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Give Vermont taxpayers an excellent value.

Offer the best customer service possible.
Deliver the highest quality operational services.

Create a productive employee work environment.
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Office of the State Treasurer
Mission Statement

To manage the financial resources within our purview effectively and efficiently and to promote prudent financial
practices in the State of Vermont.

Vision Statement

The overall vision of the State Treasurer’s Office is to be the best office of the treasury in the U.S.A. This vision is
further defined to state that the Treasurer’s Office staff will:

« Give Vermont taxpayers an excellent value.
Excellent value to Vermont taxpayers implies highly competent investment and funds management;

and initiative and creativity to “leave no stone unturned” with regard to either maximizing returns on
investments or achieving maximum savings without compromising other office objectives.

«  Offer the best customer service possible.

Excellent customer service implies an effort to understand customer needs, a timely and appropriate
response, and a proactive approach to solving problems.

« Deliver the highest quality operational services.

Providing high-quality services requires the pursuit of operating practices within the office that utilize
valuable resources efficiently.

« (Create a productive employee work environment.

A productive employee work environment implies teamwork, satisfied and motivated staff, and an
appropriate set of core objectives and values.

CORE VALUES & SUPPORTIVE BEHAVIORS

Integrity above all
Supported by honesty, fairness, trust, and self-reflection.

A strong team spirit
Supported by open communication, mutual respect and support, and consistent treatment of all.

Desire for excellence
Supported by professionalism, accountability, and pride in work.



TO: Members of the General Assembly
Honorable Peter Shumlin, Governor
Citizens of Vermont

I am pleased to submit my first annual report as your State Treasurer. The
State Treasurer’s Office serves the citizens of Vermont. We do this in a number
of ways. We serve as the State’s banker and invest State funds in a prudent man-
ner, protecting taxpayer assets. We manage the State’s debt, finding the most cost
effective way to borrow funds that provide needed infrastructure and jobs. We
disburse more than $4.9 billion each year to vendors, State employees, retirees and
other Vermonters. We promote economic well-being through our financial literacy
programs and administer retirement programs for more than 45,900 active, vested
and retired members of our public pension systems. As you read this report, you
will find useful information on these and many other Treasury-related activities
and initiatives.

Vermont has faced many economic and fiscal challenges over the past few
years and, more recently, the devastating impacts of Tropical Storm Irene. The eco-
nomic and credit crisis of the Great Recession impacted Vermonters in all walks
of life and placed significant strain on the State budget. More recently, financial
markets have been impacted by the impasse in Washington, the lack of a decisive
strategy to deal with the nation’s debt, and debt worries in Europe. This has re-
quired the State to make adjustments to its short-term and long-term cash man-
agement and investment strategies. Irene resulted in significant loss for Vermont
citizens, damaged infrastructure, and created financial stresses in our communities.
While more work is required, Vermont has emerged from these challenges stronger
because of our resiliency, fiscal discipline and collaborative spirit. The initiatives
cited in this report are just a small part of the Vermont success story. We also rec-
ognize that these steps would not have happened without the hard work of all of
the Treasury staff and our partners, in government and business, and our citizens.

Key Accomplishments

B The Treasurer’s office worked with State employees, the Vermont State
Employees’ Association, the Vermont Troopers’ Association and the General
Assembly to address pension funding changes that resulted in an increase in
employee contributions totaling $5.3 million—making the pension system
more secure. This is in addition to more than $15 million in teacher pension

benefit changes enacted in the prior year which became effective in fiscal year
2011.
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Beth Pearce

State Treasurer

Vermont has emerged from
these challenges stronger
because of our resiliency,
fiscal discipline and
collaborative spirit.
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B Working with the State Employees’ Retirement Board trustees, a number of key
changes were made to the State’s deferred compensation program. These changes
included the addition of a socially responsible investing (SRI) bond fund alterna-
tive and a self-directed brokerage option. At the same time, the administrative fees
paid by participants were reduced.

B The Treasurer’s office, working with the State and Teachers’ retirement boards,
designed and implemented an overhaul of the investment portfolio for the Single
Deposit Investment Account, which provides retirement benefits for more than
1,900 State employees and teachers. The changes resulted in increased fund per-
formance and provided a more stable investment product.

B The State successfully negotiated cost reductions for banking services that resulted
in reducing fees to levels lower than those authorized in 2001 and also incorporat-

ed a depository agreement that increases the potential investment return by more
than $400,000.

Vermont was a leader in B Under the federal Early Retirement Reinsurance Program, the Treasurer’s office
prepared an application on behalf of the Teachers’ Retirement System and received
approximately $4.5 million in one-time federal funds to reimburse retiree health
care expenditures.

a nation-wide unclaimed
property project to
initiate an audit of
insurance companies for B Responding to Tropical Storm Irene, the Treasurer’s office advanced payments to
previously unreported life municipalities and schools totaling more than $155 million to assist cash-strapped
communities. The Treasurer’s office also worked with the Vermont Bankers Asso-
ciation, local banks, the Municipal Bond Bank, and FEMA to assist in short-term
financing and develop intermediate and long-term borrowing options.

insurance accounts.

B The first year of the State’s “Reading is an Investment Program” concluded in
April 2011 and was a success with 109 schools and more than 7,600 students
actively participating in the program. Continuing our financial literacy activities,
the Money Smart Child Initiative was introduced, providing guidance to parents
on how to teach children about money.

B Vermont was a leader in a nation-wide unclaimed property project to initiate an
audit of insurance companies to determine whether money was due to Vermonters
from previously unreported life insurance accounts. To date, more than $700,000
has been remitted to the State and efforts are underway to re-unite these funds
with their rightful owners. More proceeds are expected as the audits continue.

B Working with the Professional Fire Fighters of Vermont, the IRS, and the Gen-
eral Assembly, changes were made to the Survivors of Emergency Personnel Fund
to make these payments tax-exempt for federal and State tax purposes. I join all
Vermonters in thanking both the emergency personnel and their families for their
service.

B The State pension funds, under the authority of the Vermont Pension Investment
Committee, continued a portfolio restructuring effort that resulted in reduced
portfolio risk and improved performance within challenging markets.

SERVE VERMONTERS

PROTECT TAXPAYER ASSETS

MANAGE STATE DEBT

ADMINISTER RETIREMENT PROGRAMS
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B The Treasurer’s office is committed to financing renewable energy and energy
efficiency. We continue to advocate for the Property Assessed Clean Energy
(PACE) program and assisted Efficiency Vermont, the General Assembly and
various statewide organizations in drafting legislation that was enacted in 2011.
The Treasurer’s office has participated in informational sessions for local officials
to encourage participation in the program.

B The Treasurer’s office assisted the Secretary of Administration in completing a
report to the Governor and General Assembly regarding the State’s utilization of
its private activity bond volume cap. As a result, a Private Activity Bond Advisory
Committee was created with the objective of increasing the use of this allocation
to spur economic development and job creation.

Going forward, the State is planning a bond offering in March 2012 and
has worked to increase its “Citizen Bond” retail opportunity for Vermont inves-
tors. The State’s debt management program also will take advantage of refunding
opportunities to lower debt service costs. Using a conservative debt management
policy has helped the State maintain its AAA bond rating by Moody’s and Fitch.
We remain vigilant to respond to ongoing external stresses resulting from the
historical first downgrade of U.S. debt from AAA to AA+ by S&P and the con-
tinued impasse in Washington D.C. related to resolving our national debt. It is
incumbent on the Administration, Treasurer’s office, and the General Assembly to
maintain a disciplined approach to debt issuance during these challenging times.

On the pension front, we remain committed to policies that support full
actuarial funding and that utilize periodic valuations with reasonable assumptions
to assure that the pension systems are achieving the dual goals of benefit security
and fiscal responsibility to both members and taxpayers. Our office will continue
to review the changes to the benefit system to assess their impact. We will remain
disciplined investors, in partnership with VPIC, and will continue to develop
proactive strategies.

I am privileged to serve as Vermont’s State Treasurer and am proud of the
contribution my office makes to the financial health and well-being of the state.
We will continue our work to provide Vermont taxpayers an excellent value, offer
the best customer service possible, and meet the fiscal challenges that lie ahead.

Sincerely,

Beth Pearce
State Treasurer

Working with our

partners, the Treasurer’s
office advanced payments
of more than $155 million to
municipalities and schools
that were temporarily
cash-strapped from

Irene recovery efforts.

We will continue to
advocate for policies
supporting full actuarial
funding of the

pension system.
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About the Treasurer’s Office
Vermont Retirement Systems
Retirement Division Operations
Financial Literacy

Debt Management
Investments

Unclaimed Property Division
Treasury Operations Division
Legislative Reporting Requirements
Technology Update

Appendices

Our Commitment to Vermonters

The State Treasurer’s Office manages money that belongs to all citizens of Vermont. The Treasurer and
staff are committed to doing this honestly, efficiently, responsibly, and professionally. The Treasurer’s
office operates as a business, serving the needs of Vermonters while working to save the taxpayers
money and earn the highest possible investment returns in its funds within acceptable risk parameters.

2011 Annual Report-- 5

10

26

30

40

50

54

56

58

59



Executive Office
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Beth Pearce
State Treasurer

Stephen Wisloski
Deputy Treasurer

J.P.Isabelle
Executive Staff Assistant
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About the Treasurer’s Office

The State Treasurer’s Office serves as the State’s banker and chief investment
officer. We handle money that belongs to all of the citizens of Vermont to support
government operations. We are committed to managing these funds honestly, ef-
ficiently, and responsibly, and to maintaining Vermont’s hard-earned reputation as
a fiscally sound and disciplined state. Specific administrative and service duties as
prescribed by State statutes include:

¢ Investment of State funds;

* Issuing all State bonds authorized by the General Assembly;

*  Serving as the central bank for State agencies;

*  Management of the State’s cash balances, processing of checks, and the recon-
ciliation of payroll and vendor checks;

* Safeguarding and return of unclaimed or abandoned financial property, which
is held in trust by the State until the rightful owner can be located; and

*  Administration of three major pension plans, the deferred compensation plan,
and the defined contribution plans for State employees, teachers, and partici-
pating municipalities.

Office Organization

The State Treasurer’s Office is organized into an
executive office and five divisions. The executive office is re-
sponsible for overall strategic planning, legislative initiatives,
constituent relations, debt management, financial literacy,
and supervision of the divisions.

The Treasury Operations Division is responsible
for the State’s banking, cash management, and financial transaction services. The
Retirement Division administers three public retirement systems authorized by
the legislature (see report section on Vermont Retirement Systems). Investment
Services provides cash and investment management for the State of Vermont and
the three pension systems administered by the office. The Unclaimed Property Di-
vision serves as the caretaker of abandoned or unclaimed financial property, while
seeking to return it to its proper owner. Technology Services is responsible for
developing and maintaining automated systems, providing appropriate access to
information, maintaining the office web site, and maintaining the overall security
of the office network and automated interactions with other State departments
and entities outside of State government.

Employee of the Year

The State Treasurer’s Office “Employee of the Year” selection for 2011 was
Lane Safford, a technology services network administrator. He has worked for the
Treasurer’s Office for 14 of his 23 years of employment with the State. Lane was
honored for his exemplary work in moving the Treasurer’s Office data center from
133 State Street to the data center based at National Life. He managed the details
of a complex and challenging project that required partnerships with an out-
side vendor and coordination with DII. The scope included the setup of a High



ABOUT THE TREASURER’S OFFICE

Availability server environment utilizing a SAN and upgrading the office’s virtual
server environment to the latest version of VM Ware. This project was successfully
completed on time without negatively impacting users. The results were a much
improved Continuity of Operations (COOP) environment for the Treasurer’s Of-
fice.

“Lane is both very knowledgeable and extremely helpful in fixing every
ailment that our hardware and software throws at us. His attitude is consistently
‘can do.” He is a tremendous asset to the Treasurer’s Office,” said State Treasurer
Beth Pearce.

Organizational Chart

There are 33 staff positions within the State Treasurer’s Office. The
following organizational chart and staff listing are effective as of December 20,
2011.

Lane Safford

Technology Services Network Administrator

Vermont State Treasurer’s Office

State Treasurer
Beth Pearce

Deputy State Treasurer
Stephen Wisloski

[ ]
Executive Staff Investment
Assistant Management Director
J.P. Isabelle Matt Considine

Financial Manager |
Vacant

Treasury Operations Financial Reporting Financial Literacy & Deputy Retirement Unclaimed Property Technology Services
Director Director Comm. Director Operations Director Director Director
John Booth Scott Baker Lisa Helme Laurie Lanphear Al LaPerle Ram Verma

Treasury Operations
Financial Specialist Il
Becky Brockway

Treasury Operations
Cash & Management
Manager Dan Currier

Treasury Operations
Financial Specialist Il
Joanne Costantini

Treasury Operations
Financial Specialist IIl
Lisa Gilman

Treasury Operations
Financial Specialist II
Gayle Rowe

Treasury Operations
Financial Specialist III

Ron Baldauf

Ret. Operations
Ret. Specialist |
Nancy Dimick

Ret. Operations
— Financial Adm. Il
Jennifer Lilley

Ret. Operations
Program Tech |
Jaime Meredith

Unclaimed Property
Bus. Administrator
Nancy Scribner

Tech Services

Systems Developer Il

Vacant

Ret. Operations
Ret. Specialist |
Tina Kawecki

Ret. Customer
— Response Rep.
Monica Chiren

Ret. Operations
Program Tech |
Vacant

Unclaimed Property
Program Tech |
Linda Bouffard

Tech Services
Network Admin. Il
Lane Safford

Ret. Operations
Ret. Specialist |
Kathie Kretzer

Ret. Operations
t— Program Tech |
Cheryl Taylor

Ret. Operations
Program Tech Il
Katie McSorley

Unclaimed Property
Program Tech |

Charles Ryerson

Ret. Operation
Ret. Specialist |
Lestyn Mattison

Ret. Operations
Program Tech Il
Kitty Bolduc
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Vermont Retirement Systems

Retirement plans administered by the State Treasurer’s Office serve approximately
45,900 active and retired members. These plans serve members of the Vermont
State Employees’ Retirement System (VSERS), Vermont State Teachers’ Retirement
System (VSTRS), and the Vermont Municipal Employees’ Retirement System
(VMERS). Each system is statutorily overseen by a board of trustees.

Boards’ Accomplishments & Updates

The boards have a great responsibility that entails balancing the needs of
their members with the escalating cost of addressing those needs, while providing
secure and adequate benefits after retirement. It is a challenging task. As of June
30, 2011 there were 14,159 retirees receiving pensions totaling more than $216
million annually.

The Boards of Trustees

The boards of trustees are statutorily charged with establishing rules and
regulations for the administration of their systems and for the transaction of their
business. The boards delegate the day-to-day administration of the plans to the
Retirement Division staff, utilizing the governing statutes and board-established
rules and policies as guidelines. If questions arise, or if a member or retiree does

ACCOMPLISHMENTS IN 2011

«  The teachers'board (VSTRS) continued to expand the 403(b) Investment
Program implemented in 2009 for school employees across the state. The
initial enrollment endeavor resulted in 25 supervisory unions adopting the
VSTRS 403(b) program, which grew to 30 by the end of 2011. At the end of
September, 2011, the participant count had grown to 1,626, up from 1,398
at the end of September, 2010 and assets had grown to $23.31 million, as
compared to $15.24 million as of September 30, 2010.

«  With the assistance of the Vermont Education Health Initiative, through
which the teachers’board obtains the medical insurance that is offered
to retired teachers, premiums for the medical plans available to retirees
increased by just 3 percent for both Medicare eligible and non-Medicare
eligible retirees. For the past three years, the rate of increase for VSTRS has
been zero to 3 percent, well below the national healthcare inflation rate.
U.S. Bureau of Labor Statistics show from August 2000 to August 2010,
health care inflation rose 48 percent, while the overall Consumer Price Index
rose 26 percent for the same period.

«  The State and teachers’ boards successfully combined efforts to negoti-
ate an attractive contract with a new investment manager for the Single
Deposit Investment Accounts.

«  The State board (VSERS) voted to implement a Self-Directed Brokerage Ac-
count for the 457 Deferred Compensation Plan.

«  The municipal board (VMERS) approved requests to join the system from
the governing bodies of four municipal entities. The municipal board also
voted to continue the $25 retiree health stipend for another year.



VERMONT RETIREMENT SYSTEMS

not agree with a decision made by staff, they may appeal to their board for re-
consideration.

The Attorney General’s Office provides legal counsel to the boards when
necessary. The boards also are charged with approving regular retirement applica-
tions, disability retirement applications, and withdrawals from membership. Each
board of trustees acts as a fiduciary of the funds held on behalf of its members and
retirees. The boards are required to keep a record of their proceedings, which are
open to the public. Each board designates an actuary to make an annual valuation
of the assets and liabilities of the funds of the system. Based on the actuarial rec-
ommendation, the State and teachers’ boards advise the Governor on the annual
amount of State contribution that should be appropriated for the next fiscal year
to achieve and preserve the financial integrity of the funds.

Retirement plans administered by the State Treasurer’s Office
serve approximately 45,900 active and retired members.
There are currently 14,159 retirees receiving pensions
totaling more than $216 million annually.

Board Changes in 2011

Cynthia Webster, who served as the Secretary to all three boards, retired
December 1, 2011 after more than 31 years as a State employee. Elizabeth Pearce
was appointed as State Treasurer in January 2011 after the resignation of Jeb
Spaulding. Treasurer Pearce then became an ex officio member of all three boards.

The Vermont State Employees’ Retirement Board voted to appoint Nancy
Dimick, Retirement Specialist from the Retirement Division, as the Secretary to
the Board effective December 1, 2011. In January 2011 Kate Duffy joined the
board as the new Commissioner of the Department of Human Resources.

The Vermont State Teachers’ Board voted to appoint Kathie Kretzer,
Retirement Specialist from the Retirement Division, as the Executive Secretary to
the Board effective December 1, 2011. In June 2011, Justin Norris was appointed
as Alternate Trustee to the board.

The Vermont Municipal Employees’ Retirement board voted to appoint
Tina Kawecki, Retirement Specialist from the Retirement Division, as the Secre-
tary to the Board effective December 1, 2011. In November 2011, David Rowlee
was appointed as the Employee Representative.

*Membership of the Three Boards

of Trustees
(As of Dec. 20, 2011)

Vermont State Employees’
Retirement System
Secretary Nancy Dimick

Kevin Gaffney, Chair, VSEA
Roger Dumas, Vice Chair, VRSEA
Beth Pearce, State Treasurer
James Reardon, Commissioner
Dept. of Finance & Management
Kate Duffy, Commissioner
Dept. of Human Resources
Richard Johannesen, Governor’s
Appointee

Jeff Briggs, VSEA

Paul White, VSEA

Tom Hango, Alternate-VSEA

Al Blake, Alternate-VRSEA

Vermont State Teachers’
Retirement System
Executive Secretary Kathie Kretzer

Jon Harris, Chair, Active Teachers
Joe Mackey, Vice Chair, Retired
Teachers’ Association

Tom McConnell, Active Teachers
Justin Norris, Active Teachers Alternate
Linda Deliduka, Alternate, VRTA
Beth Pearce, State Treasurer

Thomas Candon, Banking, Insurance,
Securities & Health Care Administra-
tion

Vaughn Altemus, Department of
Education

Vermont Municipal Employees’
Retirement System
Secretary Tina Kawecki

Steve Jeffrey, Chair, Employer
Representative

Peter Amons, Vice Chair, Employee
Representative

Beth Pearce, State Treasurer

David Rowlee, Employee
Representative

Tom Golonka, Appointed Employer
Representative

* The State Treasurer is an ex officio member

of all three boards.
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Retirement Division Operations

Retirement Operations
(802) 828-2305
(800) 642-3191 (toll freein VT)

Laurie Lanphear
Kitty Bolduc
Monica Chiren
Nancy Dimick

Tina Kawecki
Kathleen Kretzer
Jennifer Lilley
Lestyn Mattison
Katherine McSorley
Jaime Meredith

Cheryl Taylor
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Overview

The vast majority of State employees, teachers, and municipal employees partici-
pate in a defined benefit pension plan. Under such a plan, upon retirement the
employee receives a monthly benefit, based on years of employment and salary
history. The largest expenditure for all three defined benefit plans is the retirement
benefit. During fiscal year 2011, the three retirement systems paid out more than
$203 million in monthly benefit payments. As noted in the appendices, pages 60-
61, the benefit payout number continues to rise as more employees retire and as
retirees live longer. This will put a continued burden on the systems and increases
the need to meet annual funding requirements. In addition, both the Vermont
State Employees’ Retirement System (VSERS) and the Vermont State Teachers’
Retirement System (VSTRS) have traditionally offered health insurance to their

ACCOMPLISHMENTS IN 2011

«  The Retirement Division staff met with 1,054 individual members to provide
retirement counseling during fiscal year 2011. It is noteworthy to point out
that the staff conducted these counseling appointments while at the same
time devoting significant time to testing the new VPAS pension administra-
tion system.

«  The staff calculated more than 7,019 retirement estimates for prospective
retirees and conducted 45 member informational sessions across the state
with 1,000 individuals in attendance.

«  The months of June, July and August are typically the busiest months of the
year for the staff in the Retirement Division. This year was exceptionally busy
as the office retired 515 individuals effective July 1. Of this number, teachers
made up the greatest share of new retirees at 408, followed by 63 municipal
employees and 44 State employees. The office currently averages approxi-
mately 900 new retirees in total each year across all three systems. The 515
retirees for July 1 accounted for more than half of all new retirees in one year.

