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COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON, D.C. 20848

B-164292

To the Chairman and
Ranking Minority Member

Committee on Labor and
Public Welfare

United States Senate

In response to your June 14, 1976, letter, we made a
series of case studies of fiduciary standards and conduct
of public employee pension plans maintained by State and local
governments in New York, New Jersey, Georgia, Tennessee,
Colorado, Michigan, and Virginia.

In New York, we studied the New York State Employees'
Retirement System and the Teachers' Retirement System of the
City of New York. Case studies of these plans are included
as appendixes I and II. Case studies for the other six States
were previously provided to you.

Based on discussions with your office, we developed a
framework for the case studies to provide the information
needed to help the Committee fulfill its statutory obligations
to study governmental retirement plais. The Employee Retire-
ment Income Security Act of 1974 directed the Committee to
undertake such studies and provided that the results should
be reported to the Senate.

It was agreed with your office that we would obtain
information on the investment decisionmaking process from
summary data and interviews with cognizant officiuls. We
did not verify the information obtained, and we are not com-
menting on the adequacy of procedures and practices followed
by the plans.

The New York State Employees' Retirement System is the
largest of three State-administered retirement plans for em-
ployees of the State and local governments. This plan covers
about 552,000 active members, compared with the 259,000 mem-
bers covered by the two other plans. As of March 31, 1975,
this plan had about $6.1 billicon in assets, compared with
$5.6 billion for the other plans.

The State comptroller is responsible for the management
and operations of the plan, including the investment of plan
assets. For management and investment purposes, the plan's
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assets have been combined with assets of the New York State
Policemen's and Firemen's Retirement System and the State
public employees' group life insurance plan. The combined
assets, referred to as the common retirement furnd, totaled
about $8.3 billion on March 31, 1976. The comptroller 1is
assisted in managing the common retirement fund by ad-isory
committees established under State law. He draws on a vari-
ety of staff resources and outside investment advisors to
administer the plan and manage the investment program.

The Teachers' Retirement System of the City of New York
is the second largest of five retirement plans in the city.
As of June 30, 1975, it had over 83,000 active members and
assets totaling about $3 billion. The other four plans had
About 257,00) active members and assets of about $5 billion.

This plan, established in accordance with State and
city statutes, is managed and ccentrolled by a board of
trustees. The board appointed the Comptroller of the City of
New York and hired 10 outside investing firms to help it in-
vest plan funds. The board uses employees of a city depart-
ment to handle the plan's daily administrative operations,

The investment decisionmaking processes are discussed in
detail in the case studies. As directed by your office, we
have prepared this report without waiting for formal written
comments from plan officials. However, we gave plan officials
an opportunity to comment on the case studies, and we have in-
cluded their comments where appropriate. We nave requested
formal written comments, which we will send to you when we

receive them. a
| dru Lo A‘

Comptroller General
of the United States
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CHAPTZIR 1

BACKGROUND

The New York State Employees' Retirement System (here-
after referred to as the Plan) was established by Chapter 741
of the New York Laws of 1920. Under this legislation, only
State employees were entitled to membership. Amendments to
Chapter 741, however, authorized extension of Plan coverage
to employees of the State's political subdivisions, public
and quasi-public organizations, and certain New York City
libraries.

As of June 30, 1976, the Plan had about 552,000 active
members and paid about $26.5 million monthly to its 111,545
retirees and beneficiaries. As of March 31, 1975, the Plan
had assets valued at a?out $6.1 billion. The Plan is the
largest retirement system in the State and the largest
State retirement system in the country.

The Plan is one of three State-administered retirement
Plans. The others are the (1) New York State Policemen's
and Firemen's Retirement System and (2) New York State Teach-
ers' Retirement System. According to the latest available
information, these plans, as of June 30, 197¢, had about
32,000 and 227,000 active members, respectively, and at the
end of the plans' fiscal year ended March 31, 1975, hai as-
sets totaling about $900 million and $4.7 billion, respec-
tively.

The Plan's management and investment activities are
combined with the (1) New York State Policemen's and Fire-
men's Retirement System and (2) New York Siate Public Employ-
ees' Group Life Insurance Plan. The assets of the three
plans are combined in an investment pool referred to as the
Common Retirement Fund. A staff of State employees manages
the fund's daily investment activiries.

MEMBERSHIP REQUIREMENTS

Membership in the Plan is mandatory fo: all persons
who entered or reentered the service of the State or partic-
ipating political subdivisions on or after July 1, 1948, with
certain exceptions. The exceptions, among others, include
(1) teachers or instructors, nolicemen, and firemen, who are
eligible for membership in other retirement systems, and (2)
persons in positions that pay less than $1,500 a year.

Active membership in the Plan ceases upon the member's
death or retirement or the member's voluntary withdrawal



of all or part of his accumulated contributions. Membership
is alsc terminated when service amornts to less than 5 years
in any period of 10 consecutive yeurs. However, membership
shall not be terminated if, during the 1l0-year period, the
member had at least 5 years of past service and served as

an employee of the Federal Government, the United Nations,
or another international organization.

FUNDING

The P.... is priwmarily funded through contributions from
employers and income from investments. Originally, both em-
ployees and employers had to contribute to the Plan. However,
during the past 16 years--to provide increased take-home pay
to employees--the employers could elect continued membership
participation for their employees under a Plan program that
does not require any contributions by the employees or under
one that permits reduced employee contributions.

During June 1976 about 2,500 of the Plan's 552,000 mem-
bers were required to contribute to the pension programs,
About 10,200 other members were making voluntary contribu-
tions. The contribution rates vary from 6.01 to 12.82 per-
cent, based on the member's age, sex, and occupation. For
example, a male enrolling at age 21 contributez 7.24 percent
of his salary, whereas a female of the same age contributes
9.09 percent.

New pension legislation was enacted by the State legis-
lature during the 1976 session. The chief feature of the
legislation was that a member who joined or rejoined the
Plan on or after July 1, 1976, would have to contribute 3 per-
cent of gross salary to the Plan. The only exceptions were
employees under the federally sponsored Comprehensive Employ-
ment and Training Act of 1973, as amended (<9 0.S.C. 801).

BENEFITS

The Plan provides its members with retirement income and
financial protection in the event of disability or death.
Generally, the benefits available to members depend on whether
they had joined or rejoined the Plan (1) before July 1, 1973,
(2) between July 1, 1973, and June 30, 1976, or (3) after
June 30, 1976. The enrollment dates differ to comply with
the various provisions of law in effect during these periods.

The Plan offers a broad range of benefit programs. All
programs provide normal retirement benefits, death and dis-
ability benefits, deferred retirement benefits; and optional
methods of benefit payment. Benefits under the programs



differ depending on the qualifying age or years of service,
the date cf membership, and whether the members are contrib-
utory or noncontribu‘ory. The program available to members
is selected by the employer and is either a contributory,
noncontributory, or special program.

Because of the complexity and variety of options offered
to members, we have included excerpts from the Plan's Fifty-
Fifth Annual Report, which describes each of the benrefits
available. This is included as schedule 2 on page 26.

Cost-of-living anoity adjustments

Legislation enacted in 1976 provides for escalating or
deescalating service retirement, disability, and survivor
benefits annually at a rate equal to the lesser of 3 percent,
or the actual increase or decrease in the cost-of-living
index. Benefits, however, cannot be deescalated below the
benefits initially payable. The law applies only to members
who joined after June 30, 1976, and has no provisions for
cost-of-living adjustments before July 1, 1976.



CHAPTER 2

FRAMEWORK FO> MANAGING INVESTMENTS

The State comptroller is designated by New York law
as administrator of the Plan and the trustee of the Common
Retirement Fund. The comptroller, as heal of the State's
Department of Audit and Control, draws on a variety of staff
resources, advisory committees, and professional investment
institutions to administer the Plan and manage the investment
program.

ORGANIZATIONAL STRUCTURE

The following structure is used to manage and control
Plan activities,

A

INVESTMENT MORTGAGE
ADVISORY ADVISORY
COMMITTEE COMMITTEE
DEPARTMENT
OF

AUDIT AND CONTROL

DIVISION OF INDEPENDENT DIVISION
INVESTMENTS AND ADVISORS OF
CASH MANAGEMENT RETIREMENT




State comptroller

The State comptroller is administrative head of the
Plan, trustee of the Common Retirement Fund, and appointing
officer of the advisory committees. He is authorized by
law to invest available funds for each retirement system
and hold such investments in his name as trustee. Lagisla-
tion also authorizes him to use any other technical and ad-
ministrative assistance he needs.

Two committees--the Investment Advisory Committee and
the Mortgage Advisory Committee--help the comptroller manage
the Common Retirement Fund. The comptroller, as head of the
Department of Audit and Control, exercises administrative
control over the Plan and its investment program. He is the
State's chief fiscal officer and is elected by the public for
a 4-year term.

Investment Advisory Committee

The State law which established the Investrent Advisory
Committee provides that the committee shall (1) advise the
comptroller on investment policies relating to the moneys
of the Common Retirement Fund and (2) periodically review
the fund's investment portfolio and make any recommendations
deemed necessary.

Each committee member is required by law to be exper-
ienced in the field of investments and to have served as a
senior officer or member of the board of an insurance com-
pany, banking corporation, or other financial or investment
organization authorized to do business in the State. The
committee must consist of at least seven members appointed by
the comptroller for 4-year terms. The committee presently
has nine members, who serve without compensation.

Mortgage Advisory Committee

A 1960 State law states that the comptroller shall ap-
point a separate Mortgage Advisory Committee, with the advice
and consent of the Investment Advisory Committee, to review
proposed mortgages and real estate investments by the Common
Retirement Fund.

The comptroller has appointed 19 members to the commit-
tee; they also serve without compensation. The law does not
specify an experience requirement for committee members. A
Plan off_cial said that the law does not provide for a specific
term of office for committee members a.d that members may be
replaced at the comptroller's discretion.



Departuent of Audit and Control

This department is primarily responsible for the Plan's
administration, including the investment of Plan assets. The
comptroller, as department head, has delegated this responsi-
bility to two divisions within the department, the Division
of Retirement and the Division of Investments and Cash Manage-
ment.

Division of Retirement

The Division of Retirement is responsible for the over-
all administration of the Plan and the Policemen's and Fire-
men's Retirement System and the Public Employees' Group Life
Insurance Plan. Specifically, the division:

--Maintains the accounts for the Common Retirement
Fund, collects and accounts for the interest income
ard dividends earnc?® on investments held for the fund,
a services the mortgages held as investments.

--Calculates rates of return for various segments
of the portfolio and determines the long-range
rate of return used in calculating Plan liabilities.

--Executes transactions related to the acgquisition
and disposition of mortgagec as investments for
the Common Retirement Fund and manages any real
property acquired in the fund's name.

The deputy comptroller is in charge of the Division of
Retirement. He is assisted in the adrinistration of the
two systems by an executive director and in his other duties
by various bureaus under his direction, such as the Accounting
Bureau, the Actuarial Bureau, and the Office of Real Estate
Investments. The division employs about 535 people. All em-
ployees, except the deputy comptroller, the director of the
Office of Real Estate Investments, and the Counsel, are under
the State's Civil Service System. A Plan official said per-
sons holding these positions are appointed by the comptroller.
According to the deputy comptroller, there are no specific
job requirements for his position.

Division of Investments
and Cash Management

The Division of Investments and Cash Management is re-
sponsible for administering the investment program for the
Ccommon Retirement Fund, except for nortgage investments.
This includes buying and selling securities, determining
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whether certain stock investments are authorized, and safe-
guarding securities. The deputy comptroller told us that

the division director is a civil service employee. A Plan of-
ficial estimated that this division employs about 15 people,
all of whom are civil service employees.

Independent -advisors

The comptroller has contracted with five professional
investment institutions to serve as independent advisors for
the day-to-day common stock transactions of the Common Re-
tirement Fund. According to a Plan official, these five in-
dependent advisors are banks. Four of them are headquartered
in New York City and one is headquartered in Boston. He also
said that one of the local advisors also serves as the Plan's
bond advisor.

