January 14, 2002
To Members of the General Assembly:

This Annual Report is presented to assist you with a general overview of the State’s f-
nancial condition in the particular areas of debt, investments and cash management, as well as
other matters within the purview of the State Treasurer’s Office. A general understanding of
these issues will also assist the committees to examine the appropriations to the Treasurer’s Of
fice operating budgets as well as the appropriations for debt management.

The Appropriations and Institutions Committees, in cooperation with the Administration
and this office, have been active partners in returning Vermont to fiscal stability and to a course
of reducing the high debt burdens that the State had accumulated.

In recent years we began to trend down new authorizations of long-term debt to over-
come Wall Street rating agency concerns. Consequently, the State has reduced its new authori-
zations in this decade from $83.4 million in FY "91 to $39 million in FY '02. Asaresult of this
policy, the State’s total debt decreased over the last five years from $536.2 million as of June
30, 1997 to $461.5 million as of June 30, 2001, a decline of 13.9%. Also more expensive f-
nancing mechanisms employed in the past, such as long-term capital lease obligations and cer-
tificates of participation, were refinanced with lower cost general obligation bonds. Total debt
service - the amount appropriated to pay principal and interest on bonds — decreased by 6.66%
to $70.0 million in FY’01 compared to FY’ 00 debt service of $75 million.

Between September 1999 and September 2000, the State’ s bond rating was upgraded by
all three rating agencies. Standard & Poor’s upgraded Vermont's rating from AA to AA+.
Moody’ s Investors Service upgraded the State’s rating from Aa2 to Aal and Fitch upgraded the
State from AA to AA+. All three rating agencies recognized many improvements in Vermont’s
fiscal policies, financial management operations, debt burden, and uncomplicated debt manage
ment systems.

The 2001 Legidature reduced the $34 million debt authorization to $12 million by gp-
plying $22 million of surpluses to the projects in the FY’ 01 capital bill. The FY *02 capita bill
authorized $39 million in long-term debt. The State issued $51 million in general obligation
bonds in November and December of 2001.
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As we prepare for fiscal year 2003, the Capital Debt Affordability Advisory Committee
recommends that the State authorize new long-term debt in an amount not to exceed $39 mil-
lion. This recommendation is consistent with the Committee's goal of maintaining a yearly is
suance of $39 million into the foreseeable future because of the positive impact this level of
debt issuance will have on the key debt indicators monitored by the Committee.

The State Treasurer is responsible for investment of the State's cash. The State's short-
term portfolio earned nearly $13 million in interest income in fiscal year 2001, ayield of 5.5%,
on an average daily balance of $232 million. This yield exceeded the average return on the
three-month treasury bill auction rate of 5.1% The excellent yield on the State's short-term in
vestments is attributable, in part, to the short-term investment program instituted by this office.
Daily offerings are solicited from the ingtitutional trading desks of dozens of national and local
brokers in order to achieve the maximum rate of return and diversification in the portfolio.

The Abandoned Property Division of the State Treasurer's Office holds more than $16
million in unclaimed property, up from $12 million last year. Over $5 million in unclaimed
property was turned over to the State in fiscal year 2001, compared to $2.2 million in fiscal year
2000, and nearly $2 million in claims were paid.

We are now confronting a period of economic and financial uncertainty. The recession
has caused the loss of severa thousand jobs in Vermont, along with shrinking revenues and in
vestment returns. This will not be an easy session, but it's essential that we maintain the pro-
gress we' ve achieved in recent years of moderating our debt and enhancing our credit ratings.

| look forward to working with the General Assembly to attain our shared goal of con
tinued fiscal stability for the State of Vermont.

Sincerely,

James H. Douglas
State Treasurer
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1 DEBT M ANAGEMENT
A. GENERAL OBLIGATION DEBT

Since fiscal year 1995, the State Treasurer’s
Office, in conjunction with the Administra-
tion, has set a course to trend down new au
thorizations of long-term debt to overcome
concerns of the major Wall Street rating agen
cies. Consequently, the State has reduced its
new authorizations for general obligation debt
from $73.7 million in FY "93 to $12 million in
FY’01 and $39 million in FY*02, as shown in
the following chart.

CHART 1
New Long-Term Debt Authorizations
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By lowering new authorizations the State of
Vermornt has begun to reduce its total level of
outstanding long-term debt. The State's total
debt decreased from $510.9 million as of June
30, 2000 to $461.5 million as of June 30,
2001, a decline of 9.7%., as shown in Chart 2
in the next column. In each of fiscal years
1999-2001, the State issued less genera obli-
gation debt than it retired.

In 1999, the Capital Debt Affordability Advi-
sory Committee recommended a policy of
maintaining a yearly issuance of $39 million
of new debt into the foreseeable future be-

cause that level will have positive effects on
key debt ratios monitored by the Committee.
The State issued $37 million in genera obli-
gation bonds in FY’ 00, which represented the
$39 million less $2 million in surplus allo-
cated by the Legidature to the reduction of au
thorized debt.

CHART 2
Net Tax-Supported Debt Outstanding
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* Includes $6.64 million in bonds sold by VEHBFA on behalf of the Vermont
Council of Developmental and Mental Health Services Acquisition
Program.

For FY’01, the Committee recommended an
issuance of $34 million that was $5 million
less than the targeted annual issuance in order
to compensate for a lease-purchase authoriza-
tion by the 1999 L egidature for the Agency of
Transportation. The $5 million lease-purchase
authorization was repealed by the Legislature
during the 2000 session and cash was appro-
priated. The Legidature alocated an addi-
tional $22 million in surplus cash to the reduc-
tion of authorized debt leaving a total of $12
million authorized for FY’01.

For FY’ 02, the Committee recommended, and
the Legidature authorized, $39 million in gen-
eral obligation debt. In November and De-
cember of 2001, the State issued $51 million
in general obligation bonds. This represented
the total of the authorized debt of $12 million
for FY’01 and $39 million authorized for
FY’02.