+  The 457 Deferred Compensation Plan administrative fees were reduced from
15 basis points to 12 basis points.

«  The legislature approved changes to the index used to determine the annual
cost of living adjustment from the US CPI-U to the Northeast Region CPI-U
effective July 1, 2011. The new index will be used to determine the COLAs
made on January 1, 2012.

« The legislature approved changes to the Vermont State Employees’ Retire-
ment System through passage of Act 22 .The Act became effective on the
first full pay period after July 1, 2011. Changes included the increase in the
employee contribution rates for all group plans by 1.3 percent. The new
rates are due to sunset on July 1, 2016. The rates are as follows: 6.4 percent
for Group F, 8.28 percent for Group C, and 6.4 percent for Group D. This
increase not only will result in a $5 million savings for the administration,
but also will pay for the cost of H.139. The legislature passed H.139 last year
which stipulated that for purposes of calculating final compensation, Group
F members retiring on or after July 1, 2011 will have their fiscal year 2011 and
fiscal year 2012 salaries be no less than that paid in 2010.



RETIREMENT DIVISION OPERATIONS

Retirement Division Performance Indicators

Activity 2011 2010 2009 2008 2007 2006
Estimates 7,019 7,231 7,999 6,377 8,213 8,672
Individual Counseling 1,054 1,077 1,196 1,136 1,173 1,050
Retirements 1,008 1,023 907 867 788 785
Withdrawals 1,312 1,386 937 945 1,507 1,485
Deaths 376 291 316 368 333 278
Seminars 45 64 90 61 88 51
Seminar Attendance 1,000 1,496 1,623 1,285 1,881 1,381

members by picking up a large portion of the premium — 80 percent for retired
teachers and 80 percent for retired State employees and their dependents. (See
changes to benefits discussion on pages 21-22.) In fiscal year 2011, these health
care expenses for the two retirement systems totaled more than $43.6 million.
The Vermont Municipal Employees’ Retirement System (VMERS) does not offer
a health insurance plan, but instead instituted a health retirement savings plan in
fiscal year 2008.

UPDATES
Retirement Re-engineering Project

The Retirement Division has been engaged in a multi-year reengineering
project to address its business organization and processes and to develop a state-
of-the-art retirement software product to support retirement operations for more
than 45,900 active, vested and retired members in three systems (State, teachers
and municipal employees). The project began with a business reorganization phase,
followed by a document imaging project design, and implementation of new retire-
ment payment and benefit system modules in a phased implementation.

The project was developed in response to an anticipated increase in retire-
ment population. With the “baby boomers” reaching retirement age the staff has
begun to experience an increased workload putting undue stress on the system. Of
further challenge was the use of old technology, including a 30-year-old mainframe
system with shadow systems running on the Treasurer’s network. It is estimated that
workloads will increase at a rate of 12 to 15 percent per year over the next several
years. The key to meeting this demand is through the development of increasingly
more efficient operations and supporting I'T systems. Subsequent to restructuring
the division to streamline processes and improve customer service, we have com-
pleted several components of the technology phase and are working to implement
the remaining phases.

The first technology phase, a back file and imaging system, was completed
in October 2005 and has been in use since that time. Approximately 2 million
documents in a paper-based system were imaged, increasing operational efficiency
and improved safeguards for records retention. Benefit payments were converted
to the new system in November 2009 and all payments to retirees, IRS reporting
and year end statements to retirees have been completed on the new system since
that date. The database for all members was converted in November 2010 and the
new VPAS (Vermont Pension Administration System) became the system of record,
including member data collection and balancing for the retirement system on July
1, 2011. This past year, a new system was put into place to administer retirement
data received from more than 600 municipal and school entities participating in
the teacher and municipal retirement systems. Further enhancements to systems

Serving Members’ Needs

The primary function of the Retire-
ment Division staff is to serve the
needs of the active contributing
members and retired members
receiving benefit payments. On the
active member side, the Retirement
Division oversees enrollments, trans-
fers, refunds, processing of employ-
ee and employer contributions, and
adjustments to members’ accounts.
On the retiree side, the division over-
sees the issuance of payroll, changes
to dependents, adjustments to
payments, and replacement checks.
Other responsibilities include em-
ployee re-instatements, calculation
of buy-backs and refunds, disability
retirements, and determination
of survivor benefits. The division
manages an extremely high volume
of inquiries by phone, e-mail, and
face-to-face appointments. The
division’s accountant maintains all
retiree data and ensures the timely
processing of approximately 14,500
pension payments each month. The
division staff continues to respond
to member inquiries regarding the
security of their retirement benefits,
as the performance of the national
and state economies remain a
concern. The table above provides
an update of division activities. With
45,900 active, vested and retired
members, our staff-to-member ratio
is one staff person for every 3,800
members.
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RETIREMENT DIVISION OPERATIONS

Vermont Recognized in
National Case Study Review

Vermont'’s reform efforts were rec-
ognized by the Center for State and
Local Government Excellence. In a
recent case study, they cite Vermont's
reforms and note that success was
based on several factors including:

» Fiscal prudence & collaborative
problem solving

+ Well-versed and supportive
Administration & Legislature

« Strong research & analysis

« Well-organized employee &
retiree representatives

« Transparency
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for participating entities are now taking place. We are currently working on the
next phase, benefit calculation, to automate the calculation of benefit estimates for
active employees in all systems and groups. This will improve timeliness of data

to active employees contemplating retirement. Once this is completed, additional
phases will include a workflow system tied to the imaging system and a web based
self-service system for members of the system to provide our customers greater ac-
cess to services.

We believe this long-term effort will assist us in continuing to deliver pen-
sions, related benefits and services that promote financial security for our custom-
ers. At the same time, we believe we can meet the growing demand and provide
our customers with easy access to information. Much of this work has been
completed by our current staff, who also continues their daily work of serving our
customers. Their efforts are greatly appreciated.

Pension Overview

The Treasurer’s office has taken several steps over the past several years to
reduce the cost of benefits by reviewing both the actuarial funding process and
recommending benefit changes, subsequently adopted by the General Assembly.
In doing so, the attempt is to provide a meaningful retirement to employees and
at the same time make the system more affordable to taxpayers and employees. We
recognize that the investment losses of the Great Recession have put additional
stress on the systems. In approaching reforms to our retirement system, we have
utilized the following guiding principles:

*  Recruitment - The benefit plan should act as an incentive for recruiting high
quality professionals. The plan must be competitive with those in other states
and within Vermont.

* Retention - The benefit plan should act as an incentive for retaining high-
quality professionals and maintaining a stable workforce. The plan also should
be compatible with changing workforce and demographic trends.

* Reward - The benefit plan should provide a solid foundation for retirement
security following a career in public service.

*  Sustainability - The cost of the benefit plan should be sustainable and predict-
able over the long term.

*  Affordability — The cost of the benefit plan should be affordable for current

and future public employees and taxpayers.
*  Fairness — The benefit plan should be fair to workers and taxpayers.
*  Equity — The benefit plan should be equitable for all parties.

The Treasurer’s office, the Administration, General Assembly and the employee
union groups have worked collaboratively on these changes. The result has been
a “win-win” for the taxpayer and employees, resulting in significant reductions of
more than $20 million in costs to the employer.

Funding Overview

Pension benefits accumulate for an employee while they are working and
are cashed in at the time of retirement. These benefits represent a partnership, since
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Comparaship Information--Vermont Retirement System
Vermont State Employees' Retirement System (VSERS)

Active Members June 30, 2011 June 30,2010 % Change
Vested 5,693 5,628 1.15%
Not Vested 2,075 2,154 -3.67%
Total Active members 7,768 7,782 -0.18%
Average Age 47.02 47.01 0.02%
Average Service 12.57 12.57 0.00%
Average Compensation S 51,270 $ 50,608 1.31%
Retired Members and Beneficiaries
Number 5,375 5,201 3.35%
Annual Retirement Allowances $ 86,681,452 $ 80,723,060 7.38%
Inactive Members 849 857 -0.93%
Terminated Vested Members 774 765 1.18%

State Teachers' Retirement System of Vermont (VSTRS)

Active Members June 30, 2011 June 30, 2010 % Change
Vested 7,780 7,994 -2.68%
Not Vested 2,343 2,515 -6.84%
Total Active members 10,123 10,509 -3.67%
Average Age 46.94 47.10 -0.34%
Average Service 13.75 13.80 -0.36%
Average Compensation S 54,109 S 53,492 1.15%
Retired Members and Beneficiaries
Number 7,005 6,146 13.98%
Annual Retirement Allowances $ 117,019,135 $ 95,664,775 22.32%
Inactive Members 2,675 2,853 -6.24%
Terminated Vested Members 647 718 -9.89%

Vermont Municipal Employees' Retirement System (VMERS)

Active Members June 30, 2011 June 30,2010 % Change
Vested 3,838 3,777 1.62%
Not Vested 2,637 2,828 -6.75%
Total Active members 6,475 6,605 -1.97%
Average Age 48.47 48.05 0.87%
Average Service 8.13 7.77 4.63%
Average Compensation S 31,751 $ 30,644 3.61%
Retired Members and Beneficiaries
Number 1,779 1,644 8.21%
Annual Retirement Allowances $ 12,395,422 $ 10,609,198 16.84%
Inactive Members 1,821 1,842 -1.14%
Terminated Vested Members 645 585 10.26%
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employees make ongoing contributions to the plan with the expectation that the
employer will meet its obligations. The VSERS, VSTRS and VMERS plans are
defined benefit systems. As a defined benefit plan, there is a promise to provide its
members with a monthly benefit beginning at each member’s retirement. In order
to fulfill the promise of paying employees future retirement benefits, each system
has developed a funding plan. This plan aims at accumulating funds, that when
properly invested, will fund member retirements. The funds come from three
sources: employee contributions, employer contributions and investment income.
See the historical summary of operations charts in this report’s appendices.

Interest earned on investments from the retirement fund is the largest
source of funds used to pay benefits. Investments vary from year to year and are
based on market conditions. Investments produce interest income to fund retire-
ment benefits. As more members approach retirement, it’s anticipated that signifi-
cant increases in benefit payouts will occur as employees’ life spans lengthen and
health care expenses rise. Each system must accumulate funds now to meet future
funding needs. This is an ongoing challenge for the systems.

As more members approach retirement, it’s anticipated that
significant increases in benefit payouts will occur as employees’
life spans lengthen and health care expenses rise. Each system
must accumulate funds now to meet future funding needs.

A key to determining how much money the system should have in the re-
tirement fund to pay current and future benefits is the recommendation made by
an actuary. An actuary is a specialist in the mathematics of risk, in which assump-
tions are made and evaluated. Each year an independent actuary (Buck Consul-
tants) makes a recommendation as to the amount of funds that the employer(s)
must contribute to keep the system on a funding plan. In the case of VMERS,
this is in the form of a recommendation for employer rates for the various options
available for participating municipalities. The State was statutorily responsible for
contributions to the VMERS’ pension accumulation fund prior to July 1, 1987.
However, since July 1, 1987, all payments to the system’s pension accumulation
fund are supported entirely by employer (municipal) and employee contributions.
In the case of VSERS and VSTRS, the calculation of the employer share is in the
form of an annual actuarial required contribution (ARC) appropriated by the
General Assembly. The other key indicators are the percentage to which the plan
is funded, the unfunded accrued liability and the plan to achieve full funding.

Currently, the State’s contribution to VSERS and VSTRS is based on
a percentage rate of each member’s annual earnable compensation. These rates
include a “normal contribution” rate and an “accrued liability contribution” rate.
These rates are calculated based upon the liabilities of each system as determined
by actuarial valuations.

Actuarial valuations involve estimates of the value of reported amounts
and assumptions about the probability of occurrence of events far into the future.
Actuarially determined amounts are subject to continual revision, as actual results
are compared with past expectations and new estimates are made about the future.
The actuarial method for both the VSTRS and the VSERS plans is set by State
statute. Through fiscal year 2005, the method used was entry age normal (EAN)
with frozen initial liability (FIL). The legislature enacted a statute change revising
the method to entry age normal without FIL for the actuarial valuation for the

year ending June 30, 2006. This change in method effectively reset the starting
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Funding Progress of the Retirement Systems - (Amounts in Thousands)

Actuarial UAAL as a
Actuarial Accrued Unfunded Percentage of
Value of Liability AAL Funded Covered Covered
Year ending Assets (AAL) (UAAL) Ratio Payroll Payroll

VSERS June 30 (a) (b) (b-a) (a/b) (c) ((b-a)/c)
2011 S 1,348,763 S 1,695,301 $ 346,538 79.6% S 398,264 87.0%
2010 1,265,404 1,559,324 293,920 81.2% 393,829 74.6%
2009 1,217,638 1,544,144 326,506 78.9% 404,516 80.7%
2008 1,377,101 1,464,202 87,101 94.1% 404,593 21.5%
2007 1,318,687 1,307,643 (11,044) 100.8% 386,917 -2.9%
2006 1,223,323 1,232,367 9,044 99.3% 369,310 2.4%
2005 1,148,908 1,174,796 25,888 97.8% 349,258 7.4%
2004 1,081,359 1,107,634 26,275 97.6% 336,615 7.8%
2003 1,025,469 1,052,004 26,535 97.5% 319,855 8.3%
2002 990,450 1,017,129 26,679 97.4% 300,994 8.9%
2001 954,821 1,026,993 72,172 93.0% 278,507 25.9%
2000 895,151 967,064 71,913 92.6% 266,519 27.0%
1999 804,970 876,412 71,442 91.8% 238,281 30.0%
1998 733,716 804,501 70,785 91.2% 235,956 30.0%
1997 639,128 753,883 114,755 84.8% 227,000 50.6%
1996 560,659 664,173 103,514 84.4% 226,792 45.6%
2011 S 1,486,698 S 2,331,806 $ 845,108 63.8% S 547,748 154.3%
VST RS 2010 1,410,368 2,122,191 711,823 66.5% 562,150 126.6%
2009 1,374,079 2,101,838 727,759 65.4% 561,588 129.6%
2008 1,605,462 1,984,967 379,505 80.9% 535,807 70.8%
2007 1,541,860 1,816,650 274,790 84.9% 515,573 53.3%
2006 1,427,393 1,686,502 259,109 84.6% 499,044 51.9%
2005 1,354,006 1,492,150 138,144 90.7% 468,858 29.5%
2004 1,284,833 1,424,661 139,828 90.2% 453,517 30.8%
2003 1,218,001 1,358,822 140,821 89.6% 437,239 32.2%
2002 1,169,294 1,307,202 137,908 89.5% 418,904 32.9%
2001 1,116,846 1,254,341 137,495 89.0% 403,258 34.1%
2000 1,037,466 1,174,087 136,621 88.4% 387,999 35.2%
1999 931,056 1,065,754 134,698 87.4% 372,299 36.2%
1998 821,977 955,694 133,717 86.0% 357,899 37.4%
1997 717,396 849,179 131,783 84.5% 364,695 36.1%
1996 570,776 700,377 129,601 81.5% 355,895 36.4%
2011 S 402,550 S 436,229 S 33,679 92.3% S 205,589 16.4%
2010 376,153 409,022 32,869 92.0% 202,405 16.2%
2009 331,407 366,973 35,566 90.3% 191,521 18.6%
2008 348,740 343,685 (5,055) 101.5% 175,894 -2.9%
2007 325,774 309,853 (15,921) 105.1% 162,321 -9.8%
2006 288,347 276,552 (12,795) 104.3% 148,815 -7.9%
2005 259,076 248,140 (10,936) 104.4% 146,190 -7.5%
2004 232,890 225,092 (7,798) 103.5% 135,351 -5.8%
2003 222,854 218,533 (4,321) 102.0% 126,216 -3.4%
2002 193,278 176,109 (17,169) 109.7% 106,986 -16.0%
2001 177,928 158,786 (19,142) 112.1% 101,873 -18.8%
2000 161,900 138,697 (23,203) 116.7% 87,147 -26.6%
1999 137,454 114,481 (22,973) 120.1% 70,808 -32.4%
1998 113,678 102,005 (12,673) 111.4% 87,328 -13.4%
1997 96,196 85,686 (10,510) 112.3% 70,800 -14.8%
1996 81,396 73,401 (7,995) 110.9% 68,700 -11.6%
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A Few Terms Defined

Actuarial Report:

A document prepared as a formal
means of conveying an actuary'’s
professional conclusions and recom-
mendations; recording and commu-
nicating the methods, procedures,
and assumptions; and ensuring that
the parties addressed are aware of the
significance of the actuary’s opinion
or findings.

Amortization:

The gradual elimination of a liability
in regular payments over a specified
period of time.

Average Final Compensation:
AFC s the average of an employee’s
three highest consecutive years of
earnings and is used in calculating an
individual’s pension benefit.

Funded Ratio:

The ratio of the value of benefits
members have earned to the value of
the retirement systems’ assets. There
are several acceptable methods of
measuring assets and liabilities. Using
the Government Accounting Stan-
dards Board (GASB) definition, the
funded ratio of a system is the actu-
arial value of assets over its actuarial

accrued liability.

Normal Retirement Eligibility:
Normal cost represents the present
value of benefits attributed by the
funding method to service rendered
during the valuation year. Under the
Entry Age Normal method, the at-
tribution is made by taking the cost
of the full projected benefit for each
participant and spreading it as a level
percentage of payroll from year of
hire to the assumed retirement date.
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balance. Under the previous method, set by State statute, the unfunded liability

was frozen at 1988 levels. Any impact of underfunding subsequent to the “freez-

ing” of the liability in 1988 falls to normal cost, instead of being added to the un-
funded liability as in more conventional funding methods. In the case of VSERS,
changing the method did not have a significant impact because the contributions
received closely mirrored the actuarial requirements. However, the 30-year period
for amortization of the unfunded actuarial accrued liability was restarted effective

July 1, 2008.
Actuarial Accrued Liability Determinations

In the case of VSERS, the actuarial accrued liability for current retired
members, terminated vested members, and beneficiaries is $953,911,779. The ac-
tuarial accrued liability for current active and inactive members is $741,388,749.
Together, the total actuarial accrued liability comes to $1,695,300,528. The actu-
arial value of assets is $1,348,762,790, resulting in an unfunded accrued liability
of $346,537,738.

The actuarial accrued liability for current retired members, terminated
vested members and beneficiaries of VSTRS is $1,307,685,859 and the actuarial
accrued liability for current active and inactive members is $1,024,120,469. The
total actuarial accrued liability is $2,331,806,328. The actuarial value of assets is
$1,486,698,448, resulting in an unfunded accrued liability of $845,107,880.

Benefit Changes

In 2010, significant changes were made to the benefit structure of the
VSTRS system. These changes resulted in a decrease in the actuarial required
contribution (ARC) of more than $15 million per year, with savings expected to
grow annually. These changes included the lengthening of service requirements
and/or age for retirement. For employees more than five years from normal retire-
ment eligibility (less than 25 years of service or less than 57 years old), normal
retirement will be 65 or rule of 90 (combination of years of service and age). This
replaced the previous service requirement of 62 years old or with 30 years of ser-
vice at any age. Early retirement was kept at 55, but the reduction became an ac-
tuarial calculation. Employees more than five years from normal retirement eligi-
bility (see sidebar definition) will be eligible for a maximum benefit of 60 percent
of the average final compensation (AFC), instead of the current 50 percent AFC.
Upon completion of 20 years of service, a higher multiplier (2 percent instead of
1.67 percent) is applied. Multipliers are legislatively set through State statute and
are applied in calculating an individual pension benefit. Employees within five
years of normal retirement eligibility will be eligible for a maximum benefit up to
53.34 percent of AFC instead of the current 50 percent maximum, using the 1.67
percent multiplier, in recognition of years earned after July 1, 2010. The benefit
changes accounted for $6.7 million in savings, growing annually. An increase in
employee contributions from 3.54 percent to 5 percent also was enacted. This ac-
counted for $8.6 million in savings, also expected to grow each year. In addition,
significant changes, creating a tiered health care benefit were enacted.

For the VSERS system, there have been two major changes to the benefits
for members enacted since 2008. Under legislation enacted in fiscal year 2008,
VSERS benefits were modified in three respects for members hired on or after July
1, 2008. First, the maximum benefit payable was increased from 50 percent to 60
percent of the average final compensation (AFC). Second, the eligibility condition
for an unreduced benefit changed from the attainment of age 62 or 30 years of
service to a “rule of 87.” Third, for members not eligible for an unreduced benefit,
the reduction for early retirement changed from a uniform 6 percent per year to
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one determined on a service-based schedule. The remaining significant provision
of the same legislation made changes to retiree cost of living (COLA) adjust-
ments. The annual COLA applicable to the benefits of Group F members retiring
after July 1, 2008, rose from 50 percent of the annual increase of the Consumer
Price Index (CPI) to 100 percent of the annual increase in the CPI index, up to

a ceiling of 5 percent effective January 1, 2014. Only current Group F members
who were actively contributing into the system on June 30, 2008 and retire on or
after July 1, 2008, are eligible for the enhanced COLA in 2014. Group F mem-
bers who terminated service or transferred to another group plan prior to June
30, 2008 are not eligible for the new COLA, unless they return to active Group
F service after July 1, 2008, and prior to retirement. The package also included

a tiered health care benefit structure, reducing those costs. At the time of enact-
ment, it was estimated that saving for the entire package, including health care,
would approximate $265 million over thirty years. The Treasurer’s office is cur-
rently requesting updated data.