The deputy comptroller told us that the comptroller
selects these advisors. The latest three advisors selected
were selected by the comptroller, based on the advice of an
actuarial firm, which considered the investment experience
of 15 companies.

MAKING AND IMPLEMENTING
INVESTMENT POLICY

According to Plan officials, the overall investment
policy is established by the comptroller and the Investment
Advisory Committee. The Director, Division of Investments
and Cash Management, works closely with them in developing
the policy.

The Plan may make no investment unless it is in accord-
ance with the limitations set forth by State legislation.
No limitations were established on the amount of funds that
may be invested in Federal, State, and municipal obligations,
including mortgages guaranteed by Federal agencies. Legisla-
tion does, however, establish the following limitations for
investments of the Common Retirement Fund:

-=NO more than 30 percent of the fund may be invested
in conventional mortgages, no more than 5 percent
may be invested in any conventional mortgage, and
no investment of less than $250,000 may be made in
a mortgage.

--No more than 10 percent of the fund may be invested

in any conventional mortgage guaranteed by a State bank
or trust company.

11



--No more than 6 percent of the fund in any year
or more than 35 percent of the total fund may be
invested in stocks of corporations in which invest-
ments are permitted under applicable State laws.

--No more than 1.5 percent of the fund may be invested
in the stock of any corporation, nor may the fund
own more than 3 percent of the total outstanding
shares o! any corporation.

--No more than 3C percent of the fund may be invested
in bonds or other obligations of railroad or utility
corporations in which investments are permitted under
applicable State laws. Additionally, no more than
(1) 5 percent may be invested in equipment trust cer-
tificates, (2) 2.5 percent may be invested in obliga-
tions of any AAA-rated corporation, (3) 2 percent in
any AA corporation, or (4) 1.5 percent in any A cor-
poration.

The law specifies that all investments must have a
rating of A or above assigned by a recognized rating agency,
such as Standard and Poor's or Moody's.

Investment policies

The investment objectives of the Common Retirement Fund
are consistent with the "prudent man rule"; that is, invest-
ment in securities that would be acquired by prudent men of
discretion and intelligence in such matters who are seeking
a reasonable income and the preservation of their capital.
The obiectives are to

-~-safeqguard the principal from any imprudent risk;

--obtain the maximum yield consistent with the
safety of principal;

--provide for the growth of principal through a
long-term program of high-grade stock investments;
and

--develop a portfolio which will emphasize quality,
flexibility, diversity, and marketability.

According to a Plan official, no specific rate of return
objectives have been established for investments.

Before 1959, the portfolio consisted entirely of U.S.
Government and other governmental obligations, mortgages,
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and tax-exempt bonds. Legislation enacted in 1959 permitted
investments in corporate obligations, railroad equipment
trust certificates, and conditional sales notes. Further
legislation in 1960 permitted investments in conventional
mortgages; common stock; and Canadian Government, province,
or city obligations. This expansion of investment options
is reflected in the changing composition of the Plan's port-
folio.

The Director, Division of Investments and Cash Manage-
ment, said the current investment policy for the Common Re-
tirement Fund favors investments in bonds, especially 10-year
short maturity and tax-exempt bonds and high quality mortgages
that guarantee 1l0-percent return. He said the Plan does not
make loans to the State. However, employees may borrow from
the Plan based on their contributions. Investment policies
are reviewed and revised at quarterly meetings.

Implementing investment policy

The implementation of investment policy for the major
areas of investments--stocks, bonds, mortgages, and short-
term investments--is discussed below.

Stocks

According to Plan officials, the five independent ad-
visors recommend investments to the comptroller. The comp-
troller consults with the director, Division of Investments
and Cash Management, to determine whether the recommendations
fall within the legislative limitations. Once approved, a
transaction is made by an independent advisor through a bro-
kerage firm of his choice. Brokerage firms do not deal di-
rectly with Plan personnel. The independent advisor submitg
confirmation of purchase or sale to the Division of Invest-
ments and Cash Management, which in turn disburses or col-
lects funds. According to a Plan official, each of the five
independent advisors is given a monthly dollar allocation
and assigned part of the stock portfolio to manage.

Bonds

The deputy comptroller said one of the independent ad-
visors makes recommendations to the comptroller on bond port-
folio investments. Many recommendations involve bond swaps-—-
the trading of low-yielding bonds for bonds with better re-
turns. Actual transactions are carried out by the Division
of Tnvestments and Cash Management.
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ggrtgages

The Division of Retirement is responsible for the mort-
gage investment program. The deputy comptroller said that
recommendations for mortgage investments originate within
the division and are submitted to the comptroller and the
Mortgage Advisory Committee for review. Unlike the Invest-
ment Advisory Committee, which only advises, the Mortgage
Advisory Committee actually participates in the decisionmak-
ing process. The committee, by law, must approve a proposed
mortgage or real estate investment before it can be made.
Once a mortgage investment decision is made, the division
is responsible for executing the transaction, making onsite
property inspections, and collecting delinquent payments.
The division also collects escrow moneys, pays taxes and
insurance, and identifies delinquent payments.

Short-term irvestments

The Division of Investments and Cash Management is
solely responsible for short-term investments. All cash re-
ceipts throughout the year are invested in short-term securi-
ties, such as Treasury bills and certificates, to produce
earnings before the cash is invested in long-term securities.
The division director and three division investment officers,
who serve as advisors, handle the short-term investments.

All decisions regarding these transactions are made by the
director.

Investments are restricted only by legislation. To carry
out the short-term investment program, the division relies on
a cash flow projection prepared by the Division of R:tirement.
This projection and the role it plays will be discussed in
the section beginning on page 16.

Experience of investment
decisionmaking staff

Each member of the Investment Advisory Committee is re-
guired by law to be experienced in the investment field and
to have served as a senior officer or member of the board of
an insurance company, banking corporation, or other financial
or investment organication authorized to do business in the
State. Although there are no experience reguirements stated
in the law for members of the Mortgage Advisory Committee,
all 19 members are senior officers or poard members of banks,
insurance companies, or realty corporations.
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The deputy comptroller said that the director, Division
of Investments and Cash Management, is a civil service em-
ployee and that there are no job regquirements for this posi-
tion. The current incumbent, who has been the division
director since 1946, holds a master's degree in public admin-
istration.

Initially, an independent advisor was engaged to manage
the bond portfolio. 1In 1960, when common stocks became part
of the Common Retirement Fund, the advisor was also selected
to manage tic stock portfolio. As the portfolio grew, another
advisor was engaged. Each was allocated part of the portfolio
to manage. As the stock portfolio continued to grow, Plan of-
ficials felt that more competition among advisors would bene-
fit the portfolio.

A consulting firm was engaged to review the investment
performance of various financial institutions and provide a
report to the comptroller on which he could base the selec-
tion of additional stock advisors. The firm reviewed the
performance of 15 companies with broad stock investment exper-
ience. The report included comparisons of the investment re-
sults achieved by the various institutions, along with illus-
trations of the general stock market performance based on the
Standard and Poor's Composite Stock Index and the Dow Jones
hverage. The comparisons were based on total investment per-
forman~e. The report also included the institutions' fee
schedules.

The consulting firm suggested that the following factors
be considered in selecting advisors:

--Ability of the financial institution to manage large
common stock investment programs.

~-Size of the financial institution, in terms of both
assets managed and depth of staff.

--Expense charges tc¢ be levied by the financial insti-
tution.

--Depth of research and investment policy of the finan-
cial institution.

The report highlighted the 15 institutions reviewed and
recommended 6 of them. Three of the institutions were then
chosen as additional independent advisors. According to a
Plan official, some of the independent advisors have since
been replaced because of poor performance or high fees.
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Selection of brokers

The deputy comptroller said the Plan does not select
or deal directly with brokers. The five indepeadent advisors
do the selecting.

MANAGEMENT  AND CONTROL
E N SET

The Plan has developed an automated investment informa-
tion system to provide for complete accounting of investment
transactions and income. The Accounting Bureau of the Divi-
sion of Retirement is responsible for opeiating this systeL.
The automated system facilitates the collection, editing,
and analysis of the large volume of data generated and the
timely and comprehensive review of the investment program by
providing updated reports on all long-term stock and bond
transactions. The reports generated are discussed on page
20.

The comptroller, by law, uses the services of a New York
City bank as fiscal agent to help the State carry out control
procedures. The fiscal agent is responsible for transferring
and storing all securities. Negotiable securities--mostly
short-term--are maintained with the fiscal agent. Where prac-
tical, securities, which are not readily negotiable, are reg-
istered in the name of the comptroller as trustee of the Com-
mon Retirement Fund. Physical custody of such securities is
the responsibility of the Division of Investments and Cash
Management,

The director of that division told us that no specific
controls have been established to prevent "soft dollar" ar-
rangements--the receipt of research from broker-dealers in
exchange for commission business--or loans to other bank cus-
tomers or broker-dealers who direct trade to their own firms.
He sa:d the Plan is dealing with reputable firms whose trans-
actions are governed by Securities and Exchange Commission
regulations.

Money management techniques

The deputy comptroller said that to make sure that in-
coming cash is invested immediately, the director, Division
of Investments and Cash Management, develops a cash flow plan
for ancicipated cash receipts. The Division of Retirement
is responsible for providing investment income data for cash
management purposes. The Division of Retirement prepares a
cash flow projection report which lists contributions, invest-
ment income, benefit payments, and other payments anticipated
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for the coning year as well as the amount available for in-
vestment. The director, Division of Investments and Cash
Management, said that he is notified by the depository bank

of the daily account balance. The forecasted available funds
are invested immediately in short-term investments, mortgages,
and stocks.

According to the director Division of Investments and
vash Management, adherence to the statutory limitations is
the best way of obtaining optimum return on and security of
investments. To upgrade the portfolio wherever possible, a
system of 3ecurity exchanges has been implemented through
which bonds are exchanged for higher yielding obligations.
The law spells out the restrictions on this type of transac-
tion.

Further, various controls have been set up to obtain
optimum return on and safety of pension assets. For example,
an investment may be made only within the limits authorized
by law for the category of securities involved. The director,
Division of Investments and Cash Management, said that he has
a staff of investment officers who make sure that stocks and
bonds purchased meet the gquality restrictions of the law and
that statutory limits are not exceeded.

Monitoring investment performance

The Division of Investments and Cash Management and the
Actuarial Bureau of the Division of Retirement are jnintly
responsible for evaluating the performance of the independent
advisors. The Plan's actuary said that the evaluation tech-
nigque used considers many factors when computing rates of re-
turn. He said that it provides complete investment results by
considering not only the income earned from interest or divi-
dends, but also changes in market value of assets, which arise
from both realized and unrealized gains and losses. The tech-
nique also includes (1) expression of investment results as
annual rates of return, (2) recognition of cash flow--the
length of time that funds were invested, (3) consideration of
sufficiently long periods of time to obtain meaningful re-
sults, and (4) selection of time periods to illustrate results
obtained during different periods and under different market
conditions.

According to the actuary, the technigue has been com-
puterized and reports are prepared monthly. Meetings are held
periodically with each independent advisor to discuss its per-
formance and to compare it with the other four advisors. As a
result, two advisors have been recently discharged because of
poor performance. The actuary further stated that the bond
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aiavisor is not monitored because the Plan uses only one, thus
no comparison can be made.

Disclosure stateaents

Plan officials said disclosure statements are not re-
quired from the comptroller or anyone else in the Plan. No
disclosure statements have been filed. The State's Public
Officers Law cites ethical standards for employees and public
officials. Beyond the general reguirements imposed on all
public employees, the law places special responsibilities
on Plan employees. The law states that, except as provided,
neither the comptroller nor any person emplcyed by the Plan
shall

-—have any interest in the gains or profits of
any investment of the Plan, or receive any
pay or emolument for his services;

--borrow for himself or as an agent or partner of
others any of its funds or deposits or ir any
manner use the funds except to make current and
necessary payments authorized by the comptroller;
or

--become an endorser, surety, or an obliycr in
any manner of moneys loaned by or borrowed from
such funds.

