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EXECUTIVE SUMMARY

The Maine Public Employees Retirement System (MainePERS) presented the Fiscal Year (FY)
2012-2013 costs for the State Employee and Teacher Retirement Program (the "State/Teacher
Plan" or "Plan") to the Joint Standing Committee on Appropriations (the “Committee”) and
Financial Affairs and the Joint Standing Committee on Labor on July 27, 2010. These costs are
increasing in the next biennium to $916M: $448M for FY 2012 and $468M for FY 2013. This
compares to total biennial costs for FY 2010-2011 of $629M. This information resulted in a
request for additional information about actions that could affect these costs. (See
Attachment 1)

This report is a response to that request and includes descriptions of the technical aspects of
potential actions. The information is presented in sections in which similar actions are
grouped. Any omission is unintentional. MainePERS staff does not recommend or advocate
for any specific action described in this report and refers the Committee to other resources
such as the Office of the Attorney General where appropriate.

State/Teacher Plan

The State/Teacher Plan is a defined benefit retirement plan in which members receive a
defined monthly annuity benefit upon retiring. The costs of defined benefit pension plans,
including those of the State/Teacher Plan, generally consist of two elements:

Normal Costs - the present value of future pension benefits earned by employees in the
current year. Normal costs are based on each year’s projected annual collective employee
earnings.

Unfunded Actuarial Liability (UAL) - the amount by which the actuarial liability for
current and former employees is greater than pension assets. The actuarial liability is the
present value of prospective pensions owed to members when they retire based on service
as of the calculation date.

State/Teacher Plan annual and/or biennial costs are defined as those normal and UAL costs
required by state law and the Maine Constitution to fund the Plan. The State is required by
the Maine Constitution to fully fund the State/Teacher Plan by 2028. (See Attachment 2) The
Constitution addresses both the normal and UAL costs.

The Plan covers approximately 75,000 active, inactive and retired members. The normal costs
of the State/Teacher Plan are 5.5% of active member payroll. UAL amortization costs were
approximately 15% of payroll until FY2012 when they begin increasing for the impact of the
2008 market downturn.
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The State/Teacher Plan is provided to employees in lieu of participation in Social Security.
The Internal Revenue Service (IRS) requires qualified replacement plan status to be
maintained in order for covered employees and employers to remain exempt from Social
Security participation. The IRS provides “safe harbor” guidelines within which plans will
qualify. The State/Teacher Plan is a qualified replacement plan.

Response to the Committee Request

This report responds to the Committee’s request on what actions affect the normal and UAL
costs of the Plan, and how these changes impact members. A wide range of cost impacts can
occur when components of the Plan or actions that affect components of the Plan change.

Plan Design - The Legislature is responsible for the design of the Plan and the effect the
design has on cost and human resource management.

Changes in Plan design have the most direct impact on costs. IRS guidelines restrict changes
that can occur in how the basic benefit and the retirement age is determined if the
Legislature wants the Plan to remain a qualified replacement plan in lieu of Social Security.

Sample changes to Plan components in the report demonstrate the range of cost impacts that
can occur. The magnitude of cost impact to changes in Plan components is generally
proportional to a combination of how many members the change affects and how that
component can change for a member over time. For example, changing the inflation factor in
the Cost-of-Living-Adjustment (COLA) will have a greater cost impact than changing the
retirement age because the COLA changes every year for many members and the retirement
age changes once for fewer members.

Sample cost impacts in this report cannot be added together to determine a total cost impact.
Components interact and each combination of changes will result in a unique total cost
impact.

Unfunded Actuarial Liability - The UAL currently is amortized in a manner to retire it by
2028 compliant with the Constitution of the State of Maine. Lengthening the date and
schedule requires a Constitutional amendment.

Changing the date through which the UAL is retired can have a significant impact on costs.
Extending the final amortization date decreases the annual costs while increasing the
cumulative costs of retiring the UAL.

Other Sources of Revenue - Pension Obligation Bonds (POBs) can affect total Plan cost if
used to create revenue to fund either normal or UAL costs. This is because investment
returns on these contributions may exceed or fall short of projected plan earnings, providing
either future relief or requiring additional contributions from the State.
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New Plans - The State/Teacher Plan is provided in lieu of Social Security. Consideration of a
new plan involves the choice of adopting another plan in lieu of Social Security or
participating in Social Security and adopting a retirement plan that supplements a member’s
retirement savings. Retirement plans should be compared on the basis of normal cost. The
UAL must be paid regardless of the plan offered to current and future members.

Related Actions Affecting Plan Costs — Contributions are determined in part using
actuarial assumptions about the future such as inflation or trust fund investment
performance. The development of these assumptions is commonly governed by generally
accepted actuarial standards to support consistent, fair representation of anticipated costs.
Departure from these standards results in the inability to obtain an actuarial opinion that the
annual valuation fairly represents the costs of the Plan.
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INTRODUCTION

The Maine Public Employees Retirement System (MainePERS) presented the Fiscal Year (FY)
2012-2013 costs for the State Employee and Teacher Retirement Program (the "State/Teacher
Plan" or "Plan") to the Joint Standing Committee on Appropriations and Financial Affairs (the
“Committee”) and the Joint Standing Committee on Labor on July 27, 2010. This information
resulted in a request for additional information about actions that could affect these costs.
(See Attachment 1) This report is a response to that request.

Background

The State/Teacher Plan is a defined benefit retirement plan in which members receive a
defined monthly annuity benefit upon retiring. MainePERS is designated by law to
administer the State/Teacher Plan, which includes engaging actuarial services to calculate
the annual costs to meet all provisions of state law and the Maine Constitution. The costs of
defined benefit pension plans, including those of the State/Teacher Plan, generally consist of

two elements:

Normal Costs - the present value of future pension benefits earned by employees in the
current year. Normal costs are based on each year’s projected annual collective employee
earnings.

Unfunded Actuarial Liability (UAL) - the amount by which the actuarial liability for
current and former employees is greater than pension assets. The actuarial liability is the
present value of prospective pensions owed to members when they retire based on service
as of the calculation date.

State/Teacher Plan annual and/or biennial costs are defined as those normal and UAL costs
required by state law and the Maine Constitution to fund the Plan. The MainePERS Board of
Trustees (“Trustees”) certifies these costs as part of its statutory and fiduciary obligations and
submits them to the State of Maine (“State”) every two years consistent with the State
biennial budget process.

The State is required by the Maine Constitution to fully fund the State/Teacher Plan by 2028.
(See Attachment 2) The Constitution addresses both the normal and UAL costs.

MainePERS submitted the FY 2012-2013 State/Teacher Plan normal and UAL costs to the
Department of Administrative and Financial Services on July 8, 2010. The costs are increasing
in the next biennium to $916M: $448M for FY 2012 and $468M for FY 2013. This compares to
total biennial costs for FY 2010-2011 of $629M.
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State/Teacher Plan Roles and Responsibilities

State/Teacher Plan pension responsibilities are assigned to and performed by three entities:

e Legislature: Responsible for plan design, cost, and the legality of actions it takes
regarding pension plans. The Joint Standing Committee on Appropriations and
Financial Affairs is responsible for recommending pension policy to the full
Legislature.

¢ Executive Branch: Responsible for employee recruitment and retention, preparing a
budget which includes the cost to fund the State/Teacher Plan, and for submitting
appropriated payments to MainePERS.

e Maine Public Employees Retirement System (MainePERS): Responsible for Plan
administration, including investing member and State contributions, determining the
assumptions used to calculate pension costs and to properly fund the Plan in
conjunction with the actuary, and administering the benefits. MainePERS trustees
and/or staff have expertise in actuarial, administrative, and investment matters.

Other entities with an interest in the State/Teacher Plan include employees, organizations
representing employees, public employers, organizations representing public employers,
taxpayers and business, civic and policy organizations.

Scope of This Report

MainePERS staff approached this request by identifying a comprehensive list of drivers of
Plan cost on which actions to affect cost can be taken. MainePERS staff does not recommend
or advocate for any specific action described in this report.

This report includes descriptions of the technical Important Note

aspects of potential actions and refers the

Committee to other resources such as the Office Retirement plans are employer-driven

of the Attorney General where appropriate. The recruitment and retention tools. This

information is presented in sections in which report describes and demonstrates

similar actions are grouped. Any omission is the cost impacts of changes to the

State/Teacher Plan, not the human

/4

unintentional.
resource impacts.
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Organization of This Report

Plan design is the responsibility of the Legislature with input from the Executive Branch,
employers, employees and other stakeholders.

Section I of the report provides a brief primer on the State/Teacher Plan. This section
includes a description of how a defined benefit plan works in general, and specifically how
the State/Teacher Plan is designed and how costs are paid. A brief history of some significant
actions affecting this Plan is also included.

Section II describes the drivers of plan costs and how they can be changed. Costs of the plan
are largely driven by the Legislature as the policy authority and secondarily by the Executive
Branch as the employer for budget and human resource purposes. Potential actions that can
change the cost have been grouped into categories of similar actions:

1. State/Teacher Retirement Plan Modification
2. UAL Amortization

3. Other Sources of Revenue

4. New Retirement Benefit Plan Options

Section III of the report describes the other actions affecting Plan costs, including a
discussion of actuarial assumptions and methods used by the MainePERS Board of Trustees
as the administrator and fiduciary of the Plan. Section III includes information about the
experience study which impacts costs and which is currently underway and scheduled to be
completed in March, 2011.

MainePERS makes no assertions or conclusions in this report about the feasibility or legality
of any actions that could result in a change to the design of the State/Teacher Plan. The
Committee is referred to other resources such as the Office of the Attorney General or
Legislative staff throughout the report where appropriate.
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SECTION I - UNDERSTANDING THE STATE/TEACHER PLAN

The Maine State Legislature established a defined
benefit retirement plan for state employees and
teachers (the “State /Teacher Plan”) with the intent
to encourage qualified persons to seek and to remain
in public employment and to assist employees in
providing for their retirement. This Plan offers a
lifetime retirement annuity to state employees and
teachers and their survivors if applicable. This
annuity benefit is determined by a formula based on
a percentage of the employee's salary and the
number of years worked. State employees and
teachers who meet the Plan’s vesting and age/service
eligibility criteria can apply for and receive a benefit.

PLAN PROVISIONS

The State/Teacher Plan has been in place for several
decades. Some of the provisions have changed
during the Plan's lifetime, including the adoption of
special plans for certain state employee groups. (See
Attachment 3) Current Plan provisions for most
employees include:

o Age 62 retirement (the normal retirement age
is 60 for members with 10 years or more of
service as of July 1, 1993 and 62 for members
with less than 10 years of service as of July 1,

1993)

e Retirement after 25 years of service (vested
members with less than 25 years of service
may receive a benefit upon attaining normal
retirement age)

0 Members with 25 years of service
retiring before normal retirement age
receive a 6% per year benefit reduction

@ction I Summary \

e The State/Teacher Plan is
provided in lieu of Social
Security participation to
40,000 active and 28,000
retirees

e The normal, or current,
cost of the Plan is 5.5%
compared to 6.2% for
Social Security

e Normal cost is a current
payroll cost for active
members

e UAL amortization costs
are based on past payroll
costs and are increasing for
FY 2012 going forward
from the effects of the
2008 market downturn

e Pension plan design affects
human resource
management

e Approximately 50% of the
workforce leave
employment before vesting
and do not take employer
Plan contributions when
they leave

e The Attorney General
should be consulted for all
changes considered

_ _/
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e Retirement benefit based on 2% of average final compensation (AFC), which is the
average of the highest 3 years’ earnings for each year worked
0 Cap on earnings used to calculate AFC

0 AFC based on earnings at date of termination unadjusted for inflation to date
of retirement

e 5year vesting (the point at which a member earns the right to a future benefit, even if
the member stops working for the employer before becoming eligible to retire)

e Member contributions withdrawn (with interest) when membership is terminated
may be rolled over into other IRS qualified plans

0 Employer contributions always remain with the Plan
e Service credits transferable between employers covered by the Plan
e Disability retirement and death benefits for eligible members
e Post-retirement Cost-of-Living Adjustment (COLA) up to 4% per year
e Members eligible to participate in a group term life insurance program administered

by MainePERS

The State/Teacher Plan is Provided in Lieu of Social Security

All employers are required to participate in Social Security or offer a qualified replacement
plan. The State/Teacher Plan is an IRS qualified replacement plan provided to employees in
lieu of Social Security participation.

Maine is one of 14 states that do not participate in Social Security for state employees or
teachers while they are active members of the State/Teacher Plan. Neither the State nor
covered plan members contribute 6.2% of payroll to Social Security as do most employers and
employees." This means that covered members do not earn Social Security credits while
employed by the State or other State/Teacher Plan employers. These members are also
subject to Social Security offsets. (See Section II Chapter 4)

Current law provides that the State pays 5.5% of payroll and the employee pays 7.65% of
salary in the State/Teacher Plan. In addition, both the employee and the employer pay an
additional 1.45% Medicare payroll tax for employees hired after 1986.

" Employee share of Social Security is reduced to 4.2% of payroll (the employer rate remains 6.2%) as a
result of recent federal legislation, for calendar year 2011.
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INTERNAL REVENUE SERVICE QUALIFIED REPLACEMENT PLAN REQUIREMENTS

IRS qualified replacement plan status is required to be maintained in order for covered
employees and employers to remain exempt from Social Security participation. MainePERS
applies for qualified replacement plan status as the plan administrator and informs the
Legislature if changes are needed to retain qualification.

The Internal Revenue Service (IRS)
The Choice to Remain a Non-Social Security

maintains requirements for a qualified
State

replacement plan that must be met for
A plan provided in lieu of Social Security must meet states like Maine to continue non-
certain minimum criteria reflective of the benefits of | participation in Social Security for
the Old Age, Survivors, and Disability Insurance state employees and teachers. These

(OASDI) program. These can be met in either a IRS requirements are based on the

defined benefit plan or a defined contribution plan. criteria of the Old Age, Survivors, and

Disability Insurance (OASDI) program.

These IRS requirements can be met in either a defined benefit plan or a defined contribution
plan. A “defined benefit” plan is a traditional type of pension plan in which the employer
promises a defined monthly benefit at retirement, usually based on salary, years of work, age
and a percent of earnings for each year of service. In these plans, the employer/sponsor bears
the investment risk. A “defined contribution” plan is becoming more prevalent in the private
sector. In these plans, the employee elects to make tax-deferred contributions and bears the
investment risk. Employer contributions are not required. (See Section II Chapter 4)

Multiple Employers

Multiple employers cover the active members and retirees participating in the plan in which
the State is the employer and pays part of the costs for employees.