Total debt service, i.e. the amount appropri-
ated to pay principal and interest on bonds, for
FY’02 decreased by 6.66% to $70.0 million,
compared to $75.1 million in FY’01. Thisde-
cline comes after a 1.5% decrease in FY '01
and a 4.9% increase in FY’00. Future debt
service payments will continue to fluctuate
over the next decade and are not expected to
show any steady decrease until FY'1l, as
shown in the following chart.

CHART 3
Net Tax-Supported Debt Service
FY '94 -FY '02
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B. THESTATE S BOND RATINGS

Between September 1999 and September
2000, each of the three mgor ¢edit rating
agencies upgraded the State's genera obliga
tion bond rating. In September 1999,
Moody’ s upgraded the State’ s rating from Aa2
to Aal. In October 1999, Fitch upgraded the
State from AA to AA+. In September 2000,
Standard & Poor’s upgraded the State's AA
rating to AA+. This was the second upgrade
by S&P in two years, as its previous upgrade
from AA- to AA occurred in October 1998.
Vermont now enjoys the highest bond ratings
in New England.

Each rating agency cited severa positive fac-
tors that were taken into consideration in the
upgrades, including the following:

* Sound fiscal policies that have been consis-
tently followed with conservative revenue es-
timates and moderate growth in spending lim-
its;

* Strong financial performance with fully
funded budget stabilization reserves,

* An uncomplicated debt management system
with a nearly exclusive use of general obliga
tion debt;

* A moderate and manageable debt burden
that is declining due to rapid amortization
schedules and reductions in the State's debt
issuance, as well as the elimination of short-
term borrowing;

* Successful implementation of school fi-
nance reform;

* Elimination of a $117 million contingent
liability of the Vermont Home Mortgage
Guarantee Board; and

* Strong capital planning that concentrates on
using surpluses for capital projects and reduc-
ing future debt service costs.

Whenever the State of Vermont enjoys a
higher rating it enhances the marketing of its
long-term debt and should result in lower i+
terest rates that the State pays to borrow
money. It is aso likely to reduce borrowing
costs for municipalities that issue debt through
the Vermont Municipal Bond Bank, as well as
enhancing the State' s reputation in the munici-
pa marketplace.

Each of the three rating agencies affirmed its
ratings of the State's general obligation debt
during the $51 million bond issuances in late
2001. Factors cited by the agencies again in
cluded Vermont’'s fully funded reserves, ex-
penditure levels that are under control, and
substantial surpluses that have been applied to
capital projects. The agencies further noted
that the State's early intervention to address



the decline in the economy by reducing ex-
penditures, holding back on spending $6.5
million in one-time expenditures, and restraint
in drawing on reserve funds were prudent and
responsive reactions to the economic slow-
down.

C. DEBT STATISTICS

In assigning a rating to a State, the rating
agencies consider several key indicators. In
1995, the State, through the Capital Debt Af-
fordability Advisory Committee, established
guidelines for the State as acceptable ratios for
these key debt factors. The Committee moni-
tors the State's progress in meeting these
guidelines annually and in formulating its rec-
ommendation of the total amount of long-term
general obligation debt that the State can &-
ford and should authorize each year. Severa
ratios continue to show improvement.

1. Debt Per Capita: One of the key debt fac-
tors monitored by the Committee is the ratio
of the State's net tax-supported debt per cap-
ita. The guideline followed by the State es-
tablishes an acceptable ratio of debt per capita
at $700 in 1995 dollars. Each year this figure
is adjusted for inflation. After adjustment, the
guideline for FY 2001 was $793 while the
State's debt per capita ratio as of June 30,
2001 was $828, down from $925 in 2000.
The State's ranking dropped from 9" to 15",
This is an improvement because the higher the
ranking, the lower a state’s debt per capita
relative to all other states. Vermont’s ranking
is still relatively high with 35 states having
less debt per capita than Vermont.

Currently for FY’'02, the State’'s projected
debt per capita of $758 is below the inflation
adjusted target of $793 for thisyear. After the
issuance of $51 million in FY ’02, assuming a
continuing steady level of authorization of
$39 million in future years, and employing the
population forecast developed by Economic

Policy Resources, the State's net tax-
supported debt per capita is forecast to de-
crease each year and will be below the State
guideline through 2012.

2. Debt as a Percentage of Personal Income
The State applies a guideline that the aggre-
gate amount of projected State debt should
not exceed five percent of projected State per-
sonal income. The State has steadily im-
proved in this area and the State's ratio of
debt to personal income for FY'01 dropped
from 3.8% to 3.3%, the lowest level since
1990. The State’ sranking in its debt as a per-
centage of persona income dropped from the
10" highest among the states in 2000 to 14"
in 2001.

3. Debt Service as a Percentage of Revenue:
The State remained in compliance in FY’01
with its established guideline with respect to a
third key debt ratio — debt service as a per-
centage of revenues. The guideline used for
this ratio states that projected annual State
debt service on bonds should not be in excess
of eight percent (8%) of projected revenues in
the aggregate General and Transportation
Funds during the next ten years. Debt service
as a percentage of revenues ratio was at 6.5%
as of June 30, 2001.

Because the State issued no new bonds in
FY’01, and a higher amount than in recent
years in FY’02, this dramatic improvement in
the key debt ratios may not be sustained.
Nevertheless, the rating agencies continue to
view positively Vermont’s conservative ap-
proach to debt management.

D. RECENT DEVELOPMENTS REGARDING NET
TAX-SUPPORTED DEBT

As is evident from the above discussion, the
amount of the State’s overall tax-supported
debt as defined by the agenciesis a significant
factor in the award of a credit rating. The



State's debt statement included, for the first
time in 2001, $6.64 million of revenue bonds
issued by the Vermont Educationa and
Health Buildings Financing Agency on behalf
of the Vermont Council of Developmental
and Mental Health Services Acquisition Pro-
gram (hereinafter the Program). Providers in
the Program are non-profit corporations
formed to operate human services programs in
the State for individuals in need of menta
health and rehabilitation services. Because
the State provides approximately 80% finan
cial support through appropriation to the pro-
viders in the Program and the providers are
delivering basic State services, the State's
debt statement includes these obligations of
the Agency as net tax-supported debt. One of
the three rating agencies has concluded that
although the bonds are not a lega state liabil-
ity, because state appropriations are the pre-
dominant source of gross revenues of these
providers and the providers deliver basic state
services, the debt would be included in its cal-
culation of net tax-supported debt when are-
lyzing the state’s credit.