The deputy comptroller was unaware of procedures for
disclosure statements followed by the banks handling the
portfolio. The Plan has received no disclosure statements
from the banks.

AUDIT AND DISCLOSURE OF
INVESTMENT ACTIVITIES

Investment procedures and concrols are subject to both
internal and external audits. Auditors of the comptroller's
office, who are independent of the operating divisions respon-
sible for the investment program, make internal audits. State
regqulatory agencies and certified public accountants make ex-
ternal audits.

Scope of audits

Legislation requires that the Plan be subject to the
supervision of the superintendent of insurance, in accordance
with the provisions of the State insurance law. In this con-
nection, the State's Insurance Department audits the Plan
every 5 years. 1Its latest report, which covered the 5-year
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period from April 1966 to March 1971, dealt with the history,
management, membership benefits, assets, and financial con-
dition of the Plan.

The deputy comptroller, Division of Retiremernt, said
there is no legal requirement for ar annual audit of the
Plan's operations by a certified public accounting firm.
However, certifi~d public accountants do take an annual
inventory ot securities, ircluding an examination of wvault
controls an.. other custodial and safekeeping procedures re-
quired by State law for all State-owned securities.

The latest available report covered the yzar ended
December 31, 1974. The accountants inspected or accounted
for securities and other investments owned by the State and
held and administered by the comptroller or the State's
Commissioner of Taxation and Finance, including the Common
Retirement Fund. A Plan official said the accountants re-
concile their count with vault records and Division of Re-
tirement records.

The comptroller has instituted a regular system of in-
ternal audits. A central internal audit staff auvdits all
divisions of the Department of Audit and Control. 1Internal
audits of the Division c¢f Investments and Cash Management
include review and evaluation of the (1) accounting and se-
curity aspects of investment operations, (2) results of oper-
ations for selected periods, (3) effectiveness of internal
control systems, (4) interim reconciliations of State records
with a physical count of securities, and (3) performance of
the fiscal agent. 1Inteinal audits also seek to make certain
that the investment function is adegquately reviewed and eval-
uated.

According to the deputy comptroller the internal audits
are not made on any formal basis at the Division of Retire-
ment, nor is there a formal reporting sy stem. No reports of
internal audits of the Division of Retirement were published,
He also said that the audit by the State Insurance Department
is the only formal, complete au”it of the Plan‘s operation.

Reports issued on
retirement plan activities

The comptroller issues an annual report on Plan opera-
tions. The report includes a list of the entire investment
portfolio and the actuarial report. It also includes the
amount of assets by type of investment, rates of return hv
type of asset for various years, and rates of return for in-
vestments acquired in the current year. The annual report
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is sent to each public retirement system in the country,
each participating employer, public hospitals and libraries,
retirement information representatives of the Plar, and the
New York State Exchange Library.

The Division of Retirement's Accounting Bureau prepares
an annual financial report. This report, which is sent to
the comptroller, consists of detailed financial statements
of the Plan. The Plan and the Common Retirement Fund are also
raquired by law to report to the State Insurance Department.
This department requires detailed schedules showing invest-
ments held at yearend and investment transactions that oc-
curred during the year.

The Department of Audit and Control publishes a monthly
pamphlet of State financial data. The pamphlet includes data
on the Common Retirement Fund and the Plan along with a sum-
mary of investments, by type and rate of return of each type,
as well as membership and benefit information.

The automated investment information system provides
detailed lists and records covering all phases of investment
activity concerning long-term bond and stock investments.
These records provide a detailed account of purchases, sales,
maturities, receipt of interest or dividend payments, and
related information. The records are usually in the form
of printouts and are not published. From these accounting
records, internal reports are prepared that provide compari-
sons, analyses of performance, and historical records of in-
vestment activity to be used for investment management.,
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CHAPTER 3

INVESTMENT EXPERIENCE

ANNUAL RATE OF RETURN

The following table shows the annual rate of return for
common stock and fixed dollar investments (primarily bonds
and mortgages) fer fisoul years 197!'-75, as shown in the
rlan's annual reports. Except for fiscal year 1971, the an-
nual reports did not present an overall rate of return on
Plan investments.

Percent return

Fiscal Common Fixed dollar
year stock investments
1971 - a/4.85
1972 10.50 - 5,23
1973 8.80 5.30
1974 .90 5.90
1975 -1.70 6.30

a/Represents rate of return for all investment assets, includ-
ing stocks. At the end of fiscal year 1971, stocks ac-
counted for 16.6 percent of total _avestments.

The actuary said thet :he rate of return for common
stock is computed according to the method used for performance
monitoring. This computation includes income from dividends,
unrealized gains and losses from appreciation or depreciation,
and realized gains and losses from the sale of assets. The
yield included the changes in market values from November 28,
1960, to the end of each fiscal year. The rate of return
Ior total fixed dollar investments is obtained by dividing
the income earned during the year by the average asset value
for the year. Neither realized nor unrealized gains and
losses are considered in :his computation.

According to the Plan's actuary, the rate of return for
common stock could be computed considering cnly income and
excluding gains and losses. However, computing the rate of
return for fixed dollar investments including realized and
unrealized geins and losses would be very time consuming be-
cause it would require writing a computer program and accumu-
lating raw data which might not be available.
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PENSION PLAN ASSETS

The values of assets held in the Common Retirement Fund,
listed in the annual reports as of March 31 for fiscal years

1971-76, were as follows:

Fiscal

year Amount
1971 $4,596,908,224
1972 5,376,646,208
1973 6,091,833,519
1974 6,472,094,279
1975 7,139,770,200
1976 8,292,245,439

A comparison of the assets by category for the 6-year period
is shown in schedule 1 on page 25. During that reriod,

about 82 to 86 percent of the assets were invested in stocks,
bonds, and mortgages.

FUNDS IN NON-INTEREST-BEARING ACCOUNTS

Four ncn-interest-bearing checking accounts are main-
tained for the Plan and the Common Retirement Fund. A regular
account and an escrow account are maintained for the fund. A
pension account for paying benefits and payroll expenses and
a revolving fund account for such payments as withdrawals of
contributions and loans to members are maintained for the
Plan. We analyzed the accounts of the Common Retirement Fund
and the Plan for the months October 1975 to March 1976. The
following table shows the average daily balances and monthly
expenditures from the four non-interest-bearing accounts. The
average daily balance was computed by totaling the daily bal-
ances and dividing the total by the number of days in the
month, excluding weekends and-holidays.

Common_Retirement Fund
Regular account Escrow account

Average Monthly ™ Average Monthly
daily expendi- daily expendi-

Month balance tures balance tures
October $2,064,299 $559,767,681 $23,440 $6,554,073
November 259,313 198,791,151 15,028 2,381,263
December 1,596,216 592,400,508 18,237 2,297,771
January 1,116,824 178,017,420 26,262 7,374,907
February 1,387,445 409,368,358 32,351 1,297,720
March 1,186,740 350,303,273 39,776 2,029,104
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Plan

Pension payroll account

Revolving fund

Average Monthly Average Monthly

daily expendi- daily expendi-
Month balance tures balance tures
October -$3,263,066 $27,662,137 -$1,196,521 $10,223,614
November -4,272,035 26,627,606 -1,312,467 8,883,046
December -2,855,990 26,687,075 -1,290,605 7,841,480
January ~-3,306,029 27,624,098 -1,276,203 6,099,145
February -4,228,175 27,449,609 -1,177,843 5,887,429
March -3,157,314 28,729,604 -1,254,720 7,684,032

The director of the Accounting Bureau did not believe
the balances in the Common Retirement Fund accounts were un-
reasonable considering the amount of expenditures.

The director also told us that, for the Plan accounts,
a "managed overdraft policy"” is followed. Under this policy,
frequent deposits are made in amounts sufficient to cover
checks presented to the banks for payment. As a result of
the policy, the amount of cash recorded in the books of ac-
count will frequently be negative--as illustrated in the
above table--while the checking accounts will not show any
overdrafts,

Our review of the balances recorded in the pension pay-
roll account showed that during about the first half of each
month a negative cash balance is recorded, but during the
rest of the month the cash balance generally showed zero or
an insignificant amount. Our review of the balances recorded
in the revolving fund account showed that the account gener-
ally has negative balance, except on the last working day of
the month, when a positive amount is shown. According to
the director. at the end of the month a deposit is made to
bring the book balance up to ahgut $50,000.

OPERATING COSTS

By law, operating costs can be paid only out of the
Common Retirement Fund revolving fund. Disbursements are
made directly from the fund. Thre director of the Accounting
Bureau said that charges are prorated against each partici-
pating system. A Plan official told us that operating costs
included salaries, rent, supplies, and utilities. They do
not include fees paid to advisors, which are paid out
of investment proceeds.

All participating employers are required to make an an-
nual contribution to cover the Plan's operating costs. This
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contribution, which is determined separately from the retire-
ment contribution, is computed by dividing the current year's
operating costs by the total current annual payroll of all
participating employers. The resulting percentage is applied
to each employer's total payroll to arrive at the employer's
contribution.

The following table shows the Plan's operating costs
and contributions for fiscal years 1971-76.

Operating costs

Fiscal Operating as a percent
year costs Contribations of contributions
1971 $5,678,654 $377,692,671 1.50
1972 6,404,986 508,202,479 1.26
1973 6,993,963 565,309,199 1.24
1974 7,117,816 640,384,213 1.11
1975 8,474,707 701,242,201 1.21
1976 9,008,122 802,641,410 1.12
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SCHEDULE 2 SCHEDULE 2

SCHEDULE OF BENEFITS

[Extracts from the 55th Annual Report, The New
York State Employees' Retirement System (ERS),
The New York State Policemen's and Firemen's
Retirement System (PFRS), and The New York State
Public Employees' Croup Life Insurance Plan,
fiscal year ended March 31, 1975.]

Legislation enacted in 1973 substantially revised certain
aspects of the Retirement Systems. A new class of memhers was
created--those who entered or re-entered the Systems after
June 30, 1973. Existing benefits were modified, when appli-
cable to new members of ERS. 1In one instance, death benefits,
a new formula was mandated for new members of ERS and PFRS.

The normal retirement age for Post-July 1, 1973 members
is 62, unless they are in a plan which uses years of service
as its only criterion. Retirement is permitted members between
age 55 and 62 but with a reduction in benefits according to
the following formula:

l) One-half of 1% per month for each of the first
twenty-four full months that retirement predates
age 62.

2) One-quarter of 1% per month for each full month that
retirement predates age 60. In no event is retire-
ment allowed before age 55.

Retirement benefits for Post-July 1, 1973 members, except
any attributable to their own contrib .tions, are subject to a
limit. The maximum benefit for ERS m .hers, computed without
optional modification, may not exceed 60% of the first $12,000
of final average salary and 50% of any final average salary in
excess of $12,000. For policemen and firemen, the maximum
benefit eguals the amount payable upon completion of 30 years
of service.

Other limitations applicable to this group are noted,
where appropriate, throughout this summary.

Service Retirement Allowances and Employee Contributions
1. Contributory Plans [See GAO note.]

GAO note: The various retirement options included in this
schedule are referred to as plans. Within the case
study, we ceferred to these plans as programs in
order to minimize confusion with the term "Plan"
which we used in referring to the New York State
Employees' Retirement System.
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If a member's employer has not elected a non-contributory
plan, the employee has a choice between the Age 55 Plan
and the Age 60 Plan (unless the employee is covered by a
special plan.)

A'

Age 60 Plan

Pre-July 1, 1973 members may retire at or after age
60, regardless of length of service, with a pension
of 1/140th of final average salary for each year of
member service plus 1/70th of final average salary
for each year of prior service (to a maximum of 35
years) plus an annuity purchased by member contribu-
tions.