Table 1.1 - State Employees

Fund Participant l;jlumber it Active 1{71::::(’19 vl:e]:tréd Disa.b U137 Retirees
mployers | Employees Emplovees | Emplovees Retirees
ploy ploy

State of Maine 1 13,862 1,756 3,652 1,009 12,093
Average Age 47-4 51.2 40.9 62.1 71.2
Average Plan Entry Age 34.3 N/A 38.5 N/A N/A
Average Years at
Retirement 529 58.7
FY 2010 Retirements 43 498
5 Years to Retirement 5,099 573 0 N/A N/A
10 Years to Retirement 7,480 946 779 N/A N/A

* Based on 6/30/2010 Valuation

14
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Regional School Units (RSUs).

(See Attachment 4)
State/Teacher Plan costs are

budgeted and paid for by the

State of Maine. RSUs do not
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pay

The Employer Remits Social Security Payments

State/Teacher Plan costs are paid by the State of Maine.
RSUs do not pay this cost. RSUs would be required by
federal law to report and pay the cost of Social Security for
their employees who are not members of a qualified
replacement plan, and obtain funding for this cost from

h . the State.
ese Costs.
=
Table 1.2 - Teachers
Fund Participant Number of Active 13::::; vl::t‘:ed Disa.b ility Retirees
Employers | Employees Empl Empl Retirees
ployees ployees
Regional School Units 222 26,022 4,993 4,497 711 14,435
Average Age 46.8 50.2 37.6 63.6 71.1
Average Plan Entry Age 31.1 N/A 34.8 N/A N/A
Average Years at
Retirement 251 591
FY 2010 Retirements 16 593
5 Years to Retirement 10,190 1,658 0 N/A N/A
10 Years to Retirement 15,096 2,479 609 N/A N/A

STATE/TEACHER PLAN COSTS

* Based on 6/30/2010 Valuation

State/Teacher Plan annual contributions are actuarially determined using assumptions
established by the MainePERS Board of Trustees about retirement age, mortality, projected
salary increases from merit and inflation, retiree cost-of-living adjustments, investment
returns on assets held in trust, and other factors. These budgeted costs are estimates of
amounts needed to pay future retirement benefits to eligible employees and are composed of

two elements:

Normal Cost - the present value of future pension benefits earned by employees in the

current year. Normal costs are calculated based on each year’s projected annual

collective employee earnings. The current normal costs are approximately 13.15% of
payroll shared by employees who pay 7.65% by statute and the State of Maine who pays

the remainder.

Unfunded Actuarial Liability (UAL) Cost - Unfunded Actuarial Liability (UAL) - the
amount by which the actuarial liability for current and former employees is greater than

15
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pension assets. The actuarial liability is the present value of prospective pensions owed to
members when they retire based on service as of the calculation date.

UAL costs are amortized over a specified period to bring the plan to full funding. The
State of Maine pays these costs. Until FY 2012-2013, UAL amortization costs were
approximately 15% of payroll. These costs will increase in FY 2012 and beyond to recover
the market losses from 2008.

Normal Cost

Comparing the normal cost of retirement plans provides the best understanding of the cost of
a plan. This is because these are the current, or annual, costs to maintain plan funding.

Most employers and employees nationally participate in Social Security. This federal program
provides a “safety net” for workers who are either low income earners, have been unable to
fully save for retirement, or have lost their retirement savings. It is not intended to be a full
retirement program, but does function as an important part of retirement savings for many
workers. Workers contribute 6.2% (4.2% in 2011) of their salary to this program subject to
earnings limitations.

In addition to Social Security, most large and many smaller employers offer separate
retirement plans to their employees. These are often called "supplemental retirement plans”
because they supplement Social Security.

Supplemental plans offered by employers have traditionally been defined benefit plans or,
more recently, defined contribution plans, commonly referred to as 401(k) plans.

The primary difference between these
The State/Teacher Plan is not a Supplemental

types of plans is who bears or benefits
Plan

from the investment risk. New types

of hybrid plans where the employer The State/Teacher Plan is provided in lieu of, not

and employee share the investment supplemental to, Social Security. Neither the State

risk are being discussed to overcome nor covered plan members contribute to Social

the one-sided investment risk of both Security as do most employers. This means that

the defined benefit and defined
contribution plan.

A second important distinction
between defined benefit and defined
contribution plans is portability.
Defined contribution plans do not
limit employee mobility. Defined

covered members do not earn Social Security
credits while employed by the State or other
State/Teacher Plan employers. These members are
also subject to Social Security offsets. (See Section

II Chapter 4)
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benefit plans provide an incentive to remain with an employer because the benefit increases
with longevity.

Normal costs of any retirement plan will generally increase over time. This occurs primarily
because salaries increase with inflation. A flat percentage applied to salaries that increase
over time results in a larger contribution into the plan proportionate to the inflationary
effects on salaries. The same effect also occurs if turnover is low and employees are
promoted into higher paying jobs. Defined benefit plans are impacted by retirement age and
mortality experience, which do not affect defined contribution plans.

The charts below demonstrate how the normal costs of the State/Teacher Plan compare to
Social Security and to an employer participating in Social Security and offering a
supplemental 401(k) plan with a 3% employer contribution. The chart is based on an
employee earning $30,000 in 2011 and receiving a 2.5% average salary increase for inflation
and merit.

The costs of the State/Teacher Plan increase less in total dollars than either Social Security or
Social Security with a supplemental 401(k) because it has a lower normal cost percentage.

Chart1.1
Normal Cost Comparison for $30k Salary
10
(72}
e 9 —
S s
>
[]
£ 7
= 6 6.2% Social Security
. with 3% 401(k)
4 / —6.2% Social Security
s [—
-
2 — State/Teacher Plan
1 5.5% Normal Cost
0
o ™ © @ O N ™ © D
A H QLY
DT AT AT DT AT DT AT AT A
UAL Cost

Employers assume the investment risk in defined benefit plans because they promise a fixed
benefit at retirement, regardless of what investments and other experience factors yield. The
present value of these fixed benefits for all employees at any given time is the liability of the
plan. Comparing the assets of the plan to the liabilities at that same point in time derives the

17
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funding ratio of the plan. If there are more assets than liabilities, the plan is "overfunded." If
there are less assets than liabilities, the plan is "underfunded.”

Defined benefit plans will always be technically over- or underfunded because it is not
possible to constantly match the liabilities to the assets. The question is how far over- or
underfunded the plan is. There is no standard for determining when a plan is "underfunded”,
but 80% is often considered a funding level that places a plan in a healthy funding range.

The State/Teacher Plan has been underfunded for most, if not all, of the life of the Plan. The
State’s actions to reverse this situation in the early 1990s was solidified with a 1995
Constitutional Amendment to fully, or 100%, fund the Plan by 2028. The funding ratio grew
from 35% in 1991 to 74% in 2007 before dropping to the 2010 funding level of 66%:

$ 8.3B Assets / $12.6B Liabilities = 66% Funding Ratio (or a $4.3B UAL)

The actuary recalculates the liabilities owed

UAL Costs are Past Unpaid Costs each biennium based on the actual
experience of the Plan to date and future

The UAL is a current cost that is paid for past expectations of factors such as market

plan activity. For this reason it can also be

j ; return, inflation, and mortality. The
viewed as a debt. While normal costs can be

X estimated liability is used to create a new
changed by changing plans because they are .. ..

) amortization schedule each biennium that
prospective, UAL costs have already been .
i : calculates payments through 2028 consistent
incurred, and are unpaid costs. They must be ) o )
with the Constitutional requirement to

paid to retire the liabilities incurred regardless
of what type of plan is implemented for future

benefits.

eliminate the historical UAL. If predictions
for factors such as inflation or market

performance change from the past, the
ﬁ amount of the UAL can also change.

UAL costs increase each year for a similar reason to normal costs increases, i.e. because
salaries increase. In addition UAL costs increase each year as the asset losses of 2008 are
recognized in the Actuarial Value of Assets. The UAL amortization schedule is recalculated
every two years when the UAL is recalculated. Each year's amortization is calculated to be a
steady percentage of anticipated payroll. If payroll is anticipated to increase, the UAL
payment will also increase. This method allows for budget stability and predictability. For
example, prior to the 2008 market downturn, UAL costs were anticipated to be approximately
15% of payroll through 2028.

The amortization schedule was recalculated as of June 30, 2010 as follows to include the
constitutionally required recovery of market losses over ten years. Table 1.3 illustrates the
change in future dollars and current dollars. Using future dollars is the generally accepted
method of accounting for pension costs, and includes factors such as salary growth and
inflation. This can be confusing because it is difficult to compare it to future budgets which

18
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are unknown. Current dollars presents the costs in terms of what those same dollars would

be today so that the scale of the year-to-year change can be viewed against today's costs.

Current dollars are calculated from future dollars using a 4.5% inflation factor.

Table I.3 - UAL Amortization Schedule
(in millions)

Annual Payment
Year UAL Future Dollars y:ll:lrrent Dollars

2011 $4,304 $223

2012 $4,792 $344 $344
2013 $5,083 $361 $345
2014 $5,302 $448 $410
2015 $5,390 $470 $411
2016 $5,423 $548 $459
2017 $5,349 $574 $460
2018 $5,221 $632 $486
2019 $5,007 $662 $487
2020 $4,735 $710 $500
2021 $4,385 $744 $501
2022 $3,966 $738 $475
2023 $3,517 $716 $441
2024 $3,053 $705 $416
2025 $2,564 $706 $398
2026 $2,034 $712 $385
2027 $1,454 $729 $377
2028 $812 $749 $371

Historical Funding Problem

The State/Teacher Plan has a historical
underfunding problem which is entirely
encompassed in the UAL. It is not the
result of current cost for active
employees, i.e. the normal cost which is
constitutionally required to be paid
every year to keep the Plan funded on an
on-going basis. However, the most
logical basis to spread past costs to
employers is on current payroll.

* Based on 6/30/2010 Valuation

The UAL Is Not a Current Payroll Cost

State enters Social Security at 6.2% with a

would be 29.2%.

Retirement plans must be compared on the basis
of normal cost without the UAL. The UAL is a
past cost separate from the normal cost. If the
UAL is 20% of payroll and the State continues the
State/Teacher Plan with a normal cost of 5.5%,
total retirement plan costs would be 25.5%. If the

supplemental 3% 401(k), total retirement costs

7
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Therefore, the total (normal plus UAL) cost of the Plan is expressed in terms of percentage of
current payroll even though the cost was not incurred for current employees.

When compared on this basis, total costs per employee appear high for the State/Teacher
Plan. However, this distorts the true cost of the plan which is closer to the normal costs of
5.5%.

Employment Patterns Affect on Plan Cost

Employee turnover and retention have a substantial effect on the cost of a defined benefit
plan. This is because of vesting provisions. Employees who work 5 years or more in the
State/Teacher Plan are eligible for a benefit at retirement age. Employees who leave before
completing 5 years are not eligible for an employer provided benefit, but may withdraw the
contributions they made plus interest. The contributions the State made for employees who
do not vest remain in the Plan, acting as a subsidy to reduce total costs. Higher turnover
results in a higher subsidy and lower costs.

The following table demonstrates employee retention patterns of members still working after
1 year and the impact on benefits received. The table demonstrates that approximately 50%
of these employees leave State service before vesting, and approximately 20% receive a full
retirement benefit of 25 or more years of service.

Table 1.4 - State/Teacher Plan Impact of Turnover on Benefits Paid

State/Teacher Plan Length of Service % Working after 5 Years * | Average Annual Benefit
State employees working after 5 years 35% $3,750
State employees working after 25 years 27% $24,000
Teachers working after 5 years 39% $2,900
Teachers working after 25 years 13% $26,000

* Based on employees who work 1 year or longer

The average annual benefit for all retirees is approximately $18,500. The average annual
benefit for state employees with 25 years of service is $24,000, and the average annual benefit
for teachers with 25 years of service is $26,000.
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SECTION II - LEGISLATIVE AND/OR EXECUTIVE BRANCH ACTIONS AFFECTING

@ction II Summary \

STATE/TEACHER PLAN COSTS

The Legislature is the Plan policy maker responsible for
plan design and therefore the primary body that can
affect State/Teacher Plan costs. The Executive Branch
has the responsibility for human resource and budget
management and may suggest policy changes through
the budget it submits to the Legislature.

Potential Legislative and/or Executive Branch actions
have been grouped into categories of similar actions as
follows:

Chapter 1 - State/Teacher Retirement Plan
Modification

Chapter 2 - UAL Amortization
Chapter 3 - Other Sources of Revenue

Chapter 4 - New Retirement Benefit Plan Options

How Costs for this Section are Calculated

MainePERS completes an actuarial valuation each year
4-5 months after the close of the fiscal year. This
length of time is required for two reasons. The first is
each employer covered by the Plan must complete
their fiscal year end accounting in order to submit their
final payroll information. Once this information is
received, the actuary performs a complex set of
calculations and verifies these numbers before
submitting the final valuation to MainePERS. This is
the final and official valuation.

MainePERS also provides the State with normal and
UAL costs every two years so that the State can budget
for the upcoming biennium. If MainePERS waits for
the official valuation, the State will not receive the
pension costs until after the initial budget process
closes. Therefore MainePERS uses an actuarially
accepted method for estimating the payroll to calculate

IRS qualified replacement
Plan status is required for
the State/Teacher Plan
because it is provided in
lieu of Social Security
participation and is
governed by IRS “safe
harbor” rules
Post-retirement Plan costs
such as COLAs are not
subject to safe harbor
guidelines

Cost impacts are not
additive but unique to
each combination of
changes

Extending the UAL
amortization schedule
requires a Constitutional
amendment

New plans must be
compared on the basis of
normal costs. The UAL is
owed regardless of the
current plan offered to
employees

Cost impacts of changes to
Plan provisions are
cumulative, not additive
The Attorney General
should be consulted for all

\ changes considered /
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the liabilities and biennial costs in time for the State budget process. For example,
MainePERS provided the State with normal and UAL costs for FY 2012-2013 in July, 2010.
These costs will differ slightly from the official valuation, and that difference will be absorbed
in the following biennial budget cost calculations.