Asaresult of this determination, an additional
$17.5 million bond financing presented to the
Vermont Educational and Health Buildings
Financing Agency in FY'01 by the Program
was deferred because of concerns it would in-
crease the State's total net tax-supported debt
by the amount of the borrowing. The Legisla-
ture also enacted 32 V.S.A. §711 last session
that requires any entity that receives a major-
ity of its operating expenses from either direct
or indirect state appropriations to notify and
obtain approval from the Governor and the
State Treasurer prior to incurring any debt.
The purpose of section 711 is to identify enti-
ties whose debt could affect the overall debt
position of the State of Vermont prior to its
issuance, to enhance the State's debt manage-
ment practices with respect to the use and size
of net tax-supported debt, and to protect the
State’ s credit rating.

E. SHORT-TERM DEBT

The State has made great strides in the area of
short-term debt. In the last three fiscal years,
the State’ s strong cash position did not require
the issuance of short-term debt. In the early
1990's, Vermont was issuing between $155
and $192 million annually, not including $65
million in deficit notes. See the following
chart.

CHART 4
Short-Term Borrowing
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On numerous occasions the rating agencies
expressed concern about why the State's cash
flow position necessitated such high levels of
short-term borrowing. The elimination of the
need for short-term debt has been cited by all
three agencies as a significant factor in their
upgrades of the State's ratings. Besides the
positive view held by the rating agencies, the
State has saved significant money by avoiding
interest charges on borrowed dollars as re-
flected in Chart 5 on page 5. The State's cash
position in FY’02 has, to date, not been as
strong as the past three years but rno short-term
borrowing is anticipated in the last half of FY
'02.

The amount and duration of short-term bor-
rowing is usualy dependent upon two critical



Dollars (in Millions)

factors. a recurring revenue stream matching
recurring expenditures (in other words, an on
going balanced budget), and a healthy budget
stabilization reserve, so that seasona or eco-
nomic dips in revenue as well as heavy expen
ditures that do not match up precisaly with
times of heavy revenue collection are offset
by this reserve. Vermont has achieved these
two standards to require no short-term bor-
rowing, and it is expected that the General As-
sembly will continue to maintain balanced
budgets and fully funded reserves.

CHART 5
Interest Paid on Short-Term Borrowing
FY '92 - FY '01
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1. INVESTING
A. LONG TERM INVESTMENTS

The State Treasurer’s Office administers the
investment policies and strategies adopted by
the Boards of the Vermont State Retirement
System, the State Teachers Retirement Sys-
tem of Vermont, and the Vermont Municipal
Employees Retirement System. The three
systems had combined assets of nearly $2.3
billion on June 30, 2001 that represents an in-
crease of 59% for the past five years and a
9.7% average annualized growth rate. See
Chart 6. A detailed statement of each plan’s

fiscal year 2001 assets including a comparison
to fiscal year 2000 is attached as Appendix A.

Chart 6
Growth of Pension Assets
FY '94 - FY "01
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In order to insulate the portfolios from short-
term market fluctuations, the three pension
systems employ diversified investment strate-
gies, which enable each portfolio to maintain
stability through market cycles of different as-
set classes. Each system’s assets are invested
in stocks, bonds and real estate with an addi-
tional small alocation to alternative invest-
ments, such as venture capital partnerships.
These investment categories have imperfect
correlations, so if one category is faltering, an
other may be doing exceedingly well. This
strategy minimizes the effects of short-term
volatility that occurs within each asset class
and is totaly different from market timing, in
which an investor attempts to predict the ups
and downs of various markets. In this strategy
substantial losses can occur if the timing deci-
sion is incorrect.

Fisca year 2001 was a difficult year for the
financial markets. Pension system assets de-
creased by 4.5% for the State Teachers Re-
tirement System of Vermont and 8.5% for the
Vermont State Retirement System. However,
the assets of the Vermont Municipa Employ-



ees' Retirement System increased marginally,
by 0.1%. Variations in asset growth among
the three systems are dependent on many fac-
tors. Among them are cash flow require-
ments, differences in asset allocation and early
retirement incentives. The Table below dis-
plays the asset distribution of the three retire-
ment funds:

Tablel
Asset Allocation of Three Retirement
Funds
Quarter Ending June 30, 2001

Investment State

Category

Municipal Teachers’

Domestic Equity 41% 41% 24%
Domestic Fixed Income 31% 14% 19%
International Equity 18% 15% 1%
Global Fixed Income 0% 19% P
Real Estate ™% 10% %
Other 3% 1% 2%

For the five years ended June 30, 2001, the
median public retirement plan in the United
States had an average annualized total return
of 10.6%, compared with 10.6% for the Ver-
mont State Retirement System, 11.1% for the
Teachers System and 12.2% for the Munici-
pal Employees System.

B. SHORT-TERM INVESTMENTS

The State Treasurer’s Office manages the n-
vestment of the State's cash in its short-term
investment program. The short-term portfolio
earned nearly $13 million in interest income
in fiscal year 2001 on average daily balances
of $232 million. Of this amount, $7.9 million

was transferred to the general fund. The yield
on the portfolio was 5.5% for the year which
is 0.4% higher than the average three-month
treasury bill auction rate of 5.1%. The Treas-
urer’s Office solicits offerings daily from the
ingtitutional trading desks of dozens of na
tional and local brokersin order to achieve the
maximum rate of return and diversification in
the portfolio.

The Federa Reserve Open Market Committee
has reduced the discount rate five times since
July 1, 2001. These interest rate cuts have had
an impact on short-term earnings estimates for
FY’02. For the six months ended December
31, 2001, total short-term interest income was
approximately $3.5 million on an average
daily balance of $222 million with an average
investment rate of 2.85%, which compares fa-
vorably with the average three- month treasury
bill auction rate of 2.57% for the same period.
Following these rate cuts, the nhvestment rate
for the month of December was a mere 1.89%.

