several consulting actuary firms to
make presentations before the Committee and to submit proposals
or bids for the consulting services. (July 10th meeting) Of
the four invited, the Wyatt Company represented by Kenneth
Steiner and Richard Hubbard was selected on strength of
proposal, prior preparation, cost and previous experience.
(The Wyatt Company was involved in a prior study of Maine State
Retirement System in 1980.) In addition to the consulting
services of the Wyatt Company, the Committee paid for the
services of several expert witnesses on the various related
subject areas including employee pension plans, investment
management, and management consulting. The expenditures for
these and other items are detailed in Appendix D.

Through the indepth knowledge gained through the expert
witnesses, consulting actuary, . and other interested parties,
the Committee identified several areas of concern which should
be addressed. These areas are grouped into three major areas -
financial condition, benefits, and operations. These three
areas correspond to the major chapters 1in this report.
Recommendations in each of these areas are provided at the end
of the corresponding chapter.

A preliminary draft of this report was circulated to those
who testified before the Committee and other interested
parties. The Committee held its final meeting on January 29,
1988 at the State House in Augusta to review the comments
received on the preliminary report and to make any necessary
changes.
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Chapter Il
Background

The Maine State Retirement System (MSRS) is a joint
contributory retirement system administering defined benefit
pension programs to all state employees and public school
teachers. With few exceptions, participation in the System is
mandatory for all state employees and public school teachers,
which based on fiscal year 1986 results number 14,274 and
19,204, respectively. The number of retired teachers receiving
benefits from MSRS was 7,797 and 7,588 for state employees. In
addition, 1local political subdivisions within the State may
elect to have MSRS administer their pension programs. These
political subdivisions have the option of participating in the
MSRS. Approximately 260 participating local districts (PLD's)
with an additional 8,925 employees and 4,184 retirees also
participate in the System. ’ :

History

MSRS was orginally established by P.L. 1941 c. 328 as the
"Employee Retirement System of the State of Maine" which
provided pension plans for state employees and for the
employees of political subdivisions which elected to
participate in the system. It was not until 1951 that states
and their political subdivisions were given the option of
participating in Social Security. In 1947, legislation was
passed which merged the "Old System" Teachers retirement plan
and the Maine Teachers Retirement Association with the state
employee plan. In 1949, the name of the System was changed to
the Maine State Retirement System.

Numerous changes have been implemented in the design of the
plans offered by MSRS to its participants for the most part
resulting in increases in benefits. Some of the major changes
include an increase in the membership service benefit formula
from 1/70 of average final compensation to 1/50, a change in
the average final compensation from average of 5 highest years
earnings to average of 3 highest, and establishing minimum
benefits originally set at $80 per month in 1970 and increased
to $100 in 1973. ‘

1980 Study of MSRS

In 1980, Governor Brennan and the Legislature authorized a
similar, comprehensive study of MSRS. At that time, the Select
Committee found that MSRS was not being funded on a realistic
or prudent basis, major benefit deficiencies existed which were
either overly generous, overly restrictive or poorly designed,
and the Board of Trustees did not adequately represent the
public and had too much 1latitude 1in the determination of
actuarial assumptions. This report was not well received by



the Board and the System's actuary and without any implementing
legislation much of the study was ignored. This report must
reaffirm many of the 1980 findings, however, the Committee
hopes that by working with the Board, the Executive Director,
and many of the constituency dgroups that many of these issues
will finally be addressed.

Current Events

MSRS is 'currently in a very dynamic situation. A number of
recent events and occurences have added to the importance and
timeliness of this study, such as the System's change of
actuaries and the subsequent increase in contribution rates,
and the recent events in the stock market.

One of the major concerns behind this study was the
increase in the employer contribution rates payable by the
State. These contributions by the State to MSRS on behalf of
State employees and teachers represent a significant portion of
the budget. Therefore, it is no wonder that these increases
would draw interest from policy-makers and holders of the purse
strings. This, combined with the complexities and
uncertainties surrounding actuarial valuations and the apparent
direct link with the change of actuaries, led to a call for a
complete review of the systems financial health.

The recent events in the financial markets, "Black Monday"
and the current volatility of these markets, heightened the
interest of the general public and the Committee in the
investment practices of the System.

The Legislature also recognized the possibility of the
federal government mandating Social Security coverage for all
employees. Almost two years ago, the Legislature authorized a
study in anticipation of such a federal mandate. The
Commission to Study the Integration of the Maine State
Retirement System with Social Security issued its report during
the First Regular Session of the 113th Legislature (early 1987)
in which it asked to continue its work due to some remaining
unanswered questions. The final report of the Commission is
due in January of 1988.



Chapter 111
Financial Condition

The primary impetus behind the authorization of this study
of the Maine State Retirement System (MSRS) was the concern of
the Governor and the Legislature over the financial condition
of the System, in the wake of the requests for significant
increases in contribution rates. The Committee was required to
review funding methods, investment methods and policies, and
the unfunded 1liability and other financial obligations of
MSRS. A major effort was directed toward reviewing the complex
funding methods in an actuarially-determined, defined benefit
plan. The Committee had to sift through the Jjargon of
actuarial science in order to understand the concepts behind
and the implications of the current funding methods and to
review options.

In general, the Committee finds that the MSRS 1is in
reasonably good shape. The assets are well managed and cash
flow is positive. The actuarial assumptions used to estimate
costs appear reasonable except for the projected retirement age
assumption. Actual experience shows persons retiring sooner
than assumed. While the current funding status of MSRS is not
adequate as compared with public pension plans of other states
and the unfunded liabilities of the MSRS are substantial, there
is a plan in place to improve the funding status and reduce
these unfunded liabilities.

Unfunded Liability

The term "unfunded 1liability" 1is often used by actuaries
but its meaning is often misunderstood by most laypersons. In
an actuarially-determined, defined benefit plan such as the
MSRS, an actuary is needed to determine a target level of
assets which will "fully fund" the benefits established. It is
a generally accepted actuarial and accounting practice to fund
the benefits of the employee while that person is working so
that the taxpayers who have enjoyed that employee's services
will have fully paid for that service during that person's
working career. This means establishing a stream of
contributions during the working career that when invested over
the course of that person's career will provide a sum of money
sufficient to make all the estimated retirement payments. An
actuary 1is required to estimate these contributions and
retirement payments.

The actuary determines at the end of each fiscal year the
- value of the assets held by the System, the estimated present
value of benefits at the time of wvaluation, and the allocation
of these benefits according to how they have been earned.
Graph III-A depicts the results of this valuation process.



MSRS had assets of $677,665,796 with a present value of
benefits payable at $3,027,516,715 as of June 30, 1986. In
order to establish a funding target and determine the unfunded
liability, the wvalue of the benefits payable must be allocated
between past service and future service. The red or "Inactive"
portion of Graph III-A represents the value of the benefits
that are payable to retirees and members who have terminated
service with the State. The yellow or "Active Accrued" portion
of the Graph represents the value of benefits payable as a
result of the accrued service of active members of the MSRS or
the service performed to date by state employees and teachers
who are employed at the time of the valuation. The blue or
"Active Reserve" portion represents the additional benefits
that would be payable to active members because they will earn
higher salaries in the future. The value of the benefits
payable to state employees if they terminated service at a
given point in time would be 1less than if they continued
employment and earned a higher rate of salary and consequently
had a future benefit based on the higher figure. The blue
portion represents the increased benefits for past service due
to the higher salary which employees are assumed to earn in the
future.

These three portions of the Graph are allocated to past
service and together determine the funding target, 1i.e., the
level of assets required to fund past service. At the time of
valuation, these are the benefits which ideally should be
covered by the assets of the system. These portions represent
benefits which are attributable to service credits earrn2d prior
to the time of wvaluation. Therefore, according to accepted
principles these benefits should have already been funded,
because the taxpayers have already enjoyed the past efforts or
services of these employees. The green or top portion of the
graph represents the value of benefits to be earned in the
future.

The unfunded liability of the MSRS is simply the difference
between the total of these three portions and the level of
current assets of the MSRS at the time of wvaluation. As of
June 30, 1986, the unfunded liability of the MSRS for state
employees and teachers was $1,583,192,822. This unfunded
liability results from three sources:

1. Changes 1in benefit 1levels for which the State and
employees have not adequately contributed funds;

2. Changes in the assumptions by the Board of Trustees; and

3. Variances of actual experience from assumptions, i.e.,
assumptions proved to be too optimistic.

A common measure of financial soundness of pension plans is
the Accrued Benefit Security Ratio. A 1986 survey of pension
plans with more than 1000 employees conducted by the Wyatt
Company indicated that the MSRS, with 39% of 1its accrued
benefits covered by current assets, was in the lowest quintile
or lowest 20% of these plans
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GRAPH 111-A
MSRS ACTUARIAL ALLOCATION OF PRESENT VALUE OF BENEFITS
STATE EMPLOYEES AND TEACHERS

(1986 Valuation Results)
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This poor showing of the MSRS may be somewhat misleading
with regard to the financial health of the System. The great
majority of plans included in this survey were private pension
plans which are funded according to different standards imposed

by federal law. When compared with other public pension
programs, MSRS still lagged behind most other states, but the
difference was not as alarming. According to the 1987

Greenwich Association study, "Public Pension Funds, 1987 Report
to Participants," the mean for other state public pension
programs was 72%. It should also be noted that these measures
of comparative financial health can be misleading because they
do not account for differences in the assumptions used by the
other plans.

The accrued benefit measure also gave the Committee some
difficulty. Calculation of accrued benefits assumes,
theoretically, that the employer dismisses all its employees
and closes up - paying them exactly the benefits they have
earned to that moment. This would not happen with most
employers and would certainly not happen to a state. The
expectation is that the state or business would continue into
the future and that during this future period the employees
would earn more benefits and salary increases which would
result in much greater final retirement benefits than those
calculated at any given point in time somewhere in the middle
of an employee's career. This measure ignores the "Active
Reserve" or blue portion of Graph III-A.

The amount needed to meet the MSRS asset target is about
130% of the present value of accrued benefits. Thus, the MSRS
with a 39% funding 1level and a target of 130% would have to
increase its assets by 233% in order to be fully funded. This
represents a substantial commitment of state funds over the
next two decades or so, but it is not unrealistic.

Actuarial Assumptions

In order to determine the value of benefits payable at the
time of wvaluation and the resulting unfunded 1liability of
pension plans, actuaries must make certain assumptions about
future events which include social issues as well as financial
ones. This is a very difficult task. It is hard enough to
predict interest rates, stock market performance, salary
levels, and inflation, but when one adds to this task the need
to look thirty years or more into the future to predict at what
age will people retire and at what age will they die, the task
becomes mind boggling.

The MSRS is required by statute (5 M.R.S.A. § 17107) to
designate an actuary to serve as technical advisor to the Board
of Trustees regarding the operation of the funds. The Board
actually establishes the assumptions and methodology used in
the funding and valuation process based on the recommendations
of the actuary. The Board reviews the assumptions recommended
by the actuary for their reasonableness. Overly optimistic

-9 -



assumptions would understate the System's unfunded liability
and vice versa for overly pessimistic assumptions.