In addition, another major change was enacted by the General Assembly,
based on negotiations conducted by the Treasurer’s office in 2010. A rate increase,
adding 1.30 percent to the existing employee contribution, for all participating
groups in the VSERS system, was enacted, effective July 1, 2011. This had resulted
in an increase in over $5.3 million in employee contributions and a corresponding

reduction in employer (state contributions) on an annual basis.

Annual Actuarial Required Contributions (ARC)

Under State law, an approved actuary is required to make a valuation of
each system’s assets and liabilities annually. This report valuation is delivered in late
October of each year. It contains an actuarial valuation of the system as of the end
of the most recent fiscal year, as well as recommendations for the ARC for the cur-
rent fiscal year and the next two fiscal years. Budgeted appropriations to fund the
ARC for the system are determined based on the actuarial report that is completed
and delivered in October of the prior fiscal year. When the next actuarial report is

delivered the following October, the ARC calculation for the current fiscal year may

increase or decrease relative to the ARC used for appropriation in that fiscal year.
Appropriations, however, are not adjusted to reflect the true-up ARC calculation,
but rather remain based on the projected ARC calculated in the prior fiscal year’s
October report. Using this framework, the fiscal year 2010 actuarial report is used
to set the ARC for fiscal year 2012, the fiscal year 2011 for fiscal year 2013 and so
on.

An actuarial valuation is the deterimination, as of a valuation date, of
the normal cost, actuarial accrued liability, actuarial value of assets,
and related actuarial present values for a pension system.

The VSTRS appropriation is made from general fund appropriations to
the pension fund. In the case of VSERS, the various State cost centers/funds are
assessed and employer contribution based on the payroll associated with the cost
center/fund. VSERS funding requirements are then calculated as a percentage of
the State payroll and are remitted to the pension fund as an employer contribu-
tion with each bi-weekly payroll. As actual payroll for the year may vary from
estimated totals and from pay period to pay period, reconciliation is completed by
Finance & Management each year, and an adjustment to the subsequent appro-
priation calculation is made to assure that all funds required to meet the projected
ARC are remitted to the pension fund.
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Single Deposit Investment
Account Update

The Single Deposit Investment
Account (SDIA), a non-contributory
defined contribution plan reported in
the Pension Trust Funds, was estab-
lished according to the provisions of
Public Act 41 of the 1981 Session. The
SDIA was intended to provide an in-
vestment vehicle in which to deposit
contributions made by members of
the State and Teachers’ contributory
retirement systems who voluntarily
elected to transfer to the newly estab-
lished non-contributory retirement
systems. In addition to the initial
deposits made into the SDIA in 1981,
there were three subsequent oppor-
tunities (in 1984, 1987, and 1990) for
contributory members to transfer to
the non-contributory plans and invest
their accumulated contributions and
interest in the SDIA. No new mon-
ies have been invested in the SDIA
since 1990. As of June 30, 2011, there
were 1,098 SDIA members, with net
assets of $78,627,851. Administrative
services for the SDIA are provided
by Great-West Retirement Services.
Great-West administers the day-to-
day activities of the SDIA, including
maintaining all demographic and
beneficiary information, processing all
requests for withdrawals and mini-
mum distributions, and maintaining
member account value information.
This past year, the investment struc-
ture of the SDIA plan was changed
and two fixed income managers were
replaced with a comingled invest-
ment pool. Further information is
provided in the investment section of
this report. The changes will provide
greater liquidity for disbursements
as more members reach retirement
age and is also expected to enhance
investment performance.
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In the case of VSERS, current year health care expenses are expressly
funded, separate from the pension actuarial contribution. In the case of VSTRS,
the health care expenses are paid through a sub-fund of the pension fund, but are
not explicitly budgeted and are treated as an amortized actuarial loss. Therefore,
they are not included in the health care or other post-employment benefit obliga-
tion, or net OPEB Obligation (“NOQ?”) calculation. Rather, they are reflected as
part of the Net Pension Obligation (“NPO”).

This year’s reports showed increases to the dollar amounts of the fis-
cal year 2013 annual actuarially required contributions (ARCs) for both VSERS
and VSTRS when compared against last year’s actuarial reports. In reviewing this
increase it should be noted that most of the increase is due to changes in the inter-
est rate assumption as the retirement boards and the Vermont Pension Investment
Committee have opted for a more conservative approach to the assumed invest-
ment return. While the benefit changes noted above still have had the effect of
reducing the overall ARC:s, the change to a more conservative investment assump-
tion has “reset” the starting point.

There has been significant discussion on the national level relative to the
appropriate interest rate assumptions used by public pension plans. The Vermont
retirement systems, in concert with its investment and actuarial consultants, be-
lieved that the interest assumption should be viewed as part of an interrelated set
of actuarial assumptions and thus evaluated in a comprehensive, formal experience
study rather than in isolation. The trustees for each system opted to accelerate the
existing schedule for conducting experience studies and complete such studies for
each of the systems this past fiscal year. This was a more disciplined and method-
ologically sound approach than simply making an arbitrary change to the interest
rate based on subjective data.

Benefit changes cannot replace the need for a permanent funding
source to pay benefits. Lacking an explicit funding source creates an
actuarial loss each year that adds to the unfunded liability and in-
creases the ARC each year to pay for the prior year’s costs.

In the course of reviewing the interest assumptions, the boards of the sys-
tems also opted to move to a new method of developing interest rate assumptions
called “select-and-ultimate.” While largely used in the private sector, this marked
a significant, and more accurate, innovation in the development of rate-of-return
assumptions for public sector plans. In this method, rate of return forecasts were
developed by the systems’ actuary using a sophisticated capital market model. The
most recent asset allocation established by the Vermont Pension Investment Com-
mittee (VPIC) was the basis of the data inputs into the model. Our independent
investment advisors, NEPC LLC, were also consulted. Their independent review
tracks closely to the actuary’s numbers in the aggregate.

As noted by our actuary, “differences between near-term and long-term
expectations of rates of return on assets may be incorporated in the assumed rate
of return by setting it on a select-and-ultimate basis. A select-and-ultimate return
assumption posits different rates for an initial number of years (called a select
period) before stabilizing at an ultimate rate. A select-and-ultimate rate structure
can be used to reflect expectations of unusually strong or weak returns in near-
term years, followed by a trending to a long-term equilibrium. In this sense, it is
a more elaborate and complete specification of future return assumptions than is
a single rate used in all future years.” All three systems adopted a uniform interest
rate assumption based on the application of this model, staring with an inter-
est rate of 6.25 percent in year one and building out to more historical levels by
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VSERS VSTRS
Unfunded actuarial accrued liability, June 30, 2010 293,902,094 711,823,061
Normal cost 38,979,778 35,846,531
Contributions (60,584,812) (82,538,491)
Interest on unfunded liability, normal cost & contribution 25,013,153 58,345,495
Actuarial (gains) and losses/experience 22,780,068 67,563,552
Assumption changes 26,425,205 54,067,732
Changes in plan provisions 22,252 n/a

346,537,738 845,107,880

Unfunded actuarial accrued liability, June 30, 2011

year 17. Over a 20-year period, the 50th percentile rate of return forecast for such
a portfolio is approximately 7.9 percent, assuming equal liabilities in each year.
Since the cash flows associated with each system varies, however, for computational
or administrative ease, it is preferable to set the assumed interest rate equal to the
single rate (expressed to the nearest multiple of 0.1 percent) that produces the same
funding results as the select-and-ultimate rate set. The effective rate for VSERS is
8.1 percent and 7.9 percent for VSTRS. The systems employ smoothing, which
reduces the impact of short-term asset volatility and reflects market value changes
over a five-year period. At the end of fiscal year 2011, the actuarial value of assets
was less than the market value, impacting the calculation of the accrued liability.

The ARC for the teacher’s system for fiscal year 2013 is $60,182,755 and
the funding percentage is 63.8 percent. For the state system (VSERS) the ARC is
$37,081,933 and the funding percentage is 79.6 percent. If the ARC were calculat-
ed using the previous interest rate assumption of 8.25 percent for VSTRS and VS-
ERS, the numbers would be revised downward to $54,927,226 and $33,780,177
respectively, according to the State’s independent actuaries. Again, savings from the
2010 and 2011 changes of over $20 million are reflected in these numbers.

The major issue for the teachers” system is the funding of health care
expenses. The new benefit structures have had a positive impact on the overall
liabilities of the system. However, benefit changes cannot replace the need for a
permanent funding source to pay benefits. Lacking an explicit funding source
creates an actuarial loss each year that adds to the unfunded liability and increases
the ARC each year to pay for the prior year’s costs. The result is a continuing spiral
upwards in the ARC and an inability to make-up ground in the unfunded liability.
This “retrospective funding” is costing the system millions of dollars. Health care
premiums in fiscal year 2011 totaled $18.7 million. By absorbing this as an actu-
arial loss over the remaining amortization period of the plan, the “cost’” absorbed
in the unfunded liability grows to well over $50 million. This is compounded each
year, and with the lack of funding, it creates an escalating problem. This funding
shortfall represents the single greatest risk to the financial integrity of the system.

The General Assembly made some incremental increases in funding in fis-
cal year 2012 and additional funds have been requested for fiscal year 2013. In ad-
dition, the VSTRS system has benefited from the receipt of more than $4.4 million
through an application filed by the Treasurer’s office for the federally funded Early
Retiree Reinsurance Program. The program is intended to provide health care relief
in a transition to the national health care program, but additional steps are needed.

The other issue of note within the teachers’ system is the reduction in
active employees over the past two years. The number of active teachers as of June
30th of each year reached a high of 10,799 in 2009, declining to 10,509 in 2010

and 10,123 in 2011. At the same time, total annual compensation of active teachers

participating in the pension plan, as reported by local education agencies, grew only 2011 Annual Report--19
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Deferred Compensation
457 & 403(b) Plans

The deferred compensation
program has been available since
1979 as a savings option for State
employees, municipal employees,
employees of agencies such as
VEDA and VHFA, and members
of the General Assembly. The
program is administered by Great-
West Retirement Services. Since
the deferred compensation plan
qualifies as a Section 457 plan un-
der the Internal Revenue Code, the
portion of salary that is deferred is
not taxed at the time of deferral.
On June 30, 2011, the plan had
6,594 participants. Total assets in
the plan were valued at $284.29
million. Participating employees
made contributions in the amount
of $16.51 million to the plan dur-
ing fiscal year 2011.

A 403 (b) Investment Program for
public school districts was imple-
mented on January 1, 2009. The
program allows school employees
to deduct money from their wages
on a tax-deferred basis that may
be invested in a variety of mutual
funds during the employee’s work-
ing years. The 403(b) contributions
reduce taxable wages during
employment, and the money ac-
cumulates tax-free until the funds
are withdrawn after retirement.

At that time, all of the money

is taxable as regular income to

the participant. The program is
administered by Great-West Retire-
ment Service. The initial enroll-
ment endeavor resulted in 25
supervisory unions adopting the
403(b) program. Participation in
the 403(b) Investment Program for
public school districts continued
to grow in 2011. There are cur-
rently 30 supervisory unions that
have adopted the program. As of
September, 2011, 1,626 school
employees were participating in
the program and assets had grown
to $23.31 million.
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modestly from 2009 to 2010 and declined by more than $14 million from 2010
to 2011. While it is premature to view this as a trend, it may have some impact on
overall education spending at the local and state level.

Defined Contribution Plan
State Defined Contribution Plan

Established in 1999, the State’s defined contribution plan had 643 par-
ticipants and net assets of $45,121,860 as of June 30, 2011. Under the defined
contribution plan, which is modeled after private sector 401(k) plans, employees
contribute 2.85 percent of their annual salary to their individual accounts. The
State makes a fixed contribution of 7 percent to each employee’s account. Em-
ployees are responsible for making all investment decisions. Fund line-ups are
negotiated by the Treasurer’s Office and included in the contract with plan admin-
istrator, Fidelity Investment. At retirement or termination, employees receive the
amount of contributions in their accounts, plus investment earnings. The defined
contribution plan provides portability for an increasingly mobile workforce. The

Participation in the 403(b) Investment Program for public
school districts continued to grow in 2011.

plan offers 11 mutual funds in equity, balanced, and fixed income asset classes,
and age-based “life-cycle” funds that rebalance a multi-asset class portfolio of
mutual funds appropriate to the age of the plan participant. Options include a
stable value fund that has insured principal value; an intermediate term bond
fund; a balanced fund of stocks and bonds, large-, mid- and small-capitalization
domestic equity funds; and an international equity fund. The plan is self-directed
with respect to investment selection, meaning that participants elect investment
options consistent with their risk and reward preferences along with the timing
of their need to access funds. In calendar 2007, the State modified and renewed
its contract with the plan’s administrator following a lengthy RFP (Request for
Proposals) process. The new contract provides for increased flexibility to change
investment options when warranted, and the plan continues to be provided to
participants without costs above the fund investments’ intrinsic expense ratios.

Municipal Defined Contribution Plan

The Vermont Municipal Employees’ Retirement System was given statu-
tory 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 or
not to offer a defined contribution plan to its employees. Once a municipality
elects to offer the plan to all eligible employees or to specific employment groups,
an individual employee has the choice to remain with the defined benefit plan or
transfer to the new defined contribution plan. New employees of municipalities
offering both a defined contribution plan and a defined benefit plan have a choice
of either plan. As of June, 30, 2011, there were 70 contributing municipalities
with 566 participants and net assets of $16,083,093.
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Other Post-Employment Benefits (OPEB): Health Care

Vermont State Employees’ Retirement System

Employees retiring directly from active State service for any reason, may
carry whatever coverage is in effect at that time into retirement for themselves and
their dependents. During the lifetime of the retiree, currently only 20 percent
of the cost of the premium is paid by the retiree. (See changes detailed below for
Group F employees hired after 2008.) If the retiree chooses the joint and survivor
pension option, and predeceases his or her spouse, the medical benefits may also
continue for the spouse, along with the pension. However, generally the surviv-
ing spouse must pay 100 percent of the cost of the premium. In addition, once

At June 30, 2011, the trust fund had total assets of
$11,215,536 being held in trust for postemployment benefits
other than pension benefits.

retirees become eligible for Medicare coverage (at age 65) it is mandatory that they
enroll in both Medicare Part A and Part B, making Medicare the primary insurer.
If an employee, other than a Group C member, does not retire directly from State
service, he or she is not eligible to participate in the State’s medical insurance plan.
Group C members who terminate with 20 or more years of service, but are not yet
50, may pick up the medical coverage at the time they begin retirement benefits.
If the insurance is terminated at any time after retirement, coverage will not be
able to be obtained again at a later date. Based on legislation enacted during fiscal
year 2008, Group F employees hired after July 1, 2008, will receive a tiered retiree
health care reimbursement—a pro-rated percentage of paid premium based on
years of service. This group also may recapture (access) subsidized health insurance
at 80 percent upon initiation of retirement benefits in a manner comparable to
regular retirements. This applies even if the employee terminated prior to his or
her early retirement date, providing the member has 20 years of service.

As of June 30, 2011, 4,011 retirees were enrolled in the medical plan in
the single, spouse, and family plan options. The retirees contributed $6.3 mil-
lion in premiums and incurred $34.4 million in claims expenses for the fiscal year
ending June 30, 2011. The State’s fiscal year 2011 contributions to this trust fund
totaled $27.4 million which included a $2 million Medicare D reimbursement re-
ceived from the federal government, and $400,000 from the Federal Early Retiree
Reinsurance Program. The trust fund then paid premium payments of $24.9 mil-
lion (calculated on a pay-as-you-go basis) to the State’s Medical Insurance Fund.
At June 30, 2011, the trust fund had total assets of $11,215,536 being held in
trust for postemployment benefits other than pension benefits.

Vermont State Teachers’ Retirement System

VSTRS retirees participate in multi-employer health coverage plans
operated by the Vermont Education Health Initiative (VEHI) which is managed
jointly by the Vermont School Boards Insurance Trust and the Vermont-National
Education Association. VEHI partners with Blue Cross Blue Shield to provide
health insurance to retired and active teachers. VSTRS members have access to
three plans in retirement that are identical to those offered to active teachers in
Vermont’s public school systems. Members may pick up medical coverage under
one of the plans for themselves and all eligible dependents at the time of retire-
ment, or anytime thereafter during semi-annual open enrollment periods. The
system pays 80 percent of the retiree’s premium only, for members with a mini-
mum of 10 years of creditable service as of June 30, 2010. Payment is based on

Retiree Health Savings
Plan Update

In July of 2007, the Vermont Munici-
pal Employees’ Retirement Systems
(VMERS) Board of Trustees created a
Retiree Health Savings (RHS) Plan ad-
ministered by ICMA-RC. The RHS Plan
was designed to provide members
and retirees with funds which could
be used on a tax-free basis to reim-
burse medical expenses and insur-
ance premiums incurred and paid for
after retirement. The VMERS board
determined that all active and retired
members that had paid contributions
into the VMERS for a minimum of
five years as of June 30, 2006, would
be eligible to participate in the RHS
plan. On July 2, 2007, the board
distributed more than $5 million
into 3,545 active member accounts
and 1,159 retired member accounts.
The RHS Plan money is invested into
individual, age appropriate Milestone
accounts at ICMA-RC. Active mem-
bers cannot use the RHS Plan funds
until they begin to draw their VMERS
pension benefits. Retired members
may use the money at any time for
medical and insurance expenses
incurred and paid after July 1, 2007.
A second contribution of $3.5 million
was made into the RHS accounts on
August 1, 2008, and a third contribu-
tion of approximately $2.5 million
was made in February of 2009, for a
total combined deposit of $11 mil-
lion. From January 1, 2008, through
December 31, 2009, more than $1.15
million was disbursed to retired
members seeking reimbursement
for their medical and premium ex-
penses. On June 30, 2011, there were
5,226 active and retired members
participating in the VMERS RHS plan.
Investments in member accounts as
of June 30, 2011 totaled $10,994,855.
Comments from retirees who have
used their RHS money continue to be
very positive and appreciative. Many
feel it makes a very real difference in
being able to pay for their medical
care and in their decision-making to
obtain medical care.
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the cost of the “standard plan” as defined by statute. The retiree pays the full cost
of the premium for all covered dependents.

As of June 30, 2011, 4,601 retirees are enrolled in the single, spouse, and
family medical plan options. The retirees contributed $11.8 million in premiums
and the system contributed $14 million in premiums and paid $18.7 million on
a pay-as-you-go basis, during fiscal year 2011. VEHI incurred $29.8 million in
retiree claims expense for the fiscal year ending June 30, 2011.

The actuarial valuation reflects plan changes in health care coverage effec-
tive July 1, 2010. The changes affect future retirements only as no changes were
adopted for those retired prior to July 1, 2010. Eligibility criteria and premium
sharing levels were revised for active employees who did not attain 10 years of
service as of June 30, 2010. In addition, the plan now offers subsidized spousal
coverage for the first time. For new hires and those with less than 10 years of
service as of July 1, 2010, there is no subsidized coverage for those retiring with
less than 15 years of service at retirement, 60 percent single coverage at 15 years,
70 percent single coverage at 20 years and 80 percent single or spousal coverage at
25 years. Current employees with more than ten years of service as of July 1, 2010
continue with the current 80 percent coverage. At 25 years of service, employees
in this category are generally eligible to elect subsidized spousal coverage at retire-
ment.

Once a retiree becomes eligible for Medicare coverage (at age 65), it is
mandatory that they enroll in both Medicare Part A and Part B. Medicare be-
comes the primary insurer and the VSTRS’s medical plans become the secondary
insurer. Two of the plans offered become “carve-out” plans to coordinate with
Medicare, and one of the plans is replaced with a true Medicare supplemental
plan. The premiums for all plans are reduced in accordance with the decrease in
liability once Medicare becomes the primary insurer.

Vermont Retirement Systems -- Year Ended June 30,2011

Summary of Operations
Vermont Vermont State Municipal
State State Teachers' Employees'

Category Retirement Retirement Retirement Retirement

System System-OPEB System System

SOURCES OF FUNDS
Employee Contributions S 22,269,041 - 32,062,253 11,702,728
Employer Contributions 37,572,599 24,963,027 47,134,361 11,117,363
Other Income 743,172 2,431,447 3,341,877 266,425
Investment Income (Reduction) 238,386,383 802,020 261,886,311 66,957,781
APPLICATION OF FUNDS

Retirement Benefits 84,716,513 - 106,930,467 12,298,902
Refunds 1,731,375 = 1,218,955 1,275,979
Health/Life Insurance Expenses - 24,878,272 18,749,675 -
Administrative Expenses 1,147,576 68 1,399,732 569,603
Other Expenses 613,899 - 609,091 886,709

Addition (Reduction) to Net Assets
Held In Trust for Pension Benefits S 210,761,832 3,318,154 215,516,882 75,013,104
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OPEB Funding Status

The State’s independent actuary has prepared valuations of the OPEB
liabilities for VSERS and VSTRS as of June 30, 2011. This is the sixth annual
OPEB valuation for each system. Both the VSERS and VSTRS reports present
two separate calculations of the State’s OPEB liability, depending on whether the
liability would be prefunded or remain on a pay-as-you-go basis. Since the VSERS
has accumulated some assets, a third blended calculation is also included. The
Vermont Municipal Employees’ Retirement System (VMERS), a cost-sharing,
multiple-employer public employees’ retirement system, is administered by the
State but has no associated state health care benefit or liability. While the Vermont
Municipal Employees Health Benefit Fund is classified as a post-employment
benefit fund, there is no accrued liability in excess of the assets of the fund. There
is no annual required contribution and unfunded actuarial accrued liability.
Component units and authorities of the State will perform their own valuation as
the State does not assume the risk or financial burden for their health care costs.
See the previous page for a chart that details the funding status of the plans, with
amounts in thousands of dollars, as of June 30, 2011.