C. THEVERMONT TRUST INVESTMENT
ACCOUNT

The 2000 Legidlature authorized the establish-
ment of a trust investment account adminis-
tered by the State Treasurer for purposes of
investing restricted funds with non
expendable principal balances. The State
Treasurer issued a Request for Proposals to
investment managers in the State of Vermont
and chose three firms to manage the fund: NL
Capital Management, Inc. of Montpelier for
fixed income and Hanson Investment Man
agement, Inc. of Burlington and Prentiss
Smith & Co. of Brattleboro for equity. In
FY’01, the fund was 90% invested in fixed
income in order to generate increased income
for distribution during the early years. Over
time, it is anticipated that the alocation to eg-
uity will grow to 40 to 50 percent, in order to
generate additional capital appreciation.



The Trust Investment Account was funded in
July 2000 with a principal balance of approxi-
mately $24 million, of which $17 million was
alocated to the Tobacco Trust Fund, $6 mil-
lion to the Higher Education Endowment
Trust Fund, and the remainder to various
smaller trust funds. Market value of the total
fund on June 30, 2001 was $26,520,548 which
reflected an annualized yield of 11%. Addi-
tions to the fund in July 2001 included $1 mil-
lion to the Higher Education Trust Fund and
nearly $3.5 million to the Tobacco Trust
Fund. The majority of this additional funding
was divided between the two equity managers,
which increased the overall equity alocation
from 10% to 20% of the total fund and de-
creased the fixed income portion to 80%. For
fiscal year ended June 30, 2001, the fund had
atotal return of 11.0% versus the return of the
S& P 500 equity index of —13.6% and the Leh
man Aggregate fixed income index of 10.2%.
If these index returns are applied proportion
ately to the investment allocations of the trust
account, the benchmark return is 7.8%.

D. VERMONT HIGHER EDUCATION ENDOW -
MENT TRUST FUND

The 1999 Legidature established a Vermont
Higher Education Endowment Trust Fund and
appropriated $6 million for the creation and
management of the fund by the State Treas-
urer. On June 30, 2001, the fund had a market
value of $6,679,449 for an annualized yield of
11.0%. In August of 2001, the State Treasurer
authorized the distribution of 5% of the aver-
age market value of the assets over the prior
five quarters equally among the University of
Vermont, the Vermont State Colleges and the
Vermont Student Assistance Corporation.
Each received $107,103 to be applied as non
loan financial aid to Vermont students attend-
ing Vermont post-secondary institutions. The
2001 Legidlature appropriated an additional
$1 million to the corpus of the Higher Educa-
tion Endowment Trust Fund for a total of $7

million.

In addition to the above disbursements from
the fund, the Vermont Commission on Higher
Education Funding authorized the Treasurer to
make available an additional 2% distribution
of $58,239.80 to be divided equally between
the University of Vermont and the Vermont
State Colleges for application to their respec-
tive permanent endowments. In FY‘02, the
additional 2% endowment allocation will be
$64,262 for each ingtitution, provided that it is
matched on atwo-to-one basis by external do-
nations for endowment purposes by the end of
FY‘02. A copy of the State Treasurer’s An
nual Report to the Commission on Higher
Education Funding is attached as Appendix
B.

E. ToBACCO LITIGATION SETTLEMENT FUND
AND THE TOBACCO TRUST FUND

In November 1998, Vermont was one of 46
states to enter into a settlement agreement
with four major tobacco companies. The
State’ s estimated share of settlement payments
at the time was expected to total $806 million
over thefirst 25 years of payment and an addi-
tiona $156 million of strategic contribution
payments to be paid between 2008 and 2017.
To date the State has received paymerts that
total $65,892,203.82.

Pursuant to the Agreement, the expected set-
tlement amounts are adjusted for inflation and
the effect of any decreases in the sale of to-
bacco products to the base year. To date,
these have accounted for a 13% decrease. It
remains difficult, therefore, to predict the
amount of the future payments due from the
tobacco settlement that will be received by the
State. According to the Master Settlement
Agreement with tobacco companies, Ver-
mont’s expected and actual receipt of settle-
ment funds are as follows (in millions):



Expected Actud
FY 1999 $36.23 $33.21
FY 2000 36.23 33.21
FY 2001 28.47 24.68
FY 2002 34.18 29.06*
FY 2003 34.51
FY 2004 28.80

*Estimated ($8 million received to date)

In FY*00, the Vermont Legidature established
a Tobacco Litigation Settlement Fund to be
administered by the State Treasurer. For FY
‘02, the Legidature appropriated $17.25 mil-
lion (the same as FY‘0l) to healthcare ser-
vices and $7.41 million to programs in the
Health and Education Departments for to-
bacco enforcement, prevention and education
programs. The remainder of the receipts were
added to the separately established Tobacco
Trust Fund, a trust established to eventually
endow the education and prevention pro-
grams. The Trust balance at the end of FY
‘01 was $19.3 million plus an additional go-
propriation of $3.9 million for a total of $23.3
million. Initial projections are for another
$4.4 million to be appropriated for addition to
the fund by the end of FY*02.

F. VERMONT VETERANS HOME

By legidative act, the Vermont Veterans
Home was required to transfer its endowment
fund to the State Treasurer for management.
In September 2002, the Home transferred
$455,441.85 to the State. The legislation a-
lows the State Treasurer to invest these funds,
if appropriate, with the long-term investments
in the Investment Trust Account. The funds
are currently invested with the State’s short-
term investments until a spending policy for
these funds is established by the Board of
Trustees for the Vermont Veterans Home. A
transfer of some or all of the funds for long-
term investment in the Investment Trust Ac-
count may be appropriate once that policy is

established.