The same benefit formula applies to Post-July 1, 1973
members but these members must meet the criteria men-
tioned in the introductory paragraphs.

This plan requires member contributions, the rate of
contribution being based on occupation, sex, and age
at entry into membership. These contributions are
lower than those for the other contributory plan.

Age 55 Plan

Pre-July 1, 1973 members may retire at or after age
55, regardless of length of service, with a pension
of 1/120th of final average salary for each year of
member service plus 1/60th of final average salary
for each year of prior service (to a maximum of 35
years) plus an annuity purchased by member contribu-
tions. The same benefit formula applies to Post-
July 1, 1973 members but these members must meet the
criteria mentioned in the introductory paragraphs.
The contribution rates for this plan are greater than
those for the Age 60 Plan.

Increased-Take-Home-Pay Provision

For most of the members covered by contributory plans,
the required contributions have been reduced by the de-
cision of the employer to make contributions to a re-
serve for Increased-Takz2—-Home~Pay (ITHP). If an em-
ployer makes su.n 1 "HP contributions, they replace

part or all of the mnember's own contributions. To

that extent, a reserve is established which accumu-
lates with regular interest and is used to provide
additional income to the member at the time of retire-
ment.
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Since April 1, 1960 emplovers could elect to make ITHP
contributions equal to 5% of the member's gross sal-
ary. Beginning April 1, 1964, employers could elect
to provide either a 5% or 8% ITHP contribution. As of
April 1, 1965, employers could elect the 5% or 8% ITHP
contribution, or a fully non-contributory plan. The
fully non-contributory ITHP plan was closed to new
vlection as of July 1, 1966.

Non-Contributory Plan

There are four non-contributory retirement plans: Employ-
ees enrolled in any one of these plans are nnt required to
contribute. Pre-July 1, 1973 members may ret.re at or
after age 55. Post-July 1, 1973 members must meet the
criteria mentioned in the introductory paragraphs.

A.

Non-Contributory Plan (1/60th Plan)

At retirement, a member will receive a pension equal
tc 1/60th of final average salary for each year of
member service rendered after April 1, 1960, plus
1/120th of finai average salary for each year of mem-
ber service rendered before April 1, 1960, plus an
annuity from any accumulated contributions left on
deposit with the System. Each year of prior service
(up to a maximum of 35 years) will increase the pen-
sion by 1/60th of final average salary.

Non-Contributory Plan with Guaranteed
Benefits (Improved 1/60th Plan)

A member will receive at retirement a pension egual to
1/60th of final average salary for each year of serv-
ice since April 1, 1960 plus a pension tha* will pro-
duce, when added to the annuity purchasable by re-
quired member contributions, a retirement allowance cf
1/60th of final average salary for each vear of serv-
ice between April 1, 1938 and April 1, 1960. All mem-
ber contributions since April 1, 1960 and those in
excess of the contributions reguired under the Age 60
Plan for the years between 1938 and 1960 will, if left
in the System, purchase additional annuity. Service
before April 1, 1938 is credited in the same manner on
the Improved 1/60th Plan as it is on the 1/60th Plan,
Each year of prior service (to a maximum of 35 years)
will increase the pension portion of *“¢ retiremen*
allowance by 1/60th of final ave-age salary.
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C.

Career Plan (25 Years)

A member retiring with at lzast 25 years of total
service (member service plus prior service) will
receive a retirement allowance of 1/50th of final
average salary for each of the first 25 years of
service plus 1/60th of final average salary for
each year in excess of 25, provided that required
contributions are on deposit. Members retiring
with fewer than 25 years of service will receive
the Improved 1/60th Plan benefit.

New Career Plan (20 Years)

A member retiring with 20 or more years of total
service (member service plus prior service) will
receive a retirement allowance of 1/50th of final
average salary for each year of service, provided
that required contributions are on deposit. For
members who retire with fewer than 20 years of
total service, the retirement allowance is calcu-
lated according to the terms of the Improved
1/60th Plan.

3. Special Plans

A.

25 Year Plans

A variety of 25 year plans are offered to policemen,
firemen, sheriffs and correction officers. Generally,
members may retire with 25 years of service, regard-
less of age, or at age 60, with a retirement allowance
of 1/50th of final average salary for each year of
service (to a maximum of 25 years). Allowances are
funded by employer and member contributions. Member
contributions may be replaced (to the extent of 5% or
8% of pay) by ITHP con:ributions, or the employer may
provide the plan on a non-contributory basis.

20 Year Plans

These Plans are offered to officers and members of
certain police and fire departments. A member re-
ceives a retirement allowance equal to 1/40th of final
average salary for eac.: year of service (to a maximum
of 20 years). Allowances are funded by employer and
member contributions. Members contributions may be
replaced (to the extent of 5% or 8% of pay) by ITHP
contributicns, or the employer may provide the plan

on a non-contributory basis.
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20 Year Plan for New York State Police

Upon the completion of 20 years of total service, a
New York State Trooper may retire and receive a re-
tirement allowance of 1/40th of final average salary
for each year of service. Troopers retiring with

more than 20 years of service, but not more than 30,
will receive an additiczal benefit of 1/60th of final
average salary for each year of service in excess of
20. With cerctain exceptions, no credit is allowed for
service beyond 30 years. Most members must retire on
December 31st of the year in which they attain age 55.

Vested Retirement Benefit

The vested retirement benefit is available to a member who
is not eligible to retire but leaves service after render-
ing 10 years, including a minimum of five years of member
service. For Post-July 1, 1973 members, the five years of
member scrvice must follow after July 1, 1973. Members
who "vest" their retirement allowance must leave any re-
quired contributions on deposit. Upon attaining age 55,
60 or 52, depending on the plan by which they were covered
when they left service, they must submit applications for
retirement. The vested retirement allowance is generally
computed in accordance with the provisions of the plan
they were covered by when last in service.

Disability Retirements

1.

Ordinary Disability Retirement

This benefit becomes available after the member has rend-
ered 10 years of total service, if he or she is incapaci-
tated for the performance of duty. The benefit is meant
to be 1/60th of final average salary for each year of
service. Certain factors, however, may reduce the amount.
The minimum allowance, ayain with certain exceptions, is
1/3rd of final average salary.

Accidental Disability Retirement

This benefit is available to a member, regardless of
length of service, if he or she is incapacitated for
the performance of duty as the result of an accident
which occurred in the performance of duty, and not as
the result of the member's negligence, and if the
member applies for the benefit prior to attaining

age 60.
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The allowance for Pre-July 1, 1973 members consists

of a pension which is equal to 3/4ths of final aver-
age salary, plus an annuity provided out of the mem-
ber's accumulated contributions, if any. For Post-
July 1, 1973 members, the aliowance is equal to 60%

of the first $12,000, of final average salary and 50%
of any final average salary over $12,000, plus an an-
nuity provided out of the member's accumulated contri-
butions, if any. The pension is subject to reduction
on account of Workmen's Compensation awards.

Supplemantal Retirement Allowances

Supgplemental payments relate to the first $8,000 of an
eligible member's unmodified allowance and are made to all
service retirees who retired before January 1, 1969 and who
attained age 62 on or before May 31, 1972 and to all disabil-
ity retirees regardless of age. Supplemental allowances are
not payable to benficiaries or designated annuitants.

The supplemental retirement allowances are subject to
renewal by the Legislature each year. The 1975 legislation
provided for continuation of the cest-of-1iving supplements
which were already being paid.

Death Benefits
1. Ordinary Death Benefits for Pre-July 1, 1973 Members

This benefit is paid upon the death, before retire-
ment, of a member who meets the eligibility reguire-
ments as set forth in the Law. With some exceptions,
the benefit payable on account of a member who, at

tiie time of death, would have been eligible for a
service retirement benefit is one of the benefits out-
l1ined below or an amount based on the pension reserve
that would have been established had the member re-
tired on the date of death, whicheve: is larger. In
most cases, such reserves are limited so as to exclude
the additional benefits contained in retirement plans
<nacted since 1967.

The first $50,000 of a member's ordinary death benefit
(excluding return of the member's contributions with
interest) is paid in the form of group term life in-
surance.

»

A. Ccontributory Plan Benefit

The benefit is egqual to one month's salary for
each year of service during the first 12 years
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of service, plus an additicnal benefit of one
month's salary for each additional two vears of
service. The maximum ordinary death benefit is
two year's salary. In addition, the member's
accumulated contributions are returned. Both the
accumulated contributions and the ordinary death
benefit are payable to the beneficiary either in
a lump sum or in the form of an annuity.

B. Non-Contributory Plan Benefit

A special death benefit for members under the
terms of the non-contributory retirement plan
provides for one month's salary for each year
of service up to 36 years.

C. Guaranteed (Minimum) Benefit

New York State employees and members whose em-
ployer have elected this benefit are covered

by a "quaranteed" (minimum) ordinary death bene-
fit of three times annual salary raised to the
next multiple of $1,000, but not to exceed
$20,000. New York State Police and State employ~
ees who are members of the Security Services Unit
are also covered by a minimum ordinary death bene-
fit of three times annual salary raised to the
next multiple of $1,000 but with no limitation.

2, Ordinary Death Benefits for New Members
(Post-July 1, 1973)

New members must elect, at the time they first become
a member of the Systems, either of the following bene-
fits:

1) An ordinary death benefit of one month's salary
per year of service up to a maximum of three
years' salary after 36 years of service with an
alternative formula ("death gamble") applicable
to those who die in service after attaining nor-
mal retirement age; or

2) A benefit of one year's salary per year of service
up to a maximum of three years' salary subject to
the following limitations:
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Options

At

Age when Last

Became a Member Maximm Benefit
52 2-1/2 x salary
53 2 X salary
54 1-1/2 x salary
55-64 1 X salary
65 & Qver $1,000

while in service, the benefit is reduced by 10%
yearly after attainment of age 61. Upon retire-
ment, the benefit is reduced to 50% the first
year, 25% the second year and 10% thereafter,

In no case is the benefit ever reduced oelow

10% of the benefit in force at either age 60 or
the date of retirement if that preceded age 60.

Accidental Death Brnefits

This benefit is payable upon the death of a member as
the result of an accident which occurred in the per-
formance of duty. This benefit is payable to the
widow until remarriage, or if there is no widow ot
child, to a dependent parent,

The accidential death benefit is a pension equal to
one-half of final average salary. It is subject to
reduction by Wc kmen's Compensation benefits. 1In ad-
dition, any acc. uulated contributions are peid to the
designated benei.ciary.

If the accidenta: death benefit payments, including

payments made or to be made under the Workmen's Com-
pensation Law, are less than the amount which would

have been payable as an ordinary death benefit, the

difference is paid to the bereficiary or to the mem-
ber’s estate.

the time of retirement, a member may elect to receive

the retirement allowance in any one of several forms. Each

form is

known as an option.

Once payment of the retirement allowance has started, the
pensioner may not change the option. Following is a brief
description of each of the optiuns:

Jption 0 (Single Life Allowance):
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The Single Life Allowance is also known as Option Zero.
It provides the maximum retirment alloswance to the
pensioner and is payable for life. all payments cease
at the pensioner's death and no paymenis a:ie made to any
beneficiary.

Option 1/2 (Cash Refund - Contributions):

Unde:r Option 1/2, pensioners are assured that their ac-
cumulated contributions will be returned in full either
to them or to their beneficiaries. 1If the pensioner
should die before the annuity portion of the retirement
allowance has amounted to the pensioner's accumulated
contributions at the time of retirement, the balance
thereof would be paid to the beneficiary in a lump sum,
The beneficiary may elect to receive this lump sum in the
form of a life annuity cr a reduced life annuity. The
pensioner has the privilege of changing the beneficiary
at any time. Because of the assurance provided by this
optiun, the annuity portion of the retirement allowance
is less than it would be under Option 0. The pension
portion is the same as it would be under Option 0.