The actuary is required to study the experience of the MSRS
with respect to factors which affect the cost of the benefits
provided by the System at least once every three years. The
recent change of actuaries by the MSRS resulted in a review of
and adjustments to the valuation methods and assumptions used
by the prior actuary. As required by its authorizing
legislation, this Committee also reviewed these methods and
assumptions.

Two critical assumptions are closely tied to the inflation
rate, the rate of return on investments and the rate of salary
growth. According to the Wyatt Company "1986 Survey of
Actuarial Assumptions and Funding"” for final pay plans, MSRS
appears to be well in line with the majority of plans in terms
of the interest rate and salary growth assumptions used in the
1986 valuation. The 8-plus% interest rate assumption is
consistent with the assumptions of over 40% of plans surveyed
and is within 1 1/2% of over 90% of plans surveyed. The same
appears to be true of the salary dgrowth rate assumption.
However, one of the more important aspects of these assumptions
is the amount by which they exceed the rate of inflation, in
other words, the real rate of return on investments and the
real salary growth rate. The Committee found that the assumed
real rates for these assumptions of 3% and 1%, respectively,
are realistic and reasonable.

However, MSRS assumptions regarding the age at which
teachers and state employees retire appears to differ
significantly from actual experience. The MSRS had used a
retirement age assumption of 65 prior to the change of
actuaries in 1986. After an initial study by the new actuary,
it concluded that this assumption should be revised to a
retirement age averaging closer to age 60. Because of the
significant increase in the unfunded 1liability that would
result from the lowering of the retirement age assumption, the
Board of Trustees decided to adjust this assumption partially
to age 62 average and to make further adjustments in this
assumption after the new actuary had an additional year to
analyze actual retirement experience.

Amortization

Once the actuarial ‘assumptions are established by the Board
of Trustees and the unfunded 1liability is derived, the Board
with the advice of the actuary must then decide how it wishes
to reduce this liability or pay off this debt. The method and
length of the time to reduce this 1liability to zero, the
amortization schedule, 1is the other key determinant of the
employer contributions to the MSRS.

- 10 -



GRAPH I11-B

MSRS PROJECTED EMPLOYER CONTRIBUTION RATES

STATE EMPLOYEES AND TEACHERS

(1987 Valuation Results)
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GRAPH [11-C
MSRS PROJECTED EMPLOYER CONTRIBUTIONS RATES
STATE EMPLOYEES AND TEACHERS
30-Year Level % vs. Present Funding Method

(1987 valuation Results)
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TABLE 111-A
ESTIMATED STATE CONTRIBUTIONS
for
STATE EMPLOYEES AND TEACHERS
(% of Payroll)

OLD ASSUMPTIONS NEW ASSUMPTIONS
AMORTIZATION PERIOD

FY ENDING

JUNE 30 14 20 25 30 14 20 25 30
1988 21.44 20.52 18.36 16.93 25.68 24 .54 21.88 20.14
1989 23.81 22.14 19.80 18.25 25,30 23.53 21.03 19.38
1990 24.29 22.14 19.80 18.25 25.81 23.53 21.03 19.38
1991 24.78 22.14 19.80 18.25 26.34 23.53 21.03 19.38
1992 25.28 22.14 19.80 18.25 26.87 23.53 21.03 19.38
1993 25.81 22.14 19.80 18.25 27.43 23.53 21.03 19.38
1994 26.34 22.14 19.80 18.25 28.00 23.53 21.03 19.38
1995 26.90 22.14 19.80 18.25 28.59 23.53 21.03 19.38
1996 27.47 22.14 19.80 18.25 29.20 23.53 21.03 19.38
1997 28.06 22.14 19.80 18.25 29.83 23.53 21.03 19.38
1998 28.66 22.14 19.80 18.25 30.47 23.53 21.03 19.38
1999 29.29 22.14 19.80 18.25 31.14 23.53 21.03 19.38
2000 29.93 22.14 19.80 18.25 31.82 23.53 21.03 19.38
2001 30.59 22.14 19.80 18.25 32.53 23.53 21.03 19.38
2002 7.88 22.14 19.80 18.25 8.34 23.53 21.03 19.38
2003 7.88 22.14 19.80 18.25 8.34 23.53 21.03 19.38
2004 7.88 22.14 19.60 18.25 8.34 23.53 21.03 19.38
2005 7.88 22.14 19.80 18.25 8.34 23.53 21.03 19.38
2006 7.88 22.14 19.80 18.25 8.34 23.53 21.03 19.38
2007 7.88 22.14 19.80 18.25 8.34 23.53 21.03 19.38
2008 7.88 7.88 19.80 18.25 8.34 8.34 21.03 19.38
2009 7.88 7.88 19.80 18.25 8.34 8.34 21.03 19.38
2010 7.88 7.88 19.80 18.25 8.34 8.34 21.03 19.38
2011 7.88 7.88 19.80 18.25 8.34 8.34 21.03 19.38
2012 7.88 7.88 19.80 18.25 8.34 8.34 21.03 19.38
2013 7.88 7.88 7.88 18.25 8.34 8.34 8.34 19.38
2014 7.88 7.88 7.88 18.25 8.34 8.34 8.34 19.38
2015 7.88 7.88 7.88 18.25 8.34 8.34 8.34 19.38
2016 7.88 7.88 7.88 18.25 8.34 8.34 8.34 19.38
2017 7.88 7.88 7.88 18.25 8.34 8.34 8.34 19.38
2018 7.88 7.88 7.88 7.88 8.34 8.34 8.34 8.34
2019 7.88 7.88 7.88 7.88 8.34 8.34 8.34 8.34
2020 7.88 7.88 7.88 7.88 8.34 8.34 8.34 8.34
NOTE: Percentages for the Fiscal Year ending June 30, 1988 are based
on June 30, 1986 valuation results. All remaining percentages are
based on 1987 valuation results. These results do not include

contributions for "old system" teachers, retiree health insurance, or
administration.

SOURCE: Millman & Robertson, Inc.



v TABLE 1i11-B
ESTIMATED STATE CONTRIBUTIONS
for
STATE EMPLOYEES AND TEACHERS
(Millions of $)

OLD ASSUMPTIONS NEW ASSUMPTIONS
AMORTIZATION PERIOD

FY ENDING

JUNE 30 14 20 25 30 14 20 25 30
1988 143.1 137.0 122.6 113.1 171.5 163.8 146.1 134.
1989 173.6 161.5 144.4 133.0 184.5 171.6 153.3 141.
1990 187.7 171.2 153.0 141.0 199.5 181.9 162.5 149.
1991 203.0 181.4 l62.2 149.5 215.8 192.8 172.3 158.
1992 219.6 192.3 171.9 158.4 233.4 204.3 182.6 168.
1993 237.6 203.8 162.2 168.0 252.5 216.6 193.6 178.
1934 257.1 216.1 193.2 176.0 273.3 229.6 205.2 189.
1995 278.2 229.0 204.8 188.7 295.8 243 .4 217.5 200.
1996 301.2 242.8 217.1 200.0 320.2 258.0 230.6 212,
1997 326.1 257.3 230.1 212.0 346.7 273.5 244 .4 225.
1998 353.1 272.8 243.9 224.6 375.4 289.9 259.1 238,
1999 382.4 289.2 258.5 238.2 406.6 307.2 274.6 253.
2000 © 414.2 306.5 274.0 252.5 440.5 325.7 291.1 268.
2001 448.8 324.9 290.5 267.7 477.2 345.2 308.6 284.
2002 122.6 344.4 307.9 283.8 129.6 365.9 327.1 301.
2003 129.9 365.1 326.4 300.8 137.4 387.9 346.7 319.
2004 137.7 387.0 346.0 318.8 145.7 411.2 367.5 338.
2005 146.0 410.2 366.7 338.0 154.4 435.8 389.6 358.
2006 154.7 434.8 388.7 358.2 163.7 462.0 412.9 380.
2007 164.0 460.8 412.0 379.7 173.5 489.7 437.7 403.
2008 173.8 173.8 436.8 402.5 183.9 183.9 464.0 427.
2009 184.3 184.3 463.0 426.7 194.9 194.9 491.8 453.
2010 195.3 195.3 490.8 452.3 206.6 206.6 521.3 480.
2011 207.0 207.0 520.2 479.4 219.0 219.0 552.6 509.
2012 219.5 219.5 551.4 508.2 232.2 232.2 585.7 539.
2013 232.6 232.6 232.6 538.7 246.1 246.1 246.1 572.
2014 246.6 246.6 246.6 571.0 260.9 260.9 260.9 606.
2015 261.4 261.4 261.4 605.2 276.5 276.5 276.5 642.
2016 277.1 277.1 277.1 641.5 293.1 293.1 293.1 681.
2017 293.7 293.7 293.7 680.0 310.7 310.7 310.7 722.
2018 311.3 311.3 311.3 311.3 329.4 329.4 329.4 329.
2019 330.0 330.0 330.0 330.0 349.1 349.1 349.1 349.
2020 349.8 349.8 349.8 349.8 370.1 370.1 370.1 370.

NOTE: Programs for the Fiscal Year ending June 30, 1988 are based on

June 30, 1986 valuation results. All remaining figures are based
on 1987 wvaluation result. These results do not include
contributions for "old system" teachers, retiree health insurance,
or administration.

Source: Milliman & Robertson, Inc.
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MSRS had established July 1, 2001 as the date by which it
will fully fund the System and pay-off the outstanding
liabilities for state employees and teachers. Graph III-B on
page 11 illustrates the current amortization schedule. The
main characteristic of this schedule is the increasing rates of
contributions until 2001. Contribution rates are scheduled to
increase at a rate of 3% per year, currently at 21.4% for
fiscal year 1987-88 and increasing to 30.6% for fiscal year
2000-01 or approximately 24.3% and 34.7%, respectively, when
the contributions for "old system" teachers are factored in.
Notice the significant decrease in the contribution rate, or
"cliff" on the graph which occurs when the unfunded liability
is paid off and the system is fully funded.

The graph consists of three portions, the repayment of the
unfunded 1liability, the current service payment, and the
repayment of the "old system" teachers liability. This graph
shows the current service payment running at a constant 7.9% of
salary based on 1987 valuation results. This is the amount
that the State would need to contribute for current employees
if the system was fully funded, 1i.e., with no unfunded
liability. The increasing contribution rate inherent in the
current amortization schedule is due to the method chosen by
the Board to repay the unfunded and "old system" teachers
liabilities.

The Committee was unable to find documentation in the
minutes of the Board of Trustees' meetings of their reasons for

establishing this particular amortization schedule. The
schedule was assumed to have been adopted in 1976 with the MSRS
moving to full funding over a 25-year period. There are

numerous other possible alternatives to amortize the unfunded
liability. Graph III-C on page 13 depicts the effect on the
contribution rates of the different amortization schedules.
The red (solid) 1line shows the MSRS present policy of
increasing contribution rates through the year 2001. The dgreen
(dotted) 1line represents funding the unfunded liability over a
thirty year period with contributions at a constant percentage
of salary. This graph illustrates the inverse relationship
between the 1length of the amortization schedule and the
contribution rates attributable +to the wunfunded 1liability
repayment. The current service payment would be the same under
all these alternatives as long as the assumptions remained the
same.