[11.RETIREMENT
A. OVERVIEW

The State Treasurer’s Office administers three
statutory pension systems: the State Teachers
Retirement System of Vermont with 10,264
active and 3,812 retired members as of June
30, 2001; the Vermont State Retirement Sys-
tem with 7,587 active and 3,563 retired mem-
bers; and the Vermont Municipa Employees
Retirement System, with 4,814 active and 856
retired members. Both the State Teachers’
Retirement System of Vermont and the Ver-
mont State Retirement System are funded by
employee contributions as well as those made
by the State. The Vermont Municipal Em-
ployees Retirement System involves no State
money.

The administration of the three systems has
grown in both size and complexity over the
years. With the aging workforce, the adminis-
trative requirements of the programs are ex-
pected to increase for the foreseeable future.

The Vermont Municipal Employees Retire-
ment System would be more appropriately ad-
ministered through the municipalities them-
selves. Thisis not a new initiative. The Sen+
ate passed S. 99 during the 1997-98 Legisla
tive Session that created an intermunicipal re-
tirement system to assume the administration
of the Vermont Municipal Employees Retire-
ment System. The reallocation of the time and
effort dedicated to this program would allevi-
ate many of the increasing pressures the
Treasurer’s Office currently faces in the a-
ministration of the State and Teachers Retire-
ment Systems. Although there are no immedi-
ate general fund savings associated with this
transfer, future savings certainly can be e-
pected through the deferral of new positions



and costs, which will become necessary as our
workforce continues to age and retire at an in-
creasing rate. The State Treasurer expects to
support thisinitiative in the 2002 Legidlature.

B. FUNDINGOF THE RETIREMENT SYSTEM

Pursuant to Governmental Accounting Star-
dards Board Statement No. 25, the funding
status of the State and the Teachers Retire-
ment Systems has improved (see Table 2), a-
though the two largest systems remain actuari-
aly underfunded. The General Assembly has
appropriated less than the actuary’s recom-
mended contribution to the Teachers System
throughout the past decade. The higher than
average investment returns of the past five
years have improved the funding levels of the
systems, despite the disappointing returns over
the last year, largely due to the smoothing
method utilized by the system’s actuary.

Table2
Percent Funded Using GASB Opinion No.
25

Teachers’ State

Municipal

Actuarial
Value of As-
Sets

$1,116,845,541

$954,821,086

$177,927,581

Actuarial Ac-
crual Liability
(AAL)

$1,254,341,000

$1,026,993,000

$158,786,000

Unfunded
AAL (UAAL)

$137,495,648

$72,171,779

($19,141,542)

Funded Ratio

89.0%

93.0%

112.1%

A comparison of the unded status in recent
years is contained in Chart 7 in the next col-

umn.

Based upon the actuaria recommendation, the

Treasurer has requested $23,197,088 in FY’ 03
for the State’s contribution to the Teachers
Retirement System and a $9,711,513 contribu-
tion to the State Retirement System.

CHART 7
Analysis of Funding Progress Using GASB
Statement No. 25
FY '96 - FY '01
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C. DEFERRED COMPENSATION PROGRAM

The Board of Trustees for the Vermont State
Retirement System administers a deferred
compensation program that has been available
since 1973 as a savings option for State em
ployees, municipal employees, employees of
agencies such as VSAC, VEDA and VHFA,
and members of the Genera Assembly. In
calendar year 2002, a plan participant may de-
fer up to $11,000 per year of his or her annua
compensation and invest that money in one or
more of the 15 mutual funds offered in the
plan. This maximum contribution amount
was increased from $8,500 effective January
1, 2002. On June 30, 2001, the planhad 4,668
State participants and 202 local participants
for a total of 4,870 participants. As of June
30, 2001, total assets n the plan were valued
at $138 million. Contributions in the amount
of $10.97 million were made to the plan by
participating employees during FY‘0l. Be



cause the deferred compensation plan quali-
fies as a section 457 plan under the Internal
Revenue Code, the portion of salary that is de-
ferred is not taxed at the time of deferral. The
Board of Trustees for the Vermont State Re-
tirement System adopted a policy to waive
fees for new enrollees in the plan after January
1, 2001 for the first full year of errollment.
Thisis one way to encourage participation in a
plan that decreases taxable income during ac-
tive employment and increases savings for re-
tirement.

D. DErFINED CONTRIBUTION RETIREMENT
PROGRAM

In 1998, the General Assembly offered active
exempt State employees the option of remair-
ing with their existing defined benefit plan or
transferring their accrued benefits to a newly
established defined contribution plan. Out of
a pool of 806 eligible exempt employees, 349
(43%) elected to leave their State retirement
defined benefit plan and transfer to the de-
fined contribution plan whereby employees
select from a menu of investment options.
Exempt employees hired on or after January 1,
1999 are given the option of choosing be-
tween the two retirement plans. In 1999 the
defined contribution plan was extended to ter-
minated, vested State members who were ex-
empt employees at the time of separation from
service. Of the 51 eligible vested members,
45 elected to transfer to the DC plan. The de-
fined contribution plan has continued to grow
in terms of total participants. At June 30,
2001, the plan had 514 participants, an in
crease of 11% from FY’00, and a total market
value of $27,672,298.

In calendar year 2001, 111 new exempt en
ployees entered the State’ s workforce. Thirty-
seven (37), or 33%, chose the defined contri-
bution plan; 43, or 39%, defaulted to the de-
fined benefit plan and 31, or 28%, have not
yet made an election.

Under the defined contribution plan, which is
modeled after private sector 401(k) plans, em-
ployees contribute 2.85% of their annual sal-
ary to their individual accounts. The State
makes a fixed contribution of 7% to each em-
ployee’'s account. Employees are responsible
for making all investment decisions regarding
contributions among investment options se-
lected by the Treasurer. At retirement or ter-
mination, employees receive the amount of
contributions in their account, plus investment
earnings. The defined contribution plan pro-
vides portability for an increasingly mobile
workforce. It also reduces the unfunded |-
ability for the State because the State does not
assume the liability of a future pension bene-
fit.