Ordinarily this process will not result in data timing differences. However, MainePERS has
been requested to provide cost information throughout the last fiscal year. Data based on the
costs submitted to the State for the biennial budget may be different than data in this report
based on the final valuation. This discrepancy does not reflect inaccurate data, but does
require an understanding that estimates of changes to the Plan may differ depending in
which timeframe they were prepared. If changes are made to Plan elements that affect cost,
the cost impacts of such changes will be made on the official valuation completed in
November, 2010.
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Chapter 1 - State/Teacher Retirement Plan Modification

Modifying the State/Teacher Plan will generally result in changes to the cost of the Plan.
Increasing the benefits will generally increase the cost of the Plan and decreasing the benefits

will generally decrease Plan costs.
The State/Teacher Plan is an IRS

The Constitution prohibits the creation of any Qualified Replacement Plan

new unfunded liabilities except through

experience such as market losses. Therefore, The State of Maine provides the

any benefit changes that result in increased State/Teacher Plan in lieu of Social

cost must be fully funded when the change is Security to employees. In order to
approved by the Legislature. MainePERS maintain its status as a non-Social Security
presents the costs associated with changes in employer, the State is required to offer a

benefits in this report, but refers all questions | qualified replacement plan to employees

about the feasibility or legality of changing that must meet certain requirements.

benefits to the Office of the Attorney General 7
(Attorney General).

Considerations

Important factors in understanding possible changes to this Plan are:

e Specific legal analysis of the sample Plan element changes in this report is not
provided. This is because legal analysis is applicable only to specific Plan changes.
Generalizations are not reliable. MainePERS pension counsel and the Attorney
General can provide analyses for specific Plan element changes.

e Employers use pension benefits as recruitment and retention tools. Individuals
considering employment as a State employee or teacher consider these benefits when
evaluating their employment decision. Changes to the Plan structure affect the total
compensation package of employees who are members of the State/Teacher Plan.
Plan members consider other Plan attributes such as retirement eligibility in planning
for their retirement or how long to remain in employment.

e In order to maintain its status as a non-Social Security employer, the State is required
to offer a qualified replacement plan to employees in lieu of paying Social Security
payroll taxes. This means that a defined benefit plan like the State/Teacher Plan must
meet certain minimum benefits requirements.

e Whether a particular plan design qualifies under IRS law as a qualified replacement
plan requires specific analysis of the Plan provisions by MainePERS pension counsel
and the Attorney General.
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e Substantive changes to Plan elements or to the overall Plan must be submitted to the
IRS for approval to remain a qualified replacement plan exempt from Social Security
participation. This is not required if the Plan falls within a safe harbor. In addition,
substantive changes to Plan elements must be submitted to the IRS for approval and
requalification to maintain federal tax-deferred status of employee contributions and
all other member benefits of a qualified plan. The typical timeline for IRS review of
substantive plan modifications is 18 months.

e One of the fundamental characteristics of a defined benefit plan under Internal
Revenue Code section 401(a) is that the plan provides "definitely determinable
benefits" upon retirement. This has generally been understood to apply to the basic
benefit formula of years of service, retirement age, and final average salary (or average
final compensation). Prior IRS guidance has provided that post-retirement
adjustments to benefits such as CPI-based COLAs, etc., do not violate the requirement
for definitely determinable benefits.

e Distribution options, or how pension benefits are paid to members in retirement, in a
defined benefit plan (regardless of whether the plan is supplemental to Social Security
or provided in lieu of Social Security) must be designed primarily to provide
systematic (annuity) payments over a period of years, usually life. Employer costs
must be able to be determined actuarially on the basis of these definitely determinable
benefits. Changes in refund of employee contributions or withdrawal options, as well
as improving various early retirement options, requires specific legal analysis which
has not been performed for this report.

Understanding Cost Impacts of Changes to Eligibility and Benefits

The State/Teacher Plan provisions are described in State law. The Maine State Legislature is
the only body that can change the benefit or cost structure of the Plan.

The cost estimates in this report of
changes to the Plan are guidelines only Cumulative not Additive

and will not be precise for several

. . . Costs in the report are estimates and cannot
reasons. First, estimates of cost impacts , \
) ] be added to determine budget impacts.
for changing one Plan element in i ]
] ) .. i More precise budget estimates for changes
isolation can be significantly different i :

] ) can only be made when considering unique
from the cost impact of changing that ..

) ) ) ; combinations of changes.
same element in conjunction with —

changes in other elements. Cost

impacts are cumulative, not additive. Second, the structure of the State/Teacher Plan is
highly complex. The Legislature has historically created benefits unique to specific groups of
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members, as opposed to all members. This makes precise estimates impossible when
demonstrating the broad range of changes included in this report.

Finally, changes to the basic Plan structure have legal implications which are generally
complex. Since Plan benefits may constitute contractual rights under Maine’s Constitution,
an Attorney General’s opinion is required for proposed changes. This is true regardless of
generalized assumptions that may exist based on previous changes made to the Plan in the
1990s, specifically those indicating there may be a difference when changing plan benefits for
vested and non-vested members.

Notwithstanding the complexity of determining the cost impacts of Plan changes, the
information included in this report is intended to provide a basic understanding of the
varying cost magnitude of changing common Plan elements.

How Cost Impacts Are Demonstrated in This Section

MainePERS has identified elements of the Plan structure that can affect costs if changed. Any
omission is unintentional. MainePERS has determined it was not viable to demonstrate the
cost impacts of all changes in some Plan elements. These are discussed in Chapter 1.C, Other
Changes that Affect Plan Cost.

Changes to Plan elements are grouped into five (5) categories and are briefly described in the
following sections:

A. Basic Defined Benefit Formula

B. Basic Benefit Eligibility

C. Other Changes that Affect Plan Cost

D. Normal Cost Contribution Rate Distribution
E. Post-Retirement Benefits (COLA)

Changes to normal and UAL costs associated with the sample Plan structure changes in this
report are demonstrated for:

all members retrospectively and prospectively

all members prospectively only (starting at July 1, 2011)
non-vested members retrospectively and prospectively
non-vested members prospectively only (starting at July 1, 2011)
new hires only (starting at July 1, 2011)

Costs or other impacts to members or retirees are identified where possible.
Characterization of these impacts on members is not included because changes will impact
each member differently based on their personal circumstances.
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There are four sets of tables in each of Parts 1.A, 1.B and 1.C. The first table in each of these
parts (for example Table 1.A.1) demonstrates how the sample changes affect the total $4.3
billion UAL at 6/30/2010. The second table (for example Table 1.A.2) demonstrates how the
sample changes affect the $706 million FY2012-FY 2013 UAL amortization cost. The third table
(for example Table 1.A.3) demonstrates how the sample changes affect the $210 million
FY2012-2013 normal cost. The fourth table (for example Table 1.A.4) demonstrates how the
sample changes affect the combined $916 million normal and UAL amortization cost. In
addition, tables demonstrating the impact on member benefits are included if possible.
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1.A - BASIC DEFINED BENEFIT FORMULA

The basic defined benefit
formula is the foundation
of the State/Teacher Plan
retirement benefit.

Defined benefit plans
provide a fixed, or
definitely determinable,
life annuity benefit in
retirement. This is made
possible through the use
of a formula within which
benefits can be estimated

during a member’s career.
The basic benefit formula is:

Comparison to Social Security

A comparable Social Security benefit for this individual can be
reasonably estimated at $1,150 assuming they received an average
2.85% increase in salary for each year worked.

State Teacher Plan members contribute 7.65% of their salary to
the Plan. An individual in Social Security employment
contributing 7.65% would contribute 6.2% (4.2% in 2011) to
Social Security and 1.45% to a supplemental plan such as a
401(a), supplementing his or her Social Security with additional

7

contributions.

Years of service (X) Average Final Compensation (X) Accrual rate

For a State/Teacher Plan member retiring at age 62 with 20 years of service and a $45,000

final average salary, this formula would result in an annual basic retirement benefit of:

20 X $45,000 X 2% = $18,000

The monthly benefit for this individual would be:

$18,000 / 12 = $1,500

Understanding the Cost Impacts of Changes to the State/Teacher Plan Basic

Benefit Formula

The basic benefit formula is a straightforward calculation by which an employee's retirement

benefit can be estimated. Plan members preparing for their retirement or the employer

(State) in budgeting current and future costs can rely on this formula to project benefits or

costs.

Average Final Compensation - (AFC) the basic benefit formula provides a retirement
benefit commensurate with salary level, i.e. members with higher salaries will earn a

higher retirement benefit for the same number of years worked than a member with a

lower salary will earn. The formula is based on the higher earning years of an employee's

career in order to provide some level of replacement income in retirement. Initial salary

levels and the amount of subsequent increases affect the pace at which normal costs and

retirement benefits based on a final average salary increase.
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Costs will be higher if benefit level floors exist and lower if benefit level caps exist. The
State/Teacher Plan caps the amount of the increase in the second and third highest three
years salary that can be included in the AFC at 5% per year or 10% overall.

Length of service - the basic benefit formula encourages retention by allowing

employees to earn benefits for each year of service. This component can increase or
decrease the retirement benefit and employer costs depending on the structure of the
accrual rate.

Accrual rate - the accrual rate, or benefit multiplier, is the most flexible cost component
of the formula because it is not influenced by employer hiring practices as are salary and
length of service. A step accrual rate- one that varies with years of service - will increase
or decrease costs relative to a flat accrual rate depending on whether the step accrual rate
is progressive or regressive over time. Progressive step accrual rates increase the
additional benefits employees earn and will generally increase costs over time because
salaries generally increase over time and the progression encourages longer service.
Regressive step accrual rates reduce the additional benefits employees earn for each
additional year worked and reduce costs in comparison to a flat accrual rate because it
does not encourage longer service.

Average final compensation, years of service, Important Note

and the accrual rate are the same components

the IRS uses to determine "safe harbor" Sample changes have been selected
formulas under which a plan is determined to to provide an understanding of

be a qualified replacement plan for purposes of | ™Mater iality. These sample changes
the employee’s exemption from Social Security. | @ré not compr ehensive or inclusive,

These three components are interdependent and are not recommendations.
for purposes of IRS safe harbor rules (See Some of these changes may not be
Section I - Understanding the State/Teacher permissible based on Attorney
Plan or Section IIT - New Retirement Plan General advice or opinion. The
Options). information in this report does not
differentiate what may or may not be
A broader discussion of the costs of qualified permissible under State law unless
replacement plans for members participating in the Attorney General has approved
Social Security is included in Section II Chapter 4 - | the statement.
New Plan Options. 7
Tables 1.A.1 - 1.A.4 demonstrate the materiality of

sample cost and benefit changes to the State/Teacher Plan basic benefit formula. Tables 1.A.5
and 1.A.6 calculate impacts to the member benefit. Costs have been calculated for all, non-
vested only or new hire members where applicable.
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Table 1.A.1 - Sample State/Teacher Plan Basic Benefit Formula Changes

UAL $4.3B Base Impacts
(in millions)
All Members Non-Vested Only
All Years From All Years From New Hires
7/1/1 7/1/1
Flat Accrual Rate
e  *2% Current Accrual Rate $0 $0 $o $o N/A
e 1.5% Accrual Rate ($1,269) | ($324) ($ 46) ($35) N/A
Graduated Accrual Rate
° 0 0
2% up to 25 years, 1.0% (3 582) ($332) ($ 10) ($10) N/A
after 25 years
e 2% up to 25 years, 1.5%
after 25 years ($292) | ($167) (5) (5) N/A
e **1% up to 10 years, 1.5%
for 10 to 20 years, 2% for ($1,231) ($117) ($59) ($38) N/A
20 Or more years
Early Retirement Reduction
Factor
e 6% before age 60 for Age ($ 106) N/A N/A N/A N/A
60 plan
e 8% before age 62 for Age
62 plan ($ 42) N/A ($2) N/A N/A
Average Final Compensation
e Five years average ($ 241) N/A ($11) N/A N/A
e Ten years average ($ 781) N/A ($33) N/A N/A

Changing any of these provisions requires Attorney General Advice or Opinion.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data and

assumptions. The actual impact of changes will be affected by the demographics of the plans when

changes are implemented.

*The current 2% accrual rate is shown for comparison purpose.

**See Chapter 4 for IRS safe harbor standards. An accrual rate below 1.5% does not meet IRS safe

harbor standards. A plan may provide for a graduated accrual rate and still constitute a qualified

replacement plan if the accrual rate does not fall below 1.5% provided the plan meets the other

minimum standards set forth in IRS guidance. Thorough legal analysis of any graduated option

would be required before making a determination that a particular step accrual rate meets IRS safe

harbor standards.
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Table 1.A.2 - Sample State/Teacher Plan Basic Benefit Formula Changes
FY 2012-2013 $706M UAL Cost Budget Impacts

(in millions)

All Members Non-Vested Only
All Years LD All Years o New Hires
7/1/1 7/1/1
Active Members Accrual Rate
e  *20% Current Accrual Rate $0 $0 $0 $0
e 15% Accrual Rate ($195) ($ 50) ($ 7) ($ 5) N/A
Graduated Accrual Rate
e 2% up to 25 years, 1.0%
after 25 years ($ 90) ($ 51) ($ 2) ($ 2) N/A
e 2% up to 25 years, 1.5% s 45) (5 26) ($1) ($ 1) N/A

after 25 years
e 1% up to 10 years, 1.5% for
10 to 20 years, 2% for 20 or | ($189) ($ 18) ($9) ($6) N/A

more years *

Early Retirement Reduction

Factor
e 6% before age 60 for Age
60 plan ($16) N/A N/A N/A N/A
e 8% before age 62 for Age
62 plan ($ 6) N/A $0 N/A N/A
Average Final Compensation
e Five years average ($37) N/A ($ 2) N/A N/A
e Ten years average ($ 120) N/A ($ 5) N/A N/A

Changing any of these provisions requires Attorney General Advice or Opinion.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data and
assumptions. The actual impact of changes will be affected by the demographics of the plans when
changes are implemented.

*The current 2% accrual rate is shown for comparison purpose.