The tables on pages 15 and 16 generated by Milliman &
Robertson, the current actuary for the MSRS, show the effect on
contribution rates (Table III-A) and total contributions in
dollars (Table III-B) of changing the amortization period using
two possible retirement age assumptions. The first four
columns correspond to a 62 year old average retirement age
assumption. The last four are based on a 60 year old average
retirement age assumption. The amortization period is changed
from left to right from the current schedule to 20, 25, and 30
year amortization schedules.



Old System Teachers Liability

Similar to the unfunded liability is another 1liability of
the MSRS. This liability resulted from the State's commitment
to provide retirement benefits to Teachers hired prior to July
1, 1924 for whom no funds had been contributed to a retirement
plan. This liability is presently being carried on MSRS books
as a negative asset. This 1liability, created at the time of
the merger of the teachers retirement with the State employee
system, was ignored by the State until 1982. At that time,
Governor Brennan made a commitment to pay off this debt or
unfunded liability at a schedule which would increase at 9% per
year after June 30, 1989. A schedule of the contributions is
provided in Table III-C below.

TABLE 111-C
Old System Teacher Contributions
Fiscal Fiscal
Year Year
1982 $12,100,000 1992 $27,802,978
1983 $13,200,000 1993 $30,305,246
1984 $14,300,000 1994 $33,032,718
1985 $15,500,000 1995 $36,005,662
1986 $16,809,197 1996 $39,246,172
1987 $18,236,894 1997 $42,778,327
1988 $19,787,030 1998 $46,628,377
1989 $21,469,000 1999 $50,824,931
1990 $23,401,210 2000 $55,399,174
1991 $25,507,319 2001 $60,385,100

This liability has been increasing since 1982. At the
1986 valuation, this liability was $198,790,059. It increased
slightly to $198,914,936 in the 1987 valuation. Because this
liability is classified as a negative asset on MSRS books, it
is increasing at the rate earned by assets in MSRS funds. The
amount 1is expected to begin to decrease as a result of
contributions received in fiscal year 1988 and be reduced to
zero by July 1, 2001 on a schedule similar to the unfunded
liability. Graph III-B illustrates the effect of the "old
system" teachers liability as a percentage of salary although
these contributions are made by direct General Fund
appropriation and not as a percentage of salary.

Contributions and Funds Flow

The assumptions and amortization schedule established
by the Board provide the foundation upon which the employer
contribution rates are determined. The State contributes a
percentage of the salary earned by teachers and state
employees to MSRS. MSRS recommended contribution rates are
submitted biennially to the Governor and the Legislature as
part of the budget process.



These employer contributions are one of three major
sources of 1income to the MSRS. The other two sources are
income from investments and individual member or employee
contributions. Table III-D below provides an analysis of
these three major sources of MSRS funds. Column 1 provides
the income to the MSRS from all three sources. Column 2
provides an analysis of the net flow of funds but ignores the
income from investment which includes a significant amount of
unrealized capital gains. Column 3 takes this analysis a step
further and removes the effect of employee contributions which
may be withdrawn by members upon termination of service. This
analysis is provided for the past ten years.

TABLE 111-D
MSRS CASH FLOW ANALYSIS

Fiscal Year Net Increase (Decrease) in MSRS Trust Fund

Ending 6/30 1 2 3

1987 $183,985,117 $53,955,375 $ 2,622,688
1986 171,658,694 47,170,499 333,408
1985 122,126,436 38,970,880 (4,900,835)
1984 86,981,404 36,734,805 (3,379,774)
1983 107,857,799 32,025,828 (5,810,153)
1982 80,277,330 33,745,715 (2,228,256)
1981 65,952,432 18,880,480 (17,121,302)
1980 52,586,672 18,680,918 (15,024,848)
1979 21,450,397 4,074,296 (26,470,324)
1978 16,427,080 3,905,872 (24,096,686)
Column 1 Net change in Trust Fund Reserves.

Column 2 = Net change less income from investments.
Column 3 = Net change less income from investments and employee
contributions.

Excluding the employee contributions and income from
investments from this analysis of the net flow of funds to MSRS
provides a very conservative measure of the funds available to
the System. Income from investments may represent a
significant amount of unrealized gains and individual members
have the right to withdraw their contributions upon termination
of service with the State. However, those funds contributed by
the State to the MSRS, according to the Maine Constitution
(Article IX, Sec. 18), are to be held in trust by the MSRS for
the exclusive purpose of providing benefits and cannot be used
for other purposes. Even this most conservative measure of
cash flow showed positive cash flow for the past two fiscal
years. Under the current amortization schedule, cash flow
excluding investment income should remain positive until 2001.
At that time, MSRS will no longer need to maintain the higher
contribution levels. MSRS will have an investment base
sufficient to pay benefits from investment income and the lower
contributions.
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Employee contributions are established by statute at 6.5%
of salary. There are some exceptions to this requirement.
For example, confidential employees, 1legislative employees,
and certain institutional workers can receive a reduced dJgross
salary in exchange for the State paying the employee share.
However, for most employees, their contributions are collected
in a separate Fund made up of accounts for each individual
member. Interest income is allocated to each member's account
at a rate established by the Board of Trustees. The rate is
currently 7%.

Employer contributions are much more complex with several
different components. Employer contributions are allocated to
several different Funds by statute according to type of
benefits payments. Figure 1III-A on the preceding page
illustrates the accounting flow of MSRS funds. Figures
included are based on fiscal year 1986-87. The allocation of
the employer contributions will be discussed more fully in the
next chapter which discusses benefits and their costs.

Present Budget Situation

As a result of the changes in the assumptions adopted by
the Board of Trustees, the subsequent jump in the contribution
rates, and the questions raised by the actuary in his report
regarding the possible need for further changes, the Governor
and the Legislature, pending the outcome of this Committee's
work, did not authorize the complete request for contributions
to the MSRS. This would appear to be contrary to MSRS statute
(5 MRSA §17153) which states that the Legislature shall
appropriate and transfer those funds that the Board of Trustees
calculates to be necessary to maintain the System on an
actuarially sound basis. Instead, funds were to be transferred
from the Maine Rainy Day Fund pending the outcome of the this
study. To make sure that the necessary funds were available,
the 1limit of the Maine Rainy Day Fund was raised from $25
million 1limit to $48 million and additional funds were
appropriated to bring the Fund to that limit for Fiscal Year
1988-89.

The original estimates for the cost to the General Fund was
$36.1 million for teachers and $3.8 million for state employees
(see L.D. 538, 113th Legislature, page 26). However, the
schedule of payments generated by the System's actuary
indicated that the General Fund cost could be higher than that
projected originally and would be significantly higher if the
retirement age assumption was reduced further to 60 year old
average. Some initial rough estimates of the various effects
on General Fund contributions of changing the assumptions and
the amortization schedule are provided in the Graphs and Table
on the following pages.
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GRAPH 111-D
GENERAL FUND CONTRIBUTIONS TO MSRS
CURRENT AMORTIZATION SCHEDULE

Millions of Dollars
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ACTUAL = Actual General Fund Contributions
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GRAPH [11-E
GENERAL FUND CONTRIBUTIONS TO MSRS
30-YEAR AMORTIZATION SCHEDULE
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Graph III-D depicts the General Fund contributions to MSRS
on behalf of the old system teachers, teachers, and General
Fund state employees. This graph highlights the amount of the
General Fund shortfall in the current biennium based on the
actuary's estimates of contributions required wunder the
current amortization schedule and demonstrates the additional
shortfall that would result from changing the retirement age
assumption. Graph III-E 1is provided to compare with Graph
III-D to 1illustrate the difference in contribution rates and
General Fund shortfall if a 30-year level percentage
amortization schedule had been in place for contributions
beginning July 1, 1987.

Table III-E on page 22 provides the figures used to
generate these graphs. As noted earlier, these figures in
Table III-E may be significantly different from the actual
figures used by the MSRS to determine the final shortfall and
actual contributions. However, the figures and the graphs are
valuable in demonstrating the relative effect of changing the
assumptions and the amortization schedule.

Investments

MSRS investment policy 1is established by the Board of
Trustees. To carry out this responsibility, the Board is
authorized by statute (5 M.R.S.A. §17104) to employ or
contract with the necessary persons for investment counsel or
advice. MSRS has contracted with The Boston Safe Deposit and
Trust Company, Inc. to act as the custodian of the System's
assets. As part of its function, the Boston Company provides
a monthly accounting report and quarterly reviews of the
investments. Table III-F at the top of the next page provides
a summary of the market value of the assets and the managers
of the various funds.

The Committee invited Fred Settelmeyer, Vice President of
the Boston Company, to testify before the Committee. His
report of the system's investment policy was generally
favorable. MSRS performance compared to similar trust funds
was slightly better than average. Over the past 5 years, the
Maine State Retirement System was in the 60th percentile which
means that MSRS did better than 60% of other portfolios of
similar Trust Funds. Over the past 3 years, the System ranked
above 54 percent. Over the past vyear, MSRS investment
performance was in the 57th percentile. In addition, Mr.
Settelmeyer reviewed the performance of the individual
managers. The quarterly report provides a comparison of how
each manager performs within his category established by a
manager's general investment strategy.



TABLE 111-F
Equity and Fixed Income Investments

Investment Manager Market Value (6/30/87)
Equity:
FLA Management $ 138,607,000
Putnam Equity $ 122,362,000
Maine National Bank $ 118,097,000
Casco Bank $ 89,894,000
Alliance Capital Management $ 82,923,000
Gouws Capital Management $ 28,273,000
Dillon Read Capital $ 17,119,000
Evans & Moxon $ 6,127,000
Futures $ 769,000
Total Equity $ 604,171,000
Fixed Income:
Mass Financial Services $ 102,968,000
Alliance $ 101,048,000
Putnam Fixed $ 87,919,000
Total Fixed Income $ 291,935,000

Note: This Table excludes Real Estate investments, Special
Assets, and certain other investment which could not
specifically be classified as either Equity investments
or Fixed Income investments.

MSRS and the Boston Company establish a desired asset mix,
the percentage of assets that are to be invested in the
different investment categories. Once determined the asset
mix is implemented through the process of selecting investment
managers. Over the past few years, the Board of Trustees have
made a deliberate decision to increase equities and reduce
cash held by the investment managers. Cash that used to be
held is now being put into index funds which are essentially
equity investments. The asset mix has changed considerably
since 1984, as follows:

%$ of Assets Invested

Type of Investment 1984 June 1987
Equity 40% 58%
Bonds 40% 37%
Cash 20% 5%

Despite this aggressive asset mix, the portfolio of the
MSRS was not as badly damaged as might be expected during the
record decline of Monday, October 19th. The MSRS had made some
adjustments to its portfolio the Friday before the record drop
of the stock market; selling some stock and some futures used
as portfolio insurance. The portfolio of the MSRS has declined
from the levels attained during the extended Bull market this
past year, yet because of some very timely actions it has
performed better, declined less, than the market indices.
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Unfunded Liability and State's Credit Rating

The Committee was very fortunate to have several expert
witnesses discuss this topic in both theoretical and practical
terms; i.e., the effect of the System's unfunded liability as a
financial obligation of the state on the state's credit
rating. Professor Dutch Leonard ©provided an excellent
theoretical discussion of pension systems which provided the
Committee with an understanding of pension obligations created
by employers. Pensions are a device through which employers
compensate employees. Pension benefits are valuable to both
employers and employees alike. They force workers to save and
provide for their retirement. To the employer, these benefits
are less costly in the short run than current salaries or other
benefits currently payable. They have created a liability
payable in this future. In this sense, the creation of
retirement benefits is a form of debt.