The Vermont Municipal Employees Retire-
ment System was given statutory authority in
1999 to approve a defined contribution plan
for its members. The Board implemented a
defined contribution plan on July 1, 2000.
The plan provides the employer municipality
with the first option of deciding whether to of-
fer a defined contribution plan to its employ-
ees. Once a municipality elects to offer the
plan to al eligible employees or to specific
employment groups, an individual employee
has the choice to remain with the defined
berefit plan or transfer to the new defined
contribution plan. New employees of munici-
palities offering both a defined contribution
plan and a defined benefit plan will have a
choice of either plan. During the first year, 62
employers offered the plan to approximately
800 employees. Two hundred (200), or 25%,
elected to transfer to the DC plan effective
July 1, 2000.

In FY’01, 177 new municipal employees were
offered the VMERS optiona defined contri-
bution plan. Fifty-two (52), or 30% chose the
defined contribution plan and 125, or 70%
elected or defaulted to the defined benefit
plan.
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The State's experience with the defined con
tribution plan offered to exempt and municipal
employees shows a strong interest on the part
of employees in such a plan. The benefits to
the employee of portability, the freedom to de-
velop an investment portfolio that meets indi-
vidual needs, the ability to pass the money to
one's heirs, and the potential for higher invest-
ment returns and higher benefits at retirement
have proven attractive. The State also benefits
from offering a defined contribution plan not
only because it has no future liability for bere-
fit payments for those who choose the plan,
but because the plan presents an attractive re-
cruitment benefit for those who may not de-
sire to remain in public employment for the
duration of their careers. Providing potential
employees with the option to choose a plan
that best suits their career goals makes the
State more competitive with the private sector.
Moreover, fewer current employees with lon
gevity will fedl tied to jobs where they have
reached a career plateau solely because it
makes no economic sense to leave due to the
structure of the defined benefit plan.

To date, the Legidature has made the defined
contribution option available only to exempt
State employees and municipal employees.
The State's classified work force and the
State's teachers should be provided the same
option. Prior to the 2001 legidlative session,
the Vermont State Employees Association
(VSEA), the Vermont National Education As-
sociation (VT-NEA) and the State Treasurer
met and explored the optimal characteristics
of a defined contribution plan for those two
employee groups. Consensus was reached
that a defined contribution plan as an optiona
retirement plan, if properly designed, could be
beneficia. Recommended characteristics of
the plan include:

1. The same employer contribution rate of 7%

that is provided to exempt employees;
2. Oversight of the plans by the retirement

1

board for the respective groups;

3. A one-year election window during which
employees could choose between the defined
benefit and defined contribution plans;

4. A significant educational component re-
garding the two plans;

5. Cost neutrality to the DB plan.

H. 368, An Act Relating to a Defined Contri-
bution Plan for Sate Employees and Teach-
ers, that incorporates the characteristics ou-
lined above, is currently pending in the House
Government Operations Committee.

E. LEGISLATIVE SUMMER STUDY

A legidative study committee was created
during the 2001 session to perform a compre-
hensive study of the eligibility criteria for
plans within the Vermont State Retirement
System. The committee reviewed all posi-
tions in state government in order to recom-
mend which members of the system are most
appropriately included in each plan. Specifi-
cally, the committee’ s mandate was to:

(1) determine which state employees should
be required to retire at age 55;

(2) determine the need to combine, eliminate,
or create a new retirement plan or plans to in-
clude those employees which warrant early
retirement consideration;

(3) conduct a study of the feasibility of trars-
ferring state law enforcement officers and
state firefighters hired before July 1, 2000,
into the group C plan.

The committee was comprised of two mem-
bers of the House Committee on Government
Operations, one member of the House Com-
mittee on Appropriations, three members of
the Senate Committee on Government Opera-
tions, the Commissioner of Personnel, the
State Treasurer, or designee, two representa
tives of the Vermont State Employees’ Asso-
ciation, the Director of Retirement, the Chair



of the Vermont State Retirement System
Board of Trustees, and the Commissioner of
Finance and Management, or designee.

The Committee concluded that the statutory
definition of law enforcement officers who
can be subject to mandatory retirement and
the requirement for certification were appro-
priate and defensible under federal age dis-
crimination law. The Committee further corn-
cluded that physical fitness requirements
should be imposed on Group C members. The
Committee will not recommend the addition
of a new retirement group at this time al-
though it did recommend that direct care pro-
viders at the Vermont Veterans Home and the
Vermont State Hospital be allowed to retire
after 20 years in those positions with no early
retirement adjustment.

The Committee reviewed the feasibility of
transferring all law enforcement officers and
firefighters hired before July 1, 2000, now
Group F members, into Group C and con
cluded it would most likely be cost prohibitive
to consider such atransfer at this time. A me-
jority of the Committee voted to recommend a
one-time option to join Group C to these indi-
viduals hired before July 1, 2000. The Treas-
urer and Director of Retirement did not favor
this recommendation. Optional membership
in a particular retirement group is not advis-
able as it diminishes the planning and cost
control elements of a retirement plan and
erodes the employer’s ability to determine the
structure and affordability of benefits. Over
the years, the Legidature has enhanced many
of the retirement benefits available to state
employees. These benefit changes have been
generally made effective prospectively, and
not retroactively. To allow one group of em
ployees to opt for an enhanced benefit will set
a precedent when other groups that may have
been previously ineligible for an enhanced
benefit seek a similar option. The Commit-
tee’'s full recommendations are included in a

separate report presented to the Genera As-
sembly.

F. ONETIME STIPEND FOR MILITARY SER-
VICE

Legidation was enacted effective July 1, 2001
that provided a one-time stipend of $500.00
for each year, up to a maximum of three years,
to retired members of the State and Teachers
Retirement Systems who served in the mili-
tary during World War 11, the Korean or Viet-
nam Conflicts. In order to qualify for the sti-
pend, a retiree must have served, prior to be-
coming a member, a minimum of one year of
full time service in the military during the pe-
riods December 7, 1941 through December
31, 1946, June 25, 1950 through January 31,
1955, or August 5, 1964 through May 7, 1975,
for which the retiree had derived no military
pension benefits other than for nonregular
(guards or reserves) service. In addition, the
retirees must have retired before the military
service was available as a grant to active
members.