Option 1 (Cash Refund - Annuity Value): (available to
Pre-July 1, 1973 members only)

Under Option 1, pensioners are assured that both their
accumulated contributions and the reserve established by
the employer will be paid to them or their beneficiaries.
If the pensioner should die before the retirement allow-
ance has amounted to the pensioner's accumulated contribu-
tions plus the reserve established by the employer at the
time of retirement, the balance would be paid to the bene-
ficiary in a lump sum. The beneficiary may elect to re-
ceive this lump sum in the form of a life annuity or a
reduceu life annuity. The pensioner has the privilege of
changing the beneficiary at any time. Because of the as-
surance providec by this cpticn, the retirement allowance
is less than it would be under Option 0.

Option 2 (Joint Allowance - Full):

Under COption 2, the pensioner will receive an allowance

for life and if the beneficiary is alive at the time of

the pensioner's death, the beneficiary will receive the
same retirement allowance for the remainder of his or her
lifetime. 1In this case, the beneficiary cannot be changed.
Be-ause two persons are involved instead of one, the re-
tirement allowance will be less than it would be under Op-
tion 0.
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Option 3 (Join* Allowance - Half):

Under Option 3, the conditions are exactly the same as
under Option 2, except that the beneficiary will receive
one-half of the retirement allowance which the pensioner
had been receiving.

Additional Options for New Members
Five Year Certain

Under this option, payment is made to a pensioner for life
with a guarantee that, even in the event of death, pay-
ments will continue for five vears after retirement.

Ten Year Certain

Payments are made to the pensioner for life with the as-
surance that, even in the event of death, payments will
continue for ten vears after retirement.

[GAO note: 1In interpreting the preceding benefits, the fol-
lowing definitions are used.]

Accumulated Contributions - The total contributions made
by a member, with interest.

Annuity - That part of the retirement allowance derived
from a member's accumulated contributions.

Beneficiary - A person receiving a payment or payments
from the System by reason of the membership of a spouse or
other person.

Designated Annuitant - A beneficary who chooses to re-
ceive a benefit as an annuity rather than a lump sum payment.

Employer - The State or other public agency participating
in the System.

Final Average Salary - For pre-July 1, 1973 members, the
highest average annual compensation earned during any three
consecutive years of member service. For post-July 1, 1973
members, the highest average annual compensation earned during
any three consecutive years. Where an employer has so elected,
the final average salar_ may be based on the final year of
member service.
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Member Service - Service rendered in the employ of the
State, or a participa*ing public agency, while eligible for
membership.

Non-Contributory - The member is not required to make
any contribution.

Option - One of the several forms ir which a retirement
allowance may be paid.

Pension - That part of the retirement allowance derived
from contributions made by the employer.

Pensioner - A member of the System who has been retired
and is receiving a retirement allowance.

Prior Service - Service rendered to a participating
employer before that employer elected to participate in the
System.

Retirement Allowance - The monthly payment for life con-

sisting of the pension, the annuity, if any and the ITHP pen-
sion, if any.
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CHAPTER 1

BACKGROUND

The Teachers' Retirement System of the City of New York
(hereafter referred to as the Plan) was established on
August 1, 1917, under the authority of Chapter 303 of the
New York State Laws of 1917. The Plan is governed by Title B,
Chapter 20, of the Administrative Code for the City of New
York; the Retirement and Social Security Law of New York
State; and New York insurance and banking laws.

The Plan is one of five retirement plans for city employ-
ees. As of June 30, 1975, the Plan was the second largest
city retirement plan with about 83,000 active members and as-
sets totaling about $3 billion. The other four city plans had
about 257,000 active members and assets of about §5 billion.
As of that date, the Plan was paying about $18 million monthly
to its 25,652 retirees and beneficiaries.

Management and investment of the Pi .'s assets are sepa-
rated into three programs--a fixed annuity program, a variable
annuity program, and a tax-deferred 2.nuity program. The pur-
pose of each of these programs is described in chapter 2, in
the section on investment policy.

The Plan is managed and coi. rolled by a board of trust-
ees. To assist it, the board has apnointed the comptroller
of the city of New York to manave¢ funds of the fixed annuity
program and has hired 10 outside investing firms to manage
the funds of the variable annuity program. The comptroller
and the outside investing firms coinvest the funds of the tax-
deferred annuity program.

MEMBERSHIP REQUIREMENTS

Membership requirements are established by the city's
Administrative Code. Plan members include the following em-
ployees of the city's boards of education and higher education
institutions:

--Full-time teachers, instructors, and professcrs of
public schools and colleges.

--Part-time lecturers of municipal colleges.
--Supervisory and administrative teaching personnel
of public schools and colleges, such as super-—

intendents, associate and assistant superintendents,
principals, vice principals, and department heads.
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Generally, membership is (1) mandatory for reqular 2m-
ployees in a teaching or other related position in the city's
public schools and colleges and (2) optional for part-time
college lecturers. Since 1967, public college faculty mem-
bers have had the option of jeining the Teachers' Insurance
and Annuity Association, a privately operated nationwide
retirement system.

FUNDING

Funds needed to finance the Plan come from earnings on
investments and contributions by employees and the city's
employing boards of education and higher education institu-
tions. The Plan's enabling legislation requires that all
employees contribute through payroll deductions. Members'
contributions are based on a percentage of their gross sal-
ary. The contribution rate is actuarially determined, based
On the member's age on commencing employment, sex, years of
service, and the type of pension program selected--either
the 20-year pension option or the age--55-increased-benefits
option. Under both options, separate rate tables are main-
tained for males and females. For example, under the 20-year
pension option, a male at age 25 with 1 year of prior service
contributes 5.05 percent, whereas a female under the same
:onditions contributes 5.45 percent., Moreover, the minimum
rates at age 46 with no prior service are 2.70 percent for
males and 3.15 percent for females.

At each member's option, contributions are reduced by
(1) the city's contribution for increased take-home pay,
described below, and (2) the member's required Federai Social
Security contribution.

Since July 1, 1960, the city has contributed a portion
of each employee's required contribution, in order to in-
crease the member's take-home pay without increasing his
gross salary. The city's portion of the member's required
contribution, which has varied between 2.5 to 8 percent from
1960 to 1975, is currently 2.5 percent.

In addition, the city contributes annually to the fixed
annuity program an actuarially determined amount which pro-
vides all benefits that are not included in the annuities
paid from members' contributions, such as group term life
insurance. The city also contributes to the fixed annuity
program (1) amounts that will amortize various unfunded ac-
crued liabilities over periods established by law and (2)
an amount which will, over the next 20 years, amortize in-
vestment losses in accordance with legislation. The city
makes increased-take-home pay contributiors to the variable
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annuity program. The city makes no contributions to the tax-
deferred annuity program but guarantees the benefit payments
to retired members.

Before July 1, 1971, all the city's contributions to the
Plan were paid in the year the liability was incurred. Ef-
fective on that date, however, legislation deferred payment
of the city's contributions so that they can be paid 2 years
after the liability is incurred.

BENEFITS

The Plan offers a variety of benefits, including normal
retirement benefits, disability retirement and death benefits,
and deferred retirement benefits. Because of the complexity
of the benefits, we have included excerpts from the Plan's
Fifty-Seventh Annual Report, which describes each of the bene-
fits available. This is included as schedule 2 on page 63.

In addition, the Plan offers supplemental retirement al-
lowances and cost-of-living increases.

Supplemental retirement allowances

Teachers who retired before October 1, 1968, with at
least 10 years of credited service are entitled to a supple-
mental retirement allowance. This supplement is based on
the year of retirement and the years of service. For example,
teachers who retired in 1955 receive a 58.8-percent supplement
to their monthly benefits, whereas those who retired in 1967
receive a 9.8-percent supplement.

State laws of 1973 liberalized the allowances so that
benefits are now based on the first $8,000 of annual pension
and the 1969 Consumer Price Index and are payable to those
pensioners who had attained age 62 on or after October 1,
1968, and had retired before January 1, 1968. The law re-
quires that the computation be developed by the city actvary
and c>rtified to the comptroller. A separate fund, financed
by the city and under the control of the comptroller, is
used to pay the supplemental allowances.

Cost-of=1living annuity adjustments

Under State law, the increase or decrease of normal
retirement, disability, and survivor benefits is provided
annually at a rate egual to the lesser of 3 percent or the
actual increase or decrease in the cost-of-living index,
Be?gfits cannot be decreased below the benefits initially
paid.
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CHAPTER 2

FRAMEWORK FOR MANAGING INVESTMENTS

The city's Administrative Code places responsibility for
the administration and proper operation of the Plan under the
trusteeship of a Teachers' Retirement Board. To assist it,
the board has appointed an executive director to handle the
day-to-day administrative activities. The board has also con-
tracted with 10 investing agents and appointed the comptroller
of the city of New York to handle Plan investments. An out-
side investment consulting firm has also been hired to monitor
the performance of the investing agents.

ORGANIZATIONAL STRUCTURE

The following chart shows the structure establiched to
manage and control Plan activities.

TEACHERS'
RETIREMENT BOARD

COMPTROLLER INVESTING INVESTMENT OFFICE OF THE
OF THE CITY AGENTS ADVISOR EXECUTIVE
OF NEW YORK DIRECTOR
INVESTMENT CHIEF
ADVISORY ACCOUNTANT
COMMITTEE
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Teachers® Retirement Board

The board is responsible for managing the Plan and is
granted the powers and privileges of a corporation. Board
members are trustees of Plan funds, subject to conditions
and limitations imposed by law, as discussed in the section
beginning on page 47. The board has the power to hold, pu. -
chase, sell, assign, transfer, and dispose of the Plan's
securities and investments. City law authorizes the board
to hire investing agents to provide investment advice and
manage portions of the Plan's assets. (Investment activi-
ties of the agents are described in the section beginning
on p. 48.)

The board consists of seven members, including the
comptroller of the city of New York and the president of
the city's board of education. The comptroller, elected
through citywide vote, serves for 4 years. The president
of the board of education is elected by fellow members,
who are in turn appointed by the city's mayor and borough
presidents. Of the remaining five members, two are ap-
pointed by the mayor and rhree are elected by Plan members
and are themselves Plan members. Of the two appointed board
members, one must be a member of the board of education
(other than the president). The other need not have any
special qualifications. The appointed board members serve
until a succes.or is appointed and the elected board mem-
bers serve 3-year terms.

Each board member serves without compensation, except
for such necessary expenses as travel and printing incurred
in serving or the board.

Office of the Executive Dbirector

This office is responsible for the daily administrative
operations of the Plan. The office prepares operating bud-
gets; maintains financial records, including members' con-
tribution records; and pays benefits.

An executive director is appointed by the boar¢ and is
the board secretary and chief administrator of the Plan. The
executive director is authorized, within budgetarv limits, to
hire necessary staff other than the chief accHyintant. The
executive director represents the board in meetings with
members, city departments, and State and Federal authorities.

This office employs about 90 persons. They are city em-

ployees selected in accordance with the cicy's civil service
system.
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Chief accountant

The chief accountant is in charge of the Plan's general
accounting work and the members' annuity savings accounts,
ana also serves as the budget officer. He is responsible
ftor preparing and certifying the accuracy of the annual con-
solidated financial statements, which show the assets, lia-
bilities, and operations of the funds of the fixed, variable,
and tax-defeired annuity programs.

The chief accountant, who is appointed by the board,
is directly responsible to the executive director for the
proper performance of his du“ies. His reports are submitted
to the board through the executive director. Althovgh there
are no qualifications requirements for the chief accountant,
the executive director said that the incumbent is a certified
public accountant.

Comptroller of t! »
city of New York

The comptroller is by law an ex officio member of the
board and custodian of Plan funds. The comptroller is
authorized, subject to the board's approval, to invest the
funds of the fixed annuity program and the fixed vortion
of the tax-deferred annuity prngram. (These programs are
aiscussed in the section beginning on p. 48.)