The United States Government and the State of Maine as
employers have used this form of debt financing extensively.
According to Jamie Cowen, Government Retirement and Benefits,
Inc., the unfunded 1liabilities of the federal civilian and
military systems approximates the annual federal budget, $1
trillion. This $1 trillion debt is not included or reflected
in the national debt figures. Like the federal government, the
unfunded liability of MSRS also approximates the annual budget
of Maine State Government, exclusive of federal funds. In
Fiscal Year 1986, the annual budget for Maine was approximately
$1.8 billion. This unfunded 1liability of the MSRS 1is not
reflected in the outstanding debt obligations of the State.
The unfunded liability of the System is also not subject to the
constitutional limits on the debt financing obligations of the
State; hence, it has been referred to as "back-door" debt.
Unfunded 1liabilities are common among public pension plans
because Legisaltures can postpone the cost of  Dbenefit
enhancements to the future and avoid current Dbudgetary
constraints.

Given this substantial future obligation of the State to
pay these pension benefits, the Committee's next logical
pursuit in its study was to determine the relationship between
MSRS pension obligations, particularly the unfunded liability,
and the credit rating of the State of Maine. If changes in the
unfunded liability of the System affected the credit rating of
the State or were considered by the rating firms as debt
obligations of the state, should the State issue bonds to pay
the unfunded 1liability and realize arbitrage profits? The
System and the Committee were aware of the potential for
additional profits to the System and a further reduction of the
unfunded liability by taking advantage of the tax-exempt status
of the State by issuing debt obligations and reinvesting the
proceeds at a higher rate of return.



The Committee invited two persons to testify to this
question, Steve Rappaport of Prudential Bach, the financial
advisor to the state, and Clair Cohen of Moody Investment,
whose primary responsibility is rating the credit of the 50
states. From their testimony, it 1is <clear that pension
liabilities in prefunded systems are not a major focus of the
rating agencies as is the actual bonded debt of the state. The
rating firms establish a credit rating primarily based on the
states' ability to pay for general obligations which include
current service obligations and bonded debt. Unfunded
liabilities of pension systems are considered but in a much
more vague, less precise manner. Analysts do not consider it
bonded debt. However, the actual bonding of the unfunded
liability or a portion of it would have several implications:

e This would certainly be considered a "stronger"
financial commitment on behalf of the state and
could hurt its rating; and

e It might weaken the market for the state's normal
capital construction bond issues considering Maine's
7% of revenue limitation on debt service.

The other major concern of the Committee with respect to the
relationship of the state's credit rating and the unfunded
liability was the effect of any change in the amortization
period of the unfunded 1liability. Again, the reply was that
the effect would be unclear due to the vague treatment of
unfunded liabilities. The general opinion appears to be that
as long as there is a sound plan to gradually reduce the
unfunded 1liability, the state's credit rating will not be
significantly affected.

SUMMARY AND RECOMMENDAT IONS

1. Fiscal Condition. This Committee finds that the fiscal
condition of the MSRS is satisfactory. Many of the serious
issues identified during the 1980 study have begun to be
addressed. The evidence presented in this chapter demonstrates

the improvement in MSRS financial condition. Cash flow has
been positive and increasing, providing an increasing pool of
funds which can be invested. Investments have been well

managed with MSRS faring better than many similar pension funds
in the recent decline and volatility of the financial markets.
In this area, the Committee saw no reason to recommend any
restrictions on this process since it appears to be functioning
quite well.
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While MSRS fiscal condition is satisfactory, the Committee
was concerned that the System's level of assets relative to
benefit 1liabilities is 1lagging behind other states' public
pension plans. Based on current assumptions, MSRS would have
to increase its level of assets to three and one-third (3 1/3)
times their current level. Depending on the changes in the
assumptions and amortization schedule recommended to the Board
of Trustees by the actuary, this requirement to more than
triple current assets may not signficantly change contribution
rates above their current 1levels. With the exception of the
current budget cycle, the Legislature has met 1its statutory
commitment to provide the necessary funds to maintain the
system on an actuarially sound basis. Benefit payments are
secure as there appears to be no indication of a change of
heart by the Legislature or the Governor.

2. Actuarial Assumptions. Actuarial assumptions play a
central role in the determination of the financial health of a
defined benefit pension plan. A change in actuarial
assumptions can significantly affect the amount of benefit
liabilities. The effect of the change of the retirement age
assumption on the unfunded liablity and the contribution rates,
highlighted in this chapter, points this out very clearly. The
annual report of the system's actuary should provide an
accurate assessment of the financial status of the plan at a
given point in time similar to the annual report of
corporation. Like accountants, actuaries are guided by
professional standards in establishing these valuations.

In addition, the actuary of the MSRS 1is required to
evaluate the accuracy of the assumptions every three (3)
years. Milliman & Robertson as part of the transition of
becoming the System's new actuary conducted an evaluation of
the assumptions used by the prior actuary. As a result many of
the assumptions were "strengthed." However, the process also
raised a 1lot of questions regarding the assumptions, in
particular the retirement age assumption. The Board adopted
most of the actuary's recommendations except the retirement
age. They decided to partially strengthen this assumption but
to postpone a complete reduction in the age assumption until
the actuary had had an additional year's experience with the
plan.

The Committee recommends that Board of Trustees adopt the
lower average retirement age assumption, if recommended by the
actuary, and recognize the increase in the unfunded 1liability
that would result.



3. Funding Schedule. Once an accurate assessment of the
unfunded 1liabilities has been determined gquided by the
professional standards of the actuary, the Board of Trustees
must establish an amortization schedule to determine the

employer contribution rates. The Committee found no
justification for the current rapid amortization of the
unfunded 1liability of the MSRS. Instead, the Committee

concluded that the "cliff" and increasing contribution rates
inherent in this amortization schedule, see Graph III-B and
Graph III-C, represented an inequity in the allocation of these
liabilities among taxpaying generations.

Under the current amortization schedule, the whole burden
of reducing the unfunded 1liability from $1.5 billion to $0
would be the responsibility of the taxpayers of the next 15
years. These taxpayers are not solely responsible for the
creation of this 1liability. The Committee considered many
aspects of 1integenerational equity and concluded that the
burden of ©paying for past service 1liability should not
appropriately be passed on to a single generation. The
outstanding amount of the 1liability should be reduced every
year in relative terms.

The Committee concluded that the basic security for the’

retirement promise to employees is the credit of the State.
The assets within the MSRS do not constitute collateral; are
not the specific property of individual employees; and reflect
a governmental decision of how best to pre-fund its retirement
promises. The decision as to amortization period, therefore,
is one that should be considered from the perspective of the
taxpayers of the State of Maine. There seems 1little to no
justification for the "cliff" which would result in the year
2001 under the present system following the full funding of
past services 1liabilities. This would represent a Kkind of
windfall that does not seem equitable or appropriate.

The necessary change in the retirement age assumption would
increase this burden further and create a greater inequity.
Therefore, the Committee recommends that the amortization
should be extended to a period not greater than thirty (30)
years. The extension of the amortization schedule, based on
testimony received by the Committee, would not adversely affect
the State's credit rating. MSRS 1liabilities would better
reflect actual 1liabilities and the burden of paying back this
debt would be shared more equitably among taxpaying generations.

However, the Committee after much discussion decided that
it was better to treat the "o0ld system" teachers unfunded
liability differently from the other unfunded 1liabilities of
the MSRS. This 1liability was ignored prior to the 1980 Study
of the MSRS and a funding schedule to repay this debt was not
implemented until 1982. The Committee felt that this debt is
long past due since the benefits underlying these 1liabilities
have almost been completely paid. The institutional memory
inherent in this liability should remain intact.
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4., Level Funding. By recommending an extended amortization
schedule, the Committee supports a program of 1level State
contributions as a percentage of employee compensation,

consistent with regular actuarial analysis and wupdate. The
Committee feels that the current amortization schedule with its
increasing contribution rates is inappropriate. Level

contribution rates would provide greater intergenerational
equity and would allow for Dbetter stability in budget
planning. Contributions rates would vary due to changes in the
unfunded 1liability. However, only the wvariations from the
level percentage would have to be considered in budget planning.

5. Legislative/Gubernatorial Involvement. The Committee
understands the action taken by the Legislature and the
Governor to postpone the full contribution rates requested by
the MSRS for the 1987-89 biennium pending receipt of this
report. The circumstances surrounding the MSRS budget request
warranted some type of action. The questions raised by the
system's actuary in his report were serious enough in the eyes
of the Governor and the Legislature to postpone the significant
increases in the requests until a thorough study could be
conducted.

Once action has been taken to reevaluate the MSRS actuarial
assumptions and funding methods, however, the Committee
recommends that the funds held in the "Rainy Day" account be
transferred to the MSRS in amounts necessary to comply with the
statutory mandate to fund the obligations of the MSRS based
upon the actuarial assumptions established by the Board of
Trustees upon advice of the System's Actuary. The amount
transferred should include interest to compensate the system
for interest income 1lost during the period when these funds
were withheld.
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Chapter IV
Benefits

The Committee to Study the Retirement System was charged
with reviewing the present and future benefit plans and payment
methods as set forth in P.L. 1987 C. 68. The Committee
considered what its role should be in evaluating the MSRS
benefits package. Clearly, it was not empowered to determine
the optimum combination of benefits and aggregate costs. This
optimum can only be established by the parties pursuant to
collective bargaining (the exact scope of the authority of
collective bargaining in the determination of retirement
benefits awaits a ruling by the Maine Supreme Judicial Court)
or the Legislature. The Committee was very sensitive not to
appear to substitute 1its judgement for those empowered by law
to determine the public policy of the State of Maine.

It was apparent from the authorizing language that the
Legislature wished the Committee to investigate broadly the
present condition of MSRS and to provide guidance as to
possible future practices. The Committee was able, due to its
legislative appropriation, to secure the testimony of several
nationally-recognized experts who provided substantial analysis
placing in context the present Maine system. The Committee
therefore was of the view that it should make clear both its
opinions as to the efficacy of the present system and its
recommendations of possible desirable alternatives.