Actuarial valuations involve estimates of the value of reported amounts
and assumptions about the probability of occurrence of events far into the future.
Actuarially determined amounts are subject to continual revision as actual results
are compared with past expectations and new estimates are made about the future.
The schedule of funding progress, presented as required supplementary infor-
mation immediately following these notes to the financial statements, presents
multi-year trend information about whether the actuarial values of plan assets are
increasing or decreasing over time relative to the actuarial accrued liabilities for
benefits.

OPEB Actuarial Valuation: Methods and Assumptions

For VSERS, the actuarial accrued liability for OPEB obligations earned
through June 30, 2011 is approximately $1 billion. With pension fund assets to-
taling $11.2 million, the unfunded actuarial liability is $998.6 million. This is an
increase as compared to the June 30, 2010 unfunded actuarial liability of $917.3
million. The net increase in liability was due to expected increases over time and
differences in demographic experience, as well as updates to mortality assump-
tions.

The health care trend cost rate assumption was modified to extend the
period until the ultimate trend rate is reached from two years to eight years in
order to reflect general market expectations. Age morbidity factors were adjusted,
eliminating the assumed increase in cost for ages above 65 for prescription drug

What is an OPEB?

Employees of state and local gov-
ernments may be compensated in
a variety of forms in exchange for
their services. In addition to a salary,
many employees earn benefits over
their years of service that will not be
received until after their employment
with the government ends through
retirement or other reason for separa-
tion. The most common type of these
post-employment benefits is a pen-
sion. As the name suggests, other
post-employment benefits (OPEB) are
post-employment benefits other than
pensions. OPEB generally takes the
form of health insurance and dental,
vision, prescription, or other health-
care benefits provided to eligible
retirees, including in some cases their
beneficiaries. It may also include some
types of life insurance, legal services,
and other benefits.

- Taken from GASB (Governmental Account-
ing Standards Board) Other Postemploy-
ment Benefits: A Plain-Language Summary
of GASB Statements No. 43 and No. 45

UAALas a
Actuarial Actuarial Actuarial Accrued Unfunded Percentage of
Valuation Date Value of Assets Liability (AAL) AAL (UAAL) Funded Ratio Covered Payroll Covered Payroll
6/30 (a) (b) (b-a) (a/b) (<) ((b-a)/c)
*1 VSERS
2011 S 11,216 S 1,009,792 S 998,576 1.1% S 420,321 237.6%
*2 VSTRS
2011 - S 780,032 S 780,032 0.0% S 547,748 142.4%

*1 Reflects blended discount rate of 4.25% in 2011.
*2 Discount rate for 2011 at 4.0%, reflecting no prefunding.
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costs for Medicare-eligible participants in light of recent internal studies of claims
experience for credible retiree populations comparable to the population cov-
ered by the system. Assumed costs for pre-65 medical and prescription drug and
Medicare-eligible medical costs continue to reflect age adjustments. All other
assumptions, including the assumed discount rate, were the same as those used in
2010.

Actuarially determined amounts are subject to continual
revision as actual results are compared with past expectations
and new estimates are made about the future.

An OPEB trust has been established, as required by statute, for VSERS
that is funded in part through the deposit of Medicare-D subsidies received for
State employees’ prescription programs. Therefore, the VSERS system reflects a
“blended rate” reflecting some level of prefunding, resulting in an assumed dis-
count of 4.25 percent instead of the pay-as-you-go liability calculated at 4 percent.

An OPEB valuation also was completed for VSTRS. An OPEB trust has
not been created for VSTRS and no prefunding has been made. As noted above,
an experience study was completed for the VSTRS retirement system. Valuation
assumptions were updated to reflect the post-retirement benefit plans changes and
the effects of changes to pension benefits adopted concurrently. Retirement rates
were updated in order to reflect expected retirement patterns under the revised
pension benefits. Assumptions regarding incidence of spouse coverage and spouse
age difference are introduced. Benefits are attributed to expected date of retire-
ment, consistent with the new tiered structure. Finally, the valuation no longer
reflects age-morbidity factors, as it is has been determined that VSTRS liabilities
are fully insured and any implicit rate subsidy is completely born by the VEHI
health insurance purchasing arrangement. There were no changes to the discount
rate.

For VSTRS, assuming no prefunding, the actuarial accrued liability and
the unfunded actuarial liability for OPEB obligations earned through June 30,
2011 is $780 million. This is an increase compared to the unfunded actuarial li-
ability of $703.8 million as of June 30, 2010. The net increase in the liability was
primarily due to expected increases over time and an increase in the number of
retirees, consistent with the pension valuations. In addition, updates to the demo-
graphic assumptions in the pension valuation were incorporated.
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Financial Literacy

Overview

The Treasurer’s Office completed its fourth year of concentrated work in promot-
ing and furthering financial literacy efforts in Vermont. The office continued sev-
eral statewide student competitions for students in grades Kindergarten through
12th grade in an effort to underscore the importance of teaching our children
money management skills. Work within adult communities included hands-on
N 7, 2001 oo support for an annual financial literacy educator’s conference and ongoing instruc-

{rigus U — . ) . )

tion in retirement planning.

Overall, the Treasurer’s Office financial literacy work is focused in three areas: (1)
advocacy — working to promote the adoption of fiscally sound money manage-
ment practices by Vermonters of all ages; (2) collaboration — working with local,
state and national groups to build support for and participation in activities that
promote and teach personal finance; and (3) development — creating new financial
Financial Literacy education programs and resources for Vermont citizens.

(802) 828-3706

Lisa Helme ACCOMPLISHMENTS IN 2011

«  Completed first year and introduced second year curriculum for the Read-
ing is an Investment program for Vermont elementary school children.
In the first year, there were 109 schools using Reading is an Investment,
with more than 7,600 students directly participating in some facet of the
program. There were 1,366 students who completed the personal reading
component and mailed in their reading logs. In year two, the program has
expanded to 124 elementary schools.

+ Introduced a new statewide financial literacy effort — the Money Smart
Child Initiative. The Treasurer’s Office, Vermont Jump$tart Coalition and
People’s United Bank partnered to distribute more than 11,000 copies of a
guide for parents on teaching children about money. Fifty-seven elemen-
tary, middle schools and high schools requested copies of the guide
to distribute to families. The program also features six regional parent
workshops. The workshops will be presented throughout the 2011-2012
school term.

+  Hosted and organized the annual Vermont high school Reserve Cup
competition in partnership with the Federal Reserve Bank of Boston. Five
high schools participated in the challenge. Student teams demonstrated
their knowledge of economics and personal finance in a bid to represent
Vermont at the regional tournament in Boston. South Burlington High
School repeated as state champions.

«  More than 180 students in grades 3-12 entered posters in the annual
Be Money Wise Financial Literacy poster contest. Grade division win-
ners were from Bethel Elementary School, St. Johnsbury Academy and a
home-schooled student.
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UPDATES
Reading is an Investment

The conclusion of the first year of the Reading is an Invest-
ment program was celebrated April 14, 2011 when the Treasurer’s
Office sponsored a State House recognition ceremony of April as
Financial Literacy for Youth Month. The Reading is an Investment
program aims to increase school book collections in personal finance;
give teachers and librarians related curricular resources; and encour-
age students to read books that teach money concepts. There were 109
Vermont elementary schools that participated in the first year of the
program, representing approximately 21,000 students. Based on the
evaluations received by 48 school librarians and administrators, more
than 7,600 students directly participated in some facet of the program.
The Treasurer’s Office also received more than 1,366 completed read-
ing logs. The 2010-2011 personal finance theme was “The Value of
Money and Personal Choice.”

cial literacy—class or library instruction and personal reading. Each
fall, participating elementary schools receive two or three new hard-
back books. A curriculum guide is sent with the books that have lesson
plans and activities linked to the books. Teachers and librarians can

For the 2011-2012 school term there are 124 Vermont
elementary schools participating in the program.

use the materials to teach students personal finance concepts. At the same time,
students are encouraged to participate in a personal financial literacy reading pro-
gram. School librarians received a recommended reading list for the year of titles
that focus on basic financial concepts. Students who read at least three books from
the list and complete personal reading requirements can send a completed reading
log to the Treasurer’s Office for entry in a statewide drawing for one of ten $250
accounts in the Vermont Higher Education Investment Plan—Vermont’s official
529 college savings plan.

The ten students winning college savings accounts were: Isadora Beck,
Bristol Elementary School; Hannah Bertrand, Franklin Central School; Aaron
Cole, Readsboro Central School; Eva Frazier, Hinesburg Community School;
Korbin Hughes, Bristol Elementary School; Emma Medor, Swanton Elementary
School; Ian Parent, Williston Central School; Gianna Pezzetti, Rutland Town
School; Myah Rocheleau, Swanton Elementary School; and Mariah Witham,
Swanton Elementary School.

The second year of the program began in September. For the 2011-2012
school term there are 124 Vermont elementary schools participating in the pro-
gram. The personal finance theme is “Earning and Saving Money.” The featured
program books are Pitching in for Eubie by Jerdine Nolen; Rock, Brock and the
Savings Shock by Sheila Bair; and Give a Goat by Jan West Schrock.

Curricular resources and student activities are available on-line by going
to www.MoneyEd.Vermont.gov. The program is underwritten by TD Bank and
the Windham Foundation. Below and at right are comments by school librarians
about their experience with the first year of the program.

“Many students were checking out books about money — an area that doesn’t nor-
mally circulate well. My favorite part was the interest it generated in the students!”
— Jericho Elementary School

] 1
g

) Above,some of the winning students from the first year of

The program takes a two-prong approach to promoting finan- the program were recognized at a State House ceremony

on April 14, 2011. State Treasurer Beth Pearce, Lt. Governor
Phil Scott, and VSAC VP for Operations, Social Marketing &
Strategy Scott Giles congratulate the students.

My favorite part of the program was:
“having the opportunity to focus on
financial literacy and receiving great
books for our library.”

- Franklin Central School

“| feel this program may encourage
student to be creative in earning their
own money and saving it. It is very
important for children to begin to
have an understanding of financial
literacy.”

- Molly Stark Elementary School

“Thanks for doing this important
work.” - Rick Marcotte Central School
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Help Your Child
Become Money
Smart!

St. Johnsbury School is
pleased to offer parents a
free workshop on teaching

kids about money.

We'll explore:
November 16
5:30-7 p.m.

St Jehnshury Schocl
Child Care & Pizza Provided!

* Teachable Money Moments

* Examine Five Core Areas of
Financial Education: eaming,
spending, saving & investing,

borrowing, & protecting Door Prize

* Receive specific child/parent Drawing!
activities on allowances, credit $100 Gift Certificate
cards, the family budget, and to Restaurant of
savings choice!

* Lean from other parents

To sign up or for information eall Bornlcs Burroughs st T45-8912, ext. 1162

The program was what | expected,
“and more, some common sense
ideas, especially about budgeting.
Well done.” - Parent

“I'm eager to read the booklet and
learn more specifics to teach. It is
written at a great level to apply
right away.” - Parent

“The small groups were a good
experience. | learned a lot from the
other parents.” - Parent

St. Johnsbury Academy student Jaime
Cherem designed this poster to win the

high school division of the 2011 financial

literacy poster contest.

“I did many of the lessons during December. Teachers and parents comment on
the appropriate timing of teaching wants and needs before holiday shopping.”
— Hinesburg Community School

Money Smart Child Initiative

Through a three-way partnership between the State Treasurer’s Office,
Vermont Jump$tart Coalition, and People’s United Bank, the groundwork has
been laid to reach more than 11,000 Vermont families with resources parents can
use to instruct their children in personal finance. Fifty-seven elementary, middle
school and high schools located throughout the state have requested copies of the
booklet, “How to Raise a Money Smart Child—A Parent’s Guide.” The schools
will distribute the guides to parents during the 2011-2012 school term. In addition
to the distribution of the guide, the partnership will conduct six regional Money
Smart Child parent workshops around the state. The free workshops will examine
five core areas of financial education; explore how parents can use teachable mo-
ments; provide specific parent/child exercises in spending choices, budgeting, credit,
and saving; and promote parents supporting one another in working with their
children. Regional workshops are scheduled for Barre Technical Center, Black River
Middle and High School, Colchester High School, St. Johnsbury School, Salisbury

Community School, and Swanton Elementary School.

The groundwork has been laid to reach more than 11,000
Vermont families with resources parents can use to instruct their
children in personal finance.

The Money Smart Child initiative is underwritten by People’s United
Bank. The 14-page guide was written by the national Jump$tart Coalition, a non-
profit organization dedicated to improving the financial literacy of pre-kindergarten
through college-age youth by providing advocacy, research, standards and educa-
tional resources. The State Treasurer’s Office developed the parent workshop cur-
riculum.

The first parent workshop was held on November 16, 2011 at St. Johns-
bury School. More than a dozen parents attended the workshop. The majority of
parents rated the workshop as very helpful and the remaining ranked the workshop
as somewhat helpful. To the question: as a result of this workshop, I plan to talk to
my kids about (name subject areas), parents responded — budgeting, saving strate-
gies, what credit is, wants vs. needs, earning money, allowances, and simply com-
municate more. Some specific comments are featured on the left side of this page.

Other K-12 Financial Literacy Projects

Financial Literacy Poster Contest

The State Treasurer’s Office has promoted Vermont participation in the
National Foundation for Credit Counseling poster competition for the past four
years. The contest is open to all students in grades 3-12. The competition en-
courages adults to discuss the annual poster theme with students and provides a
creative outlet for the students to demonstrate their knowledge. The theme of the
2011 contest was: “Be a Superhero! Save Money!” This year, 182 students entered
the competition. Students placing in the elementary school division were: first
place, Savannah Chism, Bethel Elementary School; second place, Zach Schaw,

Williston Central School; and third place, Brittany Caron, Good Shepherd
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Catholic School, St. Johnsbury. Students placing in the middle school division
are: first place, Acacia Wheeler, home-schooled student, Swanton; second place,
Anna Dieffenbach, Bethel Elementary School; and third place, Kristen Tirrito,
Waterville Elementary School. High school division winners are: first place, Jaime
Cherem, St. Johnsbury Academy; second place, Zach Cochran, St. Johnsbury
Academy; and Tamar Wheeler, home-schooled student, Swanton.

Reserve Cup Challenge

The third annual Vermont State Reserve Cup Challenge was held April
29, 2011. Five schools fielded teams for the day-long competition designed to
test student knowledge in economics and personal finance. The State Treasurer’s
Office, in partnership with the Federal Reserve Bank of Boston, began holding a
state tournament to select a school to represent the Vermont at the annual regional
competition in Boston. The purpose of the challenge is to promote student inter-
est in and knowledge of personal finance, economics and consumer affairs topics.
The five schools participating were a combined team from the Green Mountain
Technology and Career Center and Lamoille Valley Union High School, Fair
Haven Union High School, Montpelier High School, Mt. Mansfield Union High
School and South Burlington High School. South Burlington High School walked
away with the academic trophy for the second year in a row.

Adult Financial Literacy

The Treasurer’s Office continues to maintain a financial literacy section on
its web site. The pages are meant to give people a discrete way to investigate per-
sonal finance subjects and connect with reliable resources. Data supplied through
Google Analytics indicates that unique visitors to these pages continue to grow.

In 2011, 5,836 unique visitors visited these pages with total page views of 8,103.
This is considerable growth from the first year the section was made live. In 2009
there were just a thousand unique visitors. As opportunities arise, we will continue
to promote the financial literacy web section through the url www.MoneyEd.
Vermont.gov.

The Treasurer’s Office continues to maintain a financial
literacy section on its web site to connect Vermonters with
local resources.

Since 2008, the Treasurer’s Office has offered a retirement planning work-
shop titled, “Keeping the Gold in Your Golden Years.” The session is designed to
train people how to complete a personal retirement needs assessment. In 2011, we
conducted seven workshops serving 150 participants. To date a total of 731 people
have taken this class.

In an effort to increase awareness of financial literacy work going on
throughout Vermont, the State Treasurer’s Office conducted a legislative briefing
on January 26, 2011 for members of the House and Senate education committees.
Financial literacy partners from the non-profit, financial, and governmental sec-
tors attended the briefing. The hope is that as legislators need information in this
area, they will be better informed as to what is happening in Vermont and know
whom to contact for information.

Financial Fluency

Four Vermont public schools
joined more than a dozen
schools located throughout New
England to test a new financial
fluency program that teaches fi-
nancial concepts within a math-
based curriculum. The aim was
to help educators develop new
approaches to offering students
instruction in personal finance.
Teachers at Bellows Falls Union
High School, St. Albans City
School, Twinfield Union High
School and U32 High School
started testing a six-lesson cur-
riculum in late April. The lessons
focused on budgeting, including
ratios and proportions, and the
power of compounding inter-
est as applied to credit cards
and investments. The financial
fluency pilot project is a joint
effort of the non-profit Valmo
Villages and an economics
education team from the Federal
Reserve Bank of Boston. The
State Treasurer’s Office assisted
in the effort by working with
partners to alert schools to the
opportunity to participate in the
pilot project. Program organizers
are continuing work in this area,
with the hope of bringing train-
ing opportunities to Vermont for
teachers interested in incorpo-
rating personal finance into their
mathematics instruction.
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Debt Management

Current Environment

The municipal bond market has changed dramatically since the 2008-2009

~ financial crisis. Events since that time have caused continued market volatility.
Going into 2012 the outlook for the market remains as uncertain as it has been in
decades. Significant features of the market and notable events during calendar year
2011 include:

*  Very low levels of bond issuance. Less than $297 billion of bonds were sold
during 2011, the lowest annual volume since 2001, and a 31.5 percent reduc-
tion in volume from 2010’s record issuance of over $433 billion. This large

ACCOMPLISHMENTS IN 2011

The Treasurer’s Office stayed very busy in calendar year 2011, despite not issuing
any bonds during the year.

ggg)tsl\zlli;a_rsl?g;ment « In March, a delegation from Vermont including Governor Shumlin, Trea-
surer Beth Pearce, Secretary of Administration Jeb Spaulding, Capital Debt
Stephen Wisloski Affordability Advisory Committee (CDAAC) founding member David Coates,
and Deputy Treasurer Steve Wisloski traveled to New York to meet with the
three rating agencies, Moody’s, Standard & Poor’s and Fitch. The purpose of
S the meetings was to introduce the State’s new officers, provide a financial
cott Baker

outlook for the State, discuss the Governor’s major policy initiatives, and to
affirm that Vermont would continue its tradition of prudent debt manage-
ment.

« In April and May, the Treasurer’s office conducted a search for a new finan-
cial advisor to replace the State’s long-standing advisory firm of Govern-
ment Finance Associates (GFA). GFA's principals, Chester and Freda Johnson,
announced their retirement after serving the State of Vermont for 20 years.
During their tenure they provided irreplaceable debt management advice
to the State, and played a key role in helping Vermont achieve its two triple-
A ratings from Moody'’s and Fitch. After evaluating proposals from six firms
and conducting in-person interviews with three finalists, the Treasurer’s
office selected Public Resources Advisory Group (PRAG) of New York. The
Treasurer’s office invited representatives from the Agency of Administration,
Department of Finance and Management, the CDAAC and GFA to assist in
the interview process.

«  From June to September, the CDAAC met five times to review the State’s
debt affordability guidelines, analyze Vermont'’s critical debt ratios com-
pared to those of triple-A rated peer states, and evaluate the effectiveness
of the State’s first-ever two-year debt authorization. For this latter task, the
committee invited members of the General Assembly and the Department
of Buildings and General Services to comment on whether the additional
flexibility provided by the two-year authorization enables critical and
large-dollar projects, such as the State Health Laboratory and State Police
Barracks, to be accelerated. The committee recommended affirming the
two-year authorization of $153,160,000 for fiscal years 2012 and 2013.

« Also over the summer, the Treasurer’s office conducted a request for

proposals for underwriting firms for the State’s Citizen Bond program.
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Fourteen investment banking firms submitted proposals, four finalists were
interviewed, and three firms - Citi, Bank of America Merrill Lynch, and Wells
Fargo — were selected as senior and co-managers for the next bond sale.
The remaining eleven firms were also invited to participate in the selling
group, to assist in marketing the bonds to Vermont residents.

In August, the State experienced twin storms — the first financial, and the
second meteorological — that required immediate response and that vindi-
cated Vermont’s continued efforts to maintain its triple-A rating. On August
5, after months of brinkmanship between Congress and the Administration
over the country’s debt limit, Standard & Poor’s down-
graded the credit rating of the United States from AAA
to AA+; this marked the first time since 1917, when the
U.S. was first rated, that it was rated below triple-A. In
the months leading up to the downgrade, several rat-
ing agencies also warned of collateral damage to the states, and Moody'’s
placed five of Vermont'’s triple-A peer states — Maryland, New Mexico, South
Carolina, Tennessee and Virginia — on review for downgrade in the event of
a U.S. downgrade by that agency.

At the end of August, Tropical Storm Irene caused widespread devastation
to lives and property in the State, including numerous State and municipal
roads and bridges. The Treasurer’s office had planned to sell bonds in Octo-
ber, but decided to postpone the sale due to uncertainty of both the final
repair costs, which made disclosure to investors a “moving target,”and the
extent to which needed infrastructure repairs might cause reprioritization
of the State’s capital projects. However, the Treasurer’s Office still conducted
calls with the rating agencies, as these had been scheduled prior to Irene,
and used the opportunity to brief the three agencies on the State’s efforts
to recover from the storm, and to assure them that the State’s finances
remained very strong.