**See Chapter 4 for IRS safe harbor standards. An accrual rate below 1.5% does not meet IRS safe
harbor standards. A plan may provide for a graduated accrual rate and still constitute a qualified
replacement plan if the accrual rate does not fall below 1.5% provided the plan meets the other
minimum standards set forth in IRS guidance. Thorough legal analysis of any graduated option
would be required before making a determination that a particular step accrual rate meets IRS safe
harbor standards.
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Table 1.A.3 - Sample State/Teacher Plan Basic Benefit Formula Changes

FY 2012-2013 $210M Normal Cost Budget Impacts
(in millions)

All Members Non-Vested Only
All Years Lo All Years Lo New Hires
7/1/1 7/1/11
Active Members Accrual Rate
e  *29% Current Accrual Rate $0 $0 $o $o
e 15% Accrual Rate ($107) ($28) ($4) ($3) N/A
Graduated Accrual Rate
e 2% up to 25 years, 1.0%
8 N/A
after 25 years (s 49) (s 28) (81) (81) /
e 2% up to 25 years, 1.5% ($ 24) ($14) ($0) ($0) N/A

after 25 years
e 1% up to 10 years, 1.5% for
10 to 20 years, 2% for 20 or | ($104) ($10) ($ 6) ($3) N/A

more years *

Early Retirement Reduction

Factor
e 6% before age 60 for Age $0 N/A N/A N/A N/A
60 plan
. z?pl;:flore age 62 for Age (s 3) N/A ($ 0) N/A N/A
Average Final Compensation
e Five years average ($ 20) N/A ($1) N/A N/A
e Ten years average ($ 32) N/A ($1) N/A N/A

Changing any of these provisions requires Attorney General Advice or Opinion.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data and
assumptions. The actual impact of changes will be affected by the demographics of the plans when
changes are implemented.

*The current 2% accrual rate is shown for comparison purpose.

**See Chapter 4 for IRS safe harbor standards. An accrual rate below 1.5% does not meet IRS safe
harbor standards. A plan may provide for a graduated accrual rate and still constitute a qualified
replacement plan if the accrual rate does not fall below 1.5% provided the plan meets the other
minimum standards set forth in IRS guidance. Thorough legal analysis of any graduated option
would be required before making a determination that a particular step accrual rate meets IRS safe
harbor standards.
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Table 1.A.4 - Sample State/Teacher Plan Basic Benefit Formula Changes
FY 2012-2013 $916M UAL and Normal Cost Budget Impacts

(in millions)

All Members Non-Vested Only
All Years LD All Years o New Hires
7/1/1 7/1/1
Active Members Accrual Rate
e  *206 Current Accrual Rate $0 $0 $o $o
e 1.5% Accrual Rate ($302) ($78) ($11) ($8) N/A
Graduated Accrual Rate
e 2% up to 25 years, 1.0%
N/A
after 25 years ($139) ($79) ($3) ($3) /
e 2% up to 25 years, 1.5% (3 69) ($ 40) ($1) ($1) N/A

after 25 years
e 1% up to 10 years, 1.5% for
10 to 20 years, 2% for 20 or | ($293) ($28) ($15) ($9) N/A

more years *

Early Retirement Reduction

Factor
e 6% before age 60 for Age
60 plan ($16) N/A N/A N/A N/A
e 8% before age 62 for Age
A ($9) N/A 50 N/A N/A
Average Final Compensation
e Five years average ($57) N/A ($3) N/A N/A
e Ten years average ($152) N/A ($6) N/A N/A

Changing any of these provisions requires Attorney General Advice or Opinion.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data and
assumptions. The actual impact of changes will be affected by the demographics of the plans when
changes are implemented.

These estimates are based on stable earnings and 2.85% annual COLA.
*The current 2% accrual rate is shown for comparison purpose.

**See Chapter 4 for IRS safe harbor standards. An accrual rate below 1.5% does not meet IRS safe
harbor standards. A plan may provide for a graduated accrual rate and still constitute a qualified
replacement plan if the accrual rate does not fall below 1.5% provided the plan meets the other
minimum standards set forth in IRS guidance. Thorough legal analysis of any graduated option
would be required before making a determination that a particular step accrual rate meets IRS safe
harbor standards.
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Member Impacts

Tables 1.A.5 and 1.A.6 demonstrate the impacts of the sample changes in the basic benefit formula
for an individual member with 25 years of service and final average compensation of $45,000.

Table 1.A.5 - Sample State/Teacher Plan Basic Benefit Formula Changes
Member Retirement Benefit Impacts

Based on an individual with a $45,000 Final Average Compensation
in the current State/Teacher Plan Benefit
Active Members Accrual Rate
e  *2% Current Accrual Rate (20 year State/Teacher career) *$18,000
e  *20% Current Accrual Rate (30 year State/Teacher career) $27,000
e 15% Accrual Rate (20 year State/Teacher career) $13,500
e 1.5% Accrual Rate (30 year State/Teacher career) $20,250
Graduated Accrual Rate
o 2% up to 25 years, 1.0% after 25 years (30 year State/Teacher career) $24,750
e 2% up to 25 years, 1.5% after 25 years (30 year State/Teacher career) $25,875
e 1% up to 10 years, 1.5% for 10 to 20 years, 2% for 20 or more years * $11,250
(20 year State/Teacher career) ’
e 1% up to 10 years, 1.5% for 10 to 20 years, 2% for 20 or more years * $20,250
(30 year State/Teacher career) ’
Average Final Compensation (using 2% current accrual rate for 20
years)
e 3years current Plan Average Final Compensation $45,000 $18,000
e 5 years Average Final Compensation $43.776 $17,510
e 10 years Average Final Compensation $40,907 $16,363

Changing any of these provisions requires Attorney General Advice or Opinion.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data and
assumptions. The actual impact of changes will be affected by the demographics of the plans when
changes are implemented.

*The current 2% accrual rate is shown for comparison purpose.

**See Chapter 4 for IRS safe harbor standards. An accrual rate below 1.5% does not meet IRS safe
harbor standards. A plan may provide for a graduated accrual rate and still constitute a qualified
replacement plan if the accrual rate does not fall below 1.5% provided the plan meets the other
minimum standards set forth in IRS guidance. Thorough legal analysis of any graduated option
would be required before making a determination that a particular step accrual rate meets IRS safe
harbor standards.
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Table 1.A.6 - Sample State/Teacher Plan Early Retirement Reduction Factor
Member Retirement Benefit Impacts

0, 0,
Age at 2 . Annual Monthly 0 . Annual Monthly
. Reduction Reduction
Retirement Benefit Benefit Benefit Benefit
Factor Factor
50 72% $6,350 $ 535 96% $ 900 $ 75
51 66% $7,650 $ 638 88% $2,700 $ 225
52 60% $9,000 $ 750 80% $4,500 $ 375
53 54% $10,350 $ 864 72% $6,300 $ 525
54 48% $11,700 $ 975 64% $8,100 $ 675
55 42% $13,050 $1,088 56% $9,900 $ 825
56 36% $14,400 $1,200 48% $11,700 $ 975
57 30% $15,750 $1,313 40% $13,500 $1,125
58 24% $17,100 $1,425 32% $15,300 $1,275
59 18% $18,450 $1,538 24% $17,100 $1,425
60 12% $19,800 $1,650 16% $18,900 $1,575
61 6% $21,150 $1,783 8% $20,700 $1,725
62 0% $22,500 $1,875 0% $22,500 $1,875
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1.B - BASIC BENEFIT ELIGIBILITY

Eligibility to receive a benefit is straightforward for most members. Eligibility depends on
whether or not a member has vested and if so, whether or not that member is eligible for a
benefit based on age or service to receive a benefit.

Vesting - the amount of time required to earn a right to a benefit at retirement eligibility
without continuing work under a plan. This is currently five (5) years for most members
in the State/Teacher Plan. The vesting requirement was ten (10) years until 1999 when it
was changed to the current five (5) years (P.L. 1999, c.489). Increasing the vesting
requirement will result in a decrease in employer costs if the current pattern of
approximately 50% retention continues. If enough employees begin to stay to achieve 10
year vesting, total Plan costs may begin to increase again.

Normal Retirement age - the age at which a member can draw a benefit without early
retirement reduction. This is age 62 for most State/Teacher Plan members. (The normal
retirement age is 60 for members with 10 years or more of service as of July 1, 1993 and 62
for members with less than 10 years of service as of July 1, 1993 [P.L. 1993, c.410].)

Service eligibility - the number of years, regardless of age, at which a member qualifies
for a full benefit which can be drawn when the employee reaches normal retirement age.
This is currently 25 years for most State/Teacher Plan members.

Understanding the Cost Impacts of Changes to the State/Teacher Plan Basic
Eligibility

Tables 1.B.1 -1.B.4 demonstrate the cost
) ) Important Note
impacts of sample changes to the basic

benefit eligibility. Sample changes have been selected to provide an

Cost impacts to members are not understanding of materiality. These sample

. . : . han r r ive or i [ n
included in this section because the changes are not comprehensive or inclusive, and

) . are not recommendations. Some of these
impacts of eligibility changes are i

generally life style impacts changes may not be permissible based on Attorney

General advice or opinion. The information in this

An increase in vesting, however, may report does not differentiate what may or may not
result in the loss of a retirement benefit be permissible under State law unless the Attorney
for members who leave service after 5 General has approved the statement.

years but have not met the increased 7
vesting requirement. This is not possible

to quantify because the change in the retention pattern from increasing the vesting
requirement cannot be predicted.
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Table 1.B.1 - Sample State/Teacher Plan Basic Benefit Eligibility Changes

UAL $4.3B Base Impacts
(in millions)
All Members Non-Vested Only
All Years 5;:)/1:11 All Years :jf;ll: New Hires
Vesting*
e Increase to 10 years $0 N/A ($ 8) N/A N/A
Retirement Age - Age 60 group™*
e Increase to Age 65 ($194) N/A $0 N/A N/A
Retirement Age — Age 62 group**
e Increase to Age 65 ($ 491) N/A ($32) N/A N/A
Eliminate 25 Year Service
Eligibility
: gﬁ:ﬁ;gg“:ﬁ . ($128) | N/A ($1) N/A N/A
Create Service/Age Eligibility
e Service + Age = 9o ($63) N/A $0 N/A N/A
Close Special Plans
e 1998 Special Plan ($11) N/A ($5) N/A N/A
e '25No Age' Special Plan ($31) N/A ($3) N/A N/A

Changing any of these provisions requires Attorney General Advice or Opinion.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data and

assumptions. The actual impact of changes will be affected by the demographics of the plans when

changes are implemented.

* Increasing from 5 to 10 years vesting for a member who already has 5 years would raise IRS issues.

The IRS could also take the position that there is a vested benefit at 25 years.

** Increasing the normal retirement age for someone who has already reached normal retirement

age would raise IRS issues.
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Table 1.B.2 - Sample State/Teacher Plan Basic Benefit Eligibility Changes
FY 2012-2013 $706M UAL Cost Budget Impacts

(in millions)

All Members Non-Vested Only
All Years 5;:)/1:11 All Years :jf;ll: New Hires

Vesting*

e Increase to 10 years $0 N/A ($1) N/A N/A
Retirement Age - Age 60 group™*

e Increase to Age 65 ($30) N/A $0 N/A N/A
Retirement Age — Age 62 group**

e Increase to Age 65 ($75) N/A ($5) N/A N/A
Eliminate 25 Year Service
Eligibility

.

;“:;f::;ﬁg“;“s . s10) | N/A 50 N/A N/A

Create Service/Age Eligibility

e Service + Age = 9o ($20) N/A $0 N/A N/A
Close Special Plans

e 1998 Special Plan ($2) N/A ($1) N/A N/A

e '25No Age' Special Plan ($5) N/A $0 N/A N/A

Changing any of these provisions requires Attorney General Advice or Opinion.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data and

assumptions. The actual impact of changes will be affected by the demographics of the plans when

changes are implemented.

* Increasing from 5 to 10 years vesting for a member who already has 5 years would raise IRS issues.

The IRS could also take the position that there is a vested benefit at 25 years.

** Increasing the normal retirement age for someone who has already reached normal retirement

age would raise IRS issues.
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Table 1.B.3 - Sample State/Teacher Plan Basic Benefit Eligibility Changes

FY 2012-2013 $210M Normal Cost Budget Impacts
(in millions)

All Members Non-Vested Only
All Years 5;:)/1:11 All Years :jf;ll: New Hires

Vesting*

e Increase to 10 years ($1) N/A $0 N/A N/A
Retirement Age - Age 60 group™*

e Increase to Age 65 $0 N/A $0 N/A N/A
Retirement Age — Age 62 group**

e Increase to Age 65 ($39) N/A ($2) N/A N/A
Eliminate 25 Year Service
Eligibility

.

Resiement Age e | 3 | NA | so | NA | NJA

Create Service/Age Eligibility

e Service + Age = 9o ($1) N/A $0 N/A N/A
Close Special Plans

e 1998 Special Plan ($9) N/A $0 N/A N/A

e '25No Age' Special Plan ($5) N/A $0 N/A N/A

Changing any of these provisions requires Attorney General Advice or Opinion.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data and
assumptions. The actual impact of changes will be affected by the demographics of the plans when
changes are implemented.

* Increasing from 5 to 10 years vesting for a member who already has 5 years would raise IRS issues.
The IRS could also take the position that there is a vested benefit at 25 years.

** Increasing the normal retirement age for someone who has already reached normal retirement
age would raise IRS issues.
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Table 1.B.4 - Sample State/Teacher Plan Basic Benefit Eligibility Changes
FY 2012-2013 $916M UAL and Normal Cost Budget Impacts

(in millions)

All Members Non-Vested Only
All Years 5;:)/1:11 All Years :jf;ll: New Hires

Vesting*

e Increase to 10 years ($1) N/A ($1) N/A N/A
Retirement Age - Age 60 group™*

e Increase to Age 65 ($30) N/A $0 N/A N/A
Retirement Age — Age 62 group**

e Increase to Age 65 ($114) N/A ($7) N/A N/A
Eliminate 25 Year Service
Eligibility

.

Ej:j;ﬁ;“s . s13) | N/A $0 N/A N/A

Create Service/Age Eligibility

e Service + Age = 9o ($21) N/A $0 N/A N/A
Close Special Plans

e 1998 Special Plan ($11) N/A ($1) N/A N/A

e 25 No Age' Special Plan ($10) N/A $0 N/A N/A

Changing any of these provisions requires Attorney General Advice or Opinion.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data and

assumptions. The actual impact of changes will be affected by the demographics of the plans when

changes are implemented.

* Increasing from 5 to 10 years vesting for a member who already has 5 years would raise IRS issues.

The IRS could also take the position that there is a vested benefit at 25 years.

** Increasing the normal retirement age for someone who has already reached normal retirement

age would raise IRS issues.




MainePERS Report to the Legislature on Pension Cost
February 16,2011

1.C - OTHER CHANGES THAT AFFECT PLAN COST

Cost inputs and ancillary benefits also change plan costs. Cost inputs are experience factors
over which the employer has some control. The primary example of a cost input is base
salary and subsequent salary increases.

Ancillary benefits are any benefit provided by a pension plan other than the life annuity
beginning at the normal retirement age of the plan. For example, disability benefits, survivor
benefits and other death benefits are viewed as ancillary to the plan.