During its review of the MSRS, the Committee noted the lack
of an explicit statement of Maine's public pension policy. The
development of MSRS benefit policy appears to have been done on
an ad hoc basis without any clearly defined goals. Over the
years, the Legislature, the Governor, the Board, union
leadership, and other interested parties, have interacted in
the development of benefits in a piece meal fashion. Each
party may have had their own agenda with respect to developing.
an overall Dbenefits policy, yet, when it came down to
implementing the policy, items were implemented on an
individual basis without a complete understanding by all those
involved of the overall effect. They have not negotiated or
legislated an overall benefits policy with explicit goals, such
as establishing what type of employee the State wants to
attract, what benefit design would be most beneficial to that
type of employee, what level of aggregate costs should be paid
toward benefits, and what trade-offs should be made in benefit
components.

Therefore, the Committee felt that the best legacy which it
could leave for present and future policy makers is a clear
understanding of the implicit benefit policy which has
developed over the years. This chapter will review national
trends in benefit policy and compare MSRS benefits with other
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pension plans. Each benefit component will be explored in
terms of cost, relative attractiveness, and other
implications. Alternative benefits design models will also be
provided as well as a discussion of Social Security and its
relation to MSRS policy. Armed with this understanding of the
component parts, the implications of some of the benefit design
anomalies of MSRS benefits, and the relative cost of each
component, interested parties can better make an informed
decision as to the future benefit policy.

Trends in Benefits

Dallas Salisbury, President of the Employee Benefit
Research Institute noted several trends in the pension and
benefits area that should be considered by policymakers and
those involved in the determination of these benefits through
collective bargaining. The results of a survey of employers
and employees indicated that:

e Employees are increasingly reviewing benefits as part of
a total compensation package and are showing a preference
for cash based benefits that allow them mobility and the
ability to take the benefits with them;

e Employers are focusing on the total cost rather than
present costs, are designing their programs around
universal government programs such as social security to
hold down costs, and are moving to consolidate employer
benefit programs to allow easier mobility of employees
and reduce administrative costs;

¢ Employers are moving away from setting their benefits to
be comparable within their industry, due to greater
competition for qualified workers;

e Employers, in light of demographic studies, are
redesigning benefit programs to encourage workers to last
longer, cutting back on inflation adjustments, redefining
disability to be an inability to do all jobs rather than
the present job, and increasing the cost for employees;
and

® Employers and employees are showing a preference to
having a portion of employee benefits invested in the
company. :

These results demonstrate 1in general a growing preference
for Social Security and Medicare as more universal programs
which provide greater portability for employees and holds down
costs for employers. Defined Contribution plans are also
gaining in popularity due to their greater predictability of
costs for employers and due to the ability of employees to take
this cash based benefit with them when they terminate
employment.
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Overview of MSRS Benefits

MSRS gets mixed reviews in terms of the levels of benefits
provided. In the case of most benefits, MSRS benefits are
below or are less generous than other state plans and private
pension plans, although some of the benefits such as the early
retirement provisions are more generous. However, MSRS costs
more as a percentage of salaries to provide these benefits.
Table IV-A below, developed by the Wyatt Company, provides a
scorecard of MSRS benefits relative to other state pension
programs, the Federal Employee Retirement System (FERS) and
private pension programs. Table IV-B on the preceding two
pages, developed by Dallas Salisbury of Employee Benefits
Research Institute, compares the MSRS benefit plan more
specifically with other pension plans. Appendix E provides a
more complete comparison of State pension plans.

Table 1V-A
MSRS Benefit Comparisons
(The Wyatt Company)

VERSUS VERSUS VERSUS
STATES PRIVATE FERS
NORMAL RETIREMENT Slightly Generous Slightly
AGE Below Below
NORMAL RETIREMENT Below Slightly Below
BENEFIT Below
EARLY RETIREMENT Generous Very Above
PROVISIONS Generous
DISABILITY BENEFITS N/A Average Slightly
Above
COoSsT High Very High Comparable
NO D.C. PLAN Average Below Below

As mentioned earlier, Maine appears to have no overall
goals with respect to its benefit policies. Over the years, a
benefit policy has developed with the following implications:

e employees are encouraged to retire early or seek employment
covered by Social Security after retirement;

e the provisions of retiree health insurance encourages
people to collect retirement benefits sooner;

e discourages employees from returning to work after being on
disability retirement; and

e discriminates against higher quality professionals and
other short-term employees.
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In addition, MSRS costs are high relative to other states.
The reasons behind Maine's high costs are as follows:

e relatively poor funding status with substantial
unfunded liabilities;

® rapid pay-back schedule for these unfunded liabilities;

e less than full actuarial reduction for early
retirement; and

e automatic COLA's.

The first two reasons have been addressed in the
recommendations of the previous chapter. However, the last two
are directly related to the choices made with respect to MSRS
benefit policy in the past. The remainder of this chapter will
discuss the wvarious benefit components of the MSRS. The
discussion will focus on the cost and other ‘implications of
MSRS benefits.

Graph IV-A on the following page highlights the allocation
of costs among the different benefit components of the plan for
state employees and teachers. These figures, detailed below
the graph, are projected costs for fiscal year ending June 30,
1989 and incorporate the strengthened assumptions and a thrity
year amortization schedule. Like the rates calculated in the
previous chapter these are composite rates. Actual rates would
be for different groups of employees. These rates also include
the 6.5% of salaries contributed by state employees and

teachers. Therefore, the benefit cost figures presented in
this chapter represent rough estimates and should be viewed in
relative terms. For the fiscal year 1988-89, total state

contributions to the MSRS would be approximately $217 million
or 30% of teachers and state employee salaries.

Normal Retirement

MSRS normal retirement age 1is 60. There are some
exceptions, such as those groups of employees under special
plans, which will be discussed 1later. At age 60, state

employees and teachers may retire and receive a annual pension
based on 2% of their average final compensation for each year
of creditable service. A retiree's average final compensation
is the average of that person's three highest earning years of
salary. These  years do not  necessarily have to Dbe
consecutive. The minimum benefit .for retirees who are vested
(have ten years of creditable service) is currently $100.
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GRAPH 1V-A
COST ANALYSIS OF MSRS BENEFITS
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Benefit Cosis

PROJECTED BENEFIT COSTS FOR FY 1989
$ Millions %

ACTUARIALLY DETERMINED BENEFITS:

Normal Retirement $75.8 10.4
Early Retirement 36.5 5.0
COLA 45.2 6.2
Vesting 7.3 1.0
Disability 16.8 2.3
Death 6.6 0.9
$188.2 25.8
"Other" or MSRS DETERMINED BENEFITS:

Administration $ 2.3 0.3
Old System Teachers 21.8 3.0
Group Life Insurance .3 0.1
Ret. Health Insurance 5.1 0.7
$ 29.1 4.1

TOTAL $217.3 29.9
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MSRS normal retirement age and benefit is generous relative
to most private pension plans which are based on Social
Security and therefore have a normal retirement age of 62 or
65. On the other hand, MSRS normal retirement benefit is 1less
generous than many other state pension plans and FERS. It is
difficult to assess the implications of this facet of MSRS
benefit policy without comparing the other benefit aspects
provided by the other public employers. If Maine is comparable
or more generous in other benefits and current salaries, then
Maine may be competitive in the hiring process and attract
persons with the necessary qualifications.

According to Graph IV-A, normal retirement accounts for the
largest portion of the total cost relative to other benefits;
approximately 10.4% of salaries or about $75.8 million.

Early Retirement

MSRS early retirement provisions are more generous than
most public and private pension plans. These early retirement
provisions have created a positive incentive for state
employees to retire before the normal retirement age of 60. A
55 year old retiree would face only a 13% reduction in benefits
in the MSRS, while the 55 year old retiree with less than 30
years of service from the federal system would have a reduction
of 35%, and, by federal 1law, many future private sector
retirees face a reduction of 60%.

A hypothetical example provided by the Wyatt Company
indicated this incentive for an employee with 25 years of
service contemplating switching jobs at the age of 50. While
the total retirement benefit from MSRS and new Jjob will be
about 80% of the MSRS benefit if the employee continued with
the MSRS until 65, the present wvalue at age 55 of total
retirement payments will be about 50% higher if the new job 1is
taken. This example points out the 1incentive for a state
employee to have two careers, one 1in state service and the
other with some other employer.

The System's independent actuary, Milliman & Robertson,
recently completed a special study of ~early retirement
benefits. Some of the more interesting findings include:

® 25.85% of current state retirees (excluding special
groups) retired prior to age 60, with 29.55% of
teachers retiring before age 60 and 21.75% of regular
state employees retiring early;

® With respect to total annual benefits, 34.13% of all
benefits currently in pay status are attributable to
early retirees with the average early retiree benefit
of $10,307 compared with the $7,804 average for the
members retiring at age 60 or later;
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® 36.66% of the full funding target for retirement
benefits is attributable to early retirees;

e Early retirees, on average, retire about 5 years prior
to normal retirement;

e The reduction factor actually applied to MSRS early
retirees (11.16%) is 1less than one-third of the true
actuarial reduction (34.71%);

® On an annual basis the state is providing a subsidy to
early retirees of about $7.5 million, an average of
$2,676 per early retiree, or 8.86% of total payments
made by the state for current retirees; and

e The full funding target resulting from this subsidy
being paid to current early retirees is over $103
million.

Milliman & Robertson (M & R) concluded the following from
this study:

e Over 10% of the system costs are attributable to the
subsidy in early retirement benefits. This would
translate to about a 2 1/2% of the payroll contribution
being made by the state with respect to these benefits.

e Some 1level of early retirement subsidy exists with
respect to most retirement systems, both public and
private. It is rare to find a system that reduces
early benefits by the full actuarial reduction. A
commonly used reduction factor would be 1/2 of 1%
reduction for each month prior to normal retirement,
which equates to a 6% annual reduction prior to age
60. This would translate to a 30% reduction at age
55. However, many states provide a full unreduced
normal retirement benefit after 30 years of service
regardless of age. This is more liberal than Maine's
early retirement provision. Therefore, if the State of
Maine seeks to be comparable with other state-wide
systems, M & R would estimate a cost reduction less
than the 10.33% determined in this study, perhaps
somewhere between 5% and 6% of System costs. This
would translate to a contribution rate deduction of
about 1 1/4% to 1 1/2% of payroll to the state.

e The decision by a member to retire early must in some
degree be affected by the reduction factor that is
applied. Therefore, any revision in the reduction
factors (i.e. to increase the reduction factor) should
also have the effect of reducing the rate at which
members retire early. This would produce additional
system cost decreases. Reflecting this factor will
produce in our estimation a net decrease (considering
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the prior points above) in state costs of about 1 1/2%
to 2% of payroll. Again, this cost decrease presumes
that the objective of the System would be to apply
early retirement reduction factors that are comparable
to those factors found in other state-wide systems.

e Finally, as part of this study, M & R analyzed the
source of the current factors used by the System for
determining early retirement reductions. They
discovered that these factors are based on an incorrect
actuarial formula which may or may not have been
intentional.

This study points out the expensive nature of subsidizing
early retirement for employees. However, it focuses primarily
on one type of cost, retirement benefit costs. It does not, as
union representatives were quick to point out, take into
consideration other costs and savings, both tangible and
intangible. Union representatives presented an example of some
offsetting cost savings resulting from salary reductions when a
higher paid employee 1is replaced by a younger, lower paid
worker. Early retirement may also serve as an important factor
in recruitment for some employees. These provisions used as a
tradeoff may also have held down salary costs for some employee
groups in the collective bargaining process.