Finally, in November, the Treasurer’s office assisted the Secretary of Admin-
istration in completing a report to the Governor and General Assembly
regarding the State’s utilization of its private activity bond volume cap. The
report’s recommendations included the formation of a Private Activity Bond
Advisory Committee, which the Governor created through Executive Order
14-11 on November 2. The five-member Committee convened a public
hearing in December to fulfill its mandate to explore alternative uses for the
Vermont's volume cap in light of reduced issuance by traditional issuers.

year-over-year reduction was due in part to “front-loaded” issuance as issuers
raced to take advantage of American Recovery and Reinvestment Act’s Build
America Bonds program before it expired December 31, 2010. However, issu-
ers also canceled or delayed capital projects in the face of continued economic
uncertainty. This reduced issuance impacts Vermont because our forward-
looking debt projections are benchmarked against other states, and lower
issuance could constrain estimates of Vermont’s future debt capacity.

Even lower record-low interest rates. Continued economic uncertainty,
exacerbated by political gridlock in the United States and sovereign credit
concerns in Europe, continued to drive low interest rates lower. The 10-year
triple-A rated benchmark bond rate, which set record lows of 2.57 percent in
2009 and 2.17 percent in 2010, finished 2011 at a new record low of 1.86
percent. Vermont is expected to benefit from these lower rates, due to both a
lower cost of capital for new projects, and greater ability to refinance existing

bonds.

DEBT MANAGEMENT

BOND RATING

Vermont was assigned an Aaa rat-
ing by Moody'’s in February of 2007.
Vermont shares its Moody's triple-A
rating with fifteen other states. As of
September 2011, eighteen states had
a triple-A rating from at least one rat-
ing agency. In addition, Fitch “reca-
librated”Vermont's rating from AA+
to triple-A in April 2010. Combined
with a AA+ bond rating from S&P,
Vermont enjoys the highest general
obligation bond ratings of any New
England state (see bond rating chart
next page). With all three ratings
carrying a “Stable” outlook, Vermont
continues to work toward achiev-
ing its last triple-A rating from S&P,
although this will be difficult after
the downgrade of the United States
to AA+ by that agency. The triple-A
ratings by Moody’s and Fitch and the
excellent rating from S&P are reflec-
tive of sound fiscal practices that in-
clude: (1) budgetary discipline; (2) an
economy with significant breadth; (3)
strong debt management practices;
and (4) effective State governance
reflecting sound statutes and legisla-
tive history.

Since a higher rating enhances the
State’s reputation in the municipal
marketplace, it makes Vermont'’s
bonds very marketable to a broad
range of individual and institutional
investors. As noted previously, this
generally results in a lower interest
rate or cost of capital for borrowing.
It also is likely to reduce borrowing
costs for municipalities that issue
debt through the Vermont Munici-
pal Bond Bank or other borrowers
issuing State moral obligation debt
through other State agencies, as the
State’s rating supports these bond
issues. A high credit rating also is
attractive to business development
because it is a sign of economic and
fiscal stability.
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* Further U.S. credit downgrades could impact on states. After the failure of
the deficit “Super Committee” to come to a budget agreement in November,
the United States was given a negative credit outlook by all three rating agen-
cies, meaning downgrades are possible if political gridlock persists. The rating
agencies have also indicated that states are unlikely to maintain ratings more
than one “notch” above the U.S. As such, if the U.S. is downgraded below AA
by S&P, AA+ by Fitch, or Aal by Moody’s, then Vermonts ratings could be

negatively impacted.

*  Municipal bond tax exemption under review. President Obama’s American
Jobs Act, presented in September, proposed limiting the municipal bond
federal tax exemption to 28 percent, versus the current 35 percent for the top
income tax bracket. Further, the deficit Super Committee targeted the tax ex-
emption of municipal bonds as potential “tax expenditure” to be eliminated.
Either measure, if enacted, would substantially increase Vermonts borrowing
costs.

* DPension and other post-employment benefits (OPEB) funding concerns.
States continued to wrestle with large unfunded liabilities for pensions and
OPEBs (primarily healthcare costs), and faced concerns that the growing
related annual costs were crowding out spending in other areas. Moody’s also
began to include pension liabilities in calculations of state indebtedness.

During this time frame, the State of Vermont has continued to benefit from
disciplined debt issuance and debt management policies. These policies include
moderate levels of bond issuance, careful consideration of debt affordability, strict
adherence to credit rating agency guidelines, and strong fiscal budget policies to
ensure that the State has funds readily available for bond principal and interest
payments. These efforts are the result of years of attention to rating agency and
investor interests and concerns and have resulted in the high debt rating that the
State currently enjoys. In addition, Vermont has avoided the recent problems in
the municipal markets. Because of its excellent credit ratings, Vermont has not
needed to rely upon expensive bond insurance. Vermont’s exclusive use of fixed-
rate debt has enabled the State to avoid any complications arising from the failed
auction rate and disrupted variable rate securities markets. Vermont has also ben-
efitted from its reputation for rigorous and thorough financial disclosure, and has
steered clear of financial and regulatory concerns.

Overview

The Treasurer’s office, in conjunction with the Governor and General As-
sembly, has historically set a course of maintaining modest levels of new authoriza-
tions of long-term debt and net tax-supported debt outstanding. As a result, bond
issuance is currently at substantially lower levels than in the early and mid-1990s.

New England General Obligation Bond Ratings

STATE FITCH MOODY’S S&P
Vermont AAA Aaa AA+
Connecticut AA Aa2 AA
Maine AA+ Aa2 AA
Massachusetts AA+ Aal AA+
New Hampshire AA+ Aa1l AA
Rhode Island AA Aa2 AA
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Reduction in debt, plus continued improvement in the State’s economic indices
and financial condition over recent years, has improved the State’s debt ratios to
those among the highest-rated states. The State’s practice of issuing debt with level
annual principal installments has also resulted in a favorable amortization rate. At
a rate of 70.45 percent retirement within ten years, the State’s bond payoff ratio
continues to be favorably received by the rating agencies.

Reduction in debt, plus continued improvement in the
State’s economic indices and financial condition over recent
years, has improved the State’s debt ratios to those among

the highest-rated states.

A major contributing factor to Vermont’s respected debt management
is the work of the Capital Debt Affordability Advisory Committee (CDAAC).
The CDAAC completes an annual review of the size and affordability of the State
tax-supported general obligation debt and submits to the Governor and to the
General Assembly an estimate of the maximum amount of new long-term general
obligation debt that prudently may be authorized for the next fiscal year. The esti-
mate of the committee is advisory, but historically has been adopted by the State
as a bonding limit. The CDAAC is made up of three ex ofhicio members, two ap-
pointees of the Governor, one appointee of the State Treasurer, and an appointee
of the Vermont Municipal Bond Bank. The State Treasurer serves as chair of the
committee.

In September of 2011 the CDAAC recommended continuing the two-
year recommended debt authorization level $153.160 million for fiscal years 2012
and 2013, which is the highest level that allows for adherence to CDAAC guide-
lines, notwithstanding creation of higher levels of debt outstanding. In addition,
this will enable the State to take advantage of lower construction costs and interest
rates during the economic downturn. The committee continues to believe that
debt issuance moderation is appropriate in uncertain economic times.

The State’s disciplined approach to debt management is paying off in
today’s tax-exempt marketplace. By practicing debt issuance moderation and com-
pliance with well-defined guidance standards that have the clear goal of Vermont
being a triple-A rated state, Vermont has the ability under current challenging
credit market conditions to issue debt at attractive interest rates to meet infrastruc-
ture and other capital spending needs. Providing for a significant level of transpor-
tation expenditures within the capital budget is, with regard to recent history, a
change for the State, and welcome in the context of needed transportation projects

spending.
Debt Ratios

The fiscal discipline of recent years has paid off as Vermont’s debt ratios
rank favorably among triple-A rated states. The key to maintaining and obtaining
other triple-A ratings will be to demonstrate continued diligence in the areas just
discussed while making improvements on other major sustainability issues. Those
issues are: Medicaid funding; State employees’ and teachers’ pension funding; the
funding of other post-employment benefits (OPEBs); and preservation and devel-
opment of the State’s infrastructure. Summarized below are some of the key debt
indicators for Vermont.

Debt Per Capita

One of the key debt factors monitored by the CDAAC and the rating
agencies is the State’s net tax-supported debt per capita. The guideline adopted
by the CDAAC establishes a target debt per capita at Moody’s median and means

UPDATE:
Bond
Issues

The State Treasurer’s Office issued
$72 million aggregate principal
amount of new money G.O. bonds
in fiscal year 2010, and $75 million
in fiscal year 2011. The Treasurer’s
office also sold $38.83 million of
refunding bonds in fiscal year 2010,
which provided present value debt
service savings to the State of $2.37
million. Finally, the Treasurer’s of-
fice sold $14.4 million of Vermont’s
first-ever Special Obligation Trans-
portation Infrastructure Bonds (TIB)
at the beginning of fiscal year 2011,
just in time for peak construction
season.

The Treasurer’s office plans to sell
the General Obligation Bonds and
Vermont Citizen Bonds that were
originally scheduled for sale in
October 2011 but delayed by Irene,
in March of 2012. If rates remain
favorable, the State will also sell
Refunding Bonds at that time. The
State also plans the second sale

of Transportation Infrastructure
Bonds in summer 2012, and an-
other General Obligation Bond sale
in October of 2012.

2011 Annual Report -- 33



DEBT MANAGEMENT

for triple-A rated states. In 2011, the State’s debt per capita was $747 versus the
Moody’s five-year triple-A median and mean of $973 and $964, respectively (see
charts on pages 35 & 37). The State’s ranking versus all 50 states improved steadi-
ly, from 28th in 2007 to 37th in 2011. The higher the ranking figure, the lower
a state’s debt per capita is relative to all other states. The State’s net tax-supported
debt per capita is forecast to grow to $1,162 by 2022. That forecast assumes a
steady level of debt authorization and the issuance of $76.58 million in future
years starting in fiscal year 2013, and employs the population forecast developed
by Economic Policy Resources. This increase, over a significant period of time, is
expected to remain consistent with the State’s debt per capita guideline (triple-A
states five-year median and mean) each year through 2022.

Debt as a Percentage of Personal Income

Another credit factor for assessing a state’s relative ability to pay its general
obligation debt is the ratio of net tax-supported debt as a percent of personal
income. The guideline adopted for this ratio is again to target Moody’s five-year
median and mean for triple-A rated states. The State has steadily improved in this
area. The State’s ratio of debt to personal income for fiscal year 2011 increased
slightly to 1.9 percent versus Moody’s triple-A median and mean ratios of 2.6
percent (see chart on page 38). The State’s ranking in its debt as a percentage of
personal income improved steadily from 30th highest among all states in 2007to
36th highest in 2011.

Debt as a Percentage of Revenue

The guideline used for this ratio states that projected annual State debt
service on bonds should not be in excess of 6 percent of projected revenues in the
combined general and transportation funds. The debt service as a percentage of
revenues ratio was 5.1 percent for fiscal year 2011. This percentage is expected to
fall to 4.7 percent by fiscal year 2015 and then rise to 5.3 percent by fiscal year
2022. This is based on the assumption of the issuance of $76.58 million of debt
from fiscal year 2013 through fiscal year 2022.

Additional Factors Affecting Bond Ratings

There are many other factors considered in a state’s bond rating besides ratio
analysis. These include:

Budget Stabilization Reserves: The State has budget stabilization reserve levels
required by statute for each of the State’s General Fund, Transportation Fund,

and Education Fund. Required reserves for the General Fund and Transportation
Fund are 5 percent, and for the Education Fund are 3.5 percent to 5 percent of
the previous year’s appropriations. Currently, all three funds are at their statutory
requirements and as stated above, have not yet been tapped in response to the cur-
rent economic downturn. The combined effect of full budget stabilization reserves,
plus the caseload reserves, is positive for the State’s ratings. Additionally, both the
Governor and the State Treasurer have recommended a long-term goal to increase
the general fund reserve to 8 percent.

Pension Funds Funding Percent: Of the three State-level pension funds, two
receive State contributions—the Vermont State Employees’ Retirement System
(VSERS) and the Vermont State Teachers’ Retirement System (VSTRS). Inas-
much as State contributions derive from taxes, the rating agencies are very con-
cerned with the percentage of future pension liabilities that are funded in these
plans. As of June 30, 2011, the VSERS funding level is at 79.6 percent and the

VSTRS funding level is 63.8 percent. These levels are down from 81.2 percent
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and 66.5 percent, respectively in 2010. This reduction is due primarily to a de-
crease in the actuarially assumed rate of return for each system from 8.25 percent.
In the case of VSERS, the assumption was reduced to approximately 8.1 percent,
and for VSTRS, to approximately 7.9 percent. While budgets are squeezed as a
result of the recent economic downturn, continued discipline in funding the ac-
tuarial required contribution (ARC) is an important factor for the rating agencies.
In 2010, the Vermont National Education Association (VNEA) worked with the
Treasurer’s office to help pass some of the most progressive pension reform in the
country, significantly improving the sustainability of the teachers’ pension system.
In addition, changes to other post-employment benefits (OPEBs) significantly
reduced the unfunded liability associated with retired teacher health care costs. In
2011, the State enacted employee rate increases improving the long-term stability
of State employee pension benefits.

Other Factors: The rating agencies also consider the breadth of the economy; the
level and condition of the State’s transportation, utilities and other infrastructure;
personal income levels; fiscal responsibility; employment levels; workforce size
and training; population demographics and trends; internal controls and auditing

standards; need for short-term borrowings; and other factors.

Short-Term Borrowing

The seasonal nature of the revenue and expenditure cycles occasion-
ally requires the use of short-term borrowing. Typically, education payments to
local towns and school districts occur in the first half of the fiscal year, while tax
revenues are collected later in the year, primarily April. By April the revenue flow
is generally positive. In the early 1990s, Vermont was issuing approximately $150
million of short-term debt obligations annually, not including $65 million in defi-
cit notes. The State did not require the issuance of short-term debt in fiscal years
1999-2002. With the economic decline in 2002, the State issued $75 million in
revenue anticipation notes (RANs) for part of 2003 and $48 million in September
to early March 2004. While the State has had a line of credit available to it during
the last seven years, it has not had to access it, a continuing sign of fiscal health.

The State has been diligent in managing expenditures
according to revised projections and has not needed to
borrow short-term funds since 2003.

Current economic conditions and declining State revenues require moni-
toring in the context of short-term borrowing needs. The State has been diligent
in managing expenditures according to revised revenue projections and has not
needed to borrow short-term funds since 2003. At this point the Treasurer’s Of-
fice is reasonably confident it will not need to borrow during the balance of fiscal
year 2012. If the State is required to borrow funds, such needs are planned to be
met using the letter of credit, which can be repaid immediately. Using the letter
of credit is preferable to longer-term financing alternatives such as RANs, which
would generate higher interest costs for the State. The State began fiscal year 2012
with approximately $445.3 million in unrestricted cash and investments on hand,
and maintained $176.4 million in unrestricted cash and investments as of Decem-
ber 31, 2011. While these cash balances do not bear a direct one-to-one relation-

ship to fund balance, they indicate a stable and solid position as of fiscal year
2012.
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Moody’s Investors Service -- Debt Per Capita -- State of Vermont

Triple-A Rated States--5-Year Average Mean and 5-Year Median Excluding Vermont

MEAN: $940 VERMONT: $712 MEDIAN: $898 VERMONT: $707
Moody’s Debt Per Capita

Triple-A Moody’s S&P Fitch

Rated States' Ratings’ Ratings’ Ratings’ 2007 2008 2009 2010 2011
Alaska Aaa/Stable AA+/Stable AA+/Stable $939* $924* $861* | $1,345* | $1,257
Delaware Aaa/Stable AAA/Stable AAA/Stable 1,998 2,002 2,128 2,489 2,676
Florida Aal/Stable AAA/Stable AAA/Negativ 1,020 1,005 1,115 1,123 1,150

e

Georgia Aaa/Stable AAA/Stable AAA/Stable 916 954 984 1,120 1,103
Indiana Aaa/Stable AAA/Stable AA+/Stable 657* 478 482 492 471
Towa Aaa/Stable AAA/Stable AAA/Stable 104* 98* 79 73 270
Maryland Aaa/Negative AAA/Stable AAA/Stable 1,171 1,297 1,507 1,608 1,681
Minnesota’ Aal/Stable AAA/Stable AAA/Stable 827 879 866 1,037 1,159
Missouri Aaa/Stable AAA/Stable AAA/Stable 613 675 670 780 775
Nebraska Not Rated AAA/Stable Not Rated 24%* 22%* 17%* 15% 13
New Mexico Aaa/Negative AA+/Stable Not Rated 1,435% 1,429* 1,394%* 1,398 1,827
No. Carolina Aaa/Stable AAA/Stable AAA/Stable 728 898 832 765 782
So. Carolina Aaa/Stable AA+/Stable AAA/Stable 630 966 899 917 887
Tennessee Aaa/Negative AA+/Positive AAA/Stable 213* 221%* 233* 318 345
Texas Aaa/Stable AA+/Stable AAA/Stable 415* 481* 520* 520 612
Utah Aaa/Stable AAA/Stable AAA/Stable 621 542 447 957 1,222
Virginia Aaa/Negative AAA/Stable AAA/Stable 692 764 782 895 1,058
Wyoming Not Rated AAA/Stable Not Rated 97* 91* 84* 77* 71
MEAN* 922 951 899 966 964
MEDIAN’ 778 898 849 917 973
VERMONT Aaa/Stable AA+/Stable AAA/Stable 706 707 692 709 747

'Indiana carries a Municipal Issuer Rating from S&P, assigned in 2008 and it is first reflected in 2008 numbers — this is a GO bond

equivalent rating. Moody’s rated Indiana triple-A in 2010 as part of their Ratings Recalibration effort. The Fitch rating for

Indiana (AA+) is for lease revenue bonds. Iowa carries a Municipal Issuer Rating of triple-A from Fitch — an implied G.O. rating.
S&P assigned its respective rating on Iowa in 2009 and it is first reflected in 2009 numbers. Fitch raised Florida, lowa, Vermont,
Tennessee and Texas all to triple-A in 2010 as part of their Ratings Recalibration effort. Moody’s raised Indiana, lowa, New
Mexico, Tennessee and Texas to triple-A in 2010 as part of their Ratings Recalibration effort. S&P raised no state ratings in 2010.
Nineteen states are currently rated triple-A by one or more of the nationally recognized rating agencies: Triple-A ratings assigned

as follows: Delaware and Florida (2005), Georgia, Maryland, Minnesota, Missouri, North Carolina, South Carolina, Utah,

Virginia and Vermont (2007), Indiana (2008), Iowa (2009), New Mexico, Tennessee and Texas (2010), Alaska, Nebraska and
Wyoming (2011).
*Ratings as of June 30, 2011.
*Minnesota was downgraded by Fitch to AA+ from AAA on July 7, 2011, its Outlook was changed to Negative by Moody’s on

August 1, 2011 and it was downgraded by Standard and Poor’s to AA+ from AAA on September 23,2011. Minnesota is included
in calculating the means or medians for each of the years from 2007 to 2011.

*These calculations exclude all Vermont numbers.

>These calculations exclude all Vermont numbers.

*Indicates that the state was not rated triple-A by any of the three rating agencies during the year shown. Amount not used in

calculating the mean or median for the year.
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Mean Debt Ratios -- State of Vermont

Per Capita 2007 2008 \ 2009 2010 2011 \
All States $1,101 $1,158 $1,195 $1,297 $1,408
Triple-A' 922 951 899 966 964
VERMONT 706 707 692 709 747

% of Personal Income. 2007 2008 2009 2010 2011

All States 3.2% 3.2% 3.1% 3.2% 3.2%
Triple-A' 2.7 2.8 2.4 2.6 2.6
VERMONT 2.1 2.0 1.8 1.8 1.9

'These calculations exclude all Vermont numbers and include only states rated triple-A by any one
of the three rating agencies during the year shown. See chart on “Debt Per Capita” for complete
listing of triple-A states and respective ratings and triple-A time periods.