City legislation permits the Plan to delegate its in-
vestment powers to the comptroller. According to a Flan of-
ficial, since 1917 the board--through a resolution which has
been renewed every 3 months--has authorized the comptroller
to invest the funds of the fixed annuity program ané the
fixed portion of the tax-deferred annuity program,

Investment Advisory Committee

The comptroller has established an Investment Advisory
Committee to advise and assist him in the management of pen-
sion funds. The committee is made up of six officials prin-
cipally from the banking and insurance fields. This committee
reets about four times a year to review the general economic
situation, including the bond and stock markets, and examine
security purchases and sales.

Investing agents

The board has contracted with 10 investing agents to
manage the funds of the variable annuity program and the
variable portion of the tax-deferred annuity program. The
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10 agents consist of 5 local u~mnks, 3 local and 1 out-of-
State broker dealer, and 1 out-%f-State insurance company.
These firms adopt their own investment philosophy within

the guidelines of the law and policies of the board. The
programs and the investment activities of the 10 investing
agents are described in the section beginning on the follow-

ing page.

Investment advisor

The board has contracted with a local advisory firm to
monitor the activities of the investing agents and provide
investment advice. Its responsibilities are described in
the section beginning on page 53.

MAKING AND IMPLEMENTING
INVESTMENT POLICY

The city's Administrative Code gives the board authority
to invest and manage the Plan's assets and responsibility for
establishing and implementing investment policies. However,
the investment of Plan funds is subject to the New York State

Banking Law and the Retirement and Social Security Law.

The Administrative Code states that the assets of the
variable fund may be invested in stccks which are permissible
investments for domestic life insurance companies or savings
banks. The investments are subiect to the following ! -~ita-
tions:

--No more than 5 percent of the Plan's assets shall be
invested in the stocks of any corporation and its
subsidiaries.

--No more than 2 percent of the total issue and out-
standing stocks of any corporation and its subsidiar-
ies shall be owned by the Plan.

The Retirement and Social Security law sets the follow-
ing limitations on mortgages, stocks, and corporate obliga-
tions.

-~-No more than 30 percent of the Plan's a-sets may be
invested in conventional mortgages, no more than
5 percent may be invested in any mortgage, and no
investment of less than $250,000 may be made in a
mortgage.

--No more than 10 percent of the Plan's assets may be
invested in any conventional mortgage guaranteed by
a State bank or trust company.
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--No more than 6 percent of thLe fund in any vear or
more than 35 percent of the to:al fund may be in-
vested in stocks of corporations in which invest-
ments are permitted under applicable State laws.

--No more than 1.5 percent of the fixed annuity funds
may be invested in the stock of any corporation, nor
may the Plan own more than 3 vercent of the total
outstanding shares of any corporation.

In addition, the _xecutive director said that the Plan
makes loans to members against their contribution accounts.
The Plan does not make loans to State or city officials or
governments. However, with the board's prior apporovel, bonds,
notes, and other obligations of State and city governments
may be purchased. Such purchases from funds of the fixed an-
nuity program are discussed in the following section.

Investment policy

The board establishes the Plan's investment policy. 1In-
vestment recommendations made by the comptroller and the 10
investing agents who manage the three annuity programs must
be approved by the board before implementation. The boarg
has established the following investment guidelines for the
fixed, variable, and tax-deferred annuity programs,

fixed annuity program

The purpose of this program is to provide members with a
fixed dollar annuity upon retirement. The executive director
said that the important investment consideration for the fixed
annuity funds is safety of investment--a return of 4 percent
1s guaranteed by the «ty. If the Plan's investment portfolio
earns less than 4 percent per year, the city makes up the dif-
ference. Earnings exceeding 4 percent go to the city. Plan
earnings have exceeded 4 percent since June 30, 1964. (See
ch. 3 for further information on the annual rate of return.)

The comptroller is authorized, subject to prior approval
of the board, *to invest the fix=d annuity funds in any in-
vestments authorized by law. The comptrcller can invest in
(1) obligations of the United States, local governments, and
Canada, (2) bonds, notes, mortgages, and other indebtedness of
corporations, (3) public utility obligations, and (4) stocks
of corporations. According to a Plan official, there is no
requirement that a certain portion of the fixed annuity fund's
assets be invested in local businesses, or St:te or city ob-
ligations.
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The board must approve tax-exempt bonds, such as State
or local obligations, before the comptroller can buy them.
Purchases of long-term bonds are restricted to at least an
"A" rating by major rating agencies such as Moody's or Stand-
ard and Poor's. Although the comptroller is authorized to
buy corporate stock, subject to the board's approval, the
executive director said that the comptroller has made it
a practice not to purchase any common stock for the fixed
annuity plan.

During fiscal year 1976, the investment of fixed annuity
program funds in New York City obligations increased substan-
tially. The increase was reflected primarily in the purchase
of bonds of the State's Municipal Assistance Corporation for
the city of New York and New York City bonds. These pur-
chases resulted from a November 26, 1975, agreement signed
by the Municipal Assistance Corporation, 11 local commercial
banks, the city's four sinking funds, and the city's five
retirement systems. The Plan agreed to buy $860 million of
these obligations, and the other four retirement systems
agreed to buy $1.64 billion over a 3-year period.

Investments in city obligations have increased by $447
million--from $165 million on June 30, 1975, to $612 million
on May 31, 1976. As of May 31, 1976, the investment in city
obligations represented about 31 percent of the fixed annuity
plan portfolio uf about $2 billion.

Variable annuity program

The purpose of the variable annuity program is to protect
the members' retirement income against increases in the cost
of living by providing a variable retirement benefit based
upon the performance of the portfolio. The investment philo-
sophy is to achieve the best rate of return without endanger-
ing capital. The combination of earned income and capital
growth is expected to increase each member's invested dollars
over a long period.

The board has the authority to invest funds and has
selected outside investing agents .o manage the funds. The
investing agents selected have invested in common stock,
preferred stock, convertible bonds, and short-term notes.
Over 85 percent of the variable annuity program portfolio
is in common stocks.

The board established the following conditions for
the investment of variable annuity program funds.

--Secu_.ities purchased must be in domestic or compar-
able Canadian companies.
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--Securities purchased--except for securities of banks,
trust companies, and insurance companies--must be
listed on a national security exchange.

—-Companies in which funds are invested must have earned
at least 4 percent on the par or stated value of their
stock in each of the last 7 fiscal years.

—=-A company in which funds are investsad must have had
average earnings~-before income taxes--during the
last 5 fiscal years, at least egual to 1-1/2 times
the total of the company's fixed costs, maximum
contingent interest, and preferred dividends. Also,
the company must have had earnings during one of the
last 2 fiscal years at least equal to 1-1/2 times the
total of the company's fixed costs, maximum contingent
interest, and preferred dividends.

Investments not meeting the requirements, however, can
be purchased provided that the aggregate cost of the invest-
ments does not exceed 10 percent of the market value of all
the assets calculated at the time of the most recent invest-
ment. Also, daily cash balances are to be kept as low as
possible. There is no limit on the percentage of variable
annuity program funds that can be invested in temporary--1
year or less to maturity--fixed income securities.

Current policy is that long-term bonds as a long-term
investment are inconsistent with the objectives of the vari-
able annuity program. However, the board permits investing
agents to purchase long-term bonds, as a temporary equity
substitute, in the same manner that short—-term debt is used.
At the time of purchase, the investing agent must intend
to hold the long-term bonds as an equity substitute for less
than 2 years. The bonds must not exceed 25 percent of the
vaiue of assets of the variable annuity program and must
have a Moody's or Standard and Poor's rating of at least
"Ao"

The board has set no overall rate-of-return objective.
The investing agents heve established their own goals, based
on their own investment philusophies. However, to obtain a
greater rate of retirn, the executive director said that
the board, with the aiq of tLhe investment advisor, modifies
investment policy to meet current trends. For example, when
bond rates were higher than those of commercial paper, the
board recommended that agents invest in long-term bonds
rather tr.r» short-term investments.
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Stocks purchased by investing agents must be from a list
of companies approved by the board. According to the execu-
tive director, under board policy no preferential treatment
is given New York City-based companies. The stocks held are
primarily in companies that are listed on national stock
exchanges.

Tax-deferred annuity program

The purpose of the tax—-deferred annuity program is to
permit members to direct limited sums toward the purchase of
a retirement annuity and to have these sums excluded from
current Federal income taxes. Both fixed dollar annuities and
variable annuities are available. Each member has the option
of allocating one-half or ali of his contribution to one of
these annuities.

The fixed funds of the tax-deferred annuity program are
jointly invested with funds of the fixed annuity program man-
aged by the comptroller. The variable annuity funds of the
tax-deferred annuity program are jointly invested with the
funds of the variable annuity program managed by the 10 in-
vesting agents. Hence, the investment policy of the tax-
deferred annuity program is two sevarate policies, identical
to the policies for the fixed and variable annuity programs
as discussed previously.

Implementing investment policy

The executive director said that all investments of the
comptrollcr and the investing agents are reviewed by the board
at its monthly meetings. The board carries out its responsi-
bility for investing the Plan's assets by establishing the
guidelines previously discussed and by overseeing the invest-
ments of the comptroller and the 10 investing agents.

The comptroller invests the fixed annuity portion of the
Plan's funds in government and corporate bonds and notes and
in Federal Housing Administration and cornventional mortgages.
The comptroller does not have a board-approved list limiting
purchases. The minutes for the board's June 1976 meeting,
however, showed that the board reviewed and approved the comp-
troller's investment recommendations. As of June 30, 1975,
the comptroller had about $1.8 billion of the Plan's assets
under his management. According to the executive director,
the comptroller retains physical control of thece assets.

The investing agents must invest and administer the

variable annuity portion of the Plan's funds in a manner de-
signed to protect the purchasing power of the beneficiaries'
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retirement income by exercising diligence and care and keep-
ing abreast of conditions. Each agent is required to exercise
as much care as a (1) professional fiduciary, (2) a trustee

of an express trust under the laws of the State, (3) a fiduci~-
ary under the Employee Retirement Income Security Act of 1974,
or (4) an investment manager and analyst in the industry.

In carrying out these duties, agents are given authority
to buy and sell securities approved by the board, employ brok-
ers, and defend and initiate lawsuits, subject to prior board
approval. Agents are expected to segregate and identify those
securities held for the board. As of Jure 30, 1975, Plan as-
sets assigned to the agents totaled about $1 billion. The
insurance company and five banks serving as agents for the
Plan are permitted to maintain custody of Plan assets. How-
‘ever, the fovr broker-dealers serving as agents for the Plan
are required to have separate custodians for Plan assets.

According to the executive director, the investing
agents' investment goals are discussed at the board's monthly
investment meetings. The board, along with the investment
advisor, reviews verformance data on all the agents' activi-
ties. The investment advisor makes recommendations concern-
ing their investment goals. Each investing agent is assigned
a part of the Plan assets for investment based on the ad-
visor's recommendations.

Experience of the investment
decilsionmaking staff

The comptroller of the city of New York is elected
every 4 years by the city's voters. An advisory committee
composed of officials from the banking and insurance fields
helps the comptroller manage pension funds.

A Plan official said that, except for cne agent, the
board selected investing agents based on an evaluation of
their experience in managing investment portfolios similar
to the variable annuity portion of the Plan's funds. Each
prospective investing agent submits information on background,
amount of funds managed, the number of investment personnel,
relevant performance data, and investment characteristics
and philosophy. The board then selects the firm that seems
most appropriate to the Plan's investment goals.

In addition, the agent states in its contract that it
is an experienced money manager and professicnal investment
analyst and manager; that it has the professional investment
skills, knowledge, and experience, necessary to invest pension
funds; and that it has the professional staff and extensive
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facilities ¢- do the economic research and other investment
analysis necessary for prudent investment decisions.

A Plan official said that the exception involved a
broker-dealer who was selected because the board wanted to
include an index fund in the overall portfolio and this
broker was a pioneer in index funding. 1Index funds are
stock portfolios that attempt to duplicate the stock com-
position of broad stock market averages, such as Standard
and Poor's 500, and thereby duplicate the average return.