The Committee heard extremely strong support from most
persons testifying for the continuation of this benefit despite
its cost. For fiscal year 1988-89 early retirement benefits
account for approximately $36.5 million or 5.0% of salaries.
Early retirement accounts for a proportion of the total cost
that is nearly one-half of what normal retirement costs. 1In
other words, it increases the cost of normal retirement by
approximately 50%.

Special Retirement Plans

There are some exceptions to the normal retirement age of
60. Several groups of employees receive a higher percentage of
average final compensation and lower normal retirement age due
to the nature of their service. These special groups include
State Police, State Prison Guards, Sea and Shore Wardens, Game

Wardens, Forest Rangers, and Liquor Inspectors. Several
representatives from some of these groups testified before the
Committee. Their comments all seemed to call for a

continuation of the special retirement programs. These higher
retirement benefits may be valued as highly as a pay raise for
these employees.



A study of these special retirement plans was concluded in
February 1984 (Second Regular Session of the 111th Legislature)
by the Joint Standing Committee on Aging, Retirement and
Veterans. The Committee supported the rationale that these
special plans were necessary to protect the public by retaining
a younger, more vigorous workforce. However, the legislation
enacted as a result of this study provided that only State
Police and State Prison Guards would continue to receive
special retirement provisions. All other new employees hired
into the other special groups after September 1, 1984 would not
be eligible for special plans.

Cost of Living Adjustments (COLA's)

MSRS Cost of Living Adjustment (COLA) provides a 4%
non-cumulative adjustment based on the consumer price index
(CPI). The 4% non—-cumulative feature means that COLA's may not
exceed the 4% limit. However, if the CPI is below the 4% then
the CPI becomes the COLA. The amounts by which the CPI exceeds
the 4% limit in years with high inflation may not be added to
the COLA when the CPI 1is below the 4%. This automatic
indexation adds significantly to the costs of other benefits,
and represents a cost to the State of approximately $45.2
million or 6.2% of salaries for fiscal year 1988-89 or more
than one-fifth the total of all benefits.

Legislation was proposed during the First Regular Session
of the 113th Legislature to make the COLA's cumulative, 1i.e.
carrying forward percentage increases above the 4% when the CPI
was below 4% (see L.D. 1012). However, the excessive cost of
this proposal, estimated by the actuary to be in excess of
$100,000,000 in terms of additional unfunded 1liabilities
requiring annual contributions of approximately $8 million
increased at 9% per annum, was enough to keep this proposal
from being enacted into law.

While Maine's automatic indexation 1is expensive, MSRS
benefits have not matched the inflation protection provided by
Social Security. Table IV-D at the top of the next page
developed by Jamie Cowen of GRB, 1Inc., comparing the
adjustments over the last 10 years of Social Security and MSRS
benefits.

If a Social Security beneficiary is assumed to have
received $4,800 per year, or $400 per month, in 1976 the cost
of living increases would have raised that to $8,958 per year
or $747 per month in 1986. A MSRS retiree receiving $4,800 per
year in 1976 would find his/her benefit at $7,528 per year now
or $627 per month. Because of the 4% cap on MSRS COLA's,
Social Security clearly accords greater inflation protection.
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Table IV-D
Cost of Living Adjustments
MSRS VS Social Security

(GRB, Inc.)

SOCIAL

SECURITY MSRS
1977 5.9% 10.88%
1978 5.0%" 4%
1979 9.9% 4%
1980 14.3% 4%
1981 11.2% 6%
1982 7.4% 4%
1983 3.5% 4%
1984 3.5% 4%
1985 3.1% 3.7%
1986 1.3% 1.7%

Vesting, Forfeiture, and Portability

The vesting period, the length of creditable service before
a previously terminated employee is entitled to receive MSRS
retirement benefits, 1is 10 years. However, an employee over
60, only needs to serve one year to be vested. Maine's vesting
period is longer than the average for all state plans which is
7.6 years. Vesting in the Federal Employee Retirement System
and private pension programs are closer to 5 years.

In this service-oriented economy, government service must
compete with numerous other organizations for the best young
professionals. However, the 1longer vesting ©period for
government service and Maine state service in particular tend
to encourage "career-service" individuals rather than the young
professionals who would prefer a greater degree of mobility.
This factor combined with the inability of the Hay System, the
system used by Maine's Bureau of Human Resources to establish
salaries, to fully account for competitive offerings at other
organizations external to the system, have placed the State at
a disadvantage vis—a-vis other employers with respect to
certain types of professionals.

At the time a member of the System terminates his/her
employment with the State, that person may apply to the MSRS
and request a refund of his/her individual contributions. For
most State employees, the individual employee contribution is
6.5% of salary. However, some special groups such as the State
Police and other state 1law enforcement personnel must
contribute 7.5% of salary for the first twenty years of their
employment as law enforcement personnel. For certain
"confidential" employees the State pays the employee share in
lieu of higher salaries. These individual contributions earn
interest at an established rate set by MSRS. These
contributions continue to earn interest for five years after
the termination of a member, who has not vested.



However, when members withdraw their contributions, they no
longer are considered members of the system and forfeit their
rights to retirement benefits. This does not significantly
affect the person who terminates before becoming vested, but it
does allow members of the system who are vested to forfeit
future retirement payments in favor of cash in hand. Members
who return to State service must wait two (2) years before they
can begin paying back their withdrawn contributions and
regaining full rights to retirement benefits for which the
State has invested funds on their behalf.

This forfeiture of benefits in favor of cash in hand when
members terminate service effectively reduces the cost
associated with vesting. Vesting 1is expected to cost
approximately $7.3 million or 1.0% of salaries for fiscal year
1988-89. According to Dallas Salisbury, private pension plans
have had to move to a five year vesting period to conform with
the requirements of the Tax Reform Act of 1986. Public plans
are exempt from this requirement. However, should these
requirements be extended to public plans such as MSRS, costs
would increase significantly.

There was some confusion surrounding the cost of vesting.
Some would think that a 10 year vesting period would be a
savings to the system rather than a cost. It is a matter of
perspective. The actuary views vesting as the additional cost
of providing benefits to terminated employees who were not in
pay status at the time of retirement. Therefore, the cost
results from having to pay retirement benefits to these
terminated employees. However, most employees would tend to
view the retirement benefits earned for each year of service as
a right. Therefore, the forfeiture of these benefits by
short—-term employees, those who do not accummulate 10 years,
would be viewed as a savings to the System.

This rather long vesting period and the lack of portability
of MSRS benefits combine to discriminate against the shorter
term employee, the so-called inners and outers. Since Maine
has decided not to participate in the Federal Social Security
System, members who leave service prior to vesting in MSRS are
unable to carry any benefits with them to their new jobs other
than the withdrawal of employee contributions. = These persons
must serve a certain number of quarters before they are
eligible for Social Security benefits such as disability.
Should they become disabled prior to becoming eligible under
Social Security, they would not receive any benefits.

Portability of MSRS benefits is 1limited even for members
transferring within the System, particularly for members of
participating 1local districts. Most creditable service is
additive within the System; members working in one district or
in State service can use these years in combination with
service in another district to meet vesting and early
retirement requirements. However, benefits are calculated
based on the different average final compensations earned in
each different district or State service. In most cases, this
results in a reduction in the amount of benefits received.
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Disability Benefits

Maine ©provides the most expensive ©possible form of
disability benefit for the first five years. The MSRS
disability program provides members with 1long term income
protection should they become disabled from their current
employment position. The benefit 1is calculated at two-thirds
of the member's average final compensation and is not limited
by the number of years of creditable service. The member
continues to earn credit for years of service toward normal
retirement and receives health coverage while the member is
collecting disability benefits. Costs are estimated for fiscal
year 1988-89 at $16.8 million or 2.3% of salary.

The disability retirement program of the MSRS as currently
designed does not encourage return to service, resulting in a
much greater expense to the State.

This 1is another area in which the MSRS is proposing to
develop improvements which include:

® Guaranteeing full pre—disability . wages should an
individual return to work in a new position, with a
maximum benefit specified;

e Providing rehabilitation training for individuals in order
to provide them with the skills to obtain a new position;
and

e Providing the individual with a reasonable trial work
period to determine if their new employment position is
suitable.

Death and Survivor Benefits

MSRS ordinary survivor benefits provides a fixed pension
unrelated to earnings or 1length of service. It currently
allots $150 per month for the spouse and $150 for the first
dependent child and $75 for the next two dependent children.
There is an option to have the accumulated contributions of the
deceased member returned or, if the member was eligible for
retirement, survivors could receive a reduced pension. If the
death of the employee was related to service, MSRS provides an
accidental death benefit equal to two-thirds of average final
compensation for a spouse and 100% of average final
compensation for a spouse with a dependent child or a dependent
child without parents.

Recognized by the Board of Trustees as a priority problem,
MSRS received its 1lowest marks in the area of survivor
benefits. Efforts were made this past legislative session to
address some of the deficiencies in these benefits during the



First Regular Session of the 113th Legislature. (P.L. 1987 C.
529) The real increases mandated by this legislation will not
occur until after June 30, 1989. The MSRS also plans to submit
proposals to increase these benefits further.

For fiscal year 1988-89, the estimated cost of death and
survivor benefit provisions is approximately $6.6 million or
0.9% of salaries.

Group Life Insurance

In addition to the death benefits mentioned above, the MSRS
Board of Trustees also administers a group 1life insurance
program which is available to all state employees, all public
school teachers and the employees of ©participating 1local
districts which elect to provide the plan for their employees.
The cost of the basic plan, which offers insurance equal to the
members' annual rate of pay rounded up to the nearest $1,000 is
paid for state employees by the State. Members can purchase
supplemental plans and dependent plans at their own expense.

Current premiums paid by the State for state employees are
contributed to MSRS at $0.13 biweekly for each employee for
each $1000 of coverage. The State's premiums for teachers are
based on $0.08 biweekly for each $1000 of coverage. Teachers
must pay their own premiums. This corresponds to approximately
$300,000 or 0.1% of salaries which were the figures derived for
use in Graph IV-A and Table IV-C.

Retiree Health Insurance

This program is actually run by a separate board, the Maine
State Employee Health Insurance Program within the Department
of Administration. This program provides sickness, accident,
and health insurance programs for all state employees and
retired state employees. The State pays for the workers
coverage with the worker having the option of extending that
coverage to his/her spouse and dependents with a payroll
deduction.

The State's health insurance program was extended to retired
employees in 1971 (50% state paid in 1971, P.L. 1969 C. 588 and
100% state paid in 1975 by P.L. 1975 C. 90). Until this year,
retired teachers had to pay all of their own health insurance
costs. The 113th Legislature passed 1legislation which would
have the State pay 10% of their health insurance costs in
retirement. The Legislature would appear to be aware of the
expensive nature of this benefit, as it was not willing to
extend the same generous coverage to teachers as it had for
state employees.
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By grouping the retirees with the active state employees,
the retirees health insurance costs are held down. In effect,
state employees are subsidizing retirees health insurance
costs. Health insurance costs for retired state employees are
billed monthly to MSRS by Blue Cross/Blue Shield for the Board
of Directors at the same cost as the state pays on behalf of
its active employees. The Maine State Retirement System
calculates the percentages of payroll necessary to cover the
costs billed to it for retiree health insurance. Unlike all
the other benefits of the MSRS, this benefit - although
subsidized by active state employees - is funded on a
pay—as-you-go basis with no limit on the increase in the amount
of future liabilities.