Moody’s Investors Service -- Debt as % of Personal Income -- Vermont

Triple-A Rated States--5-Year Average Mean and 5-Year Median Excluding Vermont
MEAN: 2.6%  VERMONT: 1.9% MEDIAN: 2.6%  VERMONT: 1.9%

Moody’s Investors Service

Triple-A Rated

States 2007 2008 2009

Alaska 2.7% 2.4% 2.2% 3.2% 3.0%
Delaware 5.5 5.2 54 6.2 6.8
Florida 3.1 2.8 2.9 2.9 3.0
Georgia 3.0 3.0 3.0 33 33
Indiana 2.1 1.5 1.5 1.5 1.4
Towa 0.3 0.3 0.2 0.2 0.7
Maryland 2.8 3.0 3.3 3.4 3.5
Minnesota 2.2 2.3 2.1 2.4 2.8
Missouri 1.9 2.1 2.0 2.2 2.2
Nebraska 0.1 0.1 0.0 0.0 0.0
New Mexico 5.3 4.8 4.6 4.4 5.6
North Carolina 2.4 2.8 2.5 2.3 2.3
South Carolina 2.3 33 2.9 2.9 2.7
Tennessee 0.7 0.7 0.7 0.9 1.0
Texas 1.3 1.4 1.4 1.4 1.6
Utah 2.3 1.9 1.5 3.2 3.9
Virginia 1.8 1.9 1.9 2.1 2.4
Wyoming 0.3 0.2 0.2 0.2 0.1
MEAN' 2.7 2.8 2.4 2.6 2.6
MEDIAN' 2.3 2.8 2.3 2.6 2.6
VERMONT 2.1 2.0 1.8 1.8 1.9

'These calculations exclude all Vermont numbers and include only states rated triple-A by any
one of the three rating agencies during the periods shown, year ended June 30™.
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Overview

The State Treasurer’s Office is responsible for investment of the State’s short-term
and operating funds and certain trust funds, and is the administrative arm for the
retirement boards and the Vermont Pension Investment Committee. Short-term
operating funds are invested by the Treasury Operations Division, which also is
responsible for banking and cash management and projections. These funds are
invested based on the Treasurer’s authority in State statute. The State Treasurer
has issued further guidelines for these investments, consistent with statute. The
guiding principles for these investments are safety first and foremost, followed by
liquidity and yield. Certain trusts, including the Higher Education Trust Fund,
Tobacco Trust Funds, a State OPEB Trust Fund and other trusts are pooled and
invested in a Trust Investment Account (TIA) that has a longer maturity horizon
than operating funds. The State Treasurer serves as trustee for these funds. The
State Treasurer is also the trustee for the state employers defined contribution

fund.

The various retirement boards (state, teachers, municipal) act as trustees for vari-
ous benefit-related trusts including the municipal defined contribution plan, a

single deposit investment account or SDIA (State and teachers), a deferred com-
pensation fund (open to teachers, municipal, and State members, with the State

ACCOMPLISHMENTS IN 2011

« Following a year when substantial progress was made in diversifying
the retirement portfolios, the Vermont Pension Investment Commit-
tee continued refining the asset allocation and manager exposures.
The prior year’s allocations were maintained (equities at 36 percent,
fixed income at 37 percent, alternatives at 12 percent and risk parity
and global asset allocation strategies at 15 percent), resulting in abso-
lute returns to the composite portfolio of approximately 21 percent.
Three hedge fund-of-fund managers were given allocations during
the year and reviews were undertaken of securities lending activities,
foreign exchange transaction costs, and the custodian bank agree-
ment.

«  During the fiscal year, the Treasurer’s office completed the rollover
of the Single Deposit Investment Account (SDIA) assets into a com-
mingled stable value fund (managed by ICMA-RC). This change will
ensure that the SDIA funds will continue to be invested at a competi-
tive interest rate, with protection of invested principal, and provide
needed liquidity as more participants in the fund reach retirement
age.

«  Finally, the funds available for investment within the teacher’s 403(b)
plan were expanded to include socially-responsible options with the
addition of the Calvert Equity and PIMCO Total Return Il funds. These
additions will help provide opportunities for plan members to invest
in funds for which corporate policies of good governance, environ-
mental management and human rights are important.
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Retirement Board acting as trustee), and a Municipal Employees’ Health Benefit
Fund. All employ outside managers.

The Vermont Pension Investment Committee (VPIC) acts as the trustee for the
defined benefit plan investments, while the board of trustees for each system
maintains its fiduciary role in the area of benefits administration and actuarial
recommendations. The State Treasurer serves on the retirement boards and the
VPIC and is also the custodian of the funds, providing administrative support and

oversight.

With respect to pensions, the VPIC employs an outside investment consultant,
NEPC LLC, to assist them in their fiduciary responsibility, including develop-
ment of investment policies and objectives; risk management assessment and
asset allocation plans; investment manager and custodian searches; monitoring of
management performance; industry issues; SEC compliance; and on-going due
diligence on investment managers, performance measurement, and education on
various issues (asset classes, alternative investments, risk assessment).

UPDATES
Short-Term Investments
The Office of the State Treasurer remains committed to meeting the cash
needs of State operations while protecting the value of its assets, and approaches
these responsibilities in a prudent, deliberate way. This past fiscal year presented
a number of challenges including a low interest monetary policy, federal deficit
impasses and a volatile economic climate.

Growth of Pension Assets -- Fiscal Year 1997-2011

(Amount in $Millions)
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VPIC Membership

The Vermont Pension Invest-
ment Committee is responsible
for investing almost $3.3 billion
in assets for the three state-level
retirement systems as of June 30,
2011. Act 100, which became ef-
fective July 1, 2008, redefined the
membership of VPIC to six voting
members and four alternates
(from seventeen members previ-
ously) Act 139, which became
effective July 1, 2010, established
the VPIC Chair as a seventh, non-
voting member elected by the six
voting VPIC members. The active
and retired employee members
of the Vermont State Employees’
Retirement System and Vermont
State Teachers' Retirement System
boards of trustees each appoint
one member and one alternate.
The employee and municipal of-
ficial members of the board of the
Vermont Municipal Employees’
Retirement System appoint one
member and one alternate. In
addition, two members and one
alternate are appointed to the
VPIC by the Governor. The sixth
member is the State Treasurer or
designee. In considering appoint-
ments, the legislation directs that
the experience and knowledge of
potential appointees be consid-
ered in light of the purposes of
the committee. The members
serve staggered four-year terms
with no term limits.

As of December 2011, individu-
als appointed to the committee
are: Stephen Rauh, Chair; Robert
Hooper, VSERS voting member;
Kevin Gaffney, VSERS alternate;
Steven Jeffrey, VMERS voting
member; Tom Golonka, VMERS
alternate; Joseph Mackey, VSTRS
voting member; Tom McConnell,
VSTRS alternate; Richard Johan-
nesen, Governor’s appointee;
Vaughn Altemus, Governor’s
appointee; Karen Paul, Governor’s
alternate; and Beth Pearce, State
Treasurer.
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Due to the weak economy, the Federal Reserve Board implemented
some of the largest drops in monetary policy history in recent years, lowering
its federal funds rate to a range between 0 percent and 0.25 percent. With the
Federal Reserve Board holding the federal funds rate steady at a relatively low
level, yields in money market portfolios have declined. For operating funds that
include the general fund, transportation, and education fund--where preserva-
tion of principal is essential--the Treasurer’s office has taken a more conservative
investment approach, rather than increasing risk by chasing marginal return in
leveraged or derivative instruments. In addition, the impasse in Washington on
the national debt and threatened government closures has often necessitated a
strategy of keeping funds short and liquid.

The State’s short-term portfolio has traditionally been comprised of
money market instruments, certificates of deposit, commercial paper, and money
market mutual funds, consistent with the stated priority of safety of principal.
On the national level, this perceived “safe” area of investments has experienced
considerable upheaval beginning with the end of 2007 into 2008. Some money
funds and short-term portfolios paid the price for chasing high returns. Prior
to 2008, many portfolios, including so called “Prime Money Market Funds,”
added increasing levels of commercial paper (CP), especially more highly lever-
aged forms such as asset-backed commercial paper (ABCP) or other securities,
such as structured investment vehicles (SIVs) or collateralized debt obligations
(CDO:s). The intent was to “enhance” return but this was done, in many cases,
without a full understanding of the potential risks. Many states and municipali-
ties experienced losses from this strategy. Vermont was not one of these states.
In the fall of 2007 the Treasurer’s Office made strategic moves in non-pension
funds to the more conservative money market instruments. While continuing to
review options in a changing market environment, we have maintained a conser-
vative approach as the economy recovers from the Great Recession, while taking
strategic opportunities in the Trust Investment Account (see update to follow).

The short-term portfolio earned $851,676 in interest income in fiscal
year 2011 on average daily available balances of $330.8 million. Of this amount,
$205,576 was credited to interest earning funds, and the balance of $646,100
remained in the general fund. The yield on the available cash in the portfolio was
0.26 percent for the year, which exceeded the average three-month Treasury Bill
yield of 0.11 percent.

Extensive negotiations were completed with the State’s bank of record,
TD Bank, to increase the yield on overnight deposits, effective January 1, 2012.
The Treasurer’s office anticipates an increase in investment return of more than
$400,000 over the next year.

Investments for operating funds and restricted funds and trusts, includ-
ing the Trust Investment Account, but excluding pension and retirement trust
funds, attained a combined interest rate return of 1.93 percent.

Pension Fund Investments

VPIC oversees all investment assets held by the Vermont State Employees’
Retirement System, the Vermont State Teachers’ Retirement System, and the Ver-
mont Municipal Employees’ Retirement System. The three systems had combined
assets of approximately $3.3 billion on June 30, 2011(see chart page 41). In addi-
tion, the Burlington Employees’ Retirement System, which became a participating
investor with the VPIC at the end of October 2007, had assets of approximately
$123 million as of the same date.

The two charts on the right outline VPIC performance over the past ten
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years. These numbers are heavily impacted by the Great Recession. Prior to the
Great Recession, the rolling 10-year average returns exceeded 8 percent. These
were significantly impacted by the investment markets in 2009. The 10-year roll-
ing averages for subsequent years reflect this, but have begun to exhibit an upward
trend. In fiscal year 2011, one-year investment returns were 21.2 percent for VS-
ERS, 20.5 percent for VSTRS, and 21.0 percent for VMERS versus the median
public fund return of 21.2 percent, although the first half of fiscal year 2012 has
exhibited considerable volatility. These numbers should be viewed in the context
of 30-year expected returns for the portfolio of 7.9 percent, based upon current
asset allocations, as determined by our independent investment consultants.

Long-Term Investment Performance Of Vermont's Retirement Systems

As of June 30,2011
Gross of Fees
Retirement System: Last Last Last Last Last
1 Year 3 Years 5 Years 7 Years 10 Years
Teachers Composite 20.5% 4.5% 4.6% 6.1% 5.8%
State Composite 21.2% 5.1% 4.9% 6.3% 5.8%
Municipal Composite 21.0% 5.4% 5.1% 6.4% 5.9%
Median Public Fund 21.2% 4.8% 4.9% 6.3% 5.7%

10-Year Investment Performance Of Vermont's Retirement Systems
As of June 30 for each Fiscal Year

Gross of Fees
Retirement System: | 5944 2010 2009 2008 2007 2006 2005
Teachers Composite 5.8% 3.7% 2.9% 6.3% 8.7% 9.1% 9.9%
State Composite 5.8% 3.1% 2.5% 5.6% 8.1% 8.6% 9.5%
Municipal Composite 5.9% 4.0% 2.8% 6.3% 9.1% 9.5% 10%
Median Public Fund 57% 3.4% 2.9% 6.1% 8.3% 8.5% 8.8%

Source for tables above: New England Pension Consultants
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Trust Investment Account

The 2000 State Legislature autho-
rized the establishment of a trust
investment account (TIA) adminis-
tered by the State Treasurer for pur-
poses of investing restricted funds
with non-expendable principal
balances and other long-term funds.
As of June 30, 2011, the fund had a
principal balance of approximately
$64 million, of which $25 million was
allocated to the Tobacco Trust Fund,
$19.7 million to the Higher Educa-
tion Endowment Trust Fund, and the
remainder to various smaller trust
funds.

Since inception in 2000,
the TIA fund has earned
8.11 percent, exceeding its
benchmark of 6.18 percent.

The current target allocation of the
Trust Investment Account is 70 per-
cent fixed-income securities and 30
percent equities. For fiscal year 2011,
the fund had a dollar weighted total
return of 10.79 percent versus the
target return of 11.68 percent, which
is based on actual asset allocation,
and the performance of the S&P 500
Stock Index (30.73 percent) and the
Barclays (formerly Lehman) Aggre-
gate Bond Index (3.9 percent). The
lag was due primarily to riskier fixed
income securities (e.g., CMBS instru-
ments) outperforming Treasuries and
a somewhat shorter duration in the
portfolio versus the benchmark, in
light of the expectation for annual
distributions from the fund. Since
inception in 2000, the TIA fund has
earned 8.11 percent, exceeding its
benchmark of 6.18 percent.

It is important to note that TIA funds
are invested with Vermont invest-
ment managers, including Hanson &
Doremus Investment Management
and Prentiss Smith & Co. on the
domestic equity front and Sentinel
Asset Management, Inc. for the fixed
income portion. The only portion
not invested with a local Vermont
manager is used to assist Vermont

(continued next page)
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Importantly, 2011 saw the benefits of portfolio restructuring efforts that
were begun in 2009 reflected in reduced portfolio risk and improved performance
in challenging markets. While longer term returns until fiscal year 2008 were
well above the assumed actuarial rate of return (e.g. 11.2 percent five-year returns
for VSERS, versus an 8 percent actuarial rate), the financial crisis in 2008 and
subsequent “Great Recession” have posed challenges for all retirement plans. In
this context, the two-year annualized returns of 19.5 percent seen in fiscal year
2011 (e.g., for VSERS), accompanied by a reduction in annualized risk by ap-
proximately one-third, suggests significant progress has been made in adjustment
of the portfolio. Part of this diversification has been achieved by incorporating
a number of additional investment strategies, but a reduction in the exposure to
equity risk has also contributed to recent improvements. As a result, the “capture”
of performance in up and down markets has improved. Recent months’ portfolio
performance show more resiliency than in months prior to 2010. The current asset
allocation is summarized in the chart below.

Asset Allocation of Pension Funds as of June 30, 2011

Equity
Domestic Large Cap 12%
Domestic Mid Cap 2%
Domestic Small Cap 4%
International Established 12%
Emerging Market 6% _
Total Equity 36%

Fixed Income

Diversified Bonds 18%
High Yield Bonds 5%
Global Bonds 8%
Emerging Market Debt 3%
TIPS 3% -
Total Fixed Income 37%

Alternatives

Real Estate 5%
Hedge Fund-of-Funds 5%
Commodities 2% _
Total Alternatives 12%

Multi-Strategy

Risk Parity 5%
Global Asset Allocation 10% _
Total Multi-Strategy 15%

Cash 0%

Grand Total 100%

Note for table above: To streamline administration and ensure greater
consistency of returns across the three systems, VPIC migrated all three
Vermont Retirement systems to the same asset allocation.
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Through a competitive process, in fiscal year 2008 the VPIC selected
a consultant and advisor to assist with its previously adopted policy relating to
investing in companies involved in genocidal or terrorist states. With assistance
from this advisor, the VPIC has the tools required to identify issuers that may be
in conflict with its policy and proceed with engagement or divestiture as appropri-
ate. In 2010, VPIC expanded the list to include 25 companies and continues to
discuss both the policy and ways of enhancing its efficacy in engaging or divesting
companies found to be in conflict with it.

In 2011, VPIC continued its review of its domestic and international
proxy voting policies. Corporate responsibility and accountability guidelines in
these policies include voting policies on environmental issues such as global warm-
ing, environmental reporting, and executive compensation, as well as workplace
issues such as equal employment opportunities, human rights, and labor codes.
These policies can be viewed on the State Treasurer’s web site.

Higher Education Trust Fund

The 1999 State Legislature established the Vermont Higher Education
Endowment Trust Fund and appropriated $6 million for the creation and man-
agement of the fund by the State Treasurer. An additional $11.5 million of contri-
butions were added between fiscal years 2002 through 2011. On June 30, 2011,
the fund had a market value of $18,471,131.54. In September of 2011, the State
Treasurer authorized the distribution of 5 percent of the average market value of
the assets over the prior 12 quarters equally among the University of Vermont, the
Vermont State Colleges, and the Vermont Student Assistance Corporation. Each
entity received $304,014.79 to be applied as non-loan financial aid to Vermont
students attending Vermont post-secondary institutions.

In fiscal year 2012, the additional endowment allocation will
be $182,408.87 for each institution, provided it is matched
on a two-to-one basis by external donations for endowment
purposes by the end of the fiscal year.

The Higher Education Endowment Trust Fund Act further provides that
contributions shall include “... in any fiscal year in which a general fund surplus
exists and the general fund stabilization reserve is funded to its required statutory
level, funds raised by the estate tax under chapter 190 of Title 32 which are more
than 125 percent of the amount projected by the emergency board in the July
annual forecast made pursuant to section 305a of Title 32.” In fiscal year 2008, a
substantial contribution from this provision was made of $5,223,449.94, and in
fiscal year 2010 the fund received an additional contribution of $1,521,871. At
the end of fiscal year 2011, approximately $11 million was received under this
provision which will be reflected in fiscal year 2012. In addition, pursuant to
legislation introduced by the Treasurer, all unclaimed property worth less than
$100 that has been under State custody for ten years or longer is to be turned over
to the Higher Education Trust Fund. Under this provision, $600,000 was added
to the fund in fiscal year 2007, $51,586 in fiscal year 2009, $47,471 in fiscal year
2010, and $30,026 in fiscal year 2011.

In addition to the above disbursements from the fund, the Vermont
Commission on Higher Education Funding authorized the Treasurer to make
available the additional 2 percent distribution of $177,917.90 to be divided
equally between the University of Vermont and the Vermont State Colleges for
application to their respective permanent endowments. In fiscal year 2012, the ad-
ditional endowment allocation will be $182,408.87 for each institution, provided

(continuedfrom previous page)

housing. Beginning in fiscal year
2008, the Treasurer’s office invested
$2.5 million of TIA assets in a mutual
fund that invests in public housing
and other fixed-income securities
throughout the United States. The
balance continues to be invested and
earning interest and has grown to
approximately $3.1 million. The fund
manager, RBC Global Asset Manage-
ment (formerly Access Capital), has
an equal investment in high-grade
Vermont securities that address prin-
cipally underserved segments of the
housing market, such as affordable
housing. The aim of the investment
was to increase the pool of available
capital funds for affordable housing
in Vermont. RBC invests in mortgages
to homebuyers making less than 80
percent of an area’s median income.
The fund invests primarily in AAA/
credit quality community economic
development investments, usually
specially created mortgage-backed
securities.
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Bank in Vermont

The Treasurer’s Office continues
to maintain its Bank in Vermont
program to invest State funds on a
predictable basis through certifi-
cates of deposit (CDs) via a compet-
itive bidding process in banks with
branches in Vermont. The program
is designed to be attractive to the
wide range of banking institutions
in Vermont, and is predicated on
the belief that investing Vermont
funds in Vermont, consistent with
earning a competitive rate of
return, is a good policy. A block of
funds is set aside for the scheduled
bid in specified time frames. The
CDs may be short duration, or have
longer maturities, depending on
the yield curve and cash manage-
ment requirements. Between its
inception in August, 2004, and
December, 2011, $679.65 million
in CDs have been awarded. As of
December 31,2011, there no CD’s
outstanding. During 2011, a total of
$36.60 million of CDs with varying
maturities and rates well above
comparable maturity Treasury rates
were issued. There have been no

losses associated with this program.
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that it is matched on a two-to-one basis by external donations for endowment
purposes by the end of the fiscal year and subject to statutory limitations on distri-
butions exceeding contributions. A copy of the State Treasurer’s Annual Report to
the Commission is attached at the back of this report in the appendix section.

Trust Litigation Settlement Fund & the Tobacco Trust Fund

In November 1998, Vermont was one of 46 states to enter into a settle-
ment agreement with four major tobacco companies. The State’s estimated share
of settlement payments at that time was expected to total $806 million over the
first 25 years of payment, with an additional $156 million of strategic contribu-
tion payments to be paid between 2008 and 2017. Through fiscal year 2011, the
State has received payments totaling $371.2 million. Fiscal year 2008 marked the
first year of receipt of strategic payments, which were $14.4 million and are also
included in the fiscal year 2010 total. Pursuant to the agreement, the expected
settlement amounts are adjusted for inflation and the effect of any decreases in
the sale of tobacco products to the base year. As of January 1, 2009, these have
accounted for an 11.5 percent 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.

The balance of the Tobacco Trust Fund investments at
June 30, 2011 was $24.96 million and $25.85 million at the
end of fiscal year 2010.

In fiscal year 2000, the Vermont State Legislature established a Tobacco
Litigation Settlement Fund (“Settlement Fund”) to be administered by the State
Treasurer and subject to further appropriations. In fiscal year 2011, $35.85
million from the settlement fund was directed to healthcare services (Medicaid;
includes funds redirected to the Medicaid Global Commitment Fund). A total of
$3.24 million was spent on programs in various departments for tobacco enforce-

Vermont’s Expected and Actual Receipt of Tobacco Settlement Funds

Fiscal Master Settlement Expected* Actual*
Year Amount* (Smillions) ($ millions) ($millions)
2000 $36.23 $36.23 $33.22
2001 28.47 28.47 24.68
2002 34.18 34.18 31.00
2003 34.51 34.51 30.55
2004 28.80 28.80 25.82
2005 28.80 26.10 26.21
2006 28.80 24.50 24.06
2007 28.80 22.60 24.99
2008 29.37 39.50 39.91
2009 29.37 39.91 40.66
2010 29.37 36.00 36.21
2011 29.37 33.00 33.86

* Source: JFO. Master Settlement amounts shown are at time of initial settlement. Expected amount
determined third quarter of each fiscal year unless noted. Actual excludes Settlement Fund Account
performance.
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ment, prevention, and education programs. Additionally, $3.11 million funded
substance abuse and youth protection programs in the Agency of Human Services.
In fiscal year 2012, the legislature has appropriated $36.98 million for Medicaid
health services; $3.65 million for enforcement, prevention, and education; and
$1.98 million for substance abuse and youth protection programs. Any remainder
of the settlement fund receipts is to remain in the fund for appropriation in fiscal
year 2013. In fiscal year 2011, $7.72 million was transferred from the Tobacco
Trust Fund to the Tobacco Litigation Settlement Fund per Act 156 of 2010 sec
D.103 amended by Act 3 of 2011 sec 58. The balance of the Tobacco Trust Fund
investments at June 30, 2011, was $24.96 million and $25.85 million at the end
of fiscal year 2010. Of the $24.96 million invested, $7.72 million is committed to
the above mentioned transfer to cover the deficit in the tobacco Litigation Settle-
ment Fund as in past years.