Understanding the Cost Impact of Changes to State/Teacher Plan Other Costs

Cost inputs such as salary levels affect
plan costs because they are the basis Important Note
for determining a member’s average

. . Sample changes have been selected to provide an
final compensation. Salaries are an g .
. . . understanding of materiality. These sample changes
input to the basic benefit formula in ) . )

are not comprehensive or inclusive, and are not

Section II - Chapter 1. recommendations. Some of these changes may

Tables 1.C.1 - 1.C.4 demonstrate the not be permissible based on Attorney General advice
cost impacts of other changes that can | or opinion. The information in this report does not
affect plan cost. differentiate what may or may not be permissible

under State law unless the Attorney General has

Other potential changes to the approved the St

State/Teacher Plan that may result in
savings, but for which costs have not 7

yet been calculated include the

following:

1. Redefining earnable compensation to exclude payments currently included. Examples
include:

e Overtime pay

e Longevity pay

e Accrued vacation pay at retirement
e Extracurricular activity earnings

2. Redefining creditable service to no longer grant certain types of credit. Examples
include:

e Accrued, unpaid vacation and sick leave at retirement
e Extracurricular activities

e Unpaid leaves of absence
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3. Modifying the Disability Retirement Program. Examples include:
e Reduce benefit level
e Change eligibility requirements
e Change post-disability retirement provisions
4. Changing how interest accrues on member accounts. Examples include:
e Cessation of interest accrual after some period of inactivity
e Cessation of interest on accounts of deceased members
5. Changing how service credit purchases are calculated and applied. Examples include:
e Actuarial cost charged for all service credit purchases
e Exclude service credit purchases from benefit eligibility requirements
6. Changing retire/rehire policies. Examples include:

e Suspend service retirement benefits of Plan retirees who return to work for the same
employer
e Reduce the number of days a retiree can work before a suspension of benefits occurs

e Post-retirement earnings limitations

MainePERS determined it was not feasible to identify sample changes and calculate costs for
these elements because they are either Human Resource policy driven or apply to limited
group within the Plan. Without calculating these costs, it is not possible to estimate the
materiality of changes in these elements on the total cost of the Plan.



MainePERS Report to the Legislature on Pension Cost
February 16,2011

Table 1.C.1 - Sample State/Teacher Plan Ancillary Changes
$4.3B UAL Base Impacts
(in millions)
All Members Non-Vested Only
All Years l;;:’;:: All Years l;;;);: New Hires
Interest on Withdrawals
e Reduce Interest on
contributions withdrawn ($ 6) N/A ($ 1) N/A N/A
to 2% from current 5%
Death Benefits
e Eliminate Death Benefits ($123) N/A ($6) N/A N/A
Accidental Death Benefits
' pimmescstesl | g | Cwa | 6a | wA |
Wage Freeze
e 1Year $0 N/A $0 N/A N/A
e 2 Years $0 N/A $0 N/A N/A

Changing any of these provisions requires Attorney General Advice or Opinion.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data and
assumptions. The actual impact of changes will be affected by the demographics of the plans when

changes are implemented.
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Table 1.C.2 - Sample State/Teacher Plan Ancillary Changes
FY 2012-2013 $706M UAL Cost Budget Impacts
(in millions)
All Members Non-Vested Only
All Years l;;:’;:: All Years l;;;);: New Hires
Interest on Withdrawals
e Reduce Interest on
contributions withdrawn ($ 1) N/A $0 N/A N/A
to 2% from current 5%
Death Benefits
e Eliminate Death Benefits ($19) N/A ($1) N/A N/A
Accidental Death Benefits
et | o Cwa | so | wA |
Wage Freeze
e 1Year $0 N/A $0 N/A N/A
e 2 Years $0 N/A $0 N/A N/A

Changing any of these provisions requires Attorney General Advice or Opinion.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data and
assumptions. The actual impact of changes will be affected by the demographics of the plans when

changes are implemented.
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Table 1.C.3 - Sample State/Teacher Plan Ancillary Changes
FY 2012-2013 $210M Normal Cost Budget Impacts
(in millions)
All Members Non-Vested Only
All Years l;;:’;:: All Years l;;;);: New Hires
Interest on Withdrawals
e Reduce Interest on
contributions withdrawn $0 N/A $0 N/A N/A
to 2% from current 5%
Death Benefits
e Eliminate Death Benefits ($ 1) N/A ($1) N/A N/A
Accidental Death Benefits
 mmereon | oy | a | s | wa |
Wage Freeze
e 1Year ($3) N/A $0 N/A N/A
e 2 Years ($10) N/A ($1) N/A N/A

Changing any of these provisions requires Attorney General Advice or Opinion.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data and
assumptions. The actual impact of changes will be affected by the demographics of the plans when

changes are implemented.
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Table 1.C.4 - Sample State/Teacher Plan Ancillary Changes
FY 2012-2013 $916M UAL and Normal Cost Budget Impacts
(in millions)
All Members Non-Vested Only
All Years 5;:)/1:11 All Years :j:);:: New Hires
Interest on Withdrawals
e Reduce Interest on
contributions withdrawn ($ 1) N/A $0 N/A N/A
to 2% from current 5%
Death Benefits
e Eliminate Death Benefits ($30) N/A ($2) N/A N/A
Accidental Death Benefits
 mmessiiod | oy | so | e |
Wage Freeze
e 1Year ($3) N/A $0 N/A N/A
e 2 Years ($10) N/A ($1) N/A N/A

Changing any of these provisions requires Attorney General Advice or Opinion.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data and

assumptions. The actual impact of changes will be affected by the demographics of the plans when

changes are implemented.
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1.D - NORMAL COST CONTRIBUTION RATE
DISTRIBUTION

Normal costs are the costs of benefits
earned by active members in the current
year under the terms of the Plan. These
costs are actuarially determined based on
the experience of the Plan as well as
projections about the future. (See Section I
- Understanding the State/Teacher Plan.)

Normal costs in governmental defined
benefit plans have traditionally been
shared by the employer and the employee,
although many governmental plans are
entirely funded by the employer.

Normal cost in sharing between
State/Teacher Plan members and the State
is governed by state law. The Plan shared
these costs on a 50/50 basis until 1993
when P.L. 1993, c. 410 changed the cost
sharing formula.

Normal costs for the State/Teacher Plan
have been approximately 13.15%. The State
has contributed approximately 5.5% of
total payroll and employees contribute the
statutory 7.65%.

Table 1.D.1 demonstrates the cost impacts
on the normal cost of the FY2012-2013
biennium of sample changes to the
employee contribution rate.

This cost sharing distribution formula only
affects normal costs. There is no cost
impact to the UAL amortization.

Table 1.D.1 - State/Teacher Plan Normal
Cost Sharing Formula Cost Impact

(Decrease) /
Increase to

Increase/(Decrease) to FY

2012-2013 State Budget

Ernozl(())zee E/anll(l)laie Applied to
Payroll Contribution | Applied to New and
based on All Non-
$45,000 Members Vested
Salary Only
-0-% ($3,443) $233.1M $40.0M
5% ($3,218) $217.8M $37.4M
1.0% ($2,993) $202.6M $34.8M
1.5% ($2,768) $187.4M $32.2M
2.0% ($2,543) $172.1M $29.6M
2.5% ($2,318) $156.9M $26.9M
3.0% ($2,093) $141.7M $24.3M
3.5% ($1,868) $126.4M $21.7M
4.0% ($1,643) $111.2M $19.1M
4.5% ($1,418) $96.0M $16.5M
5.0% ($1,193) $80.7M $13.9M
5.5% ($968) $65.5M $11.3M
6.0% ($743) $50.3M $8.6M
6.5% ($518) $35.0M $6.0 M
7.0% ($293) $19.8M $3.4 M
7.65% $0 $0.0 $0.0
8.0% $158 ($10.7M) ($1.8M)
8.5% $383 (525.9M) | ($4.4M)
9.0% $608 ($41.1M) ($7.1M)
9.5% $833 ($56.4M) | ($9.7M)
10.0% $1,058 ($71.6M) | ($12.3M)
10.5% $1,283 ($86.8M) | ($14.9M)
11.0% $1,508 ($102.1M) | ($17.5M)
11.5% $1,733 (su7.3M) | ($20.M)
12.0% $1,058 ($132.5M) | ($22.8M)
12.5% $2,183 ($147.8M) | ($25.4M)
13.15% $2,475 ($167.6M) | ($28.8M)
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1.E POST RETIREMENT BENEFITS

Post-retirement benefits are those benefits that are awarded after the member has retired and
the defined benefit lifetime annuity has been determined. The cost-of-living-adjustment, or
COLA, is the only post-retirement benefit in the State/Teacher Plan.

The MainePERS Board of Trustees sets a COLA each year based on law. Retiree COLAs are
calculated for the Board's approval annually by law based on the Consumer Price Index for All
Urban Consumers (CPI-U) as of the end of each fiscal year ending June 30th. P.L. 2009, c. 433
(4 M.R.S.A. § 1358, 5 M.R.S.A. §17806, 5 M.R.S.A. §18407) adjusts the percentage change to -o-
% if there is a percentage decrease in the CPI-U for the applicable fiscal year. The adjustment
for the following year(s) is set based on the actuarially compounded CPI-U for both years in a
cost-neutral manner.

The COLA is implemented by MainePERS each September. A member is generally eligible for
a COLA in the September following a 12-month period of having received benefits. The
State/Teacher Plan COLA compounds each year. This means that a member's first COLA is
applied to her/his earned benefit at retirement. The second COLA is applied to the benefit
earned at retirement plus the first year's COLA. Each year thereafter similarly compounds.

Understanding the Cost Impacts of Changes to the State/Teacher Plan COLA

Table 1.E.1 demonstrates the cost impacts to the State of sample changes to the COLA for the
State/Teacher Plan. Costs are shown for all members/retirees because the changes for only
non-vested members are small relative to all members/retirees. Permanently eliminating the
COLA for non-vested members only, for example, results in a reduction in the UAL of $71M
compared to a reduction of $3.3 billion for all members and retirees.

Table 1.E.2 provides the history of the COLA over the last 28 years. The CPI-U averaged
2.94% for this period while the COLAs that were awarded averaged 2.85%. The difference is
due to the cap in years the CPI-U exceeded 4%. Table 1.E.2 also demonstrates the impact on
the average State/Teacher Plan COLA if the cap were a different rate during this 28-year
period, and what impact this would have had on a member retiring in 1982 with an $8,500
initial annual benefit. Table 1.E.3 demonstrates the impact for a State/Teacher Plan member
retiring in 1982 with an $8,500 initial benefit if the COLA were not compounded. This means
the CPI-U based COLA would be calculated each year based on the initial retirement benefit,
not the initial retirement benefit increased by prior COLAs. These COLAS would be additive,
meaning the benefit would increase year after year by the sum of the COLAs.
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Post-Retirement COLA Changes for All Members/Retirees
(in millions)

$4.3 Base UAL Costs Normal Costs
($706M Base) ($210M base)
UAL FY2o012 FY2013 FY2o012 FY2013
Permanently Eliminate ($ 3,300) ($ 67)
Eliminate Compounding ($ 2,100) ($52)
No COLA before Age 65 ($ 1,100) ($16)
Cap at 1% ($ 2,600) ($29)
Cap at 1% after suspending
e foriyear ($2,748) ($206) ($216) ($50) ($52)
e for 2years ($2,791) ($210) ($220) ($50) ($52)
o for3years (2,832) | (3213) ($223) ($50) ($52)
e for 4 years ($2,870) ($216) ($226) ($50) ($52)
e for 5years ($2,906) ($218) ($229) ($50) ($52)
e for 6 years ($2,940) ($221) ($231) ($50) ($52)
o for7years ($2,972) | ($223) ($234) ($50) ($52)
e for 8 years ($3,002) ($226) ($236) ($50) ($52)
e for g years ($3,029) ($228) ($238) ($50) ($52)
e for 10 years ($3,054) ($229) ($240) ($50) ($52)
Cap at 2%
Cap at 2% after suspending
o foriyear ($2,079) | (3156) ($164) ($34) ($36)
o for2years ($2171) | ($163) ($171) (834) (836)
o for3years ($2,259) | ($170) ($178) ($34) ($36)
o for4years ($2,341) | ($176) ($184) ($34) ($36)
e forsyears ($2,419) | ($182) ($190) ($34) ($36)
o for 6 years ($2,492) | ($187) ($196) ($34) ($36)
o for7years ($2,560) | ($192) ($201) ($34) ($36)
o for8years ($2,623) | ($197) ($206) ($34) ($36)
e for g years ($2,682) ($201) ($21m) ($34) ($36)
e for 10 years ($2,736) ($206) ($215) ($34) ($36)
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Table 1.E.1 Cont'd - Sample State/Teacher Plan

Post-Retirement COLA Changes for All Members/Retirees
(in millions)
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UAL Costs Normal Costs
RS ($706M Base) ($210M base)
UAL FY2012 FY2013 FY2012 FY2013
e Capat3%
e Cap at 3% after suspending
o foriyear (s1,314) | ($99) (8103) (816) (816)
e for 2 years ($1,464) ($110) ($15) ($16) ($16)
e for 3years ($1,606) ($121) ($126) ($16) ($16)
o for4years (1,739) | (s13) ($137) (816) ($16)
e for 5years ($1,864) ($140) ($147) ($16) ($16)
e for 6 years ($1,983) ($149) ($156) ($16) ($16)
e for 7 years ($2,092) ($157) ($165) ($16) ($16)
e for 8 years ($2,193) ($165) ($173) ($16) ($16)
e for g years ($2,288) ($172) ($180) ($16) ($16)
e for 10 years ($2,375) ($178) ($187) ($16) ($16)
o Capat4%
e Cap at 4% after suspending
o foriyear (8435) ($33) ($34) 0 0
e for 2 years ($652) ($49) ($51) 0 o
o for 3years (3857) ($64) (367) 0 0
e for 4 years ($1,050) ($79) ($83) o] o]
e for 5years ($1,231) ($92) (397) 0 )
e for 6 years ($1,400) ($105) ($110) o) o)
e for7years ($1,558) ($117) ($123) ) )
e for 8 years ($1,704) ($128) ($134) o o
e for g years ($1,839) ($138) ($145) 0 0
e for 1o years ($1,965) ($148) ($155) 0 o)

Changing any of these provisions requires Attorney General Advice.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data and

assumptions. The actual impact of changes will be affected by the demographics of the plans when

changes are implemented.
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COLAs can be calculated in many ways. A sample method that differs from the State/Teacher
Plan is a non-cumulative COLA. This method is calculated by applying an inflation factor
(for example the current year's CPI-U) to the original benefit instead of to the prior year’s
benefit with cumulative COLAs.