This promise of a retiree health benefit 1is standard for
many state and local governments but it is far more expensive
than either the federal government or private employers are
willing to pay. The State contributes about 1.4% of state
employee salaries to pay the retiree health insurance
premiums. This is in addition to paying for the premiums of
active employees. The cost used in Graph IV-A and Table IV-C
for retiree health insurance was adjusted to account for the
fact that teachers only receive partial coverage. The amount
used is approximately one-half of the rate contributed by the
State for state employees, 0.7% of salaries or about $5 million.

Deferred Compensation Plan

The State's deferred compensation plan is eligible for tax
deferred status under section 457 of the Federal Tax Code.
This plan is administered by the Commissioner of Finance, not
MSRS. The Commissioner has approved (or. contracted with) three
insurance carriers - AETNA, Hartford, and VALIC to provide this
savings program. VALIC is the agency which administers the
program. This is a totally optional program with very little
state involvement, i.e. the State has no matching commitment.
In this respect it differs from the Defined Contribution plans
which are becoming more popular. The State also contributes
very little effort in the marketing of these programs to state
employees. The major incentive to participate in this program

is the deferral of taxes. No other incentive to increase
employee savings for retirement on their own behalf exists
under the current system. The result has been 1low

participation rates by state employees.



Social Security

A critical consideration 1is the applicability of the
Federal Social Security System to the public employees and
teachers of the State of Maine. The Committee heard
substantial testimony on the one hand to the effect that Social
Security was undesirable and unacceptable from the
representatives of public employees and, on the other hand,
that it contains benefits very much needed by Maine
participants which can not be obtained from any other source.
The Committee heard substantial conflicting testimony as to the
possibility of the federal government mandating involvement by
Maine public employees in Social Security in the relatively
near future.

Currently, Maine is one of seven states that has elected
not to participate in Social Security for its employees and one
of fourteen public teacher retirement plans. Up until the
Social Security amendments of 1983, federal employees, state
and 1local government employees and non-profit organizations
could opt not to be covered under Social Security. The 1983
amendments extended coverage to new federal employees and
non-profit organizations and provided that state and local
governments currently covered could not elect out. New state
and local government employees must also participate in
Medicare.

Extending the coverage of Social Security to new employees
of state and local governments would appear to be the next
logical step in this progression. One of the major reasons
cited for the expansion of Social Security coverage was the
effort to help lower the federal budget deficit. Presently,
social security revenue is not segregated from other federal
revenues. Therefore, an expansion of social security coverage
would expand the revenue base. This, combined with the present
surpluses beginning to develop as a result of the "baby
boomers" now paying into the system, results in a positive
effect on the deficit. However, Social Security payments are
scheduled for segregation from the unified federal budget in
1991.

This is not the only reason for the federal government
wishing to extend coverage to include more persons. There are
benevolent motivations as well. Very few firms or even states
can afford the type of coverage provided by Social Security
that is backed fully by the United States government. The
advantages to employees of Social Security coverage outweigh
the disadvantages, particularly since the 1983 amendments.
These amendments eliminated two major advantages of working in
uncovered employment:

1. The so-called windfall benefit of retiring early
from non-covered employment to work a relatively
short period wunder Social Security and being
eligible to receive a substantial Social Security
benefit has been eliminated (a penalty has now been
added); and
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2. The spousal benefit allows a two wage—earner family
with one working in uncovered employment and the
other subject to Social Security to draw an
additional Social Security benefit. This has been
eliminated.

Some of the other advantages of social security coverage
include:

e Enhance portability of benefits between public and
private sectors;

® COLA's are higher under Social Security (see Table
IV-D);

e Better income protection for lower wage earners (those
earning less than $25,000 annually);

e Spousal benefit provides a 50% increase when one
spouse has not worked or worked only intermittently;
and

e Survivor benefits are much better.

Partially offsetting these advantages are the facts that
Social Security 1is expensive and some control over benefits
would be given up. Union representatives testifying before the
Committee have highlighted these disadvantages as some of the
reasons that Social Security is not a "“good buy." It has been
this strong opposition from the unions which has prevented any
serious consideration of integrating MSRS with Social Security.

The November 1985 proposals for a reform of the MSRS plan
was set forth in the "Tillinghast" report which was initiated
by the former executive director, Roberta Weil. This plan
centered around integrating the System with Social Security.
This proposal contained an "offset" formula which reduced MSRS
benefits by 50% of the Social Security pension. The "offset"
proposal received criticism from union representatives and the
executive director. The unions felt that the offset affected
the lower income workers more, reducing their MSRS pension by a
greater amount then for high income workers. The current
Executive Director opposed the offset formula because it would
leave the Dbenefit payments under the MSRS plan completely
dependent on changes in the Federal Social Security System.

The Maine State Legislature presently has authorized an
ongoing study of this integration of the MSRS with Social
Security. The 112th Legislature originally authorized this
study in anticipation of any new federal proposals to require
all state and 1local governments employees to be incorporated
into Social Security. The Commission to Study the Integration
of the Maine State Retirement System with Social Security
issued its report to the First Regular Session of the 113th
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Legislature. The Commission was able to provide a foundation
on which to analyze future policy and actuarial decisions.
However, the Committee felt that final recommendations would
need to wait until the federal government had promulgated its
regulations governing the new tax law on the relationship of
private and state operated pension plans with Social Security.
There was also a pending ruling in the courts on whether the
benefits under the MSRS are issues for mandatory collective
bargaining.

The Commission recommended that the study be continued for
one year so that the above mentioned unsettled matters could be
addressed and that the Commission receive enough funding to
contract with an actuary so that the options available to the
Committee could be evaluated based on the actuarial
determination of their costs. The Commission's final report is
expected out by January 15, 1988.

Alternative Benefit Designs

The Committee considered two alternative plan designs which
could be implemented in the wake of mandatory Social Security
partigipation. The Committee asked both the Wyatt Company and
Milliman and Robertson to submit analyses of the alternative
plans. A more complete description of the two plans, detailing
the assumptions and costs, is described in letters submitted to
the Committee from the two actuarial and benefits consulting
firms. These letters are included in Appendix F of this report.

The two alternatives are based on the recently implemented
Federal Employee Retirement System (FERS). At the Committee's
request, Jamie Cowen of GRB, Inc. reported on the federal
situation and the ©processes involved 1in implementing the
redesign of the federal employee retirement system. Cowen
served as Chief Counsel to the U.S. Senate Subcommittee on
Civil Service and was the primary architect of the new plan.
The plan took over five years of research and design before the
successful passage of FERS could be implemented January 1,
1987. Maine's situation today is comparable to the federal
climate six years ago with significant unfunded liabilities and
rapidly increasing costs as a percentage of salary.

However, Cowen noted that to successfully implement the
redesign of the federal system "took tremendous time and effort
on the part of many individuals, years of educating the various
interested parties, deliberate design strategy to fulfill the
goals we established yet meet the needs of the interest groups
and, finally, extensive negotiation. 1In order for the state to
seriously consider an extensive reform, the state must be
prepared to devote years to the task. But planning must begin
now." Therefore, the Committee presents these alternative
plans to further the education and planning process.
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The goals of the federal redesign effort were to reduce
costs, structure the plan around private sector models, to base
the system on Social Security, to fully fund the new plan, and
to subject a portion of the employees' benefits to the risks
and rewards of the economy. The result was a three part plan:

1. The 0ld Age and Survivors and Disability Insurance
(OASDI) portions of Social Security (Medicare coverage has
already been mandated for new employees);

2. A defined benefit plan, similar to the current MSRS plan
which defines a benefit based on a persons average final
salary and the years of service; and

3. A thrift plan or defined contribution plan which requires
the employer to match on a full or partial basis the
contributions made by employees to a tax deferred savings
plan.

Plans A and B presented below are both based on the OASDI
portion of Social Security as the foundation plan. Plan A on
one hand offers a 1% defined benefit plan (MSRS is currently a
2% defined benefit plan) with a thrift or defined contribution
plan. Plan B, on the other hand, offers a 1.5% defined benefit
plan with no thrift plan. Graph IV-B on page 57 compares the
benefit 1levels of the current MSRS plan with these two
alternative plans. The red line represents the assumed benefit
levels of Plan A. The green line represents benefit levels for
Plan B.

The primary difference between the two alternatives, A and
B, 1is the exchange of additional defined 0.5% benefit in B for
the thrift plan of A. The actual benefit levels of A may vary
across income levels due to the optional nature of the thrift
plan. Thrift plans (see the proposal in Appendix F for a more
complete discussion) provide a greater opportunity for higher
income employees to offset low Social Security coverage and a
much more portable benefit for short-term employees in addition
to more stable costs for the employer. It should also be noted
that 1f a lower retirement age was used Plan A would show
greater benefit levels. Therefore, early retirement benefits
would be higher under Plan A. However, the thrift plan does
shift more of the risks from the employer and taxpayer, in the
case of a state public pension plan, to the employee. However,
as Milliman and Robinson point out in its proposal, the 1%
defined benefit and thrift plan could generate additional
pressures for plan improvements when new employees start
retiring from the new plan. This could result from the
optional nature of the thrift plan as some employees may not
choose to Jjoin the thrift portion and therefore the actual
benefits received in retirement may be inadequate, or perceived
to be. There is also the additional risk aspect to the new
employees should periods of sustained high inflation and/or
poor investment returns prevail.
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Graph IV-B illustrates the possibility for improved benefit
levels for 1lower income employees (annual salaries below
$25,000) due to the benefit skewing nature of Social Security
noted in the previous sector of this report. However, what is
not pointed out is the fact that these alternative plans,
because they are based on Social Security, would increase the
normal retirement age, reduce early retirement and provide no
COLA protection on the MSRS deferred benefit portion for
retirees under the new plans. On the other hand, portability
would be significantly enhanced, and inflation protection
during periods of high inflation would be improved, in addition
to greater protection for lower income employees.

Graph IV-C on page 59 attempts to provide an illustration of
comparable costs, both employer and employee costs, of the two
alternative plans and compares these costs with the current
MSRS defined benefit plan. It should be noted that comparing
the costs of different benefit plans is a very difficult
process. The costs analyses (based on 1986 evaluation results,
unlike earlier costs described in this chapter) should be
viewed as a crude comparison for the following reasons:

e Although amortization schedules for each plan have been
adjusted to a 30 year 1level percentage, the question
should be raised whether the amortization of the unfunded
liability attributable to the current MSRS should be
amortized against new employees who would not be eligible
for the benefits and changes which resulted in the
unfunded 1liability of the current MSRS plan. These
analyses distribute the burden of the current system's
unfunded liability with the new employee. The treatment
of the unfunded 1liability would affect the normal and
unfunded 1liability contributions for both o0ld and new
employees.

e These cost analyses are on a per employee basis and may
present a misleading picture of the total cost to the
State. The costs represent the total, ultimate cost to
the State. 01ld or current employees would remain in the
current MSRS plan and cost differences would not occur
until new employees enter state service and/or replace
current employees.