Single Deposit Investment Account

The State Treasurer’s Office, in concert with the State and Teachers’
Retirement Boards, made a significant change to the structure of the Single
Deposit Investment Account (SDIA) over the past eighteen months. The SDIA
is a non-contributory defined contribution plan. The fund was formed in 1981
and is closed to new membership and funds are not available to the members
until they retire or terminate employment. Until fiscal year 2011 it was invested
in two intermediate term bond portfolios managed by two different investment
managers. The investment policy governing those portfolios included a minimum
average credit quality of double-A, no bonds rated below investment grade, and
limitations on asset-backed, mortgage-backed, collateralized Mortgage Obliga-
tions, corporate bonds, and single issuers of non-treasury/government agency
backed bonds. The bonds were “wrapped” by an insurance policy guaranteeing the
book principal value of investment to SDIA participants. This insurance wrapper
required monthly adjustments of participant crediting rates based on the changing
market value of the portfolio.

The State opted to transition to a new investment model.
That model is a commingled stable value fund designed to
combine the assets of unrelated plans.

In response to a limited wrap environment and rising fees, the Treasurer’s
office undertook a Request for Proposals (RFP) to identify potential wrap provid-
ers and/or explore alternate delivery mechanisms. There is concern that continued
use of this investment model would be difficult to support in light of a number
of SDIA members nearing retirement and the resulting significant increases in the
disbursement of funds. As a result of the RFP process, the State opted to transi-
tion to a new investment model. That model is a commingled stable value fund
designed to combine the assets of unrelated plans, with resulting diversity econo-
mies of scale, within a single stable value strategy. This strategy also has the advan-
tage of multiple wrap providers, thus, providing improved security to fund partici-
pants. The fund has demonstrated improved investment performance since that
time (3.33 percent), while still meeting its stated objectives to provide a relatively
high fixed income yield with little market-related risk. Of primary importance is
the preservation of principal and earned interest. Secondary to the preservation of
capital is the need to generate, over time, a composite yield in excess of short-term
yields available in the fixed income money market marketplace.

Vermont Veterans’' Home

By legislative act in fiscal year
2001, the Vermont Veterans'
Home was required to transfer
its endowment fund to the State
for administration by the State
Treasurer. The legislation allows
the State Treasurer to invest
these funds, if appropriate, with
the long-term investments in
the Investment Trust Account.
The funds were invested with
the State’s short-term invest-
ments, until a spending policy
for these funds was established
by the Board of Trustees for the
Vermont Veterans' Home. At
the board’s September 2002
meeting, a spending policy was
adopted that allowed for trans-
fer of the funds to a fund in the
State’s Trust Investment Account
(“TIA"). Of the amount trans-
ferred, $400,000 was deposited
in the TIA fund as of October 1,
2002. In November and Decem-
ber of 2002, the Vermont Veter-
ans’Home received a bequest
of $410,000 that was deposited
into the TIA fund as a second,
separately-named fund pursuant
to the terms of the bequest. On
July 1, 2004, an additional contri-
bution of $75,000 was credited
to this second fund.

During fiscal year 2011, with-
drawals from the Vermont
Veterans’' Home TIA funds
totaled $50,000. As of June 30,
2011, the balance of the fund
first contributed to the TIA was
$514,145.27, and the balance
of the second (later) fund was
$621,607.58, for a combined
total of $1,135,752.85.
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Other Retirement Trusts/Funds

In 2011, the VSERS Board elected to add a socially responsible invest-
ing (SRI) bond fund alternative, the PIMCO Total Return Fund I1I, to the 457
Deferred Compensation Plan, and to add a self-directed brokerage option through
Charles Schwab. The VSTRS Board added two SRI alternatives, the Calvert Equi-
ty Fund A (stocks), and the PIMCO Total Return Fund III (bonds). Finally, both
Boards opted to explore fixed annuities to provide a guaranteed retirement income
alternative in the respective plans, and the Treasurer’s Office commenced a formal
“request for information” or RFI process to be completed in the first quarter of
2012.

There were no changes to the State and Municipal Defined Contribu-
tion (DC) plans’ investment options in 2011, however the Treasurer’s Office will
be conducting an RFP process for plan administrator during the first quarter of
2012.
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Unclaimed Property Division

Overview

Financial property becomes “unclaimed” after a business or non-profit entity loses
contact with a customer for a period of years. The property is sent to the Trea-
surer’s office to protect the funds and centralize search efforts to locate property
owners. The Unclaimed Property Division’s primary goal is to reunite individuals
with their unclaimed financial property. To accomplish this goal, the division uses
a variety of tools. Foremost, the division must ensure that holders of the property
file their annual unclaimed property report. Typically, types of property that are
turned over to the division include:

« Savings Accounts

« Checking Accounts

+ Uncashed Checks

+ Telephone/Utility Deposits

Unclaimed Property - Rental Security Deposits

Division «  Wages

(802) 828-2407 « Insurance Benefits/Policies

(800) 642-3191 « Safe Deposit Box Contents

Al LaPerle - Mortgage Insurance Refunds

Unclaimed Property Director . Stocks and Dividends

Nancy Scribner ) Mut%JaI Funds .

Business Administrator »  Certificates of Deposit

Linda Bouffard The Unclaimed Property Division holds lost funds until the rightful owner(s) are
Program Technician | found, returning the property to the owner at no cost to the owner.
Charles Ryerson UPDATES

Program Technician | Claims Processing

The Unclaimed Property Division acts as custodian to safeguard finan-
cial assets until they can be claimed by the rightful owner or heirs. In fiscal year
2011, the division paid 11,776 claims worth more than $4.2 million. The average

ACCOMPLISHMENTS IN 2011

Paid 11,776 claimants approximately $4.2 million, with an average claim
of $361.73.

Managed the unclaimed property database of more than $56 million and
300,000 properties.

Holders of unclaimed property reported $8.4 million worth of unclaimed
funds to the State in fiscal year 2011.

In fiscal year 2011, there were 265,617 web searches for unclaimed prop-
erty on the Vermont State Treasurer’s web site.
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claim paid was $361, a slight rise over fiscal year 2010. To promote awareness of
the program, we continue to use our time-tested procedures, such as a publica-
tion of our annual list of names in daily newspapers; a spring and fall advertising
campaign; staffing a booth at the Champlain Valley Exposition; distribution of
local listings to town clerks and legislators; cross-matching our database with the
Department of Taxes; and our annual postcard mailing.

Fiscal year 2012 claims processing is currently on pace to pay
more than 14,000 claims to Vermonters.

Supporting our outreach efforts, the Unclaimed Property Division uses
the Unclaimed Property Management System 2000. This is the most advanced,

secure and reliable unclaimed property management system available to the State.

Currently, 36 other states use this product. This system has permitted owners of
unclaimed property to receive their funds more promptly.

Fiscal year 2012 claims processing is currently on pace to pay more
than 14,000 claims to Vermonters. From July 1 through December 1, 2011, the
division had paid 5,858 claims. Claim information for the last ten fiscal years is
shown in the chart below and on the next page.

Reporting and Compliance

By law, banks, insurance companies, corporations and the courts are
among the many organizations known as holders, and are required to report
dormant accounts to the Unclaimed Property Division. Vermont’s unclaimed
property law requires organizations to annually review their records and trans-
fer accounts that have reached certain dormancy thresholds. The State Treasurer

$56 Million in Unclaimed Property. Check for Your Name Today!

+ Vermonters

. www.MissingMoney.Vermont.gov
R 1-800-642-3191
Sy

Each fall, the Unclaimed Property Division
publishes an annual list of new unclaimed
property turned over to the Treasurer’s
office in the past year and the names of
potential owners. Along with newspaper
inserts, the division also purchases other
advertising. Above is a “sticky note” ad
designed to be prominently displayed in
the publication carrying the ad. Vermont-
ers responded positively to the 2011 fall
campaign. On November 2, a one-day
online search record was set when 29,672
searches of the unclaimed property data-
base were completed.

serves as custodian of the funds until they can be returned to their rightful owners.

Unclaimed Property Number of Claimants Paid
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Unclaimed Property Amount Returned to Vermonters
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UNCLAIMED PROPERTY

Before unclaimed funds are turned over to the State, all holders of property valued
at $50 or more are mandated by law to notify the individual by mail at the last
known address on record. Despite these efforts, many accounts remain unclaimed
and are turned over to the State Treasurer’s Office.

Vermont’s unclaimed property law requires organizations to
annually review their records and transfer accounts that have reached
certain dormancy thresholds. The State Treasurer
serves as custodian of the funds until they can be returned
to their rightful owners.

The State of Vermont is currently in possession of more than $56 million
in unclaimed property belonging to more than 300,000 individuals and organiza-
tions. Property becomes “lost” due to a company having no communication with
the owner. This may be caused by an address change or change in marital status.
In some cases, the owner dies and the heirs have no knowledge of the property.
During fiscal year 2011, the State of Vermont received $8.4 million from hold-
ers of unclaimed property. Of particular note, was the receipt of approximately
$700,000 from the insurance company, John Hancock. An audit of the company,
on behalf of Vermont and 36 other states, included funds from accounts that the
owners had lost track of and accounts where money was due beneficiaries who
were unaware of them. We anticipate additional funds will be received by the
Treasurer’s office in the coming year as more similar audits are completed of other
insurance companies.

Education continues to be an important part of the division’s compliance
effort. A division representative will visit a holder upon request to provide infor-
mation on the program.

Besides using staff to conduct audits within the State of Vermont, we also
use three contract audit companies to assist us in the enforcement of the statute.
These companies have enabled the division to touch base with a greater number of
holders of unclaimed property.

The Treasurer’s office continues to allow holders to enter into a voluntary
compliance program to submit to a process of disclosing and remitting property,
thus avoiding costly audits, fines and penalties. Since the program’s inception,
$2,101,000 has been turned over to the State. Since the beginning of fiscal year
2012, 278 holders have submitted more than $979,224 in financial property, an

increase of 60 percent over the same time period last fiscal year.

PLAY BALL!
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Creating awareness of unclaimed prop-
erty is a year-long job. In the summer,
the division takes advantage of the
summer crowds at the Vermont Lake
Monsters games and sponsors a back-
fence banner.

Treasurer Beth Pearce threw the first
pitch at the August 1 game and took
time to explain to baseball fans about
the program. Fans could also check for
unclaimed property at the game at an
outreach table staffed by the division.
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Treasury Operations Division

Overview

The Treasury Operations Division processed more than 1.58 million payments
during the 2011 fiscal year. Approximately 64 percent of those payments were
conducted electronically. The Office of the State Treasurer has an ongoing goal of
increasing the proportion of transactions that occur via electronic funds transfer.
The division is responsible for the banking and cash management of more than
$4.9 billion annually in both receipts and disbursements; the establishment and
maintenance of the State’s banking network; the disbursement of the State’s war-
ranted payments and debt service; the collection of certain receipts, including those
related education tax payments to the State; and the recording of accounting trans-
actions associated with these activities. The reconciliation of internal and external
accounts comprises a major portion of the division’s staff time, in addition to the
proper reporting and recording on the State’s books for financial reporting.

In addition, the division is responsible for preparing financial statements and
schedules for the annual audit of the State’s books (as it relates to cash and invest-
ment disclosures), administering the Municipal Equipment Loan Fund, and the
preparation of the pension trust fund financial statements for the pension systems
managed by the State Treasurer’s Office. TD Bank, N.A. serves as the State’s master
banking contractor. Bank personnel and Treasury staff work continuously together
to provide new and improved services and processes.

UPDATES
Reconciliations
The Treasurer’s office staff reconciles approximately 30 State core bank
accounts. In fiscal year 2011, more than 122 thousand deposits were processed to
State accounts through a network designed to accelerate the collection of cash so
that it may be used for operating needs or efficiently placed in short-term invest-

ACCOMPLISHMENTS IN 2011

« Infiscal year 2011, more than 122,000 deposits were processed to State
accounts and 1.58 million payments were processed, either through pa-
per checks or electronic fund transfers.

«  Working collaboratively with other State departments and agencies, the
Treasury Operations Division was able to help ensure that the flow of
State aid payments and State vendor payments continued during State
office closures in March for snow, in May due to flooding, and during the
aftermath of Hurricane Irene. In particular, staff worked overtime during
the spring storms with BGS and child support to assure essential pay-
ments were delivered to our customers.

+ Inresponse to fiscal challenges created by Hurricane Irene, the Treasury
Operations Division facilitated and implemented actions aimed at aiding
Vermont'’s impacted communities. As directed by the State Treasurer, Ad-
ministration, and legislative leaders, the division processed the accelera-
tion of certain State payments to municipalities and school districts as the
result of Hurricane Irene and the deferment of education payments for
impacted towns.



TREASURY OPERATIONS DIVISION

ments. On the disbursement side, 1.58 million payments were processed, either
through paper checks or electronic funds transfers (EFT). Working cooperatively
with all of the Treasury’s business partners, we have been able to assure that the
number and duration of reconciling items from user department entries remains
low, and that reporting/review processes are in place to continually improve the ac-
curacy and timeliness of financial reports and the supporting data.

Hurricane Irene
Response Support

In a team effort, the division
helped with several initiatives
aimed at assisting Vermont com-
munities impacted by the storm.

Electronic Payments

The issuance of paper checks is labor-intensive and costly. Electronic pay-

ments reduce bank fees, printing and postage costs, the potential for fraud, as well
as staff time to reconcile bank accounts. Tracking of lost checks is time-consuming
and can be largely eliminated through electronic payment processing. Time spent
searching for cleared payments is eliminated. Bank fees related to “stop payments”
are eliminated, as are the costs associated with re-issuing payments, and inconve-
nience to the payees. This past year, 1,288 check payments were reissued because
the original check was lost or was never received by the payee. The Treasurer’s Of-
fice has an ongoing initiative to encourage State agencies and departments to use
electronic payments whenever feasible.

More than 122,000 deposits were processed to State accounts
and 1.58 million payments were completed.

One of the barriers to the use of electronic payments by vendors is the
lack of payment remittance information received with the payment. The State
currently issues and mails a remittance advice for each electronic payment. Of
the more than 1.58 million payments processed during fiscal year 2011, approxi-
mately 64 percent were electronic transfers. The State Treasurer’s Office rolled out

Accelerated local highway
aid payments, current use,
and payment-in-lieu-of taxes
to towns totaling $30.7 mil-
lion.

Accelerated education pay-
ments totaling $125 million.
Worked with Vermont banks
on financing options for
communities in need.
Assisted in efforts by the
Municipal Bond Bank to offer
low-interest loans and stop-
gap funding as needed to
local banks.

Assisted in request to FEMA
to initiate Community

Disaster Loan program to as-
sist towns with low-interest
loans.

«  Administered one-time de-
ferment program for impact-
ed communities of Act 68
education fund payments.

a “Vendor Portal” secure web site during fiscal year 2009. This web site allows
vendors that receive payments electronically to view payment information online,
which reduces the number of information requests received.

In November of 2011, 96.4 percent of monthly benefit payments to
retired State employees were made via direct deposit, for the retired teachers, the
percentage of monthly benefit payments via direct deposit was 97.2 percent, and
for retired municipal employees it was 92.3 percent. This is an increase from the
November 2010 percentages of 95.5 percent-State; 96.5 percent-teachers; and

.. These measures were intended
91.1 percent-municipal.

to give towns relief and options
as they worked to rebuild.

Act 68 Receipts

Per statute, the Treasury Operations Division monitors the receipt of education tax payments to the State mandated
by Act 68. Notification and initial invoicing of the municipalities for the principal payment are completed by the Depart-
ment of Education. In fiscal year 2011, all municipalities made their Act 68 principal payments.

Recovering from the damage caused by Hurricane Irene has caused fiscal concerns and cash flow issues for some
Vermont towns. Working cooperatively, the State Treasurer’s Office, administration, and legislative leaders initiated an effort
of State government to assist towns that are net payers of education tax to the State with these cash flow issues. Towns were
offered a one-time deferral of the education tax payment due to the State on December 1, 2011. The payment due, up to
the amount of unreimbursed, estimated municipal repair and replacement costs, could be deferred to February 28, 2012.
The deferred amounts will be considered timely paid if received by the State Treasurer’s Office by the close of business on
February 28, 2012. Eleven towns requested full or partial deferrals, which totaled $7.1 million, or 9.24 percent of the $76.9
million semi-annual billing cycle due on December 1, 2011. As of December 6, 2011, all $69.8 million of the principal
receivable for the payment due on December 1, 2011, which is net of the deferred amounts explained above, had been col-
lected. All payment amounts due on December 1, 2011, were received timely. Under statute, in the event of a late payment
the State Treasurer’s Office would bill interest on a per diem basis, calculated at 8 percent per annum, beginning on the due

date.
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MacBride Principles

Act 50 of the Public Acts of 1989
specifies that the State Treasurer
and the Retirement Boards compile
a list of corporations that conduct
business in Northern Ireland in
which the State Treasurer and
Retirement Boards have invested
funds. Notifications from external
investment managers listing such
businesses are due in the Treasurer’s
Office on January 1 of each year,
and these notifications are kept on
file in the Treasurer’s Office. The Act
further requires that the Treasurer
and the boards of the trustees of
the Vermont State Employees’ Re-
tirement System and the Vermont
State Teachers’ Retirement System
shall support the MacBride Princi-
ples addressing worker equality and
security issues through support of
shareholder issues. The Treasurer’s
Office and the trustees comply with
Act 50 by mandating MacBride Prin-
ciples compliance through Vermont
Pension Investment Committee
(VPIC) investment guidelines to be
observed by investment manag-
ers and by the proxy firm engaged
by VPIC to vote its proxies. Proxy
voting guidelines approved by the
three Vermont Retirement Systems
and the Treasurer’s Office for U.S.
domestic equity managers also
specify manager voting compliance
with MacBride principles.
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Legislative Reporting

Requirements

Brandon Training School/Vermont Veterans’ Home

Section 23 of Act 62 of the Public Acts of 1995 specifies that the State
Treasurer shall notify the chairs of the Senate and House Institutions committees
upon receipt of monies from the sale of the Brandon Training School property, as
well as certain federal receipts associated with the Vermont Veterans’ Home. For
fiscal year ending June 30, 2011, the State has timely received amounts due from
the federal government associated with the Vermont Veterans’ Home. The last
three buildings belonging to the Brandon Training School were sold on February 9,
2010, and the final receipt for this sale was received in fiscal year 2011.

Financial Literacy Trust Fund

The legislature authorized the establishment of a trust fund in 2008 to
finance financial literacy in Vermont. According to the legislation, “the purpose of
the fund is to promote the adoption of fiscally sound money management prac-
tices by Vermonters through education and outreach efforts that raise awareness
of the need for and benefits of practicing such skills; and to create opportunities
to build and encourage the development of new financial literacy activities and
educational products for Vermont citizens.” The Treasurer is authorized to col-
lect money from a variety of sources to fund these activities. For fiscal year 2011,
the fund received deposits of $500. The fund earned $35.50 in interest. There
was $11,014.01 expended from the trust fund during fiscal year 2011. Of that
amount, approximately $9,675 was expended in support of the first year of the
Reading is an Investment program, $1,080 was expended for the state tournament
of the Reserve Cup Challenge, and the remainder expended for the annual finan-
cial literacy poster competition.

Survivors of Emergency Personnel

Originally established by the legislature in 2002 as the Firefighters” Survi-
vors Benefit Fund, this fund was expanded during the 2005 legislative session to
include not only firefighters, but ambulance service, emergency medical, first re-
sponder service and volunteer personnel. A review board administers the grant of
a one-time monetary benefit to the survivor or survivors of emergency personnel
employed by or who volunteer for the State of Vermont, a county or municipality
of the state, or a nonprofit entity which provides services in the state, who die in
the line of duty or of an occupational-related illness. From July 1, 2010 through
November 30, 2011, two payments
have been made related to the deaths
of emergency personnel in the line-
of-duty. As of November 30, 2011,
this fund has assets of $6,808.29. In
addition, the Treasurer’s Office has re-
quested that the Commissioner of Fi-
nance add a $100,000 appropriation
to this fund to the fiscal year 2012
budget adjustment act, to be funded
by a reversion from the Treasurer’s Of-

fice budget.



LEGISLATIVE REPORTING REQUIREMENTS

Credit Card Payments

The Treasurer’s Office contracts with TD Bank Merchant Services Group,
a division of TD Bank, N.A., to provide credit and bank card services. Accep-
tance of credit and debit card payments is broadly practiced in many agencies and
departments as a method of payment of registration fees, licenses, penalties, fines,
durable goods, park reservations, interest, and payment of taxes. Credit and debit
card acceptance provides our customers, the citizens of Vermont, with a more
convenient method of payment. In addition to public convenience, electronic
processing of consumer and business purchases improves governmental cash flows,
offers greater financial security, and reduces the overhead costs associated with
the handling of currency. In addition, the State has a contract with the Vermont
Information Consortium (VIC) to provide internet-based credit and debit card

acceptance services to Vermont agencies and departments.

Credit and debit card acceptance provides our customers, the
citizens of Vermont, with a more convenient method of payment.