Almost 600 applications have been filed since
July 1, 2001 with the Retirement Office. Eligi-
ble retirees have until June 30, 2002 to apply
for the one-time stipend. To date, a total of
$410,463 has been paid to over 373 State re-
tirees, and $139,565 to over 160 Teacher retir-
ees. Applications continue to be received, and
there are approximately 50 pending applica-
tions that are currently being processed. As-
suming most eligible retirees have applied for
the stipend aready, the fina payout figure for
both systems is expected to be goproximately
$600,000.

V. ABANDONED PROPERTY

The primary function of the Abandoned Prop-
erty Division is to locate and return money
and other property to its rightful owners or
their heirs. This property is most often in the



form of money, but it can also be securities,
mutual funds and contents of safe deposit
boxes. This property comes from many
sources including banks, credit unions, corpo-
rations, utilities, insurance agencies, retailers
and governmental agencies throughout the
United States. The State of Vermont ats as
custodian to safeguard it until it can be
claimed by its rightful owners or heirs.

Currently, more than $16 million of un+
claimed property is held by the State Treas-
urer. In FY’01, holders of unclaimed property
turned over $5 million to the Abandoned
Property Division. This is an increase of
nearly $3 million from FY’00. There are sev-
eral reasons for this increase. Severa years
ago the Treasurer’s office initiated an amnesty
program that allowed holders to report for the
first time without fear of receiving a penalty.
This was highly successful and encouraged
holders to report every year. The Abandoned
Property Division aso stepped up its outreach
program to holders. Holder information is
now posted on the Treasurer’s website and
holders are able to print out reporting forms.

The Abandoned Property Division paid a total
of $2 millionin clamsin FY’01. The average
clam paid was $651.99. The largest clam
paid was $404,000.00.

Vermont makes a diligent effort to locate
missing owners and reunite them with their
lost assets. The help of town clerks and state
legislators has been enlisted and the names of
owners have been posted on the internet. In
FY ‘00, the Treasurer’s Office was one of the
first states to be linked via the internet to a
central national website through which the
public can more easily access the office's
website. Users of the State’s website now
have the ability to download reporting and
clam forms. Thousands of “owner” letters
are sent each year, the office staffs a booth at
the Champlain Valey Far, and owners
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names are published annually in newspapers
around the State as required by statute. Recip-
rocity with other states in order to return aban
doned property to the state in which the owner
most recently lived has also proved effective
in returning property to its rightful owner as
quickly as possible. It aso alows holders to
report only once instead of reporting to multi-
ple states.

V. AUDIT COMPLIANCE

In fiscal year 1999, an Audit Compliance Di-
vision was created within the State Treasurer’s
Office. This Division conducts independent
reviews of the diverse operations and controls
within the office to determine whether accept-
able policies and procedures are followed, es-
tablished standards are met, and resources are
used efficiently and economically in reaching
the organization’ s objectives.

This year, with the implementation of the new
accounting system, VISION, the Division has
been conducting a post-audit of the office’s
expenditures on a daily basis and assisting in
solving problems as they are discovered in the
new system.

The Division continues to assist the Account-
ing Division in reviewing the more than 250
departmental cash accounts. A format for
controlling these accounts has been imple-
mented and additional financial disclosure has
been prepared for the State's Comprehensive
Annual Financial Report (CAFR).

In addition, the Division has been actively in-
volved in reviewing the work performed by
the State’s contractor who provides the &-
counting for the State’s pension funds. Some
adjusting entries were necessary to incorpo-
rate all the financial data on an accrual basis
for the State’'s CAFR.



V1. FINANCIAL M ANAGEMENT
A. ELECTRONIC BANKING/PAYMENTS/
TRANSFERS

The State Treasurer’s Office encourages elec-
tronic transmissions of such items as vendor
payments, payroll, welfare and other benefits.
Most payments to municipalities are now han
died electronically. In August 1999, the De-
partment of Taxes began a program to receive
tax payments electronically. In 2002, it will
offer electronic payment of refunds to some
taxpayers. Our goa continues to be to in
crease the proportion of financia transactions
that occur electronically.

The Treasurer’s Office has encouraged State
employees and retirees to authorize direct de-
posit of their paychecks and retirement
checks. Direct deposit is a more efficient, less
costly and safer method by which to transfer
funds. In December 2001, 78% of retired mu-
nicipal employees, 86% of retired State em
ployees, and 89% of retired teachers received
their monthly benefit payments via direct de-
posit. This is an increase from the December
2000 percentages of 77%, 84%, and 86% re-
spectively. Currently 6,683 State employees,
or 75%, have their biweekly pay deposited di-
rectly to their bank accounts.

B. PrROXECT VISION

The Department of Finance and Management
implemented a new financia management
system, Project VISION, on July 1, 2001. The
system has posed many challenges to the
Treasurer's Office and has delayed comple-
tion this fiscal year of some treasury func-
tions, such as reconciliation of bank accounts.
The Office is working closely with the Ad-
ministration to insure the continued develop-
ment of report capabilities and processes nec-
essary for the Treasurer's Office to do its
work.
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The Treasurer’s Office is seeking the conver-
sion of a limited service Accountant B posi-
tion to a full-time position in its FY’'03
budget. This position is essential to the added
responsibilities of the Treasurer’s Cffice as a
result of Project VISION.

The Treasurer’s Office now produces daily
vendor payments whereas, under FMIS, the
checks were produced by CIT. The Treas
urer’s Office upgraded its printing equipment
and produces pressure-sealed, as opposed to
heat-sealed, vendor checks. This has proved
to be a more efficient process that results in
fewer damaged checks and delays. With the
upgrade of its printing equipment, the Treas-
urer’s Office has converted its printing of state
payroll checks to a pressure-sealed process
which has replaced the prior process that re-
quired staff to print, fold and stuff the bi-
weekly payroll checks. Payroll checks are
now produced in a matter of hours. Although
direct deposit by all state employees is by far
the most efficient method of disbursing pay-
roll, the new equipment has brought greater
efficiency to the production of paper checks.