Member Impacts

Table 1.E.2 demonstrates the impact of changing the COLA CPI-U based cap but otherwise
using the current State/Teacher Plan COLA methodology; and the impact of using the
current CPI-U based cap of 4% but using a non-cumulative methodology. Other COLA
methodologies exist but are not demonstrated as samples in this report.
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Table 1.E.2 - Effects of Differing COLA Options

for Individuals with $8,500 Retirement Benefit in 1982

Year Actoual $8,500 3% $8,500 2% $8,500 % $8,500 Non—0
Ending | CPI-U 4% Benefit COLA Benefit COLA Benefit COLA Benefit | Cum 4%
6/30 COLA | Actual Cap 3% Cap Cap 2% Cap Cap 1% Cap Cap
Cap 4% Cap COLA COLA COLA COLA
2010 11% 0.0% $18,636 | 0.00% | $16,241 | 0.00% | $13,797 | 0.00% | $11,010 $15,283
2009 | -1.4% | 0.0% | $18,636 | 0.00% | $16,241 | 0.00% | $13,797 | 0.00% | $11,010 $15,283
2008 | 5.0% | 4.0% | $18,636 | 3.00% | $16,241 | 2.00% | $13,797 | 1.00% | $11,010 $15,283
2007 | 2.7% | 2.7% $17,019 | 2.70% | $15,768 | 2.00% | $13,527 | 1.00% | $10,901 | $14,943
2006 | 4.3% | 4.0%* | $17,448 | 3.00% | $15,354 | 2.00% | $13,262 | 1.00% | $10,793 $14,714
2005 | 2.5% | 2.5% | $16,777 | 2.50% | $14,906 | 2.00% | $13,002 | 1.00% | $10,686 | $14,374
2004 | 3.3% 3.3% $16,368 | 3.00% | $14,543 | 2.00% | $12,747 | 1.00% | $10,580 $14,161
2003 21% 21% | $15,845 | 2.10% | $14,119 | 2.00% | $12,497 | 1.00% | $10,475 | $13,881
2002 1.1% 11% $15,519 | 1.10% | $13,829 | 1.10% | $12,252 | 1.00% | $10,372 | $13,702
2001 3.2% 3.2% $15,350 | 3.00% | $13,678 | 2.00% | $12,18 | 1.00% | $10,269 | $13,609
2000 | 3.9% | 3.9% | $14,874 | 3.00% | $13,280 | 2.00% | $11,881 | 1.00% | $10,167 $13,337
1999 1.9% 1.9% $14,316 | 1.90% | $12,893 | 1.90% | $11,648 | 1.00% | $10,067 | $13,005
1998 1.5% 1.5% | $14,049 | 1.50% | $12,653 | 1.50% | $11,431 | 1.00% | $9,967 | $12,844
1997 2.1% 2.1% $13,841 | 2.10% | $12,466 | 2.00% | $11,262 | 1.00% | $9,868 $12,716
1996 2.8% | 2.8% | $13,556 | 2.80% | $12,209 | 2.00% | $11,041 | 1.00% | $9,771 $12,538
1995 31% 31% $13,187 | 0.03% | $11,877 | 2.00% | $10,824 | 1.00% | $9,674 | $12,300
1994 2.4% | 2.4% $12,7091 | 2.40% | $11,873 | 2.00% | $10,612 | 1.00% | $9,578 $12,036
1993 | 3.0% | 3.0% | $12,401 | 3.00% | $11,595 | 2.00% | $10,404 | 1.00% | $9,483 $11,832
1992 3.1% 3.1% $12,127 | 3.10% | $11,257 | 2.00% | $10,200 | 1.00% | $9,389 $11,577
1991 4.7% | 4.0% $11,762 | 3.00% | $10,919 | 2.00% | $10,000 | 1.00% | $9,296 $11,314
1990 4.7% | 4.0% $11,310 | 3.00% | $10,601 | 2.00% | $9,804 | 1.00% | $9,204 | $10,974
1989 52% | 4.0% | $10,875 | 3.00% | $10,202 | 2.00% | $9,612 | 1.00% | $9,113 $10,634
1988 | 4.0% | 4.0% | $10,457 | 3.00% | $9,992 | 2.00% | $9,423 | 1.00% | $9,023 | $10,294
1987 3.7% 3.7% $10,055 | 3.00% | $9,701 | 0.02% | $9,238 | 1.00% | $8,934 $9,954
1986 1.8% 1.7% $9,606 | 1.80% | $9,419 | 1.80% | $9,237 | 1.00% | $8,845 $9,639
1985 3.8% | 3.7% $9,534 | 3.00% | $9,252 | 2.00% | $9,073 | 1.00% | $8,758 $9,495
1984 | 4.2% | 4.0% $9,194 | 3.00% | $8,983 | 2.00% | $8,895 | 1.00% | $8,671 $9,180
1983 2.6% | 4.0% $8,840 | 2.60% | $8,721 | 2.60% | $8,721 | 1.00% | $8,585 $8,840
Average | 2.94% | 2.85% 2.34% 1.75% 0.93%

COLA increase to reflect CPI-U (P.L. 2001, c. 181) for August 2002 forward. Maximum increase is 4%.

*CPI-U exceeded 4.0%. Legislative approval required for PLDs and Judges; Governor’s approval required for State/teacher
and Legislative plan retirees to receive increase in excess of the 4% cap.
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Chapter 2 - UAL Amortization
Action
Change the UAL amortization schedule under which the UAL must be retired.

Considerations

Important factors in understanding possible changes to the UAL retirement schedule are:

e Attorney General consultation is recommended for lengthening the UAL amortization
schedule because provisions set forth in Article IX Section 18-B of the Constitution of
the State of Maine state that “Each fiscal year beginning with the fiscal year starting
July 1, 1997, the Legislature shall appropriate funds that will retire in 31 years or less the
unfunded liabilities of the Maine State Retirement System that are attributable to state
employees and teachers.”

e Attorney General consultation is recommended for changing experience loss
amortization, including investment losses, because provisions set forth in Article IX
Section 18-A state that “Unfunded liabilities may not be created except those resulting
from experience losses. Unfunded liability resulting from experience losses must be
retired over a period not exceeding 10 years.”

e Attorney General consultation is recommended for shortening either the UAL or
experience loss amortization schedules because this is accomplished through
accelerated payments and does not violate constitutional provisions.

Understanding How the UAL is Calculated

The UAL amortization schedule is calculated every two years based on the total UAL and the
number of years remaining until the 2028 constitutional full funding target. The UAL and the
corresponding amortization schedule are calculated using generally accepted actuarial
standards.

The UAL is the difference between the pension liabilities at a date in time and the value of
the assets at that same date. In general, the liabilities in the State/Teacher Plan are the
prospective pensions owed to members when they retire based on service as of the
calculation date. This number is calculated in current dollars.

Assets are calculated using two methods. The first method is called the actuarial value of
assets where investment gains and losses are "smoothed in" over a three year time period.
(Some plans use 5, 8, and up to 10 year or higher smoothing). This method reduces the

volatility of the difference between assets and liabilities over time. The second method is
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using the actual market value of the assets on the date the liabilities are calculated. The
market value reflects the full volatility of the markets.

The UAL for the State/Teacher Plan is calculated under the assumption the plan will
continue. Therefore, the UAL is based on subtracting actuarial value of assets from the
liabilities of the plan. This results in a UAL of $4.3 billion at June 30, 2010:

$12,617,144,005 - $8,313,459,810 = $4,303,684,195

How the UAL Amortization Schedule is Developed

MainePERS' actuary calculates an amortization schedule for the UAL every two years based
on generally accepted actuarial principles and the Maine Constitution.

The amortization schedule is developed in a way the State can pay a level percentage of total
payroll every year, i.e. payments are scaled to the budget instead of being calculated as a flat
amount. This assists the State with biennium to biennium budgeting by aligning the future
value of State payments with the future value of budgets.

Chart 2.1 demonstrates how UAL payments going forward increase in current dollars in
relation to FY 2011 cost while normal costs remain level. Both UAL and normal costs increase
over time when economic considerations such as inflation are factored in.

Chart 2.1 - Projected State/Teacher Plan

Normal and UAL Cost through 2030
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Chart 2.2 demonstrates how Plan cost percentage of payroll before the 2008 market downturn
was anticipated to remain level. The additional payments now required to amortize the 2008
market downturn add a shorter-term increase and decrease as these market losses are
recovered over a ten year period.

Chart 2.2 - Projected State/Teacher Plan

Normal and UAL Cost as a Percentage of Payroll through 2030
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Understanding Cost Impacts of Changes to the State/Teacher Plan UAL Schedule

Shortening the timeframes in which the UAL must be retired or market losses must be
recovered can be accomplished at any time through increased annual contributions to the
Plan. This action will result in lower cumulative UAL costs if other factors remain relatively
constant.

Lengthening the timeframe in which the UAL must be retired will result in increased
cumulative UAL costs unless the State elects not to use the increased time available. This
concept assumes that the Constitution would be amended.
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2.A - EXTENDING THE FULL FUNDING TARGET DATE

Examples demonstrating the impacts of extending the full funding target date assumes the
Constitution would be amended.

Understanding the Cost Impacts of Extending the State/Teacher Plan UAL
Amortization

Lengthening the timeframe in which the UAL must be retired will result in increased
cumulative UAL costs similar to the way a mortgage works unless the State elects not to use
the increased time available. Two examples, assuming the Constitution would be amended,
demonstrate the short and long-term cost impacts of lengthening the timeframe in which the
UAL must be retired:

1. Establish a new amortization schedule based on a fixed date beyond 2028 for
retiring the UAL. For example, the full funding deadline could be moved out 5, 10,
15 or some other increment of years into the future.

2. Implement a "rolling" amortization where the remaining balance is amortized
every year over the same fixed term. Using a 20 year rolling amortization method
as an example, and ignoring interest, if $100 is owed then the first year's
amortization is $100/20 = $5, leaving a remaining balance of $100 - $5 = $95. The
second year's amortization is $95/20 = $4.75, and so on. The result of a rolling
amortization method is that, eventually, the balance is small enough to be retired
in one year.

Table 2.A.1 compares the cost impacts of extending the date for retiring the UAL by 10 years
to 2038 compared to the current 6/30/2010 amortization schedule. The small residual
amounts remaining in the current schedule after 2028 are for market losses which are

smoothed in on a rolling 3 year

schedule. Table 2.A.2 compares Importan il

these same costs in terms of current | Each method is compared to the current

dollars to demonstrate the year-to- amortization schedule required by the Constitution
year difference in terms of FY 201 so that the cost of extension can be understood in
costs. terms of both future and current dollars. The

current dollar schedules demonstrate the size of

Table 2.A.3 compares the cost each annual payment and the total payments in

impacts of a 20 year rolling relation to today's budget or economic environment.

amortization schedule to the 7

current 6/30/2010 amortization

schedule. These costs are presented through 2040 to demonstrate the annual differences in
cost. Table 2.A.4 compares these same costs in terms of current dollars to demonstrate the
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year-to-year difference in terms of FY2011 costs. A rolling amortization schedule assumes
experience losses such as market losses are amortized on the same basis as the UAL.

Total costs increase in both methods because the length of time to pay the UAL is increasing.
Which method creates higher long-term costs depends on the length of the fixed extension
date or the number of years in which rolling is calculated. These are examples only and can
be calculated for any length of extension or rolling period.

These examples are also graphically compared to the current amortization schedule. (Charts
2.A.1and 2.A.2)

Member Impact

There is no direct impact on members.
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Table 2.A.1 - Sample State/Teacher Plan FIXED 2038 UAL Amortization
with Future Losses Amortized Over 10 Years (in future dollars)

Fiscal Year Current UAL Extend 6/30/10 UAL Difference
Ending Payment Schedule (in | Payments to 2038 (in (in future dollars)
future dollars) future dollars)
2012 $344 $249 (395)
2013 $361 $261 ($99)
2014 $448 $334 ($114)
2015 $470 $350 ($119)
2016 $548 $422 ($126)
2017 $574 $442 ($132)
2018 $632 $494 ($138)
2019 $662 $517 ($145)
2020 $710 $559 ($152)
2021 $744 $585 ($159)
2022 $738 $588 ($151)
2023 $716 $559 ($157)
2024 $705 $542 ($163)
2025 $706 $535 ($170)
2026 $712 $534 ($178)
2027 $729 $542 ($187)
2028 $749 $554 ($196)
2029 $21 $572 $550
2030 $15 $501 $576
2031 $11 $614 $603
2032 $8 $640 $632
2033 $6 $668 $662
2034 $4 $697 $693
2035 $3 $729 $726
2036 $2 $763 $761
2037 $2 $798 $797
2038 $1 $836 $835
Total Cost $10,622 $14,976 $4,354

Changing the UAL amortization schedule requires a Constitutional amendment.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data

and assumptions. The actual impact to the amortization will be affected any other changes

adopted.
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Table 2.A.2 - Sample State/Teacher Plan FIXED 2038 UAL Amortization
with Future Losses Amortized Over 10 Years (in current dollars)

Fiscal Year Current UAL Extend 6/30/10 UAL Difference
Ending Pa'yment Schedule P;ilyments to 2038 (in current dollars)
(in current dollars) (in current dollars)

2012 $344 $249 ($95)
2013 $345 $250 (395)
2014 $410 $306 ($104)
2015 $411 $307 ($105)
2016 $459 $353 ($106)
2017 $460 $354 ($106)
2018 $486 $379 ($106)
2019 $487 $380 ($107)
2020 $500 $393 ($107)
2021 $501 $394 ($107)
2022 $475 $378 (397)
2023 $441 $345 ($97)
2024 $416 $320 ($96)
2025 $398 $302 ($96)
2026 $385 $288 (396)
2027 $377 $280 ($96)
2028 $371 $274 ($97)
2029 $10 $271 $260
2030 $7 $268 $261
2031 $5 $266 $261
2032 $3 $265 $262
2033 $2 $265 $263
2034 $2 $265 $263
2035 $1 $265 $264
2036 $1 $265 $265
2037 $1 $266 $265
2038 $0 $266 $266

Total Cost $7,297 $8,215 $918

Changing the UAL amortization schedule requires a Constitutional amendment.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data

and assumptions. The actual impact to the amortization will be affected any other changes

adopted.
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Table 2.A.3 - Sample State/Teacher Plan ROLLING 20 Year UAL