According to a Plan official, investing agents were
not selected merel, because they were located in the city.
Firms outside the city were also considered. 1In fact, he
noted that two investing agents are located outside the
city. The Plan's agents included (1) an insurance company
ranked nationwide in 1975 as the largest in assets and (2)
two local banks ranked nationwide in 1975 as the third and
fourth largest commercial banks in assets.

Selection-of brokers

Since the actual investing of assets is handled outside
the Plan by the comptroller and the investing agents, they,
and not anyone in the Plan, select brokerage firms to handle
portfolio transactions.

MANAGEMENT AND CONTROL

OF PENSION PLAN ASSETS

The management and control of Plan assets is the board's
responsibility. The board has implemented money management
and monitoring procedures to make certain that funds are in-
vested promptly and that investment transactions agree with
investment policy.

Money management technigues

According to a Plan official, procedures have been de-
veloped to make sure that cash is invested as soon as it is
available and that no idle cash is maintained.

A Plan official said the Plan's policy calls for the
comptroller to maintain no cash balances in the fixed annuity
portion of the Plan's funds. The last audit report by the
State Insurance Department described the cash management pol-
icy of the comptroller as follows. The Office of the Comp~
troller prepares a statement of the daily receipts and dis-
bursements and the cash book balance as of the end of the
business day for all bank accounts and the five city pension
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funds. A statement of prospective cash needs is also pre-
pared. The bank balances and prospective encumbrances are
submitted each morning to the bank's investment staff, who
then invest the excess balances in U.S. Treasury bills.

The policy for the variable annuity portion of the
Plan's funds is to keep cash balances as low as possible.
A Plan official said the boaré employs the following techni-
ques to make sure that cash is invested immediately. Cash
must be available for investment before 11:00 a.m. on the
second business day of each month. The board transfers the
cash to the investing agents through bank wire. The agents
must receive the funds by 11:30 a.m. for investment that
day. Usually, the agents anticipate the incoming cash and
make purchases before they receive the money. The official
.said that this technique quarantees that funds are not idle.

Monitoring investment performance

According to a Plan official, the board has employed
a local consulting firm to provide investment advice and
to monitor the 10 in' ting agents. The firw reviews and
ranks the agents' per Jrmances monthly, guarterly, and an-
nually. The firm also

--studies new inveétment opportunities,

--defines goals for each agent,

~—-analyzes and apportions new cash additions to agents,
--maintains a profile of each agent's investment program,

--measures and analyzes the performance of each agent
and the total investment program,

--maintains a cost analysis of expenses charged to the
variable annuity portion of the fund, and

--monitors excessive buying and selling.

In July 1975 the firm recommended that additional funds
made available to an investing agent be automatically reviewed
by the board if

--the agent's portfolio of Plan investments exceeds
20 percent of Plan assets and

--the part of the Plan's assets managed by the agent ex-
ceeds 10 percent of the agent's total assets for all
his accounts.
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A F. official said that the investing agents and the
comptroller provide the board with monthly statements sum-
marizino all Plan investment transactions. The chief ac-
countant checks these statements by comparing them to com-
puterlzed records of broker confirmation notices. The Plan
is the only one of the five city pension systems that keeps
an independent set of books on the comptroller's transactions
based on confirmation notices. 1In addition, the agents' per-
formances are reviewed regularly at the board's monthly meet-
ings. According to the executive director, the leglslat1ve
limitations on investments are monitored by the Plan's chief
accountant.

Disclosure statements

The Plan does not require board members or employees
to file disclosure statements that might reveal possible
conflicts of interest. The executive director said he knows
of no conflict-of-interest situation and he does not plan
to require the filing of disclosure statements.

Each board member is required to take an oath that he
will diligently and honestly administer the affairs of the
board and that he will not knowingly violate or willfully
permit to be violated any applicable laws. In addition, the
c1ty Administrative Code provides that, except as prescribed
in the law, members and employees of the board are prohibited
from having any interest in the gains or profits of any Plan
investment.

According tc the executive director, conflicts of inter-
est, such as a bank investing agent lending to or investing
in other bank customers, are prevented by the terms of the
contracts with the agents. The executive director said that,
on one occasion, an agent purchased stock being underwritten
by a group which included its parent company. The board
recognized a possible conflict of interest and revoked the
purchase.

AUDIT AND DISCLOSURE
OF INVESTMENT ACTIVITIES

The city Administrative Code makes the Plan subject to
the supervision of the New Y>rk State Department of Insurance,.
This department audits the Plan every 5 years. The last com-
pleted audi*, which covered fiscal years 1963-68, was releaseq
in 1971. According to a Plan official, city auditors do not
audit the »lan, and city funds are not available to pay for an
annual audit by an independent certified public accounting
firm.



An official in the comptroller's Division of Pensions
said this division is subject to audit by the State insurance
department every 5 years. Occasionally, the city's invasti-
gation division and the State comptrolier make limited audits
of the city's five pension systems in their audits of selected
tunctions of the city comptroller's office. In 1974 a certi-
fied public accounting firm, at the request of the new city
comptroller, audited the investments of the pension systems
under his management. This audit was made to verify the ac-
curacy of investment records and the adeguacy of related
internal controls and procedures.

Scope of andit

The last comoleted insurance department audit for fiscal
‘'years 1963-68 included a review of the financial statements
of the Plan, including confirmation of cash in banks, invest-
ments in stocks and bonds, and other assets and liabili-
ties. The audit also included a review of compliance with
the provisions of the laws governing the Plan. The review
of the variable annuitv program was limited to the 6-month
period ended June 30, 1968, since the program was not started
until January 1, 1968. Since the tax-deferred annuity program
was not instituted until 1970, it was not included in this
audit.

The audit report presented recommendations for tighter
accounting controls and improved controls over investment
policies. It also included a summary of the Plan operation,
benefits payable, and pertinent legislation.

Reports issued on
pension plan-activities

The board is required by the Administrative Code to pub-
lish an annual report, which must be certified by each board
member. The report is to show the condition of the various
funds and other facts, recommendations, and data that may
provide knowledge about the Plar The report details assets,
liabilities, inceme, expenditures, ana investments held.

According to the code, copies of the annual report are
provided to the mayor; the board of education:; and each super-
intendent, associate superintendent, and assistant superin-
tendent of schools. The Plan must also file two copies with
the State insurance department. In addition, a Plan official
said that each municipal library receives a copy and that
copies are available to the public upon request.



The board also publishes semiannual reports on the
variable annuity and tax-deferred annuity programs. These
reports are distributed to participating members. The reports
summarize performance and list net assets and investments
held. In addition, legislation regquires the board to open
records of its proceedings to public inspection. All Plan
members are also provided a yearly statement on the status
of their accounts which shows total contributions, loans out-
standing, and annuity values.

57



CHAPTER 3

INVESTMENT - EXPERIENCE

ANNUAL RATE OF RETURN

The annual average rate of return is calculated indepen -
dently for the fixed and variable annuity funds, including
the funds of the fixed and variable portions of the tax-
deferred annuity program. Instead of an overall rate of re-
turn on plan investments, the Plan presents a separate rate
of return for both the fixed and variable annuity portions
of the Plan's funds.

The following table shows the rates of return on the
Plan's investments. The rates are not comparable because
the rates for the fixed annuity portion of the Plan's funds
exclude uarealized capital gains and losses, while the vari-
able annuity portion includes both realized and unrealized
capital gains and losses as well as dividends and interest
income.

Percent of return

Fixed Variable
Fiscal year annuity funds annuaity funds
1971 4.66 13.40
1972 4.77 16.30
1973 5.39 -19.90
1974 6.18 -27.83
1975 6.23 31.31

The rates of return for the fixed annuity funds were
calculated by the Plan's staff. A Plan official explained
that the book value of each investment, after adiusting for
premiums and discounts, is multiplied by ' ie effective yield
to arrive at earnable interest. The total earnable interest
for the portfolio is then divided by the total book value
to arrive at a composite yield for the portfolio. Moreover,
for the fixed annuity funds, the city quarantees a 4--percent
annual yield. Any cmount over the guaranteed yield is used
to offset the city's cuntribution. For example, the fixed
annuity funds had a return of 6.23 percent in fiscal year
1975, of which 4 percent (about $72 million) was credited to
the individual members' accounts and 2.23 percent (about
$36 million) was used to offset the city's contribution.

A Plan official was able tc calculate a rate of return

of 7.70 percent for 1975 including unrealized capital gains
and losses, based on a formula of interest receivable divided
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by market value of the securities of the fixed portion of the
Plan's funds. This calculation reportedly cannot be made for
prior years because market values of securities were not
available. Also, even the 7.70 rate may have included book
‘alue for those cecurities whose market values were not avaijil-

able because the securi*jcs are not traded.

The rates of return on the variable annuity funds were
calculated by the firm employed by the Plan tc monitor invest-
ment activities. The rate was measured on a time-weighted
basis and includes both realized and unrealized capital gains
and losses as well as dividend and interest income. The rate
represents what a dollar at the beginning of a particular
period would have earned throughout the full period.

PENSION PLAN-ASSETS

The values of Plan assets 25 shown in the annual state-
ments for fiscal years 1971-75 are as follows:

Fiscal year Amount
1971 $2,479,508,110
1972 2,608,413,067
1973 2,582,487,047
1974 2,657,853,373
1975 2,995,813,974

A comparison of the Plan's assets by category for the
5-year period is shown in schedule 1l on page 62. During
that period, about 85 to 89 percent of the Plan's assets were
invested in bonds, stocks, and State and local government se-
curities.

FUNDS IN NON-INTEREST-BEARING ACCOUNTS

The Plan maintains six non-interest-bearing checking ac-
counts in the name of the comptroller as custodian of the
funds. These accounts, which are maintained in four banks,
include accounts for death benefits, payroll, loans, and sun-
dry expenditures as well as two inactive accounts. One ac-
count, although inactive, contains about $55,000 to cover out-
standing checks. Plan officials could not explain the purpose
of the second account, which contained about $44,000.

As of May 31, 1976, the Plan reported a net. negative cash
balance of $22,473,978 in these accounts--four accounts had
negative balances and the other two had positive balances.
Negative cash balances are maintained by using bank "float
time." For example, the Plan mails retirement checks at the
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end of the month, but it does not deposit cash to cover pay-
ment until sometime during the next month, thereby taking
advantage of the time lag for the checks to clear the bank.

The law provides that an available fund, not exceeding
10 percent of the total amount of the several funds, may
be kept on deposit in any bank or trust company of the
State if

--the bank or trust company furnishes adequate secur-
ity for the funds and

--the sum deposited in any bank or trust company does
not exceed 25 percent of the paid-up capital and sur-
plus of the bank or trust company.

The following table shows, for the 6-month period Decem-
ber 1975 through May 1976, the average daily balances and
monthly expenditures for the six non-interest-bearing accounts
discussed above.

Average Monthly
Month daily balance expendituores
December $-3,314,701 $694,593,323
January -4,989,473 486,919,510
February ~-5,165,039 557,175,713
March -6,306,202 755,519,470
April -5,858,308 585,269,817
May -5,181,652 500,978,222

OPERATING COSTS

The city Administrative Code provides that the city
shall pay the Plan's operating costs for the fixed annuity
program. The administrative costs for the variable annuity
program are charged against program funds. Members of the
tax-deferred annuity program are assessed a mo.thly fee to
cover the program's administrative costs.

The operating costs of the Plan include such administra-
tive expenses as salaries, rent, professional services, office
eguipment, supplies, and investment agents' fees,

The Plan's yearly operating costs for 1971-75 and a com-
parison of costs to contributions are shown below.
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Fiscal

year

1971
1972
1973
1574
1975

Operating
costs

$2,748,074
2,723,412
2,852,701
2,960,179
3,028,902

Contributions

Operating costs
as a percent of
contributions

$273,615,563
150,980,751
188,929,947
386,849,648
374,509,969
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SCHEDULE 2 SCHEDULE

SCHEDULE OF BENEFITS

[Extracts from Fifty-Seventh Annual Report
of the Retirement Board, The Teachers'
Retirement System of the City of New York,
fiscal year ended June 30, 1974.]