This comparison of the alternatives shows both the
alternative plans with higher employer costs (approximately
4.8% higher). Again, these costs of the alternative plans
assume a sharing of the unfunded liability contribution for new
employees under the alternative plans. Employee costs would be
slightly less under Plans A and B (6.2% versus 6.5%). Plan A
would have the additional employee contribution component for
the thrift plan. Again, this is optional. Plan A assumes that
new employees will contribute 3% of salary with the State
contributing $.50 for each $1.00 employee contribution. The
maximum contribution eligible for matching under the thrift
would be 4%. Employees could contribute up to 10% of salary
and take advantage of the tax deferred status of the plan.
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SUMMARY AND RECOMMENDAT IONS

The Committee did not interpret its <charge as the
responsibility for developing a precise new retirement system
for teachers and public employees of Maine. Rather, the
Committee was charged to review all aspects of the present
system including "“the present and future benefit plans."
Consideration of the current MSRS plan, 1its benefits and its
costs, necessarily involve the Committee in a consideration of
what is offered by the private sector, by other States, and by
the Federal government. These considerations in turn have led
to the Committee's decision to provide policymakers with
material in a form suitable for evaluating alternatives. This
has involved, in the immediately preceding material, analysis
and consideration of the specific benefits of the current MSRS
plan.

6. The Committee decided not to recommend the adoption of a
system based on Social Security at this time, but to describe in
some detail and to make clear its own conviction that a Social
Security-based system provides an excellent alternative to the
current MSRS plan with its anomalies summarized below.

e The current System provides a financial incentive for
employees to retire at relatively young ages rather than
continuing to work until age 65.

e While benefits are indexed to the Consumer Price Index
(CPI), such indexing is 1limited to 4% per annum with no
provision to carry forward from year to year the excess of
the CPI over the 4% limit. Therefore, during periods of
high inflation, retiree benefits can be seriously eroded
unless ad hoc increases are voted by the Legislature.

e The survivor Dbenefits, although increased Dby recent
legislation, do not provide adequate protection for spouses
and families.

e The portability (transferability) of MSRS benefits are
limited outside of state service, and are particularly
uneven (and potentially unfair) for transfers within and
outside the Participating Local District plan group.

Although some of these anomalies and the implications of the
implicit benefit policy could be addressed without participating
in Social Security, the lack of portability could best be
resolved by a Social Security based system. It would also be
very expensive to provide the type of inflation protection
offered by Social Security. There is also the possibility that
Social Security may be mandated in the near future. Therefore,
the Committee has provided two alternative plan designs which are
similar to the new Federal Employee Retirement System.



James Cowen notes the following:

"Ideally, retirement income should be able to
maintain one's pre-retirement standard of 1living

into retirement. For low income employees, this
often means Dbenefits that approximate 80% of
pre-retirement salaries. For higher income

employees, benefits equal to 60% of salaries are
normally adequate. In the design of the federal
plan, both these factors - cost and benefit adequacy
- played a major role. The new federal plan was
designed to cost 10% less than the older one, but in
many cases benefit adequacy was greater in the new
one. This resulted from redistributing the wvalue of
overly generous features existent in the old plan
into a wider spectrum of benefits to a broader class
of individuals in the new one. For example, early
retirements and cost of living adjustments are the
most expensive features of the old federal plan. In
the new plan the subsidy for early retirement was
cut substantially. However, benefits for those who
stayed 1later increased. Also benefits to the
"inners and outers" were increased as well.

Additionally, some of the responsibility for
retirement income adequacy was shifted to the
employees, particularly those at the middle and
higher income 1levels. Retirement experts have
traditionally stated that retirement income should
come from three sources - the public source such as
Social Security, the employer through an employer
pension plan, and personal savings. Savings rates
in this country are deplorably low. If it wasn't
for the existence of large employer—-sponsored
pension funds, capital formation would have come to
a stand-still. Individuals must be encouraged to
save for their benefit as well as for the national
and state economy . The new federal plan
accomplished this by creating a typical private
sector thrift/savings plan where an employee is
encouraged to contribute to it by an employer match.

Prior to tackling retirement redesign, there must be
determinations made as to what the new plan is
designed to accomplish. Whatever 1is established
will impact demographics of the workforce, the
compensation  structure of the state economy
generally, future state budget priorities, and the
health of the Maine economy overall. It 1is best to
decide what the impacts should be and design the
pension plan accordingly."
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In developing a new plan or reevaluating MSRS current
benefit policy, the Committee urges the parties involved to
consider the following objectives.

e Provide an adequate income for career employees who
retire after normal retirement;

e Balance early retirement provisions and their costs
against the need for additional benefits;

® Provide adequate inflation protection for retirees;
® Increase portability;

® Provide a program which is more appealing to younger,
non—-career employees, which encourages additional
retirement savings;

® Maintain or reduce current employer and employee
costs; and

® Consider to what extent outside forces make it
possible to realize savings, such as a making
employee contributions more tax efficient through an
414(h)(2) employer pick-up.

7. The disability provisions of the MSRS should be changed to
encourage rehabilitation and a return to active employment,
rather than serving as substitute retirement provisions. MSRS
Board of Trustees and staff have been working on developing
legislation to address these problems. The Committee supports
their efforts. Legislation drafted as a result of these
efforts will be submitted with this report.

8. The State should take a more active and vigorous role in
the marketing of the current deferred compensation plan. The
current efforts to communicate the benefits of this plan have
not been sufficient to encourage wide spread use. Consistent
with the objectives 1listed above, the State should consider
making employee contributions to the MSRS either tax deductible
or excludable through an employer pick-up or other arrangement.

9. The Committee endorses the use of ‘"special plans” 1in
limited cases where retaining a younger, more vigorous
workforce would serve to protect the public. Without having
had the time to study the specific issue, the Committee must
defer to the recommendations of the 1984 study of these special
plans.



10. It is outside the scope of the Committee's charge to
consider the existing program for medical benefits. Many
witnesses have commented, however, on the serious implications
that may arise on account of not knowing (i) the extent of the
accrued liability represented by the medical promise; (ii) its
current and ongoing cost; (iii) the appropriateness of
qualifying standards (as little as one year of state service);
and (iv) the unfortunate practice of those leaving state
service who unknowingly abandon this benefit. The Committee
has not made an investigation of what would constitute an
optimal program. It does recommend that the Legislature and
the Governor investigate soon and with care. It also
recommends that the administration of the medical program be
coordinated with the retirement program.

The Committee felt that although this retiree health
insurance program is not within the MSRS statutes, it should
not be treated differently from other benefits, particularly in
terms of its funding. The Board of Trustees in. consultation
with the actuary should establish a pattern of funding for this
benefit similar to other benefits, i.e. set a percentage of
salary that over the working lifetime of the employee would
provide sufficient funds to meet the estimated future premiums
when the emloyee retires. The process to pre—-fund this benefit
is already in place. A separate account exists in MSRS to
collect contributions for this purpose.

The Committee recommends that either the Department of
Administration or the MSRS or both authorize a study of the
liabilities of retiree health insurance. Milliman & Robertson
has submitted an estimate of the cost of doing this study at
$27,000 in professional fees.
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Chapter V
Operations

Although the primary focus of the Committee was the
financial soundness of the MSRS, its review extended to a probe
of the System's operations. In general, the Committee found
that the level and quality of the services provided to members
and retirees of the System were not satisfactory. Operations
were not being carried out in an efficient manner resulting in
additional administrative costs and expensive errors in benefit
calculations.

To try to determine the reasons underlying the inability of
the MSRS to provide better quality services to participants and
improve the efficiency of 1its operations, +the Committee
reviewed the 1legal, structural, and operational parameters
within which the System operates. This chapter will discuss
these operational problems and these parameters.

Quality of Service

Several persons testifying before the Committee indicated
their dissatisfaction with the System's services. Milton
Wright of the Maine Teachers Association indicated the
Association's pleasure with the retirement counselors and the
service provided, yet indicated that MSRS is unable to provide
continuity when counselors are absent. He also noted the
System's lack of personnel to assist members with financial
planning with respect to their retirement and expressed
displeasure at the fact that the telephones are left unanswered
from 8:00 A.M. to 9:00 A.M.

The two most recent Executive Directors were both aware of
the operational problems facing the System and their effect on
members services. Claude Perrier, the current Executive
Director, presented testimony at the Committee's meeting on
July 24th which all too clearly pointed out the poor service
provided by the System, the cost of and the reasons for this
poor service.

He was disappointed in the System's abilities to carry out
its responsibilities, even the most basic services to the
members and retirees. The System has been slow to respond to
member inquiries, particularly estimates of contributions,
unable to issue annual statements with the most basic
information regarding individual membership status, and a lack
of timely completion of routine task such as refunds and
paybacks. '
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Beyond the lack of adequate servicing of participant needs,
these MSRS operational problems result in additional costs to
the System. Mr. Perrier pointed out two examples in particular
where cases were presented to the Board in which individuals
had received excess benefits amounting to over $40,000 as a
result of 1inadequate administrative control. Since the
individuals had submitted the information properly, the System
accepted the blame and waived repayment. At the request of the
Committee, the Executive Director performed a spot audit of
some ledger cards to see 1if the calculations had been done
properly. Each of the five cards audited was found to contain

at least one error. This caused sufficient concern among
Committee members to recommend that the Board of Trustees
perform a more complete audit of the 1ledger cards. At the

suggestion of the Committee, Peat Marwick submitted a proposal,
a copy of which is provided in Appendix G.

From the testimony of Peat Marwick, the Committee has been
able to point out several areas of need:

® documentation and internal controls are lacking;
e the workforce is not adequately trained; and

® the System is understaffed.

Automation

One of the most alarming aspects of MSRS operations was the
heavy reliance on antiquated machines, namely 1950 NCR -
date/ledger card entry machines, to track the individual
accounts of teachers, both active, inactive and retired and
members of participating local districts. The records of state
employee members have been automated to a great degree. The
inefficiency of MSRS operations shocked committee members. One
committee member noted that if a billion dollar mutual fund had
this type of. accounting and reporting system, it assuredly
would not be able to sell any new shares.

The MSRS has been trying to move toward an automated record
keeping and benefits determination for all members and
retirees. In fact, they currently have a plan to implement
many of the recommendations initiated by Peat Marwick in 1984.
This relationship with Peat Marwick has involved five studies.
The goals and objectives for MSRS involvement with Peat Marwick
were four-fold:

to increase processing speed;

to decrease errors;

to enhance internal control; and

to enhance information reporting and service levels.
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The estimated cost of automating the system and undertaking
a review and possible revision of policies and practices are as
follows:

Automation................ $800,000

Review of policies

and practices............. $300,000

Archival System.......... $100,000
Total $1,200,000

The paybac