Amortization (in future dollars)

February 16,2011

- Current UAL 20 Year Rollin .
Fl;;ﬂiiegar Payment Schedule {&mortizationg (ianlllffE‘:?lI(:lcl:rs)
(in future dollars) (in future dollars)
2012 $344 $296 ($49)
2013 $361 $298 ($63)
2014 $448 $348 ($100)
2015 $470 $351 ($119)
2016 $548 $382 ($165)
2017 $574 $385 ($188)
2018 $632 $403 ($229)
2019 $662 $406 ($256)
2020 $710 $417 ($294)
2021 $744 $420 ($324)
2022 $738 $428 ($311)
2023 $716 $428 ($288)
2024 $705 $430 ($275)
2025 $706 $433 ($273)
2026 $712 $437 ($276)
2027 $729 $440 ($289)
2028 $749 $444 ($305)
2029 $21 $448 $427
2030 $15 $452 $437
2031 $u $439 $428
2032 $8 $424 $416
2033 $6 $405 $399
2034 $4 $301 $387
2035 $3 $382 $379
2036 $2 $375 $373
2037 $2 $372 $370
2038 $1 $369 $368
2039 $1 $369 $368
2040 $1 $369 $369

Changing the UAL amortization schedule requires a Constitutional amendment.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data

and assumptions. The actual impact to the amortization will be affected any other changes

adopted.
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Table 2.A.4 - Sample State/Teacher Plan ROLLING 20 Year UAL

Amortization (in current dollars)

Current UAL

20 Year Rolling

Fiscal Year i
Endng | PpmenSchedule | Amoriraton | ncamendni)

2012 $344 $296 ($49)
2013 $345 $285 ($60)
2014 $410 $319 ($92)
2015 $411 $307 ($104)
2016 $459 $321 ($139)
2017 $460 $309 ($151)
2018 $486 $309 ($176)
2019 $487 $208 ($188)
2020 $500 $203 ($206)
2021 $501 $283 ($218)
2022 $475 $275 ($200)
2023 $441 $264 ($177)
2024 $416 $254 ($162)
2025 $398 $244 ($154)
2026 $385 $236 ($149)
2027 $377 $227 ($149)
2028 $371 $220 ($151)
2029 $10 $212 $202
2030 $7 $204 $198
2031 $5 $190 $185
2032 $3 $176 $172
2033 $2 $161 $158
2034 $2 $149 $147
2035 $1 $139 $138
2036 $1 $130 $130
2037 $1 $124 $123
2038 $0 $118 $117
2039 $o $112 $112
2040 $0 $108 $107

Changing the UAL amortization schedule requires a Constitutional amendment.

The changes reflected in the table above are estimates based on the June 30, 2010 valuation data
and assumptions. The actual impact to the amortization will be affected any other changes

adopted.
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These two examples of a fixed UAL deadline extension to 2038 and a rolling 20 year UAL
amortization are graphically compared to the current fixed UAL amortization schedule

ending in 2028.

Chart 2.3 - Projected State/Teacher Plan
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Chart 2.4 - Projected State/Teacher Plan
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Chapter 3 - Other Sources of Revenue
Action
Use other sources of revenue to bring the UAL to full funding.

Considerations

Other sources of revenue generally include dedicated tax revenues or pension obligation
bonds (POBs). This report briefly addresses POBs only.

e POBs historically have proved challenging to do successfully in many instances. They
have been used successfully and unsuccessfully by various organizations. Some Maine
local governments used POBs successfully in the last decade to bring their plans to full
funding.

e POBs require participation from the Office of the State Treasurer, Office of the
Attorney General, and retained bond counsel.
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3.A - PENSION OBLIGATION BONDS

What are Pension Obligation Bonds?

A POB is a debt instrument of a government entity, backed by tax revenues, and issued to
fund the payment of its obligation to a pension plan. In order for the employer to achieve
long-term budgetary relief, the interest rate paid on the bonds needs to be less than the rate
of return earned on proceeds placed in the pension plan.

Prior to the Tax Reform Act of 1986 [“TRA”], state governments could issue bonds on a tax
exempt basis and turn around and invest the proceeds in higher-yielding taxable securities
through the pension fund (a non-taxable entity) and “lock-in” a greater rate of return for the
life of the bond. The ability of government entities to engage in this “interest rate arbitrage”
was eliminated by the TRA by elimination of the tax exemption for POBs. However, the use
of POBs entails the use of “financial risk arbitrage”, where in order to achieve a positive return
on its overall investment, the issuer needs to invest in securities, which are generally riskier
investments than bonds.

Achieving an overall positive return may be possible because: 1) pension funds generally may
invest in a much broader range of investments than the state or local governments, and the
size and diversity of the pension fund’s portfolio allows for a higher risk profile than the state
or local government could prudently sustain with its own investments; and 2) the actual
investment performance of most pension systems (at least in most years) has historically
exceeded the assumed investment return rate.

Contributing bond proceeds to the pension fund may result in reduced UAL or reduced
normal annual contributions, or both.

Some commentators have argued that the use of POBs is better than the alternatives facing
plan sponsors: 1) raising employer contribution rates; 2) raising employee contribution rates;
3) reducing benefits; or 4) betting that gains on pension fund investments will substantially
exceed the assumed rate of investment return. On the other hand, the issuer of a POB needs
to recognize that it is assuming the additional risks of market volatility and investment losses.

Considerations

e There are several types of POBs. State Treasurer and Attorney General Advice are
required before determining the feasibility and legality of POBs.

e State and local governments have had varying levels of success with POBs. Several

local governments in Maine successfully funded their pension obligation in the last
decade with POBs.
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e Notable POB failures have also occurred, where market volatility and investment
losses were greater than expected.

e POBs can be issued on a biennial basis as needed for pension costs, for part of the
UAL, or for all of the UAL.

Understanding the Cost Impact to the State/Teacher Plan of Issuing POBs

The direct cost impact depends upon the type of bond used, the amount and length of the
issuance, and the interest rate required at the time of issuance. The indirect cost impact
depends upon investment returns on bond proceeds paid to MainePERS and whether or not
reduced contributions would be required in the future due to market gains or additional
contributions would be required to cover market losses.

Table 3.A.1 demonstrates the sample cost of 30 year fixed, level debt service POBs for $4.3
billion, or the amount of the UAL at 6/30/2010, and $287 million, the difference in total
pension costs from FY2010-2011 to FY2012-2013. This data was obtained through the Maine
State Office of the Treasurer, and prepared by Public Financial Management, Inc.
Attachment 7 includes expanded schedules for each sample POB issuance.

Impact to Members

There is generally no impact to members. If the pension fund becomes overfunded due to a
combination of POB proceeds and market gains, the potential exists to provide members with
new benefits based on a funding level at a point in time.
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Table 3.A.1 - Sample State/Teacher Plan
30 Year, Fixed, Level Debt Service POB Scenarios
Scenario1- Scenario 2 -
$4.3 billion $287 million
Dated Date 04/01/2011 04/01/2011
Delivery Date 04/01/2011 04/01/2011
First Coupon 12/01/2009 12/01/2009
Last Maturity 06/01/2041 06/01/2041
Arbitrage Yield 6.660016% 6.660916%
True Interest Cost (TIC) 6.728686% 6.728686%
Net Interest Cost (NIC) 6.713073% 6.713072%
All-in TIC 6.729818% 6.745671%
Average Coupon 6.678360% 6.678360%
Average Life (years) 20.165 20.165
Duration of Issue (years) 10.692 10.692

Par Amount

$4,300,000,000

287,000,000

Bond Proceeds

$4,300,000,000

287,000,000

Total Interest $5,790,879,101 386,509,949
Net Interest $5,820,979,101 388,518,949
Total Debt Service $10,090,879,191 673,509,949
Maximum Annual Debt Service $334,781,213 22,347,608
Average Annual Debt Service 334,504,283 22,326,297
Underwriter’s Fees (per $1,000)

Average Takedown

Other Fee 7.000000 7.000000
Total Underwriter’s Discount 7.000000 7.000000
Bid Price 09.300000 09.300000

Consideration of pension obligation bonds requires opinion and consultation from the

Maine State Office of the Treasurer.

This data was obtained through the Maine State Office of the Treasurer, and prepared by
Public Financial Management, Inc. Attachment 7 includes expanded schedules for each

sample POB issuance.
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Chapter 4 - New Retirement Plan Options
Action

Implement a new retirement plan for some or all State employees and teachers or for new
hires.

Considerations

e A separate retirement plan for new hires was studied under Maine State Resolve 111,
"To Reform Public Retirement Benefits and Eliminate Social Security Offsets." The
Unified Retirement Plan (URP) task force appointed under Resolve 111 studied new
plan design and presented its findings to the Joint Standing Committee on
Appropriations and Financial Affairs and the Joint Standing Committee on Labor on
March 8, 2010. No action was taken on the report during the 124th Legislative session.

e Implementing a new retirement plan will not eliminate the State/Teacher Plan UAL.
The UAL is a debt reflecting past normal costs that were not paid or experience losses
that must be recovered.

e The cost of retirement plans should be compared on the basis of the normal cost of
each plan. The State/Teacher Plan UAL should not be considered when comparing
plans because it must be paid in addition to the normal cost of whatever plan is
offered.

e The State of Maine is one of 14 states that do not participate in Social Security for one
or more plans. The State/Teacher Plan is not supplemental to Social Security - it is in
lieu of Social Security. This means the Plan provides for different benefits than many
plans found in the private sector. The primary differences are:

0 The State does not contribute 6.2% of payroll to Social Security for employees.
Employees do not contribute 6.2% of their salary to Social Security (4.2% for
20m) nor do they earn Social Security credits while employed by the State or
certain other MainePERS-covered employers.

0 All eligible Maine State employees and teachers are covered by the
State/Teacher Plan and are not covered by Social Security for their public
employment. If they have Social Security coverage from other employment,
they will be affected by Social Security offsets. All private sector employees
participate in and benefit from Social Security. Many private sector employers
have employer-sponsored retirement plans that supplement their employees’
Social Security.
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0 Many private sector employers are shifting from a supplemental defined
benefit plan to a supplemental defined contribution plan. One reason for this
is related to cost. The employer in a defined benefit plan bears 100% of the
investment risk, while employees bear 100% of the investment risk in defined
contribution plans. Private sector defined benefit or defined contribution
plans are supplemental to Social Security, not in lieu of Social Security.

0 Social Security is a federal program under which the federal government bears
100% of the risk.

All members receiving benefits from the Plan are potentially subject to two separate
Social Security offsets if they have also worked in Social Security covered employment.

0 The GPO impacts members who are eligible for Social Security as a spouse.
Under the GPO rules, 2/3 of the benefit payable under the State/Teacher Plan
is used to offset any spousal Social Security benefit. GPO does not apply to
state and local government employees who are covered by Social Security
during the last 60 months of their employment with the governmental entity.

0 The WEP applies to reduce the Social Security retirement or disability benefit
to which a member would have otherwise been entitled had the member not
earned a benefit under the State/Teacher Plan. WEP does not apply to certain
groups of employees, including employees who have 30 or more years of
substantial earnings under Social Security.

The normal cost of the State/Teacher Plan is approximately 13.15% of total salary.
Employees pay 7.65% of their total salary by statute and the State pays the remaining
approximately 5.5%. In addition employees and employers pay 1.45% for Medicare
coverage. Employees and employers participating in Social Security each pay 6.2% of
salary up to federal earnings limitations (employees participating in Social Security
pay 4.2% in 20m1). There is no earnings limitation for the 1.45% of Medicare coverage.

The current State/Teacher Plan is portable within participating public employers and
provides a lifetime benefit to those who meet eligibility standards.

Employees may terminate membership in the Plan when they leave employment and
withdraw their contributions plus interest. This is true whether the employee has
vested or not. Withdrawn employee contributions can be rolled over to another
qualified retirement plan. Contributions made by the State on behalf of employees
who terminate membership remain in the Plan and "subsidize" or reduce the overall
cost of the Plan.
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Internal Revenue Service Considerations and Requirements

The State of Maine qualifies the State/Teacher Plan with the IRS for two separate reasons:

e to provide employees with a plan in which their contributions are tax-deferred until
retirement;

e to maintain exemption from participation in Social Security

A plan which qualifies only for tax-deferred status under IRS requirements is a "qualified
plan." A plan which qualifies for tax-deferred status and exemption from Social Security is a

"qualified replacement plan.”
Distinction Between “Qualified Plans” and

The State-Teacher Plan was “Qualified Replacement Plans”

reviewed and was again deemed a

qualified plan by the IRS in 2010. A qualified plan is a plan that meets the requirements
It is also a qualified replacement under Internal Revenue Code section 401(a), which
plan. permits contributions to be made on a tax-deferred

L . basis. Private and public employers maintain qualified
The IRS maintains requirements

i plans.

for a qualified replacement plan
that must be met for states like A qualified replacement plan is a plan that meets IRS
Maine to continue non- requirements established for plans that are offered in
participation in Social Security lieu of (or as a replacement for) Social Security coverage
for state employees and teachers. for participating members. Only public employers may
These IRS requirements are based | offer qualified replacement plans.
on the criteria of the Old Age, 7
Survivors, and Disability

Insurance (OASDI) program.

These IRS requirements can be met in either a defined benefit plan or a defined contribution
plan. A “qualified defined benefit” plan is a traditional type of pension plan in which the
employer promises a defined monthly benefit at retirement, usually based on salary, years of
service, age and a percent of earnings for each year of service. In these plans, the
employer/sponsor bears the investment risk. A “qualified defined contribution” plan is one in
which the employee and/or employer make tax-deferred contributions to an individual
account in which the employee bears the investment risk.