A member who elects the twenty year pension plan [see GAO
note] may cancel such election at any time in which case he
will become eligible to the benefits provided by the age-55-
increased-benefits pensicn plan. No change in plan is per-
mitted to any member who is eligible to the benefits of the
age-55-increased-benefits pension plan. 1In each of these
two plans, retirement is mandatory at the end of the school
year in which the member attains age 79.

I. SERVICE RE .IREMENT

A. Twenty Year Pension Plan - (1) A member who joined
prior to July 1, 1973 and who elects the twenty year
pension plan is eligible to retire after having com-
pleted 20 years of service, with benefits to begin on
the payability date. Regardless of the number cf
years of service, however, such member who has 2lected
t! - twenty year pension plan and who is at least 55
years of age may retire with benefits payable immedi-
ately by cancelling his election of the twenty year
pension plan, thereby becoming eligible to the bene-
fits under the age-55-increased-benef ts pension plan
described below. (2) In order for a member who :oins
after June 30, 1973 to be eligible for retirement, he
must (a) have attained age 55 and (b) have rendered
five years of continuous service, in addition to the
afore-mentioned requirem-nts.

The service retirement allowance for a member who 1joins
prior to July 1, 1973 is the sum of (1) 50% of average
salary, reduced by an 2nnuity which is the actuarial
equivalent of the minimum accumulation, (2) & annuity
which is the actuarial eguivalent of the arcumulated
deductions, and (3) for years of service in excess of

GAO note: The various retirement options incivded in chis
schedule are referred to as plans. Within the case
study, we referred to these plans as programs in
order to minimize confusion with the term "Plen"
which we use in referring to “he Teachers' Retire-
ment System of the City of New York.
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20, (a) a pension for increased—take—home-pay which is
the actuarial equivalent of the accumulated contribu-
tions for increased-take—home-pay made in each such
year, and (b) 1.2% of average salary for each such
year prior to July 1, 1970 and 1.7% of average salary
for each year beginning on that date.

B. Age-55-Increased-Benefits Pension Plan - A member who
joins prior to July 1, 1973 and who either electe the
age-535-increased-benefits pension plan »~ who rcancels
his election of the twenty year pension plan may retire
after having attained age 55 witn benefits payable im-
mediately upor retirement. The service retirement al-
lowance consists of a pension for service, a pension
for increased-take-home~pay, and an annuity. The pen-
sion for service is equal to 1.2% of average salary
multiplied by each year of service prior to July 1,
1970, plus 1.53% of average salary multiplied bv each
year of service after June 30, 1970, che pension for
increased-take—home—pay is the actuarial equivalent of
the reserve for increased-take—home-pay, and the an-
nuity is the actuarial equivalent of the member's ac-
cumulated deductions. (2) In order for a member who
joins after June 30, 1973 to be eligible for retire-
ment, he must (a) have attained age 55 and (b) nave
rendered five vears of continuous service in addition
to the afore-mentioned requirements.

C. Restrictions Imposed by Article 11 - Uncer both the
twenty year pension plain and the age-55-increased-
benefites nension plan, in order to be eligible to re-
tire, =mber who joins after June 30, 1973 must (1)
render five yeavrs of continuous service immediately
prior to retiring and (2) have attained age 55. Fur-
thermore, if such member retires prior to age 62 with
less than 30 years of service, his pension for service
is reduced by 0.5% for each of the first 24 months
that the payability date precedes age 62, and by 0.25%
for each such additicral month.

If. ORDINARY DISABILITY RETIREMENT

Regardless of the plan elected, a member who has completed
10 or more years of City service preceding the occurrence

of disability fo. causes other than accident in the actual
performance of duty is entitled to an ordinary disability

retirement allowance.

If at the time of becoming disabled, the member could have
re*ired for service with benefits payable immediately, the
o. Jinary disability allowance is the same as the service
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III.

Iv.

retirement allowance. For all other members, the oxdinary
disability allowance is computed in the same manner as
though the member had been eligible for service retirement
under the age-55-increased-benefits pension plan with
benefits payable immediately, but never less than the al-
lowance that would have been payable under the provisions
in effect prior to July 1, 1970.

ACCIDENT DISABILITY RETIREMENT

Upon the occurrence of disability caused by an accident in
the actual performance of duty, a member is entitled to an
accident disability retirement allowance consisting of a
pension equal to three-fourths of average salary “n the
last five years; a pension for increased-take-hone-pay
which is the actuarial equivalent of the reserve for
increased-take-home-pay; and an annuity purchased with the
member's accumulated deductions. The pensions are subject
to reduction because of Workmen's Compensation benefits
granted on account of the accident,

TERMINATION OF EMPLOYMENT

A member who either resigyns or is dismissed from service
receives a benefit equal to his accumulated deductions.

At resignation with at least 15 years »f service, at least
5 of which immediately precede iesignavion, the member may
elect, in lieu of a return of his accumulated deductions,
to receive a vested allowance computed in the same manner
as the retirement allowance for service retirement under
the age-55-increased-benefits pension plan, except that
the allowance is deferred to age 55. Should a member who
elected to receive a deferred retirement allowance die
before the attainment of age 55, the benefit consists of
the accumulated deductions and the reserve for increased-
take-home-pay.

V. DEATH BENEFIT

Upon the death of a member in active service, a benefit is
paid to his estate or tc such person as he shall have
nominated.

With respect to a member who joined before July 1, 19/3,
the benefit is equal to the compensation earnable by h1m
in the six months immediately preceding his death. 1If the
total number of years of City service is greater than ten,
but less than twenty, the benefit is eo"al t9 the compen-
sation earnable by him during the twelve monchs immedi-
ately preceding his death. If the total number of years
cf City service exceeds twenty, the benefit is equal to
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twice the compensation earnable by him during the twelve
months immediately preceding his death. 1In addition,
the member's accumulated deductions and the reserve for
increased-take-home-pay are paid to his estate or to

the designated beneficiary.

The benefit payable on account of such a member who at

the time of his death would have been eligible for service
retirement is either the benefit described abcve or an
amount equal to the reserve on the retirement allowance
which would have been payable had he retired on the day
before his death, whichever is larger.

A member who joins after June 30, 1973 imust choose be-
tween the two following death benefits; upon his death,
a benefit is paid pursuant to his election.

Death Benefit 1: One month's salary for each year of
service up to a maximum of three years' salary. 1In ad-
dition, the member‘s accumulatad deductions are payable.
If the member would have been eligible to receive an un-
reduced retirement allowance at the time of his death,
the benefit is the reserve onr the retirement allowance
which would have been payable had he retired on the day
before his death, if greater.

Ceath Benefit 2: 1In addition to a refund of the member's
accumulated deductions, one year's salary for each year cf
service up to a maximum of three year's calary after three
years of service. The maximum benefit declines after age
60 at the rate of 10% per year, tc a minimum of 10% of the
benefit in effect at age 60. For members whose attained
age upon joining the System was 52, 53 or 54, the maximum
benefit is two and one-half, two or one and one-nalf years’
salary respectively. For members whose attained age was
between 55 and 64 upon entering the System, the maximum
benefit is one year's salary; for those 65 and over, the
maximum benefit is $1,000. A benefit is also payable upon
death after retirement, which benefit is exp-essed as a
percent of the benefit in force immediately before retire-
ment as follows: If death occurs in the first year after
retirement, 50% of such benefit; if death occurs in the
second year following retirement, ?5%; upor death occutr-
ring subseguent, 10%. If retirement occurred after age
60, the minimum death benefit payable after retivement is
10% of the death benefits in force at age 60.

The Rules and Regulations adopted bv the Retirement Board

in accordance w.th Chapter 581 of e Laws of 1970 provide
that the first $50,000 of each benefit on account of death

66



SCHEDULE 2 SCHEDULE 2

VI.

in active service is payable from the group term life in-
surance plan. Only the amount in excess of $50,000, if
any, 1is payable by the retirement system.

OPTIONS ON RETIREMENT OR DEATH
A member upon retirement may rece.ve his basic retirement

allowance payable in monthly installments throughout 1life
with all payments ending at death, or may elect to re-

ceive the actuarial egquivalent in any one of the following
opticrnal forms:

(a)

(b)

(c)

(d)

With respect to members who join prior to July 1,
1973, a cash refund allowance under which reduced
payments will be made during life with a provision
that in case of death before such payments have
equaled the present value of the retirement allow-
ance at date of retirement, the balance shall be

paid to the designated beneficiary or estate. With
respact to members who join after June 30, 1973, this
option is only available with respect to the annuity.

With respect to members who join after June 30, 1973,
a te '-year (or five-year) certain and life allowance
under which reduced payments will be made during life
with a provision that in case of death within ten
(five) years of retirement, the balance that would
have been payable had the member survived for ten
(five) years shall be paid to the designated benefici-
ary or estate.

A joint and survivor allowance under which reduced
payments will be made during life with a provision
that at the death of the member the same payments or
one-half of such payments shall be continued through-
out the life of such other person as the member shall
have designated.

Such other form of actuarial equivalent as may be
certified by the actuary and approved by the Retire-
ment Board. By resolution, the Retirement Board has
approved a:.. option under which reduced payments will
be made during life with a provision that upon his
death, & sum specified by the member at the time of
retirement shall be paid to the designated benefici-~
ary or estate.

Upon the death of a member in active scrvice, the benefici-
ary may elect to receive tlie actuarial equ’valent of tne

lump

sum otherwise payable in one of the following forms:
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(a) An annual amount payable for life in monthly install-
ments, all payments ending at death, or

(b) A cash refund allowance under which reduced payments
will be made during life with a provision that in case
of death before such payments have equalled the lump
sum payable 1pon the member's death, the balance shall
be paid to the designated beneficiary or estate.

[GAO note: 1In interpreting the preceding benefits, the fol-
lowing definitions are used.]

Accumulated Deductions - The total contributions made by the
member to his annuity savings account, with regular and
special interest thereon.

Reserve for Increased-Take-Home-Pay - A reserve of 2-1/2%, 5%
or 8% of the member's salary, pursuant to the provisions
of Section B20-41.1, arcumulated with reqular and addi-
tional interest.

Average Salary - (1) For a member who joined prior to July 1,
1973, salary earnable ir the last year of the most recent
three-year period during which he held no more than cne
position, or the average annual salary earnable in any
five consecutive years designated by the member. (2) Fovu
a member who joined after June 30, 1973, the average
salary earned during any three consecutive years which
provide the highest average salary. However, if the sal-
ary earned during any year included in this three year
period exceeds the average of the previous two years by
more than twenty percent, the amount in excess of twenty
percent is excluded from the computation.

Present Tcacher - A teacher in the public schools on August 1,
1917 and certain other specified schocl and college mem-
bers.

New Entrant - With minor exceptions, a teacher appointed to the
Public Schools after August 1, 1917.

Cicy Service - All service as an employee of the City.

Prior Service - All City service and all teaching and super-
visory service in schools not . aintained bv the City
prior to September 16, 1917 for present teachers and,
in the case of a new entrant, priosr to che date of his
appointment.
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Payability Date - For members who elected the twenty-year pen-
sion plan, the date on which the service retirement al-
lowance begins, which is the latest of (1) the date on
which the member retires, (2) the date on which he at-
tains the age of 55 years, or (3) the date on which he
could have completed 25 years of City service had he re-
mained active. For all other members the retirement al-
lowance begins on the date of retirement.

Minimum Accumulation - The difference between (!) the amount
of normal contributions during the member's first 20
years of City service accumulated with interest to his
payability date, and (2) the amount of the reserve for
increased-take-home~pay on the date such period of 20
years was completed.
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