The Court Administrator has worked with VIC since February, 2007, to
allow for the payment of fines and fees via the internet and by credit card. In the
fiscal year ending June 30, 2011, approximately 37,065 such transactions were
processed, with 31,153 conducted by users over the internet, and the remain-
ing 5,912 transactions processed either in person, at a district court, or over the
phone. A convenience fee of $3.75 is currently charged to users of the service each
time a person pays Judicial Bureau judgments with a credit or debit card. In order
to market the on-line credit card payment option for Judicial Bureau judgments,
the Judiciary has added the web site address for the service to payment envelopes,
the judgment form, and the collection notice. The judgment form and the collec-

Burma (Myanmar)

Act 13 of the Public Acts of 1999
specifies that the Treasurer shall
implement the purposes of the Act
by voting in favor of shareholder
resolutions concerning individual
companies doing business with the
government of Burma. In addition,
the Treasurer shall separately notify
the company that Vermont wishes to
convey its grave concerns regarding
the company’s economic ties to the
government of Burma. The Trea-
surer complies with this Act through
measures including mandating
compliance through VPIC investment
guidelines that must be observed
by investment managers and by the
proxy voting firm engaged by VPIC to
vote its proxies. Proxy voting guide-
lines adopted by the three Vermont
Retirement Systems and the Trea-
surer’s Office for U.S. domestic equity
managers also specify manager vot-
ing compliance including support of
labor standards in connection with
a company's involvement in Burma,
and reporting on Burmese opera-
tions and activities.

tion notice also include a tear-off credit card payment stub that can be mailed.

Credit Card Accounts Summary

DEPARTMENT TOTAL SALES TOTAL FEES |
VT Department of Liquor Control $23,567,402.26 496,068.91
VT Department of Motor Vehicles $18,509,088.61 318,439.69
VT Judiciary/Courts * $6,284,141.13 -
VT Department of Taxes $4,786,311.81 168,390.87
VT Secretary of State $4,494,197.69 101,656.37
VT Department of Forest, Parks & Recreation $2,539,746.15 61,722.34
VT Department of Fish and Wildlife $1,469,281.44 29,132.01
VT Department for Children & Family Services $1,080,673.51 24,966.98
VT Department of Public Safety * $609,696.50 -
VT Restitution Unit $239,497.43 4,660.81
VT Health Department $181,899.00 4,257.31
VT Department of Historic Perservative/Historic Sites $103,919.36 3,563.75
Vermont Life Magazine $44,150.36 1,132.56
Vermont Department of Labor * $22,337.50 -
VT Department of Environmental Conservation $11,808.25 382.15
VT Agency of Transportation $1,628.00 104.68
Total 63,945,779.00 1,214,478.43

* Cardholders using this service pay a convenience fee, which offsets all of the card processing fees for this

service for this reporting period.
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Technology Services

The Technology Services Division is committed to providing programming and
technical support services to the Treasurer’s Office. Office personnel in this area
provide support to the entire range of software and hardware facilitating the
operations of the office, including banking reconciliation software, check and EFT
issuance, unclaimed property, and the various software applications that support
the retirement services for the State’s approximately 45,900 active, vested, and
retired members across our State Employee, Municipal Employee and Teacher
retirement funds.

UPDATES

The Technology Services staff continued to implement important upgrades to
the office’s infrastructure to improve the speed, reliability and dependability of its
systems during 2011. Listed below are some of our major accomplishments.

« The OST data center has been upgraded for improved resilience
against disaster by moving to a new location at the National Life build-
ing. The data center is now out of the flood plain. In fact, we moved
the data center one week ahead of the rising river in March 2011 and
much ahead of the damage caused by Hurrican Irene on August 28.
The hardware for our servers is now configured for high availability.
That means that we can function even if one of our servers were to
become disabled for some reason. We also are utilizing a storage area
network for improved data redundancy and backup. That means that
data saved in our servers at National Life is backed up in real time to
our disaster recovery site in Barre.

+  We are now able to recover our document imaging system from our
disaster recovery site in Barre. Document imaging has become a criti-
cal system that required a more robust backup and recovery system.
As of December 22, 2011 we had 2,723,908 pages within 1,109,416
documents stored on our system.

«  VPAS (Vermont Pension Administration System) has achieved another
major milestone by implementing the administration of our Employer
Reporting System. The reporting of employee contributions by payroll
officers is still being done using our legacy web site. A future upgrade
will be done to roll out a new employer reporting website for payroll
officers of the municipal employees’and teachers’ retirement systems.
Benefit calculation is currently being tested by our staff. Our goal is to
use the benefit calculation function from VPAS in the fall of 2012.
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APPENDICES

HIGHER EDUCATION TRUST FUND: Annual Report—September 1, 2011

ELIZABETH A. PEARCE . UNCLAIMED PROPERTY DIVISION
STATE TREASURER 3 ,_,.-é,_ ag TEL: (802) 828-2407

3
RETIREMENT DIVISION i ACCOUNTING DIVISION
TEL: (802) 828-2305 TEL: (802) 828-2301

FAX: (802) 828-5182 FAX: (802) 828-2884

STATE OF VERMONT
OFFICE OF THE STATE TREASURER

TO: Jeb Spaulding, Secretary of Administration, and the

Higher Education Subcommittee of the Prekindergarten-16 Council
FROM: Elizabeth Pearce, State Treasurer
RE: Annual Report on the Higher Education Endowment Trust Fund
DATE: September 1, 2011

I am pleased to present the Secretary of Administration and the Higher Education Subcommittee
(Subcommittee) of the Prekindergarten-16 Council with the State Treasurer’s twelfth annual
report on the Higher Education Endowment Trust Fund (Fund).

The General Assembly established the Fund in the Office of the State Treasurer in 1999 to
provide non-loan financial aid to Vermont students attending the University of Vermont (UVM),
the Vermont State Colleges, and other Vermont post-secondary institutions (16 V.S.A. § 2885).

Performance Summary

During Fiscal Year 2011, the Fund’s dollar weighted investment return was 10.79% gross of
fees. This return compares to the Barclays Aggregate Bond Index return of 3.9% and to the S&P
500 Stock Index return of 30.73% for the same period, and is less than the Fund’s target
allocation index rate (that is, the rate of return that would have been realized if 30% of the Fund
was invested in the S&P 500 Index, and 70% in the Barclays Aggregate) of 11.68%. In general
the Fund underperformed its Index due to a more conservative stance in the fixed-income space
as well as due to equity market volatility in late 2010. This conservative position is consistent
with the objective of providing a high likelihood of annual distributions from the Fund. It should
also be noted that the Fund has outperformed since its inception in 2000, returning 8.11% on a
annualized basis against 6.18% for its benchmark. The Fund has also outperformed its
benchmark over the past three, five, seven and ten fiscal year periods. A detailed discussion of
the Fund’s performance is included in this report.

5% Distribution from Fiscal Year 2011

The statute provides that in August of each fiscal year, the State Treasurer is to withdraw 5% of
up to a 12-quarter moving average of the Fund’s assets and divide the amount equally among
UVM, the Vermont State Colleges, and the Vermont Student Assistance Corporation (VSAC).
The amount appropriated, however, cannot exceed an amount that would bring the Fund balance

109 STATE STREET ¢ MONTPELIER, VERMONT 05609-6200
TREASURER: (802) 828-1452 @ TOLL-FREE (in VT only): 1-800-642-3191

www.vermonttreasurer.gov
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below total contributions to principal. Total principal contributions through June 30, 2011 have
been $17,500,823.36.

The 5% distribution available this year is $912,044.36 in total or $304,014.79 each for UVM, the
Vermont State Colleges, and VSAC. This amount represents a 2.52% increase over the
distribution made following Fiscal Year 2010 of $296,529.83 for each institution. Appendix A
to this report includes quarterly market values and distributions for Fiscal Year 2011, and Chart
#1 shows principal contributions to date.

2% Distribution from Fiscal Year 2010

16 V.S.A. § 2885 further provides that during the first quarter of each fiscal year, the Secretary
and the Subcommittee may authorize the State Treasurer to make an additional amount equal to
up to 2% of the Fund’s average assets available to UVM and the Vermont State Colleges for the
purpose of creating or increasing a permanent endowment fund. Similar to the 5% distribution,
the amount appropriated cannot exceed an amount that would bring the Fund balance below total
contributions to principal. Further, each institution is required to match the appropriation by
raising private donations of at least twice the appropriated amount, to certify to the
Commissioner of Finance and Management (Commissioner) that it received private donations in
the requisite amount, and that the funds will be used to create or increase a permanent
endowment at the respective institution.

At its meeting last year, then-Secretary Neale Lunderville and the Subcommittee authorized this
2% appropriation in the amount of $355,835.80, or $177,917.90 each for distribution to UVM
and the Vermont State Colleges, dependent upon a finding by the Commissioner that the terms of
this appropriation were met. Each of these institutions is in the process of establishing the
required certification. Due to the Fund’s positive return in Fiscal Year 2011, the Fund will be
able to make the full distribution amount.

After payments of $912,044.36 and $355,835.80, the Fund balance at the end of Fiscal Year
2011 totals $18,471,131.54. An accounting of the Fund balances is provided below:

Ending balance FY 2010 $19,080,449.90
Contributions received FY 2011* 0.00
Opening balance FY 2011 $19,080,449.90
5% Distributions: University of Vermont (296,529.83)
Vermont State Colleges (296,529.83)
Vermont Student Assistance Corp. (296,529.83)
2% Distributions: University of Vermont (174,535.22)
Vermont State Colleges (174,535.22)
Income earned FY 2011 1,222,955.10
Appreciation (Depreciation) FY 2011 749,735.12
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Fees and Other Charges FY 2011 (75,468.49)
Balance June 30, 2011 $19,739,011.70

5% of 12-Quarter Moving Average as of June 30, 2011 (912,044.36)

Distributions: University of Vermont (304,014.79)

Vermont State Colleges (304,014.79)

Vermont Student Assistance Corp. (304,014.79)

2% Income Available for Endowments from FY 2010 (355.835.80)
Balance after distributions $18,471,131.54
Total contributions as of June 30, 2011 $17,500,823.36
2% Income Available for Endowments from FY 2011 $364,817.75

(requires institutional match in FY 2012)

*Does not include $11,030,026.35 of receipts that the State collected during FY 2011 that were added to the
Fund in FY 2012.

2% Distribution for Fiscal Year 2011

All principal contributions to the Fund through June 30, 2011 total $17,500,823.36, which also
represents the minimum balance that must be maintained in the Fund. The 2% distribution
proposed for this year of $364,817.75 would leave a balance of $18,471,131.54 excluding
contributions to be received, the 5% distribution following FY 2011, and any gains from
investment activity in FY 2011. If the Secretary and the Subcommittee authorize this
distribution, each institution’s share will be $182,408.87 with a required match to be raised by
each entity in FY 2011 of $364,817.75. The attached Chart #2 provides a graphical depiction of
authorized distributions, including this 2% distribution subject to the Secretary’s and the
Subcommittee’s approval.

Fund Balances

Appendix B to this report shows the total return of the entire Trust Investment Account, of
which the Higher Education Endowment Trust Fund, with a balance of $19.7 million (prior to
cash distributions to be made in FY 2011) comprises approximately 31%. The Tobacco Trust
Fund comprises 39% of the account, or $24.9 million, and the remaining 30% is made up of, in
decreasing size, a State Employee’s retirement benefit trust fund totaling $9.4 million, the ANR
Stewardship Fund at $4.4 million, the Waterfowl Stamp Fund at $2.2 million, the Fish and
Wildlife Trust Fund at $1.5 million, two Veterans’ Home trusts totaling $1.1 million, and eight
small trusts totaling just over $550,000. Chart #3 displays the relative share of the Higher
Education Endowment Trust Fund compared to the entire Trust Investment Account.

Chart #4 presents the Fund’s balances, inclusive of distributions, for fiscal years 2000 through
2011. The balance increased significantly in FY 2007 due to Estate Tax receipts of
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$5,223,449.94, and a $600,000 contribution from the State’s unclaimed property fund as a result
of legislation proposed by the Treasurer in FY 2006. Assets decreased modestly in FY 2008 and
FY 2009 due to low investment returns and minimal fund contributions. Finally, the fund
balances in both FY 2010 and FY 201 1benefited from a continued equity market rebound from
the 2008 financial crisis, as well as from an Estate Tax contribution during FY 2010.

Asset Allocation, Investment Managers and Performance

The Trust Investment Account’s target asset allocation is 70% fixed income securities and 30%
equities. As of June 30, 2011, the Account’s actual allocation comprised 68.8% fixed income
securities and 31.2% equities, versus 73.2% fixed income securities and 26.8% equities,
respectively, on June 30, 2010. To minimize transaction costs, the Account is rebalanced
annually in October, and other contributions and withdrawals from the various funds are used to
“fine tune” the asset allocation during the year.

The Account achieved modest positive returns in both FY 2008 and FY 2009, during some of the
worst financial market conditions since the 1930s, and achieved sufficient returns to fully fund
distributions in both FY 2010 and FY 2011. Given that the asset allocation has enabled the Fund
to perform in both exceptionally adverse and very positive markets, the Treasurer’s Office
believes the current asset allocation has been appropriate. In particular, the Treasurer’s Office is
mindful of the need to balance the equity and fixed-income exposures in light of the expectation
for annual distributions from the Fund.

The Account return underperformed its benchmark in FY 2011, due in part to conservative fixed
income managers lagging their benchmark during the year. The lag was due primarily to riskier
fixed income securities (e.g., CMBS instruments) outperforming Treasuries and a somewhat
shorter duration in the portfolio versus the benchmark. Equity performance during the fiscal
year was impacted primarily by underperformance during the fourth calendar quarter of 2010.

The Account has four investment managers, three of whom are Vermont-based and have
managed Account assets for at least ten years: two equity managers, Prentiss Smith & Co. of
Brattleboro, and Hanson & Doremus of Burlington, and fixed income manager Sentinel Asset
Management (a National Life company), of Montpelier. Each of these managers has
outperformed their benchmark in seven of the past eleven fiscal years.

The fourth manager, Minnesota-based fixed income manager RBC Global Asset Management
(formerly Access Capital), manages a fund that invests in debt securities that support affordable
housing, job creation and community development for low- and moderate-income individuals
and communities in Vermont. RBC underperformed in FY 2008, outperformed in FY 2009, and
lagged the benchmark in both FY2010 and FY 2011 but in those years has posted higher returns
than Sentinel. As such, this investment is meeting its goals of capital preservation and investment
return, along with providing benefits to Vermonters.

In conclusion, the Treasurer’s Office believes that the Fund’s asset allocation is appropriate to its
goals of asset growth, capital preservation and supporting distributions, and that the investment
managers have performed in a manner consistent with these goals. However, since future
distributions depend upon Fund performance, and because interest rates are near fifty-year lows
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(limiting the upside to owning fixed-income investments), the Treasurer’s office is considering
changes to the asset allocation as well as asset classes going forward.

Please feel free to contact me if you have any questions or concerns regarding this report.

cc: James Reardon, Commissioner of Finance & Management
Donna Russo-Savage, Legislative Council

APPENDIX A: Higher Education Endowment Trust Fund Distributions—Period Ending June 30, 2011

APPENDIX A

HIGHER EDUCATION ENDOWMENT TRUST FUND - DISTRIBUTIONS
For Period Ending June 30, 2011

Quarter-End Balances

September 30

December 31 March 31 June 30

Fiscal Year 2009
Fiscal Year 2010
Fiscal Year 2011

Twelve Quarter Average

5% Distribution FY2011
VSAC
UVM
Vermont State Colleges

2% FY2011 (Projected)
UvVM
Vermont State Colleges

2% FY2011 (Actual)
UvVM
Vermont State Colleges

Balance after Distributions

2% FY2012 (Projected)
UvM
Vermont State Colleges

$16,966,384.87
$18,084,136.99
$19,046,186.38

$18,240,887.29

$912,044.36

$355,835.80

$355,835.80

$18,471,131.54

$364,817.75

$16,320,715.01 $16,315,441.73 $17,050,798.96
$18,649,777.82 $19,114,425.82 $19,080,449.90
$19,080,907.03 $19,442,411.23 $19,739,011.70

Total Contributions

$304,014.79 2001 $6,000,000.00
$304,014.79 2002 $1,000,000.00
$304,014.79 2003 $635,881.49
2004 $0.00
2005 $0.00
$177,917.90 2006 $2,363,355.61
$177,917.90 2007 $5,823,449.94
2008 $57,208.65
2009 $0.00
$177,917.90 2010 $1,620,927.67
$177,917.90 2011* $0.00
Total: $17,500,823.36
*Excludes $11,030,026.15 of receipts that the
State collected in FY 2011 that were added to
$182,408.87 the fund in FY 2012
$182,408.87
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APPENDIX B
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APPENDICES

APPENDIX C—TRUST INVESTMENT ACCOUNT: Account Performance

APPENDIX C
TRUST INVESTMENT ACCOUNT PERFORMANCE'
Fiscal Calendar Last Last Last Last Since
MANAGER Year Year 3 Fiscal 5 Fiscal 7 Fiscal 10 Fiscal Inception
2011 2010 Years Years Years Years in FY2000
DOMESTIC EQUITY
Hanson & Doremus Investment Management 32.15% 18.90% 1.64% 2.97% 8.00% 7.18% 9.04%
Prentiss Smith & Co. 26.57% 11.04% 8.82% 8.02% 9.52% 8.92% 8.80%
S&P 500 30.73% 15.16% 3.35% 2.95% 4.22% 2.72% 1.12%
DOMESTIC FIXED INCOME
Sentinel Asset Management, Inc. 3.27% 6.67% 6.64% 7.02% 6.08% 6.43% 6.78%
RBC Global Asset Management “ 3.80% 5.40% 7.04% N/A N/A N/A N/A
Barclays (formerly Lehman) Aggregate 3.90% 6.54% 6.46% 6.52% 5.48% 5.74% 6.14%
TOTAL FUND DOLLAR WEIGHTED RETURN 10.79% 9.76% 7.64% 7.57% 7.69% 7.80% 8.11%
Total Fund Target 11.68% 9.88% 7.34% 6.71% 6.06% 6.05% 6.18%
TOTAL FUND MARKET VALUE ($ millions| $64.0 $61.2
Notes:
1. Returns for periods longer than one year are annualized.
2. Formerly Access Capital Management, inception date of September 17, 2007.

HIGHER EDUCATION TRUST FUND: Fund Contributions—Fiscal Years
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HIGHER EDUCATION TRUST FUND: Authorized Distributions by Year and Type
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* Actual 2% distribution for 2008 was $298,227.18.
HIGHER EDUCATION TRUST FUND: Trust Investment Account Fund Composition as of June 30, 2011
Higher Education
31%
Fish & Wildlife
2%

Veterans Home
2%

Waterfowl Stamp
3%
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HIGHER EDUCATION TRUST FUND: Asset Growth—6/30/00 to 6/30/11, includes distributions
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OTHER POST-EMPLOYMENT BENEFITS FUNDING ANALYSIS—VSERS & VSTRS

VSERS -- Other Post-Employment Benefits Funding Analysis

PRE-FUNDING BASIS PARTIAL FUNDING
Assumed Discount Rate 8.10% 4.25%
Actuarial Value of Assets $11,215,536 $11,215,536

Actuarial Accrued Liability
- Active Participants

$305,152,245

$ 588,716,974

mowm alwl

- TOTAL S e
Unfunded Actuarial Liability $593,850,737 $998,576,325
Funded Ratio 1.9% 1.1%
Annual Covered Payroll $420,321,080 $420,321,080
Unfunded Actuarial Liability (as % of covered payroll) 141.3% 237.6%
Normal Cost for FY 2012 $17,926,475 $39,938,163
Amortization of Unfunded Actuarial Liability (for FY 2012 -30 yr) | $29,248,112 $29,942,114
Annual Required Contribution (ARC) FY 2012 * $47,174,587 $69,880,277
Expected Benefit Payments $34,046,207 $34,046,207
Increase in Annual Cost to Fund Plan $13,128,380 N/A

* Payment is assumed to be made at the beginning of the fiscal year.

VSTRS -- Other Post-Employment Benefits Funding Analysis

PRE-FUNDING BASIS PAY-AS-YOU-GO BASIS

Assumed Investment Return 7.9% 4.00%
Actuarial Value of Assets $0 $0
A e Pocteioan $151,115,813 $336,352,295

- Retired Participants 3436816 53(3) $/;/;o (6)32 ?gg

- TOTAL 7 T
Unfunded Actuarial Liability $436,816,573 $780,032,155
Funded Ratio 0% 0%
Annual Covered Payroll $547,748,405 $547,748,405
Unfunded Actuarial Liability (as % of covered payroll) 79.8% 142.4%
Normal Cost for FY 2012 $8,409,612 $20,855,820
Amortization of Unfunded Actuarial Liability (for FY 2012-30 yr) $21,024,973 $22,554,912
Annual Required Contribution (ARC) FY 2012 * $29,434,585 $43,410,732
Expected Benefit Payments $22,743,953 $22,743,953
Increase in Annual Cost to Fund Plan $6,690,632 N/A

* Payment is assumed to be made at the beginning of the fiscal year.
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The State Treasurer’s Office serves

as the State’s banker and chief
investment officer. The office handles
money that belongs to all of the
citizens of Vermont. The Treasurer’s

Office is committed to managing
these funds honestly, efficiently

and responsibly, and to maintaining
Vermont’s hard-earned reputation as
a fiscally sound and disciplined state.

Published by the Office of the State Treasurer
Phone: (802) 828-1452
Fax: (802) 828-2772