IRS Qualified Replacement Plan “Safe Harbor” Guidelines for Defined Benefit Plans

The IRS provides “safe harbor” guidelines for qualified replacement defined benefit plans,
which maintain a state’s exemption from Social Security for employees that participate in the
plan. In general, a defined benefit plan must meet the following requirements to satisfy “safe
harbor” guidelines:
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e Asingle life annuity payment must equal at least 1 2% of an employee’s compensation
during the employee’s final or highest average compensation period multiplied by each
year of creditable service.

e The final or highest average compensation period must generally be based on an
employee's compensation over one of the following periods:

(i) the last 36 (or fewer) months of service;

(ii) the 36 (or fewer) consecutive or nonconsecutive months of service that provide the
highest average; or

(iii) the high consecutive or nonconsecutive or the final 3 (or fewer) calendar or plan
years of service.

e Ifa plan uses an average period of compensation that exceeds 36 months, the percentage
multiplier used to calculate a single life annuity payment must be greater than 1 2%
according to the following schedule:

0 37-48 months: 1.55%
0 49-60 months: 1.60%
0 61-120 months: 1.75%
0 Opver 120 months: 2.00%

e A plan must define a normal retirement age that is no higher than age 65.

e Creditable service must include all years worked with a permissible maximum of 30 years.
If a plan limits creditable service to fewer than 30 years, the percentage multiplier used to
calculate a single life annuity payment must be increased by a ratio of 30 to the plan's
lower limit.

e Compensation must generally be no less inclusive than the definition of the employee's
base pay as designated by the employer or the retirement system, provided the
designation is reasonable under all the facts and circumstances.

Plans which don't meet these guidelines will generally not receive qualified replacement
status and the employer will automatically become a participating Social Security employer.
The State/Teacher Plan is a qualified replacement plan because it currently provides 2% of
the highest consecutive 36 months of salary for each year of creditable service, or fraction of a
year, beginning at age 62.

Note: If a public defined benefit plan does not fall within a safe harbor, the state or
governmental employer can still "make the case" that the plan is a qualified replacement
plan if it can demonstrate that an employee's accrued benefit under the plan is at least as
great as the accrued benefit the employee would receive if the benefit were calculated
under a safe harbor formula.
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IRS Qualified Replacement Plan “Safe Harbor” Guidelines for Defined Contribution Plans

The State can also design a defined contribution plan to maintain the State's employees'
exemption from Social Security if the plan meets the following minimum requirements:

e The total employee and employer contribution to the plan must be 7.5% or greater;

e The employee's account must either be credited with earnings based on a reasonable
interest rate, or the employee's account must be held in a separate trust that is subject to
general fiduciary standards and credited with actual earnings on the trust.

e The IRS regulations provide the following example of a plan design that provides a
reasonable interest rate:

0 A political subdivision maintains a defined contribution plan described in section
457(b). Under the plan, the accounts of participants are credited annually on the
basis of a variable interest rate formula determined as of the beginning of the plan
year. The formula requires an interest rate (after adjustment for administrative
expense payments) equal to 100 percent of the Applicable Federal Rate for long-
term debt instruments. This interest rate constitutes a reasonable rate of interest.
Treas. Reg. § 31.3121(b)(7)-2(e)(2)(iii)(C).

e Compensation must generally be no less inclusive than the definition of the employee's
base pay as designed by the employer or the retirement system, provided the designation
is reasonable under all the facts and circumstances.

A defined contribution plan will generally qualify as a replacement plan under safe harbor
guidelines if the total contribution is no less than 7.5% regardless of whether the employee,
employer, or both contribute. These plans do not require that the employer bear any portion
of the investment risk.

Important Note
Understanding Cost

The Unfunded Actuarial Liability (UAL) for past costs of the
current State/Teacher Plan not timely funded was removed from
Changes analysis of new plans. Only the normal, or on-going cost, of the
State/Teacher Plan was compared to the normal cost of new
options to examine comparability. The UAL must be paid down
regardless of underlying plan design. A new plan will not reduce

Impacts of Plan Design

Cost impacts of new plans
have to be viewed in terms of
each plan's normal costs.

o or eliminate the UAL.
This is because the

State/Teacher Plan UAL 7

cannot be eliminated by ending the State/Teacher Plan. It is owed by the State regardless of
what new plan is in place. The UAL annual amortization must be paid, along with the normal

costs of whatever retirement plan is put into place going forward.
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Current normal costs of the State/Teacher Plan are approximately $105M per year, or 5.5% of
payroll. In general, the cost impact on normal costs of changing plans can be viewed as
follows:

Table 4.1 -
Comparison of State/Teacher Plan Normal Costs to Social Security Costs
Paid by the Employer
Non-Participation Participation
in Social Security in Social Security
Plan Type Social Security
Cur_r ent New Defined | Social Security and
Defined Benefit PI Onl Supplemental
Benefit Plan enefit Plan nly upplementa
Plan
Social Security 0% 0% 6.2% 6.2%
Defined Benefit Retirement
buti .5% -5.5% 0%
Plan Employer Contribution 55 3-55
Defined Contribution
Retirement Plan Employer 0% 0-4%
Contribution
Total Normal/Annual Cost 5.5% 3-5.5% 6.2% 6.2 - 10.2%

The State/Teacher Plan normal costs have been less than Social Security for 15 years because
employees pay approximately 60% of normal costs and the State pays approximately 40%.
Prior to 1995, normal costs were split approximately equally between the State and
employees, making employer normal costs and employee contributions roughly equivalent to
the Social Security, Old-Age, Survivors, and Disability Insurance (OASDI) program.

How Cost Impacts are Demonstrated in this Chapter

Four plan change options are described in this section - two exempt from Social Security and
two based on Social Security participation. These are:

A. New Retirement Plan for New Hires

B. New Retirement Plan for All Employees

C. New Supplemental Plan for New Hires with Social Security Participation

D. New Supplemental Plan for All Employees with Social Security Participation

For each option, the potential impact to plan costs and to members is provided, as are
considerations specific to the option.
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4.A - NEW RETIREMENT PLAN FOR NEW HIRES
Action

Close the current State/Teacher Plan to new hires after a selected date in the future and
enroll new hires in a new plan that meets IRS requirements for Plan employees to remain
exempt from Social Security.

Considerations

e The plan design must meet requirements under Internal Revenue Code section 401(a)
to be a qualified plan, and it should obtain an IRS determination letter on its qualified
status.

e The plan design must also meet requirements established by the IRS to be a qualified
replacement plan - either by meeting the safe harbor or by actuarial demonstration. A
defined contribution plan can be a qualified replacement plan and can shift the risk to
employees. An Attorney General opinion is needed.

e Economic conditions are not static. Changes in experience factors (economic and
demographic) can decrease or increase the employer cost of a defined benefit or
defined contribution plan as compared to plans where individual employees invest
their own money and assume the total risk of loss, or Social Security, which is a pay-
as-you-go program where the employer and employee cost is fixed.

e Implementing a new plan for new employees does not eliminate the current Plan’s
UAL.

Cost Impact

e Leaving current employees in the State/Teacher Plan and creating a new pension plan
only for new hires by itself does not have a material effect on the UAL. The employer’s
obligation for normal cost for its employees would depend on the design of the new
plan. Although the normal cost for the State/Teacher Plan would decrease because no
new employees would be enrolled, normal costs of a new plan would be determined
based on the provisions of that plan.

e The cost impact of two plans with different provisions can be to either increase or
decrease the total cost to the State, depending on the benefit structures of each plan.

e Costs to the employer will increase or decrease if provisions of the plan that are not
affected by the IRS safe harbor rules for a qualified replacement are changed. These
include vesting, the cost-of-living adjustment and other ancillary benefit provisions.
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Member Impact

e There would be no impact on current employees. Costs to current employees will
remain the same unless the 7.65% contribution of payroll rate is changed.

e New hires would receive a benefit that is less or more than that of current employees
depending on the final design of the plan.
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4.B - NEW RETIREMENT PLAN FOR ALL EMPLOYEES
Action

Close the State/Teacher Plan after a selected date in the future and enroll current and future
employees in a new plan (which might take the form of a new tier of benefits within the Plan)
that meets IRS requirements for State/Teacher Plan members to remain exempt from Social
Security.

Considerations

e The plan design must meet requirements under Internal Revenue Code section 401(a)
to be a qualified plan, and it should obtain an IRS determination letter on its qualified
status.

e The plan design must also meet requirements established by the IRS to be a qualified
replacement plan - either by meeting the safe harbor or by actuarial demonstration. A
defined contribution plan can be a qualified replacement plan and can shift the risk to
employees. An Attorney General opinion is needed.

e Economic conditions are not static. Changes in experience factors (economic and
demographic) can decrease or increase the employer cost of a defined benefit as
compared to plans where individual employees invest their own money and assume
the total risk of loss, or Social Security, which is a pay-as-you-go program where the
employer and employee cost is fixed.

e Implementing a new plan for new employees does not eliminate the current Plan’s
UAL.

e The Attorney General would have to advise on the legality of enrolling current
employees in a new plan.

Cost Impact

» C(Closing the State/Teacher Plan and creating a new plan for all current and future
employees reduces the UAL of the current plan. This is because the liabilities take
into consideration assumptions about future salary increases, service earned and
contributions to the Plan.

e The total cost impact of a change depends on the new benefit structure.

e Costs to the employer will increase or decrease if provisions of the plan that are not
affected by the IRS safe harbor rules are changed. These include vesting, the cost-of-
living adjustment and other ancillary benefit provisions.
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Member Impact

e Vested active members would experience a change in their retirement plan benefits.
They would receive two benefits in retirement; one benefit would be from the closed
Plan and the second from the new plan.

e The plan provisions and the value of benefits earned under the new plan could be
significantly different than those earned under the existing Plan.
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4.C - SOCIAL SECURITY PARTICIPATION WITH/WITHOUT NEW SUPPLEMENTAL PLAN FOR NEW
HIRES

Action

Close the current State/Teacher Plan to new hires after a selected date in the future. New
hires would be covered by Social Security with or without a supplemental retirement plan
provided by the State. This supplemental plan could be a defined benefit plan or a defined
contribution plan.

Background

If new employees are enrolled in Social Security, the State of Maine is not required to but may
offer any type of supplemental retirement plan including a defined benefit plan, a hybrid
defined benefit or defined contribution plan, or a defined contribution plan such as a 401(a)
and/or a 457(b) plan, the public sector equivalents of a 401(k) in the private sector. However,
if the new plan meets the criteria for a qualified replacement plan, Social Security coverage
would only be available after a referendum. The State of Maine is not required to provide an
employer contribution when offering a supplemental retirement plan.

Considerations

¢ Implementing a new plan for new hires and enrolling them in Social Security does not
eliminate the current State/Teacher Plan UAL which must still be retired by 2028.

e A significant number of employers offer supplemental plans that qualify under IRS
rules for favorable tax treatment, (i.e. qualified plan), meaning that employee and
employer contributions are exempt from federal income taxes until withdrawn.

¢ Different supplemental plan types create different cost risks for employees and
employers.

e The State of Maine currently pays the State/Teacher Plan contribution for teachers.
Regional School Unit employers would be required to report and remit Social Security
payments and negotiate cost-sharing with the State.

Cost Impact

e The rate that the State pays as a percentage of payroll will change from the current
5.5% of payroll to 6.2%, the current Social Security rate for employers. Future
employee contribution rates will decrease from 7.65% of payroll to 6.2% (4.2% in 2011)
of payroll, the current Social Security rate for employees. Costs of employee and
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employer contributions to any supplemental plan would be in addition to the Social
Security costs.

The UAL is not eliminated and is required to be retired by 2028. This is an employer
cost.

Investment risk of any supplemental plan can be borne by the employer (defined
benefit), the employee (defined contribution), or both (hybrid plan that shares risk).
Costs to the employee and the employer will change depending upon how investment
risk is shared.

Member Impact

This option adds another form of retirement savings to the mix of retirement plans
that now cover State and Regional School Unit employees.

Participating in Social Security is portable because Social Security is provided by
virtually all private sector and most public sector employers. Maximum portability
occurs if any supplemental plan is portable. Additional portability creates additional
costs.

More employees will receive Social Security, without an offset, if they maintain
lifetime employment with employers that participate in Social Security. Social
Security may be subject to changes in benefits and/or increases in employer and
employee rates as the federal government addresses the increasing costs of this federal
plan.
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4.D - SOCIAL SECURITY PARTICIPATION WITH/WITHOUT NEW SUPPLEMENTAL PLAN FOR ALL
EMPLOYEES

Action

Close the current State/Teacher Plan after a selected date in the future. All employees would

participate in Social Security with or without a supplemental retirement plan sponsored by
the State. This could be a defined benefit or defined contribution plan.

Background

If the current plan is terminated, current and future employees would be
automatically enrolled in Social Security, unless a plan was offered that allowed active
Plan members to remain exempt from Social Security participation.

If all employees are enrolled in Social Security, the State of Maine is not required to
but may offer any type of supplemental retirement plan including a defined benefit
plan, a hybrid defined benefit or defined contribution plan, or a defined contribution
plan such as a 401(a) and/or a 457(b) plan, the public sector equivalents of a 401(k) in
the private sector. The State of Maine is not required to provide an employer
contribution when offering a supplemental retirement plan.

Considerations

Implementing a supplemental plan for all employees and enrolling them in Social
Security does not eliminate the current State/Teacher Plan UAL which must still be
retired by 2028.

A significant number of employers offer supplemental plans that qualify under IRS
rules for favorable tax treatment, meaning that employee contributions are exempt
from federal income taxes until withdrawn.

Various supplemental defined benefit and defined contribution plans as well as hybrid
plans, can receive a determination from the IRS that the plan is a qualified plan,
meaning that employee contributions are exempt from federal income taxes until
withdrawn.

Different supplemental plan types create different cost risks for employees and
employers.

The State of Maine currently pays the State/Teacher Plan contribution for teachers.
Regional School Unit employers would be required to report and remit Social Security
payments and negotiate cost-sharing with the State.
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Cost Impact

The rate that the State pays as a percentage of payroll will change from the current
5.5% of payroll to 6.2%, the current Social Security rate for employers. Future
employee contribution rates will decrease from 7.65% of payroll to 6.2% (4.2% in 2011)
of payroll, the current Social Security rate for employees. Costs of employee and
employer contributions to any supplemental plan would be in addition to the Social
Security costs.

The UAL will continue to be required to be retired by 2028. This is an employer cost.

Investment risk can be borne by the employer (defined benefit), the employee
(defined contribution), or both (hybrid plan that shares risk). Costs to the employee
and the employer will change depending upon how investment risk is shared.

Member Impact

Participating in Social Security is portable because Social Security is provided by all
private sector and most public sector employers. Maximum portability occurs if the
supplemental plan is also portable. Additional portability creates additional costs.

Current members would experience a change in the retirement plan by which they are
covered. Members who are vested in the Plan would receive two benefits in
retirement; one benefit would be from the closed Plan and the second from the new
plan.

The plan provisions and the value of benefits earned under the new plan could be
significantly different than those earned under the existing Plan.

Current employees who worked under a plan exempt from Social Security will
continue to experience the impacts of the federal WEP and GPO offsets unless they
work long enough in Social Sec