C. BANKING SERVICES

Effective July 1, 2001, the State's master
banking services were awarded, after a com+
petitive bid process, to the Howard Bank. The
Howard Bank’s performance to date has been
satisfactory and Bank personnel have worked
thoughtfully and diligently to provide secure
and efficient servicesto the State. As a part of
the conversion process, the Howard Bank &
sisted, where possible, in consolidating the
over 100 accounts opened over the years by
state departments without approval from the
Treasurer’s Office. They have also provided
the appropriate collateralization for all Bank-
North accounts.



D. INTERACTION WITH THE AUDITOR OF AC-
COUNTS' OFFICE AND COMPLIANCE WITH

AUDIT FINDINGS

Interaction with the Auditor of Accounts of-
fice is essentia to improvements in the State’s
financial reporting systems. The Auditor’s of-
fice has offered financial reporting recommen-
dations over the years that have proven help-
ful. In addition, every audit finding is taken
seriously and, since the Treasurer’'s Office
handles more than $4 billion of retirement and
State funds, its Audit Compliance Division is
used to ensure proper financia controls. The
number of audit findings relating to the Treas-
urer's Office has declined significantly in re-
cent years.

E. AcTt 60 RECEIPTS

The Treasurer’s Office monitors the receipt of
payments mandated by Act 60 after the De-
partments of Education and Taxes have noti-
fied towns and school districts of their respec-
tive liabilities. In FY’01, all towns and school
districts eventually made their Act 60 pay-
ments with the exception of the Town of Vic-
tory. Victory has not made Act 60 payments
since December 1, 1999 and the Vermont Tax
Department has filed suit against the town in
an effort to obtain compliance with Act 60's
requirements.

To date, in addition to Victory, one school dis-
trict, one unorganized town, and one town
have not yet made their FY’02 Act 60 pay-
ment that was due on December 1, 2001. The
Treasurer’s Office is in the process of confer-
ring with these entities to encourage compli-
ance and calculating the interest on the late
payments. As in the past, unresolved delin
quencies will be referred to the Attorney Gen-
eral for collection.

VII. LEGISLATIVE REPORTING REQUIRE-
MENTS
A. BRANDON TRAINING SCHOOL

Section 23 of Act 62 (Capital Bill) of the Pub-
lic Acts of 1995 specifies that the State Treas-
urer notify the chairs of the Senate and House
Ingtitutions committees upon receipt of mon
ies from the sale of the Brandon Training
School property as well as certain federa re-
ceipts associated with the Vermont Veterans
Home. The State has received amounts due
from the federal government for reimburse-
ment of expenses associated with the Vermont
Veterans Home, and received $32,100 from
sale of property belonging to the Brandon
Training School.

B. MCBRIDE PRINCIPLES

Act 50 of the Public Acts of 1989 specifies
that the State Treasurer and the Retirement
Boards compile alist of corporations that con-
duct business in Northern Ireland in which the
State Treasurer and Retirement Boards have
invested funds. Notification from externa in
vestment managers is due in the Treasurer's
Office on January 1 of each year. Thislistis
available for examination in the State Treas-
urer’s Office.

C. BURMA (MYANMAR)

Act 13 of the Public Acts of 1999 specifies
that the Treasurer shall implement the pu-
poses of the Act by voting in favor of share-
holder resolutions concerning an individual
company’s doing business with the govern
ment of Burma. In addition, the Treasurer
shall separately notify the company that Ver-
mont wishes to convey its grave concerns re-
garding the company’s economic ties to the
government of Burma. The Treasurer has
complied and continues to comply with his
obligation under this statute.

15



VIl. LEGISLATIVE PROPOSALS FOR 2002
The Treasurer will recommend the following
legidation to the 2002 General Assembly:

A. CREDIT CARD PROGRAM

The Treasurer recommends that the Legisla-
ture consider a single statute giving al State
agencies and departments the authority to ac-
cept credit card payments for fees, licenses,
and other payments, rather than the piecemeal
department by department approach used to
date. The proposal places oversight of the
credit card program in the Treasurer’s Office
which would negotiate bank contracts on be-
half of all the departments. H. 77, An Act Re-
lating to Sate Agency Acceptance of Credit
and Debit Card Payments passed the House
in 2001 and is pending in the Senate Finarce
Committee.

B. DEFINED CONTRIBUTION PLAN (SEE Dis-
CUSSION IN SECTION |11-D)

H. 368, An Act Relating to a Defined Contri-
bution Plan for Sate Employees and Teach-
ers, is currently pending in the House Gov-
ernment Operations Committee. H. 368 pro-
vides for an optional defined contribution plan
for al state employees and teachers.

C. AMENDMENTS TO 32 V.SA. 8711 (SEE
DISCUSSION IN SECTION I-D)

The Legidature enacted 32 V.SA. 8711 in the

2001 session that requires any entity that re-
celves a maority of its operating expenses
from either direct or indirect state appropria-
tions to notify and obtain approval from the
Governor and the State Treasurer prior to i+
curring any debt. The purpose of section 711
IS to identify entities whose debt could affect
the overall debt position of the State of Ver-
mont prior to its issuance, to enhance the
State’'s debt management practices with re-

spect to the use and size of net tax-supported
debt, and to protect the State's credit rating.

There is some concern that the reach of sec-
tion 711 may unnecessarily include entities
such as towns and school districts. The State
Treasurer’s Office, in concert with the Ad-
ministration, will consider whether §711
could be amended to clarify its reach, in par-
ticular by exempting municipalities and
school districts, without affecting the intended
purpose of the act.

D. TRANSFER OF ADMINISTRATION OF VER-
MONT MUNICIPAL EMPLOYEES' RETIREMENT
SYSTEM (SEE DISCUSSION IN SECTION I-A)

The State Treasurer supports the transfer of
administration of the Vermont Municipal Em
ployees Retirement System to the municipali-
ties themselves. The reallocation of resources
currently dedicated to this program would en-
able the Treasurer’s Office to alleviate the in-
creasing pressures in the administration of the
State and Teachers Systems because of the
aging workforce and increase in retirement
rates. Future savings to the State can be ex-
pected through the deferral of new positions
and resulting costs necessary to address these
increasing demands in those two systems.

16



